Self-Confidence and Survival

By

Heski Bar-Isaac

DISCUSSION PAPER NO 395

FINANCIAL MARKETS GROUP
AN ESRC RESEARCH CENTRE

LONDON SCHOOL OF ECONOMICS




ISSN 0956-8549-395

Self-Confidence and Survival
By

Heski Bar-Isaac

DISCUSSION PAPER NO 395

LSE FINANCIAL MARKETS GROUP
DISCUSSION PAPER SERIES

October 2001

| Heski Bar-Isaac is a PhD student in the Department of Economics, London School of
Economics and a Research Assistant for the Financial Markets Group. Any opinions
expressed here are those of the authors and not necessarily those of the Financial
Markets Group. ’



Self-Confidence and Survival

Heski Bar-Isaac*
Department of Economics and Financial Markets Group,
London School of Economics?

September, 2001

Abstract
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Non-Technical Summary

Reputation, reputation, reputation . . . Reputation is an idle and most false
imposition: oft got without merit and lost without deserving
Othello, Act I1, Scene 3

In the scene from which the above quote is taken, Cassio complains that he has lost his reputation -
the “immortal part” of himself - and is comforted by lago. Iago essentially tells Cassio that
reputation does not have any meaning: good people can have bad reputations and bad people can
have good reputations. However, in a typical example of Shakespearean irony, by the end of the
play Iago is publicly revealed as the villain that he is and Cassio, who in subsequent acts of the play
tries to repair his reputation, ends up as govemor of Cyprus. This paper can be read as contrasting
the stylised view of Iago, that good people can be unlucky and that bad people can be lucky, with
Shakespeare's implicit view, that in the long run the truth will out. Specifically, we find support for
the latter view under certain circumstances; though Iago's viewpoint might prevail in the short-term,
self-confidence signals quality and may partially restore an inappropriately poor reputation.

Specifically, we consider a problem where a monopolist seller of a good or service sells a single
unit in each period, incurring a cost each time that she produces. The seller may be of two types
either a good or bad; though potential buyers only learn her type slowly through observing the
history of trials of her service. For example, one might consider an expert giving advice, who
though talented might be unlucky on occasion.

In the case where the seller has no additional information to buyers we show that in that even
though the seller may be of a good type, she might stop selling. This then offers support to “lago's
view” as characterised above - that a good seller can end up with a bad reputation.

However, introducing private information leads to a contrary result - when the seller knows the
quality of her product with certainty, then a good seller (one with a good product) sells in every
period - lending some support to “Shakespeare's view”, The mechanism, which we term “self-
confidence” supporting this result has some intuitive appeal. A seller with a poor reputation (that is
one whom buyers believes is quite likely to be bad) would be more willing to sell, even at a low
price, if she were good than if she were bad. This is because a good seller would know that her
reputation would most likely improve following future sales, and so would be relatively more likely
to accept a loss in the current period. As a bad seller would be relatively more likely to cease
trading if required to sell at a loss, it follows that simply being prepared to sell and exhibiting
confidence that her reputation will improve, can act as a signal of quality to buyers in the current
period and can limit the losses that the seller need incur in any period. Indeed, in the model these
losses are limited to such an extent that a good seller will always wish to make a sale,

The paper proceeds to test the appeal and robustness of the signalling equilibrium characterised.
First, in an extension of the model, where the seller's information is not perfect but she has more
information than buyers, we show that self-confidence leads to an outcome whereby a seller with
positive information continues selling for just as long as she would have done if her information had
been public (observed by buyers as well as herself) rather than private (observed only by herself).
Thus a good private signal and a good public signal are equivalent for the survival of a seller. In a
second more technical extension we argue that although in the central result of the paper the
introduction of asymmetric information leads to multiple equilibria, which we discuss at some
length, we argue that the self-confidence equilibrium we identify is the most appealing one in a
well-defined sense---specifically, natural restrictions on beliefs lead to uniqueness of this
equilibrium as a limiting case in a richer environment. An appendix of the paper allows for
signalling through prices as well as through the self-confidence of continuing to sell at a loss and
demonstrates that these two mechanisms can complement each other.

The final section of the paper concludes and points to further possible extensions of the results and
intuition.



1 Introduction

Reputation, reputation, reputation . . . Reputation is an idle and most false imposi-
tion: oft got without merit and lost without deserving

Othello, Act II, Scene 3

In thes cenef rom which thea boveq uotei s taken, Cassio complains that heh as lost his
reputation—the® immortal part” of himself-—and is comforted by Iago. Ilago essentially tells
Cassio that reputation does not have any meaning: good people can have bad reputations and
bad people can have good reputations. However, in a typical example of Shakespearean irony,
by thee nd of thep lay Iago is publicly revealed as thev illain that hei s and Cassio, who in
subsequent acts of the play tries to repair his reputation, ends up as governor of Cyprus. This
paper can be read as contrasting the stylised view of Iago, that good people can be unlucky and
that bad people can be lucky, with Shakespeare’s implicit view, that in the long run the truth
will ont. Specifically, wefi nd support for the latter view under certain circumstances; though
Iago’s viewpoint might prevail in the short-term, self-confidence signals quality and may partially
restore an inappropriately poor reputation.

We consider an optimal stopping problem in which, in every period, a monopolist provider
chooses whether to sell a single unit of a service or good, incurring a fixed production cost each
time that she does, or to stop trading. Initially the quality of the service is unknown to potential
buyers but each purchase yields additional information about the true quality. Wec onsider
thep roblem, under different assumptions concerning what the seller knows about her quality,
specifically we begin by examining feasible outcomes if she knows no more than buyers, and if
she knows her quality perfectly.

In the casew here thes eller has no additional information to buyers we show that in this
strategic setting, an analogous result to Rothschild (1974) emerges, that is that even though the
seller may have a good product, she might stop selling. This then offers support to “lago’s view”
as characterised above—that a good product can end up with a bad reputation.

However, introducing private information leads to a contrary result—when the seller knows
the quality of her product with certainty, then a good seller (one with a good product) sells in
every period—lending some support to “Shakespeare’s view”. The mechanism, which we term
“self-confidence” supporting this result has some intuitive appeal. A seller with a poor reputation
(that is one whose product buyers believes is quite likely to be bad) would be more willing to
sell, even at a low price, if she were good than if she were bad. This is because a good seller
wonld know that her reputation would most likely improve following future sales, and so would
be relatively more likely to accept a loss in the current period. As a bad seller would be relatively
morel ikely to cease trading if required to sell at a loss, it follows that simply being prepared
to sell at a “reasonable” price and exhibiting confidence that her reputation will improve, can
act as a signal of quality to buyers in the current period. This consideration changes the notion
of what price might be reasonable in the current period, since now buyers’ beliefs depend not
only on previous experience of the product but also on the observation that the seller is willing
to continue selling despite losses. In particular, this consideration leads to a higher reasonable
price, albeit one at which the seller would still expect a short-term, or myopic, loss.!

'The experience of bankrupts in Silicon Valley might provide anecdotal evidence of this mechanism in oper-



Thus self-confidence, in the sense of accepting short-term losses for the sake of future expected
gains, can signal information and limit the losses that the seller need incur in any period. Indeed,
in the model these losses are limited to such an extent that a good seller will always wish to make
a sale. Moreover, this intuition and the qualitative result do not rely on the discount factor—
whenever a seller puts any weight on the future, a good seller who expects a better future than a
bad one prefers to continue selling. Note,h owever, that this mechanism is tempered to the extent
that a bad seller could mimic the well-founded self-confidence of a good one; formally this implies
semi-separation so that when the reputation is low enough, a good seller would always sell and a
bad seller would stop selling with some probability and continue selling with the complementary
probability. Indeed, this consideration suggests that no fully separating equilibrinm is possible.?

We then proceed to test the appeal and robustness of the signalling equilibrium characterised.
First, in an extension of them odel, where thes eller’s information is not perfect but sheh as
more information than buyers, wes how that self-confidence leads to an outcomew hereby a
seller with positive information continues selling for just as long as she would have done if her
information had been public rather than private; thus a good private signal and a good public
signal are equivalent for the survival of a seller. Second, although the introduction of asymmetric
information leads to multiple equilibria, which we discuss at some length, we argue that the self-
confidence equilibrium we identify is the most appealing one in a well-defined sense—specifically,
natural restrictions on beliefs lead to uniqueness of this equilibrium as a limiting case in a richer
environment. We explore varying the seller’s opportunity to behave strategically by supposing
that she can only decide to continue or quit trading with some probability, so that an observation
that she continues trading need not reflect a deliberate decision, for example it may be that she
makes a mistake. In this scenario we derive qualitatively similar equilibria and show that as the
seller’s probability of having an opportunity to make a strategic decision tends to 1, the equilibria
(robust to natural restrictions on buyers’ beliefs) tend to the oned iscussed in the paragraphs
above and generated in the case where the seller always has the opportunity to make a decision

to continue or quit.

1.1 Related Literature

Our point of departure is a seminal paper on experimentation, Rothschild (1974), in which an
experimenter tries out different arms of a two-armed bandit machine, where each arm pays out
a reward with somep robability that is learned over timet hrough trial. In each period, the
experimenter must weigh up both thes hort-term benefit and thei nformation gained, which
will have a long-term value, from using one arm rather than theo ther. Rothschild’s startling
conclusion is that nothing guarantees that in the long-term the experimenter wille nd up choosing

ation. Apparently, in this environment, previous bankruptcies or failed ventures are not necessarily perceived
as an insurmountable obstacle to raising new finance. According to the mechanism described above, this might
be explained in part as lenders might perceive that only ‘high quality’ entrepreneurs would seek to start an-
other new enterprise, whereas ‘low quality’ entrepreneurs might have given up or been discouraged by previous
bankruptcy and the consequent higher costs of funds. The more common explanation is that lenders consider
that entrepreneurs who have suffered previous bankruptcies might have gained knowledge or skills through their
experiences and presumably learned from previous mistakes, These two explanations do not exclude each other
and both mechanisms might operate.
2See Tadelis (1999) who proves a no-fully-separating-equilibrium result in a similar framework.



the right arm (that is the arm that is more likely to pay out the reward) and so inefficiency may
arise, even in the long run. In a simplified framework with only one arm which pays an uncertain
reward, wed epart from Rothschild’s approach in making the arm—the seller in our model—a
much more active participant;w e do this in two ways. First we allow the arm to make strategic
decisions—the decision of whether or not to continue trading—and so must apply game theoretic
techniques to analyse the problem; and secondly,w e introduce asymmetric information.

The literature on experimentation and multi-armed bandits has developed in a number of
interesting directions;h owever,o f most relevance to this paper is work which has taken a similar
approach to this paper in allowing the arms that areb eing experimented on a strategicr ole,
in particular Bergemann and Valimaki (1996) and Felli and Harris (1996). In these papers, the
strategic role is to vary the prices they charge for each trial. Although,c onsiderably simplifying
the framework in a couple of respects (in this paper we consider a one-and-a-half armed bandit
problem rather than a two-armed problem and effectively suppress any strategicr olef or the
experimenter), the innovation in this paper is the introduction of asymmetric information. Here,
we suppose that the seller either knows her own type perfectly or else at least has better infor-
mation than buyers, rather than supposing that learning and knowledge is symmetric among all
participants.

Ottaviani (1999), like this paper, considers a situation where a monopolist effectively controls
the learning process. In common with most learning models though in contrast with this paper,
there is an assumption that there is no agent with perfect knowledge; however, Ottaviani consid-
ers privately informed buyers and focuses on social learning and the potential for informational
cascades where a monopolist optimally sets prices over time and the buyers learn about quality
by observing each other’s decisions to buy. In that environment, the monopolist initially prefers
prices that allow more transmission of information from current to future buyers, but eventually
either quits the market or captures it entirely. In contrast, we suppose that buyers learn about
quality by observing ez-post outcomes rather than purchases and focus on the monopolist's deci-
sion to trade rather than her pricing decision. Another related paper is Judd and Riordan (1994),
which considers price signalling in the second period of a two-period model of a new product
monopoly and allows for private information both for buyers and sellers;i n contrast, our focus is
on the introduction of a different signalling mechanism—willingness to trade at a loss—which can
not arise in their model where there is an implicit assumption that there is always a non-trivial
efficient level of trade.

Privatei nformation in this paper and thea dverses election that arises in this framework
brings this paper close to a wide literature on reputation and signalling. In particular, the self-
confidence mechanism used to generate the result that a good seller trades in every period is
similar to one contained in the model of Milgrom and Roberts (1986). In a two-period model
with heterogeneous consumers and free entry, they show that uninformative advertising can play
a rolei n signalling quality in them arket for an experienceg ood. Uninformativea nd costly
advertising in their model plays a similar role to the willingness to incur losses in this paper.

Tadelis (1999) presents a model with a similar framework to the one in this paper, in that
theo nly differenceb etween a good seller and a bad seller is the probability with which they
produce a successful outcome. Tadelis, however, develops a model in a competitive environment
and focuses on shifts in the ownership of firms and the value of the firm’s name. In this paper,
we consider a monopolist seller and consider the influence of luck on her survival.



1.2 Plan oft he paper

In thef ollowing section, we introducet hef ramework for the models we go on to consider. In
Section 3, we suppose that the seller has no private information regarding her own type and show
that the outcome is equivalent to that described in Rothschild’s paper. In Section 4, we suppose
that thes eller knows her own type perfectly; in this setting wep resent thec entral result of
the paper—that there is an equilibrium where a good seller always trades. A similar outcome is
obtained in the finite horizon case and efficiency is also discussed; in particular, lowering expected
profits at all reputation levels can allow arbitrarily close approximation to full efficiency.

The intuition of self-confidence underlying these results—essentially that a seller who knows
shei s good values continuation moreh ighly than a seller who knows shei s bad—is extended
in two different directions. First in Section 5, wes uppose that the seller has an informative
private signal regarding her own type and demonstrate that a seller who had privately received
a high signal would survive (keep trading) for as long as a seller who had publicly received a
high signal. Secondly, in Section 6, we vary the degree to which the seller has opportunities to
behave strategically by supposing that in each period she can choose to cease trading only with
some probability. In this case, we characterise equilibria qualitatively similar to those derived
elsewhere. Moreover, we show that this class of equilibria is uniquely robust to a natural restric-
tion on buyers’ beliefs and argue that as the probability that the seller can behave strategically
tends to 1, these equilibria tend to a unique equilibrium—the one discussed in Section 4.

Finally,S ection 7 concludes and discusses further possible extensions.

2 The basic framework

Consider a monopolist seller of a good or service. The seller may be either a good quality seller
or a bad quality one.® Both good and bad quality types incur a cost ¢ in producing the good
and can producee ither oneu nit or no units at each discretet imep eriod. Each timet hat a
seller produces a good, it may turn out successful or unsuccessful with some probability.? This
probability is independent and identical across time and depends only on the type of the seller.
In fact, the two types of seller differ only in that each time that a good seller produces a good,

3If quality is drawn from a continuum rather than restricted to two types, there is little substantive difference
in the conclusions. At some reputation levels, rather than the semi-separation of this paper in which a seller with
whom trade would be inefficient ceases trading with some non-zero and non-unitary probability, there is a cut-off
level so that a seller whose innate true quality is below that threshold ceases trading for sure, and a seller whose
quality is above that threshold continues trading for sure,

4The restriction that the seller can produce only & single unit in each period is an important one, which is
fairly common in the experimentation literature, (For a paper on experimentation where quantity does play an
important role see Khilstrom et al (1984)). This assumption might seem reasonable if we think oft he monopolist
seller as an expert selling her labour; here ¢ would be interpreted as a reservation wage earned in alternative
employment,

°It is reasonable to think of the seller as producing a customised good, such as legal advice or auto-repair
Although, the assumption that the probability of success in any period is independent and identically distributed,
is a strong one, which considerably simplifies the analysis, it is not critical for the results. It would be sufficient,
for example, that for any particular history a good type would be more likely to produce a success than a bad
type, that the likelihood of producing a success is non-decreasing in the number of previous successes and that
the stochastic processes generating successes for good and bad types are common knowledge.



it will be successful with probability g and unsuccessful with probability 1 — g, whereas for a
bad type the corresponding probabilities areb and 1 — b, where 1 > g > b > 0. The seller is
risk neutral,a nd seeks to maximise the discounted present value of profits, where the per-period
discount factor is 3 € (0,1).8

Buyers areh omogeneous and risk neutral, and at theb eginning of period t, they sharea
common belief that with probability A, thes eller is good and with probability 1 — A, shei s
bad-—this belief is termed the seller’s reputation. Buyers assign a value of 1 to a success and 0
to a failure. Thus the ez-ente value of buying from a good seller is ga nd from a bad seller is
b. It is assumed that g > ¢ > b, or equivalently that ez-ante trade with a good seller is socially
efficient and trade with a bad seller is inefficient. In each period, given their beliefs and the price
of the good, buyers decide whether or not to buy the good. We suppose that buyers buy only
once and that in each period there are at least two potential buyers.

In each period the seller first decides whether or not she will seek to trade. If she decided to
trade, the seller auctions a single unit of the good. Then this framework in which there is more
than one potential buyer, all buyers are homogeneous and buyers buy only once,e nsures that the
seller extracts the full buyer valuation of her service.” Further note, that we therefore exclude
any role for price signalling, we discuss the issue in the conclusion of the paper in Section 7 and
deal with it explicitly in Appendix 2.

Thes uccess or failureo f the good can only bed etermined after it has been bought and
consumed. We suppose that this realisation is publicly observable. Although this realisation is
publicly observable,i t is not verifiable so that contracts contingent on outcomes cannot be written
and so the price of the good in any period is independent of the outcome in that period, though
it varies with the history of the seller’s previous successes and failures. After this realisation has
been observed, the seller's reputation is revised and the period ends.

Supposing that the seller begins with some initial reputation Ag,w e can summarise the action
as the repetition of the following stages:

1. the seller begins the period with an initialr eputation A;
2. she decides whether or not to trade in this period;
3. on the basis of this decision beliefs are revised to the interim belief p,;

4. she then produces a singleu nit at a cost ¢ and sells it, as discussed above, at a price
g + (1= )b

5. theb uyer then consumes theg ood and its realisation as a success or failurei s publicly
observed; and,

YNote that for any discount factor 8 € (0, 1) all the quelitative results derived below hold, though the discount
factor would effect the level of the critical reputation levels discussed in the propositions below. However for
B € {0,1}, the qualitative results need not hold; in particular if 3 = 0, the game is effectively a one-shot game
and dynamic reputational concerns are irrelevant, and if 8 = 1, there are potentially infinite future rewards.

"This assumption is analytically convenient; however it would be sufficient if the price of the good or service
depended only on the seller’s reputation, and was increasing in the seller's reputation, such that for high enough
reputation the price would be higher than ¢ and for low enough reputation it would be below ¢



6. on the basis of this realisation buyers revise their beliefs so that the seller’s end of period
reputation is Ayyq (if the seller did not trade in the period then Ay g = p1).

Throughout we suppose that the information structure is common knowledge; for example in
Section 4, we suppose not only that the monopolist knows her own type, but that buyers know
that she knows her own type (though they do not know what this type) is, the monopolist knows
that they know and so on.

3 Uninformed seller

In this section, we suppose that the seller has no private information regarding her type. Instead,
her belief regarding her own type is identical to her public reputation; so the seller and potential
buyers share the same beliefs and update these beliefs identically. In deciding whether to stop
selling or not, the seller takes into account both the profit that she expects to earn in that period
and the value of the information generated in a further trial of her ability.

Following a success, or failure, the seller’s reputation A is updated according to Bayes’ rule, so
that the reputation after a success and failure are given respectively by the following equations:

Ay

A= )._r;—i—{i—,\}b (1)
N AL - g) o

TAMI—g)+(1=X(1-1b)

Symmetric information implies that the only factor that has an influence on a seller’s value
of trading is her current reputation. Using the equations above and recalling that at any time,
the seller can choose not to trade, it follows that an uninformed seller's expected value of selling,
given a reputation A, can be defined by the following equation:

V¥A) = Ag+(1=Xb—c+B[(Ag+ (1 — A\)b) max{0, V*(\°)} (3)
+(1 = Ag — (1 = \)b) max{0, V¥(\)}]

In this expression, Ag + (1 — A)b — ¢ represents the profit in thec urrent period. Future
expected profits,w hether successful—max{0, V*()*)}—or not—max{0, V*(A)}—are discounted
at the discount rate 3, and Ag + (1 — A)b represents the seller’s belief that the good will prove
successful. Finally note that since the seller can choose not to sell in any period, the value of
having the reputation A is max{0, V*(\)}.

In this environment, if there is a very low belief that the seller is good then the seller would sell
at a loss in the current period and would not expect much valuable information to be generated
by further trial—if her prior belief is close to 0 then the posterior belief derived as above according
to Bayes’ rule would not be much different. Equivalently, at a sufficiently low reputation, both
the current sale price and the option to continue selling will be so low as not to compensate the
seller for the cost of production. This intuition is formalised in the proposition below.



Proposition 1 Ther ezists a critical reputation level X* € (0,1), such that if the reputation at
the beginning of @ period, ), isg reater than or equal to thisc ritical level, that ish > A, then
there is trade and if A < A%, trade ceases.

Details of the proof appear in the appendix; however, the key elements of the proof invoive
the use of standard recursive techniques to show that V*()) is a unique, well-defined, continuous
and increasing function. It can be readily verified that V*(0) < 0 and V*(1) > 0,a nd so by the
vontinuity and monotonicity of V*()), there is a unique A*, such that V*(A*) = 0. Since V*(})
is monotonically increasing in A, it follows that for allA > X*,V “(X) > 0 so that the seller will
seek to trade, whereas for A < A%, V¥()) < 0 and the seller would prefer to stop trading. Note
that once the seller has stopped trading in one period, the decision that she faces in the next
period is identical, sincen o new information has been generated, so once the seller decides to
stop trading, she will never resume.

An important implication of the result is that even a good seller might stop trading in finite
time, this is because even a good type conld suffer a run of such bad luck that it would drive her
reputation down below the criticall evel. Further note that A* can be thought of as an absorbing
barrier for reputation—if ever reputation falls below this level, the seller ceases trading.

As a final observation in this section,t he problem described in this section is equivalent to a
special case of the two-armed bandit problem of Rothschild, with one safe arm (always paying c)
and one risky arm (which sometimes pays out 1 and sometimes 0, with a probability that can be
learned through experience). Therefore the level of experimentation (the number of periods that
a seller trades) in this problem would be identical to that in the one risky, one safe one-and-a-
half-arm bandit problem, though note that here it is the arm rather than the experimenter who
is strategic.

4 Perfectly informed seller

This section begins by presenting and proving the central result of thep aper--that when the
seller is perfectly informed about her type, a good seller never stops selling. Underlying this
result is them echanism that in equilibrium a seller’s self-confidencew hen shes ells at a loss
acts as a signal of her quality. Throughout this section and indeed in the sections below, the
introduction of private information allows a multiplicity of equilibria in contrast to the unique
outcome that results in the case where the seller is uninformed. We discuss this multiplicity at
some length below. Nevertheless, at the end of Section 4.1 and in Section 6 below,w e argue that
the equilibria we characterise in this section are appealing and robust equilibria.

4.1 The perpetual survival of a good seller in the infinite horizon
model

Intuitively, underlying the result in this section and indeed most of the other results below is the
observation that good sellers have more to lose from ceasing trade than bad sellers. In particular,
a good seller knows that by continuing to trade, her reputation is likely to be enhanced. Potential
buyers, who know that the seller knows her type perfectly,a re aware of this and so take account
of the fact that the seller is willing to trade in assessing the likelihood that she is good.



More formally, that a good seller prefers to continue trading relative to a bad type can be
seen clearly from a comparison of the Bellman equations for the value of a sale for a good type
and a bad type respectively.

VI(A) = pg + (1 — p)b — ¢ + Blg max{0, V9 (1*)} + (1 — g) max {0, V*(u/)}] (4)
V) = pg + (1 — )b — c+ Bbmax {0, V¥(k*)} + (1 - b) max{0, V*(u")}] (5)

Note that for a particular reputation, A, the short-term profit is the same for a good or bad
seller; it is simply ug+ (1— u)b— c. It differs from the short-term profit for an uninformed seller
(see Equation (3)), which is Ag + (1 — A)b — ¢, since in the case where the seller is informed her
decision to trade is informative and so the buyers’ belief is conditioned on the fact that the seller
has traded. Thei nterim reputation is revised to y, which will bed etermined by equilibrium
strategies and beliefs and may differ from A.

The only difference between Equations (4) and (5) is that in the value function for a good
seller a future success is more likely than in the value function for a bad seller; it occurs with
probability g rather than b. Intuition suggests that for both good and bad sellers, the value of
a sale should be increasing in current reputation (V' () should be increasing in A) so that, since
u* > !, good sellers value continuation more highly than bad sellers do, at almost all levels of
reputation. In the equilibrium described in Proposition 2 below, this intuition is borne out and
these properties hold. Therefore, a bad seller would be more willing to drop out of the market
than a good one. Indeed wes how that a good seller never drops out for any discount factor
B € (0,1). This is a consequence of the buyers’ knowledge that a good seller is relatively more
willing to incur a loss to continue trading, which induces a lower bound for the reputation of a
seller conditional on the fact that she has not ceased trading or, equivalently, a limit to how low
the sale price can fall.

For a given prior belief ), if buyers believe that both good types and bad types would trade
for sure,t hen the interim belief is equal to this prior reputation,u , = As. If however, it is believed
that bad types would drop out with some positive probability and good types would always stay
in the market then g, > A. Equivalently, conditional on her remaining in the market, the seller
is morel ikely to beg ood. In particular, if it is believed that bad types always drop out at a
particular reputation level then p, = 1.

Ifin equilibrium, a bad type always stayed in the market, regardless of her current reputation,
then at some reputation levels the sum of the continuation value and the short-term profit would
be negative, since buyers’ beliefs could drop arbitrarily low. This could not be an equilibrium
strategy. At another extreme,i f at some reputation levels, a bad seller would drop out for sure,
then buyers would assume that any seller seeking to trade must be a good type and so would be
willing to pay g at allp eriods in the future, a bad seller would then clearly prefer to stay in and
earn (g —c)/(1 — ), again this can not be an equilibrium.’ Thus it must be the case that, in

8The value functions for the good and bad sellers will take the same value if the reputation is either 0 or 1,
since in these cases future beliefs will stay at the initial level whatever happens.

®Note that, it is at this point that there will be a difference in Sections 5 and 6, where in equilibrium there
can be full separation of types (though note that in Section 5 a type is defined by the signal received rather than
innate ability). In essence this derives from the fact that in those environments, even if there is a full separation
of types, there is still “noise” that allows Bayesian updating to continue and this leads to a region in the space
of reputations where there is full separation between different types of sellers. See Sections 5 and 6 for further
details,



equilibrium, for some reputation levels a bad seller would drop out with some probability and
continue trading with the complementary probability. Such mixed strategies on thep art of a
bad seller allows some continuity in the beliefs of buyers which is crucial for the existence of an
equilibrium of the form described below. In particular, in equilibrium a bad seller employs a
mixed strategy of continuing to trade that ensures that her value of continuing is zero. We state
the result formally in Proposition 2 below.

First,c onsider the value function for a bad type if buyers believed that sellers never stopped
trading regardless of type. This is implicitly defined by the following Bellman equation:

Wh) = /\g+(1—A)b«c+ﬂbmax{0,Wb(m)} (6)
+B(1 - b) max{0, W A=) )}

Al —g)+ (1=A)(1-¥)

Note that in Equation (6), since buyers believe that all types always sells, the price in the
short-run is Ag+(1—A)b. It can be shown, that there is a unique solution to this Bellman equation
using thes tandard recursivet echniques used to proveP roposition 1. Moreover, thes olution
W A) is a well-defined, bounded, continuous and strictly inereasing function. Furthermiore,
there exists a unique A’ such that W) = 0. Note, that X' depends on #, in particular A’ is
decreasing in 3. However, for any g, the following result holds.

Proposition 2 Suppose that the seller’s prior reputation ish € (0,1). Then there isa n equi-
librium, in which if X > X trade occurs for sure—that is both a good and bad seller would trade
with probability 1. If A\ < X', then a good seller tmdes for sure and a bad seller continues trading

with probability d()\) and ceases trading with o pmhability (1 — d(X)), where d(\) = ?]:\';_-,‘..

Essentially both good and bad types sell for sure at high reputation levels, that is above X,
but if her reputation falls then a bad type would cease trading with a mixed strategy (that is she
trades with probability d())) such that she would be indifferent between continuing to trade or
ceasing, and at this interim reputation a good seller strictly prefers to sell, which in equilibrium
she does. This result is illustrated in Figure 1,w hich represents a sample path for the reputation
of a seller (contingent on her willingness to sell). The reputation level X acts as a lower bound
for the reputation contingent on selling. Thus for a good seller A’ acts as a reﬂecting barrier and
for a bad seller it is a partially absorbing barrier. It is firther worth noting that X' < ‘J’ where

<!

this latter valuei s the reputation level that allows the seller to break even in the one period

game.1°

Insert Figure 1 around here

The outcome characterised in this proposition is not the unique equilibrium outcome in this
environment. Other equilibria can beg enerated though they rely on specific( and arbitrary)
off-equilibrium beliefs. For example, if buyers believed that a good seller would always cease

T ao ne-shot game, a seller would behave identically whether good or bad, and would sell whenever the
profit— the difference between the sale price and the cost—was positive, that is when Ag + (1 — A\}p —c > 0.
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trading whatever thec urtent reputation, then therew ould never bea ny trade, This kind of
equilibrium is robust to the Cho and Kreps (1987) Intuitive Criterion, for example,s ince in the
environment of this paper the only difference between the two types of seller is with respect to
the frequency with which each type generates suceess, and at the er-ande stage when the sale
price is determined, the profit realised depends only on buyers'h eliefs, so thiat arbitrary beliefs
would havee xactly the samei mpact on a good seller as on a bad seller, However, equilibria
other than the one described in Proposition 2 above, do rely on specific off-equilibrium beliefs,
In thee quilibrium outlined in Proposition 2, theo nly possible off-equilibrium actions aren ot
selling when reputation is high (since the only decision is whether or not to continue trading
and continuation is always an action that might be chosen in equilibrinm) but such behavieur
does not require a response from buyers. Any other behaviour is equilibrium behaviour and so,
Is not reliant on specific arbitrary off-equilibrium beliefs. Moreover, ss sliown in Section § the
equilibrivm outlined in Proposition 2 is the unique outcome as a limit within a class of equilibria
robust to a natural restriction on beliefs—that the buyers' belief contingent on abserving that
the seller is willing to trade should be non-deereasing in the beginning of period belief—in the
more general environment considered in that section,

4.2 The finite horizon problem

In this section, wes how that an analogous result to Proposition 2, which held in thei nfinite
horizon preblem, applies in the finite horizon model (where there are only a fixed finite number
of opportunities to trade). The result for the finite case is somewhat altered in that in the last
period even a good seller may not trade, though in all previous periods a good seller would trade
with certainty. A good seller’s self-confidence underlies this result—the value of remaining in the
market and having further oppartunities to trade is worth more to good seller than to a bad one
and 50 a good seller is more willing to incur a short-term loss to remain in the market (except in
the last period where there is no continuation value}. Again, this is recognised by huyers whose
beliefs are contingent on the observation that the seller has not yet ceased trading,a nd this sets
a floor to the losses that a seller need incur in order to continue trading, in such a way that a
good seller always trades (except possibly in the last period). Note, however that the leval of
this effective floor to reputation varies with the numnber of periods remaining, In particular, the
greater the number of periods remaining,t hen for any given reputation level the higher the value
of continuing for both types of sellers, and so the lower the effective foor to reputation, which is
the level of reputation at which a bad seller is indifferent between trading and stopping to trade.
These considerations are summarised in the proposition below; the proof of which is based on
backward induction and appears in the Appendix. Againa Ithough the onteome deseribed is not
a unique equilibrium, it does show that self-confidence is not reliant on an infinite horizen, but
can apply in a finite horizon problem. Moreover, the equilibrium descéribed is the mmigue limit of
equilibrin described in Section 6, which are uniq wly robust to natural restrictions on beliefs,

Proposition 3 Suppose that there are N > 1 trading opportunities and that the current rep-
tation level isA € (0,1), then there exists an equilibrium with the Jollowing chamcteristics. A
good seller sellsw ith probability 1 whatever her reputation level. There exists a reputation level
Aw such that a bad seller sells with probability 1 if X > Ay . Otherwise o bad seller sellsw ith
probability less than one. Furthermore Ay is decreasing in N, Final ty if N =1, then both « good
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seller and a bad seller would behave in the same way, specifically they would sell if and only if
Ag+(1—=Xb—c>0.

4.3 Efficiency

In this framework, an informed central planner, who knew the seller’s type and wished to max-
imise the totalp ayoffs to the seller and the buyers, would ensure that there was trade if and only
if the seller were good. Although, all decision making is ez-ante efficient in the sense of Holm-
strom and Myerson (1983),t he lack of such a planner and the lack of information concerning the
seller’s type (in Section 3) or asymmetry of information (in Sections 4.1 and 4.2) can lead to two
types of inefficiency, or “errors” in trading:

Type I: No trade with a good seller.

Type II: Trade with a bad seller.

Thus the outcome in Section 3, analogous to the outcome in the Rothschild framework, suffers
from both types of inefficiency—the seller might stop selling even though she is good and a bad
seller might sell. The equilibrium characterised in Proposition 2 has no Type I inefficiency—a
good seller always trades—but suffers from Type II inefficiency—a bad seller would also trade
with some probability.

If there are lower potentialp rofits available,f or example if there were taxes or for some other
reason thes eller conld only appropriatea fraction of the buyer’s valuation, then the valuet o
having any reputation would be lower for both good and bad sellers. In particular, the lower
value for a bad seller suggests that the reputation threshold at which a bad seller would start
to stop trading would be higher, or equivalently that she would be (weakly) more likely to cease
trading at all reputation levels. This would reduce the risk of the potential Type II error. The
value for a good seller is almost always higher than the valuef or a bad seller, and so a good
seller would never cease trading, through the self-confidence mechanism described above, so that
as before there would be no Type I error. We formalise this intuition below in the specific case
where the seller can only recover a proportion of the buyer’s valuation.

Specifically, suppose that the seller keeps only a fraction y of the price at which trade occurs.
Further suppose that y > ¢/g. (If this were not the case then even if it were common knowledge
that the seller were good it would still not be worthwhile for her to trade as her profit would be
49 —¢ < 0). Then as in Proposition 2, there is a natural equilibrium with no Type I inefficiency
and by choosing v appropriately, the Type 11 ineficiency can be made arbitrarily small. Loosely,
the lower is vy, thel ower thep otential gains from trading for a seller whether good or bad,
therefore the higher the probability that a bad seller stops trading at any given prior reputation.
As before the continuation value for a good seller is higher than that for a bad one, so a good
seller is still willing to trade. Thus by reducing v (equivalently increasing a per-unit tax), the
Type IT inefficiency can be reduced and there is still no Type I inefficiency. This is made explicit
in Proposition 4 which is stated below and proved in the Appendix.

Proposition 4 Suppose that for a given interim reputation level p, the seller’s revenue is y(ug-+
(1= wb], with vy > c/g, then there is an equilibrium with the following characteristics. A good
seller always sells and there exists a X' (y) € (0,1) such that a bad seller sells with certainty if the
prior belief A > N () and sells with probability d(\,~y) otherwise. Furthermore X' () is decreasing
in vy and d(A, ) is increasing i .
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Note that )'(y) is decreasing in 7 and d(},¥) is increasing in v means that thel ower the
proportion of the consumer valuation that the seller can appropriate, the more likely that a bad
seller would ceaset rading, and theg reater thel evel of efficiency. In thel imiting casew here
v = c¢/g, only good sellers would trade; such behaviour is rational, since there would be neither
profits nor losses in trading, so that continuing to trade is a rational strategy for a good seller,
and never trading is a rational strategy for a bad one.

5 Imperfect private information

In this section wec onsider an intermediates ituation in which thes eller has somei mperfect
private information concerning her own type, which is superior to the information that buyers
commonly hold.

The self-confidence mechanism identified in the previous section operates in this more general
environment and leads to a more general result. A seller who has discouraging private information
regarding her own type will have a lower continuation value than a seller with encouraging
information, and therefore will be more likely to drop out in either a deterministic or probabalistic
sense at low reputation levels. This would imply that the interim reputation level—the reputation
contingent on the observation that the seller is self-confident, in thes ense of being willing to
continue trading-—would rise to the encouraged seller’s own assessment of her quality and would
reach this level before a seller with encouraging private information was induced to cease trading.
Thus for the survivalo f a seller with “good news” as to her type, there is an equilibrium in which
it does not matter whether this “good news” is publicly known or her own private information.

We illustrate this first in an infinite horizon setting, in which the seller receives information
regarding her type before any trading begins, refining the intuition discussed in the paragraph
above. Then we suppose that the seller keeps receiving informative signals as to her type through
time, but for the tractability of this problem,w e analyse it assuming a finite horizon and a number
of natural restrictions on the evolution of the buyers' and seller’s beliefs.

5.1 An informative signal at the beginning of time: infinite horizon

We suppose that before any opportunity for trading arises, the seller privately receives either a
high or a low signal. If she receives a high signal then she believes initially that she is good with
probability Ay and otherwise bad,w hereas if she receives a low signalt he corresponding probabil-
ity is Ag, where 1 > Ay > Ay > 0. Furthermore, we assume that this signal is private information
and that initially the buyers have some belief,r ¢, such that buyers assign a probability ¢ to the
seller having received a high signal and a probability (1 — ro) to the seller having received a low
signal, so that Ag = rgAg + (1 — 79)dg. Thus the information set of the seller is superior to the
buyers’ information set.

In this environment, there are a number of different beliefs to bear in mind, first as above
we denote the buyers’ belief that the seller is good A;. In contrast to Section 4, the seller is not
perfectly informed as to her own type and so revises her belief in the light of the success and
failures that she realises. Thus the seller’s own belief that she is good depends on her history
and also on the signal that she received. We denote the belief at time ¢ of a seller with a good
signal by A; and the belief of a seller with a bad signal by A,. Note that these beliefs are inter-
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related and depend on a commonly observed history. Specifically, we assume that Ao, and }, are
common knowledge, so that for any history of successes and failures h,, all agents can calculate
(k) and ), (h,), we further assume that o is common knowledge so that in equilibrium r;(h)
and so also A,(h;) would be common knowledge.

In this environment, the seller does not have perfect information as to her type and revises
her belief that she is good in the light of previous history. It follows that even a good seller who
had a high signalm ight stop trading. She could have such a run of bad luck that buyers would
be fairly sure that shew as bad (so that she would have to makes ignificant short-term losses
in order to continue selling) and moreover she would herself be fairly certain that she was bad
so that she would consider it unlikely that her reputation would improve as a result of further
trading. However in this environment the self-confidence mechanism still applies. We discuss
this below.

First, consider the benchmark case in which the seller’s signal is public information. In this
case, the value function for a seller with a high signal is identical to the value function of the
uninformed seller defined in Equation (3), though the initial and subsequent beliefs depend on
the signal that the seller received,s o that for a given history hy, the value of selling in this period
is given by V¥ (X, () )). Therefore, following Proposition 1,t here is a critical reputation level A,
such that as soon as A (hy) < A* the seller with the high (pubhc) signal stops selling. Note lhat
since Ay(h) can take any value in (0,1) with an appropriate history,t he set of histories, H, for
which a seller with a high (public) signal stops selling is not empty-—this intuition is discussed
in the paragraph above.!!

Now returning to the case where the seller’s signal is private information (though it is common
knowledge that she receives such a signal), there is an equilibrium in which a seller with a high
signal behaves in exactly the same way that she would if that signal were public. That is, there
is no distortion for the survival of a seller with a high signal between seeing that signal privately
and publicly. Equivalently, and somewhat moref ormally, wheret hes eller’s signal is private
information, there is an_equilibrium in which the set of histories that induce a seller with a high
signal to stop selling, PH, is exactly the same set of histories H that would induce a seller with
a high public signalt o stop selling.

Proposition 5 There isa n equilibrium in which the sel of histories PH which induce a seller
with a high private signal to stop selling is identical to H, the set of histories that would induce
a seller with a high public signal to stop selling, that is PH=TH.

The intuition underlying this outcome still derives from the high-signal seller’s self-confidence.
A seller with a high signal always prefers to continues elling than a seller with a low signal.
Therefore, the seller’s decision to continues elling is informative and affects buyers’ beliefs, so
that these rise above the prior belief. However, the buyers’ belief can be no higher than if the
buyers were certain that the seller had received a high signal, though it can reach this level. It
follows that PH = H. A more formal proof appears in the appendix.

A few other aspects of the equilibrium described in Proposition 5 are noteworthy. First note
that similar to the equilibria described in Section 4, there will be a range of histories for which

''Note that similarly a seller with a bad (public) signal will stop selling as soon as A (he) < A¥; however, since
Jo < Ao and s0 A, (h) < A (R) for all hy, this event would be sooner than for a seller with a good public signal
Formally, if H is the set of histories which lead a seller with a bad (public) signal to stop selling, then i C .
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sellers who had received low signals will employ mixed strategies and continue selling with some
non-zero and non-certain probability. However, in contrast with those equilibria, a consequence
of imperfect private information is that there will be a range of histories for which sellers who
had received a high signal willt rade with certainty and sellers who had received a low signal will
cease trading with certainty. We state this more formally, as follows.

Remark 1 There exists a non-empty range of reputation levels [N, N'(1)] for which there is full
separation of sellers in the sense that a high-signal seller with reputation X € [AY, X(1)] would
sell for sure and a low-signal seller with reputation A € (X", N'(1)| would cease trading for sure.

This follows since even if buyers believed that the seller had received a high signal, this would
not imply that she is good (this contrasts with the environment of Section 4) and so this may
not forestall short-term losses, and moreover a seller with a low signal would expect that her
reputation is relatively likely to deteriorate in comparison with a seller with a high signal and
so would stillv alue continuation less than one with a high signal. A formal proof appears in the
Appendix.

Furthermore, as discussed above, there will be a range of histories after which a seller with
a high signal (and a fortiori a seller with a low signal) would cease trading. Finally, again
thee quilibrium generating the outcome in Proposition 5 is not the unique equilibrium in this
environment, however in contrast to other equilibrium outcomes it is the only one not sensitive to
off-equilibrium beliefs. It is an equilibrium regardless of what buyers would believe if they were
to observe a seller continuing to sell following a history in PH (that is whether they would believe
that this shows that the seller had a low signal or a high signal or would have any intermediate
belief).1?

Insert Figure 2 around here

Figure 2 illustrates the result characterised in Proposition 5. The result is that there is an
equilibrium in which public perception A would converge to the self-belief of a seller who had
had a positives ignal A, before such a seller would cease trading (time C in thefi gure). This
follows because a seller who had had a negative signal would cease trading sooner. The low-signal
seller might cease trading with some positive probability as at A in the figure, so that the public
reputation would move closer to the belief of a seller who had had a good signal. Alternatively,
the seller with bad news might cease trading with certainty, as at B,s o that the public reputation
(which is contingent on the seller continuing to trade) would be exactly equal to A.

5.2 Seller learning over time: finite horizon

Intuitively, we conjecture that the result need not be confined to the case where the seller receives
private signals only at the beginning of time; rather, there is an equilibrium in which the seller
would continue trading whenever she has private information that would ensure survival in that
period if it were public. In order to keep the treatment simple, we state such a result in the finite
horizon version of the model, below. The proof of the result appears in the appendix.

!12Gee the discussion in the final paragraph of Section 4.1 for more on this issue.
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We suppose that the seller keeps getting better information as to her own type and we term
this the seller’s self-belief or self-perception p and summarise the beliefs of the public and the
seller at the beginning of each period by (A, p). We assume that the information available to the
public is also available to the seller, so that p is always more informative than X and that if the
seller’s information was observed by the public, they would believe that the seller was good with
probability p. Consider the cumulative distribution function F(v,q| u,p) which characterises
the evolution of public reputation and self perception, given that just prior to consumption (that
is at the interim stage) these are given by (p,p). Suppose that F(v,q | i, p) exhibits First Order
Stochastic Dominance with respect to p and p, that is for any p, if ¢ > p then F(-,| u,q) first
order stochastically dominates F'(+,- | g, p) and for any p, if 4 > v then F(:,+| p,p) first order
stochastically dominates F(-,- | v,p), moreover wea ssume that [ f(u,q | g,p)dg= 1 if and
only if u=0orland [ f(v,p| p,p)dv =1if and only if p=0or 1 and that f(v,p | p,p) is
continuous in u. Finally E(v,q | p,p) =p and E(v,q |x,p) = (-,p).

First consider the problem in thec ase where, thep ublich as access to all of thes eller’s
information so that A = p = p always and consider the recursively defined:

Ui(p) = max{0,pg + (1 — p)b — c}

Un(p) = max{0,pg + (1 = p)b ~ ¢ + BE[Un-1(q) | pl}

Thus U,(p) denotes the value of having reputation p when therea re n remaining trading
opportunities. With this definition, we state the following proposition:

Proposition 6 Suppose that there are n > 1 remaining trading opportunitiesa nd the current
reputation and self-belief are given by (A, p). Then there is an equilibrium which generatest he
value functions Vi (A, p) for m < n which has the following property: If Unm(p) > 0 and m > 1,
then V(A p) > 0 for all A> 0.

Thus if thes eller’s own self-perception p were sufficiently high such that if it werep ub-
lic knowledge then the seller would continuet rading, then in the equilibrium described in the
proposition, the seller would continue selling even though p is private information, whatever the
seller's public reputation (except the case where the public reputation is that it is certain that
the seller is bad). '

The proof of the result proceeds by constructing strategies through backward induction. The
logic of the proof can not be transferred to the infinite horizon framework. The difficulty in prov-
ing the case for the infinite horizon model and with Markov strategies is that changing strategies
at one state affects the value at all other states (so if we try and modify an equilibrium where
all drop out at one reputation level it affects the equilibrium strategies at all other reputation
levels). The finite case is easier since here a state depends on both the reputations (public and
self-belief) and the time, so changing what happens in one state will not affect anything that
happens after, only before,s o we can proceed as in the Appendix by backward induction.

6 Varying the degree to which the seller can behave strate-
gically

In this section, we further consider the robustness of the self-confidence mechanism introduced in
Section 4 and, in particular, the equilibrium characterised in Proposition 2. We introduce a more
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general environment and a class of equilibria robust to natural restrictions on buyers'h eliefs and
show that the equilibrium characterised in Proposition 2 is the unique limit of equilibria among
that class of equilibria. Moreover, in them ore general environment of this section thes elf-
confidence mechanism continues to operate.

We supposet hroughout this section that the seller is fully informed as to her type, as in
Section 4, but we consider varying the degree to which the seller can act on her information—
that is varying her opportunity to behave strategically. Specifically, suppose now that in each
period thes eller has theo pportunity to ceaset rading not with certainty as beforeb ut only
with probability . Further suppose that potential buyers can not observe whether thes eller
continues trading out of choice or becanse she did not have the opportunity to cease. Thus o is
essentially & measure of how strategic the seller can be. If =10 then the seller has no decision
to make—both a good and a bad seller must keep selling forever. If o = 1, then the seller has
the opportunify to cease trading in every period (this is the case discussed in Section 4) and s0
in a sense there is no limit to how revealing the observation that the seller continues trading can
be.

Akin to trembling hand refinements, 1 — o can be though of as the probability with which
the seller “makes a mistake” andl continues to trade when it is not rational to do s0.!3 In this
case, however, we do assume that in all other periods the seller is rational to the extent of taking
into account her potential future fallibility.

For a = 0, there is no decision making and the outcome is unique and « = 1 is the fully
strategic casec onsidered in Section 4. Suppose that o € (0,1) then web egin by stating the
following result, which characterises a seller's behaviour when given thie opportunity to make the
strategic decision to continue or cease trading.

Lemma 1 Jn any equilibrium there erist reputation levels 0 < 1 < h <1, such that if the prior
reputation is X, then (i) if A < then both bad types and good types would cease trading, and (i)
if A > h then if given the opportunity both types would continue trading.

Thei ntuition for this result is that beliefs cannot move® too fast”. In previous sections,
the interim reputation—the reputation contingent on the observation that the seller continues
to trade—could, in principlet akea ny valueb etween 0 and 1. Herei t is related to the prior
reputation. If the seller’s reputation is high enough initially, then even if the seller has failures
from now on and buyers’ beliefs are as pessimistic as possible—that is buyers believe that when
given the opportunity enly bad fypes would continue trading—then the current period reward
and a sufficient number of future periods’ reward would be high enough above cost to ensure that
either type of seller prefers to continue trading. Similarly, sin¢e beliefs cannot movet oo fast,
if a seller has a very low reputation it takes a long time to recover even if things go as well as
possible; since the seller would be incurring losses in this time, she might prefer to cease trading.
We formalise this intuition in the Appendix, for one of the two cases (the other would have an
analogous proof), specifically we assume that theret s no such [ and show that this leads to a
contradiction.

13Gupposing that similarly there is a probability that the seller would cease trading when it is not rational to do
so would not change the gualitative results in this section, so long as we assume that once a seller stops trading
she cannot resume trading in later periods.

17



In the sections below,w e argue that naturalr estrictions on beliefs lead to particular classes of
equilibria,w hich in the limit converge to those described in Proposition 2 for the infinite horizon
case and Proposition 3 for the finite horizon version; though at oo = 1, these restrictions are not
sufficient to ensure uniqueness.

6.1 Infinite horizon

We begin by making a couple of naturala ssumptions on buyers’ beliefs and argue that these lead
to a particular form of equilibrium. Specifically we make the following assumptions:
Assumption 1: Buyers’interim beliefs are non-decreasing in their prior (beginning of period)
beliefs, 1.e. pu(A) is non-decreasing in A.
We argue that under this assumption and for any « € (0,1) self-confidence leads to equilibria
of a particular form:

Lemma 2 In any equiibrium in which buyers’ beliefs satisfy Assumption 1, there exist values
0 <k <l<m<h< 1 such that the seller makes strategic decisions to continue or cease trading
as follows:

ew ith prior reputationsh < k, both good and bad types would cease trading for sure;

of or k< X <, a good type continues trading with some probability and a bad type would
cease trading for sure;

of or [ < X\ < m, a good type continues trading for sure and a bad type would cease trading
for sure;

of or m < A < h, a good type continues trading for sure and a bad type would continue
trading with some probability that ensures that in equilibrium the interim reputation would
be h;

of or h <A, both types continue trading for sure.

The result follows since the assumptions imply that the value functions for both good and
bad types are increasing in the prior belief and that the value of any prior reputation is never
lower for a good type then for a bad type; these two properties of the value functions of good
and bad types ensure that any equilibrium must be of the hypothesised form.

Next we show that an equilibrinm of this form does indeed exist, we do this by showing the
existence of equilibria within a subclass of the above form, for which k = {.

Proposition 7 For any a € (0,1), there exist 0 <! < m < 1 such that the following strategies
with associated beliefs form an equilibrium: when given the opportunity (a) with prior reputations
A < I, both good and bad types would cease trading for sure (b) for | < A < m, a good type
continues trading for sure and a bad type would cease trading for sure (c) for m < A <m/[m+
(1-m)(1—a)], a good type continues trading for sure and a bad type would continue trading with a
probability that ensures that in equilibrium the interim reputation would be m/[m+(1—m)(1—a)|
and (d) form/lm + (1 —m)(1 — a)]< A, both types continue trading for sure.
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The formal proof of the result, the details of which appear in the Appendix, sets out Bellman
equations for the values of a good and bad seller which depend on how the interim reputation
is derived from the prior reputation (which is determined by the equilibrium beliefs). Standard
recursive techniques are then invoked to characterise properties of these value functions. Finally,
siifficient conditions to ensure equilibrium ean be summarised as conditions on { and m, the proof
concludes in showing that these conditions can be satisfied with 0 <! <m < 1.14

Prapesition 7 states that an equilibrium robust to Assumption 1 existsih owever,m any such
equilibria might exist. Loosely,t his multiplicity arises at relatively low levels of prior reputation
within the range where a bad seller would not trade even if buyers beliefs were optimistic (that is
they believed that only good sellers choose to trade when given the chance). Within this range,
there are reputation levels where a good seller would be willing to trade if buyers were optimistie
but not if they were more pessimistic( that is if they helieved thatl neither type would {rade).
Thus either combination of beliefs and strategies would be mutually consistent and a multiplicity
of equilibria might arise. The intuition is somewhat complicated in as much as changing the good
seller’s equilibrium strategies in a range of reputations would change all other strategies, whereas
in the finite horizon version of the model,a s discussed below, the effect can be isolated within a
particular time period and so we can explicitly show the multiplicity of equilibria. However this
intuition does suggest that a multiplicity of equilibria exist.

We argue, however, that as o tends to 1, the limiting case is unigie, moreover the unique
limiting equilibrium is the one characterised in Propesition 2. Note however, that in thec ase
o = 1, there are a multiplicity of equilibria of the form described, consistent with Assumptions
1 and 2. For example, in addition to thee quilibrium outlined in Proposition 2, therei s an
equilibrium whereb uyers havet heo fl-equilibrium belief that only a bad typew ould seck to
sell at any reputation level, then p(A) = 0 for all A € [0,1) and so is non-decreasing and the
equilibrium is of the hypothesised form with {=m=h =1.

Proposition 8 As a tends to 1, the set of feasible equilibria of the hypothesised form (that is as
described in Lemma 2)c onverge to a singleton. Moreover, thisi st he equilibrium characterised

i Proposition 2.

The proof rests on showing that as o tends to 0,t he set of feasible equilibrium { tends to {0}.
This is done by characterising an upper bound for this set (trivially the lower bound is 0) and
showing that this upper bound tends to 0.T he details of the proof appear in the Appendix.

This result, that the class of equilibria which satisfy two natural assumptions—that buyers’
interim beliefs are non-decreasing in their prior beliefs and that buyers believe that the probability
with which a seller of either types ells is non-decreasing in her reputation—converges to the
equilibrium characterised in Proposition 2 makes a strong case for the earlier focus of the paper
on that result and the similar results discussed in earlier sections.

11Note that if the prior reputation is m and buyers believe that a good seller would continue trading when
given the opportunity and a bad seller would stop, then the interim reputation would be m (e +1 - a)/[m{a +
1—a)+ (1 —m)(1 —a)] = m/[m+ (1 - m)(1 —a)]. Further note that m is the lowest prior reputation for which
this interim reputation could be attained
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6.2 Finite horizon

We begin by arguing that the qualitative results shown for the infinite horizon, also apply in the
finite case.

First wea rguet hat the finite horizon analogues of Assumption 1, together with another
natural assumption, restricts thes et of feasiblee quilibria to equilibria of a similar particular
form in the finite horizon problem. Specifically we make the following assumptions:

Assumption 2: With n periods remaining, buyers’ interim beliefs are non-decreasing in their
prior beliefs, t.e. p (N) is non-decreasing in A,

Assumption 3: Buyers believe that both types of seller behave identically in the final period.

Lemma 3 In the finite horizon model, in any equilibrium in which buyers beliefs salisfy As-
sumption 2 and 3, there exist valuesd0 < k,< [,< m,< h,< 1 such that the seller makes
strategic decisions to continue or cease trading as follows:

ew ith prior reputationsh <k, both good and bad types would cease trading for sure;

of or ky < A< ln, a good type continues trading with some probability and a bad type would
cease trading for sure;

of or I, < A <my,, agood type continues trading for sure and a bad type would cease trading
for sure;

of or m, < A < h,, a good type continuest rading for sure and a bad type would continue
trading with some probability that ensures that in equdibrium the interim reputation would
be h;

of or h, < A, both types continue trading for sure.

In the Appendix we prove the result through backward induction, noting that Assumption
3 implies that in the final period good and bad sellers will chooset o trade if and only if A >
(¢ — b)/(g — b) and proceeding to show that this together with Assumptions 2 implies non-
decreasing value functions such that the value of a good seller for any reputation level is strictly
greater than the value to a bad one if there are more than one remaining trading opportunities,
implying that any equilibria must be of the hypothesised form.

Next we show that an equilibrium of the hypothesised form can exist.

Proposition 9 With n vemaining trading opportunities, there existsa n equilibrium defined by
parameters by, mn and hy, and the following strategies and corresponding beliefs (u) A < by then
hoth good and bad types would cease trading (b) of by < A< mat hen a good seller continues for
sure and bad would cease for sure (¢) if m, < A < h,, then a good seller continues for sure and a
bad would cease probabilistically so that the interim belief is hy and (d) if hy < A then both types
continue for sure.

The intuition underlying this result again rests on the self-confidence mechanism which sug-
gests that a good seller would be more willing to continue trading at any reputation level than
a bad seller;t he proof proceeds by inductively constructing an equilibrium of this form and can
be found in the Appendix.
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For general o, therei s a multiplicity of equilibria of the typec haracterised in Praposition
0. Note, however, that therei s no multiplicity of equilibria of this type even with one period
remaining; in this case, it can be readily verified that the unique equilibrium of this form hes
h=mi=Mh= b

However, in them odel with two or morer emaining periods, multiplicity can arise. This
follows sincea good seller will chioose to continuet rading so long as thee xpected valuef rom
doing so is non-negative. This value depends only on the interim reputation and the same interim
reputation conld be achieved with a relatively low reputation and optimistic beliefs (that is with
buyers believing that the good seller chooses to trade) or with a relatively higher reputation and
pessimistic beliefs (that is with buyers believing that the good seller would cease trading if given
the opportunity). Hence a multiplicity of equilibria can arise;'® though we argue that as o tends
to 1, the set of feasible equilibria converges to a singleton.

Proposition 10 As o tends to 1, the set of feasible equilibria of the hypothesised form: (that is
as described in Lemma 3) converge to a singleton. Moreover, this is the equilibrimn characterised
in Proposition 3.18

Thus we have shown that natural restrictions on beliefs lead to a particular class of equilibria,
similar to that considered for the infinite horizon case in the subsection above, and that as o
tends to 1, the set of feasible equilibria within this class tend to a singleton. Again, these results
lend further support for the eatlier focus of the paper on the equilibria characterised in Sections
4 and 5.

7 Conclusion and further work

Returning to the quote from Othello at the beginning of this paper, we have found some support
for the view that the truth wille ventually emerge in contrast to the alternative that luck plays the
critical role. Specifically, the central result of this paper is that a perfectly informed seller who
knows that her quality is good will always sell. This result is demonstrated in particular settings
and the self-confidence mechanism driving the result—that a good seller has more to gain from
continuing to trade because her reputation is relatively more likely to be enhanced rather than
to deteriorate—might be expected to have some wider application, In particular, sel-confidence
has been shown to apply both in the finite and the infinite hotizon cases, in the case where the
seller has information which, though imperfect, is more informative than the buyers’ knowledge
and in the case where the seller has limited opportunities for strategic behaviour.

An aspect which has been consciously avoided in the discussion above, is the issue of signalling
throngh mechanisms other than a willingness to trade. In particular, thep ricing mechanism
outlined in the model—an auction amongst many buyers who buy only once—does not allow a
tole for price to be used as a signal. Allowing price a signalling role, for example, by allowing
the seller to make take it or leave it offers, leads to a greater multiplicity of equilibria. However,
thee quilibria described herew ould always bee quilibria of such a model and as diseussed in
Appendix 2, which deals with price signalling, a restriction on equilibria shows that the signalling

155ee the Appendix for a specific example.
16The proof is similar to the proof of Proposition 11 and so is omitted.
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mechanism described here (signalling through a willingness to trade) and price signalling merely
complement each other.

Relaxing the assumption that all outcomes are commonly observable might prove an inter-
esting extension, either by supposing that the seller does not know whether the buyer perceived
the good as successful at all, or by supposing that the seller has some noisy information on this.
An approach towards considering this problem is to begin by returning first to the case where
the seller has no private information,

Finally it is of considerable interest to develop an analogue of a multi-armed bandit framework
in which a number of sellers are competing. As Bergemann and Valimaki (1996) and Felli and
Harris (1996) do, it seems natural to start with two sellers,

A first step in this direction might be to consider one seller whose type is common knowledge—
an incumbent—and a privately informed new entrant, whose quality may be better or worse than
the incumbent’s. The framework might further need to be altered so that there was a single buyer
buying in every period, while the sellers compete to sell a single unit in each period. Intuitively,
it seems reasonable to suppose that the mechanism underlying the results derived in this paper
could apply in this casea s well. In particular, in equilibrium, thep ricet hat thei ncumbent
would charge in any period would be predictable. If a bad new entrant were prepared to match
the price/anticipated quality offered by the incumbent, the new entrant would make a sale. In
contrast, if a bad seller were not prepared to sell with certainty, then following the logic of the
sections above, in equilibrium her strategy would be a mixed strategy, which left her indifferent
between selling and not selling, though a good seller would always sell. The pricing strategies
in this environment may not be trivial to calculate, and, in particular, price signalling would
have to be considered. Multiplicity of equilibria would also arise in this context. Nevertheless,
following the logic developed in this paper it seems reasonable to believe that there are equilibria
in which a good entrant survives, and the approach of Section 6 and the uniqueness result which
arose in that context might be applicable here too. Such thinking should also apply to a case
with two sellers of privately-known quality, since in the long run the type of one of the sellers
willb e known arbitrarily accurately, and thus the better of the two sellers should survive,
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Appendix

Proofo f Proposition 1

Let B[0,1] represent the set of bounded,c ontimos real-valied functions with domain [0, 1].
We begin by defining the operator S : B[0,1] — B[0, 1] as follows:

S(FA) = Ag+ (1= Nb—c+B0g + (1 - Ab)max{0, f(X)} (A1)
+6(1 — Mg — (1 — A)b) max{0, FON}

where A* and A are as defined in Equations (1) and {2) above.

We then proceed as follows, first we prove that it is true that 5 B0, 1]—— B0, 1], next we
prove Blackwell's two sulficiency conditions for a contraction, which ensure that the contraction
mapping theorem applies and that there exists a unique solution to the recursive Equation (3).17
Finally we prove the that S takes increasing functions to inereasing functions, That S preserves
continuity and is monotonically increasing is sufficient for ensuring that V¥(A) is continnons and
increasing. Putting these together we must show that:

1. S takes bounded, continuous real-valued functions with domain [0, 1] to bounded continuous
real-valued functions with domain {0, 1].

9. S satisfies monotonicity, that is for any f,h € B[0,1] with f(z) > h(z) forallz € [0,1]
then (Sf)(z) > (Sh)(z) for all z € [0,1].

3. § satisfies discounting, that is there exists some constant @ € (0,1) such that, (Sf)(=) +
aa > (S(f +a))(z),f or all constants a.

4. Tf f is such that f(X) > f(u) for all A > p, then (Sf)(A) > (SF)(p) forall X > p.

We begin by proving the first point:

Let f be a hounded real-valued continuons function with domain [0, 1]. That S : B[0,1] —
B0, 1| can be trivially verified. To show that (S f) is continuous, given any x € [0,1] and € >0,
there must be some & > 0 such that for all| z — y |< 6, | (§f)(z) — (S/)(y) |< & Consider first
any z € [0,1], then

| (SF)(@) = (S)(2) |= |z + (1 — )b - e+ Blag+ (1 —z)b) max{0, f(z°)}
+3(1 —wg — (1 — a)b) max{0, fxh)}

—29 — (1= z)b+o— (zg + (1 = 2)b) max{0, f(z°)} (A2)
—A(1 = zg — (1 = 2)b)max{0, f{2/)} |
[ (SF)(x) = (5)(2) |= (@ —2)y=H
+B(zg + (1 = 2)b)(max {0, f(x%)} — niax{0, f(z9}) (A3)

+8(1—ag - (1— )b (max{0, f (=)} — max {0, f(z'}})
+B(r — 2)(g — b)(max{0, f(2*)} — max{0, Jiz0y

17See, for example, Ch. 3.2 (pp 49-55) Stokey and Lucas (1989).
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o —2}(g - b+
+ | max{0, f(2*)} — max{0, £(*)} |
+ | max{0, f(/)} — max{0, (=)} | ()
1w = 2 (g - b) Jm ax{0, f(z*)} ~ max {0, f(z/)} |

[(SH)(x) ~ (SI)(2) |=

Wellb y contlnmty of f, there exists some 6, such that for all | « — z |< §;, | max{0, f(z*)} —
max {0, f(2°)} |< £ and | max{0, f(z/)} — max{0, f(F)} |< £, and by the boundedness of f,
| max{0, f(z°)} — max{0 j'(zf}} |< M for some M.

So let § = min{6,,5,4%;,1}, then for any | z —y |< 6

[(SN@) = (SPW) < Slo—b) +5 + 5+ =M < (A3)
Thus S preserves continuity.

Next we turn to monotonicity. Suppose that f(x) > h(xz) for all z, then it follows that for all
T, max{O, f(uT{I{J_T)h)} > max{O, h(,;,.;_“-f]ﬁ)}

PR ) ) [S— S| ) H—
and max{O,f(IU_N_'“_I}“_w)}z max{O,h(‘,U_m'“I”“_b')}. It follows that (Sf)(z) >

(Sh)(z).
Then we turn to the discounting condition.
(S(f+a))(z) = zg+(1—z)b—
+0(zg + (1 — 2)b) max{0, f(m_“ prs J+a} (AS6)
+A(1 = zg — (1 — @)b) max{0, f(stires) + o
So
(8(f +a))(z) < Ba+zg+ (1 —z)b—
+B(zg + (1 = w}b)max{0, [ (=5 )} (A7)

+A(1 - zg — (1 — 2)b) max{0, f(srrii i)}

or equivalently (S(f + a))(z) < (Sf)(z) + Ba which is precisely the discounting condition
since 0 < g < 1.

Finally we must show that S takes strictly increasing functions to strictly increasing functions.
Suppose that f is strictly increasing and that A > u. Consider (Sf)(A)} — (Sf)(u).

(S = (SFY ) = (A= p)(g = b) + B(Ag + (1 — M)b) max{0, f(A°)}
=Blig + (1 — )by max{0, f (1)} (A8)
+8(1 = Ag — (1 — N)b)max{0, f(A)}
(1-

—B(1 — pg — (1 — p)b) max{0, f(u')}
(S = (8w = (A=) -1
+6(ug + (1 — )b)(max{0, f(A*)} — max{0, f(u*)}) (A9)

+0(1 = Ag — (1 = Mb)(max{0, f(N)} — max{0, f(u)})
+A(A = p)(g — b)(max{0, f(X*)} — max{0, f(u)})
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Since A > u, A* > pf and M > uf | and so since £ is increasing max {0, f(A")} 2 max{0, f(1°)}
and max{0, f(A)} > max{0, f(p!)} . Furthermore A° > uf, so max{0, f(N)} > max{0, f(u))}.
Hence

(SHN = (SH) =2 (A —wlg—b) >0 (A10)

Thus (Sf) is a strictly increasing fnnction.

Finelly note that V*(0) =b —c <0 and V¥(1) = ﬁ> 0.0

Proofo f Proposition 2

First notet hat, the proof that WY()) is a well-defined, bounded, continuous and strictly
increasing function and that there exists a unique N, for which W*(X') = 0 is analogous to the
proof of Proposition 1 and so details are omitted.

We seek to show that theo utcome and strategies can be supported as a Perfect Bayesian
Equilibrinm in Markov stationary strategies. As discussed above, thes ale price given interim
belief 1z will be given by pug+(1— )b, Next note that all beliefs are consistent with the strategies
used and are updated according to Bayes' rule. Suppose that A < X and the seller continues
to trade then, by Bayes' law, the interim belief wonld he m = A, With the good types
always trading and bad types trading according to the strategies given in the statement of the
proposition, it follows that in Bquations 4 and 5, p= A for all A = Mand p=Aforall A< X,
It follows that the value for a bad seller of having a prior reputation A is VE(A) = WH(A) for all
A > X, Vb)) = 0 otherwise and that letting V9()) denote the value to a good seller of having
a prior reputation A, VI(X) > V¥(}) for all A€ (0,1), and in particular VI(X) = VI(X) > 0 for
all A < \.18

Therefore if the prior belief is A € (0,1), if A > X, both good and bad types would want
to trade and if ther eputation A < A’, given that buyers believet hat these aret he strategies
being played,t he interim reputation willb e X, so that a bad seller would be indifferent between
enlering or not and a good seller would want to enter. |

Proofo f Proposition 3

Tle case where N = 1 is trivial. With both good and bad selling according to these strategies,
the price given entry is Ag + (1 — A)b, and so both good and bad do not want to deviate from
these strategies when Ag + (1 — A)b— ¢ > 0. When ) is such that Ag + (1 = Xb—c<0, this
equilibrinm can be supported by the off-equilibrium beliefs for the buyers that if a seller does
seek to trade, then the belief conditioned on this information is equal to the prior belief A

Next consider thec asew hereN = 2, following a similar approach to thei nfiniteh orizon
problem, we can write the value function for a bad seller if buyers believed that both types of
sellers always sold in the cuirent period. This is WJ(A) which satisfies the following equation.

WE(A) = Ag + (1 = Ab—c + AIBVE(A) + (1 = 5V (M) (A11)
where V¥()) represents the equilibrium value of having reputation A with one period remain-
ing (so that V}(A) = max{0, Ag + (1 — A)b—c}.

8 Formally we should define V¥()) and V()) using appropriate Bellman equations and show that these equa-
tions have unique well-defined solutions. Such details are analogous to the corresponding details in the Proof of
Proposition 1 and are therefore omitted.




‘We define Ag implicitly as the value that satisfies WZI’(A’_)) = 0; notice that Ao willb e uniquely
defined and that 1 = X = 0. Then, a good seller’s strategy always to sell in this period and a
bad seller’s to sell with probability da{A) = min{ 1,4(5]{1_-_]31}3} are equilibrinm strategies.

Similarly, an induetive argiunent can show that,t here is an equilibrinm in which a good seller
always sells and a bad seller sells with probability one if her current reputation is greater than
or equal to an appropriately defined Apy.

Finally to see that Ay is decreasing in N, we prove this inductively,a t the same time showing
that V(1)) is increasing in IV in the range A > Ay and non-decreasing otherwise. These properties
can be shown easily for the case N = 2, and so we show only the inductive step. Again we define
Wh(A):

Wiat(A) = Ag+ (1 = X)b — ¢+ BBVR(A) + (1= b)VR(N)] (A12)
by the assumed properties of V%()), it follows that

W) > Avg+ (L= Anb—c+BbVE_ (M) + (1 - VAL (A13)
> Ang+ (= An)b—c+BVE_ (M%) + (1 = )V (0]
= Va(w)=0

Thus W, (Av) > 0, and since, as can easily bev erified, Wi, (
follows that Ayy1 < Ay. Then for A € (Ayy1, Aw] Vi (A) > 0= ¥
using the assumed inductive properties of V() :

A) is increasing in A, it
) and for A > Ay, again

Vi) = Ag+ (1= M\b—c+BPVy(3®) + (1 - b)VE(\) (A14)
> Ag+ (L= Nb—c+BPVE_ (M) + (1= b)VH(M)]
X g+ (1= b= c+BBVN_,(A%) + (1 - b)Vh_,(\)]
= VAN

s0 for A > An1,V 4y (A) > VE(A), and it can similarly be shown that for A < Avas,V () >
VE()). This conchides the inductive step and the proof. B

Proofo f Proposition 4

The first part of thep roposition-—that for a given v > £ there exists a N(v) € (0,1) and
an peuilibrium in which a good seller always sells and in this equilibrium, a bad seller sells with
certainty if the prior belief A > M(7) and sells with probability d(), ) otherwise—follows in an
identical fashion to the proof of Proposition 2. The details for this part are therefore omitted.

First to seet hat X'(y) is decreasing in -y, consider thef ollowing Bellman operator 5, on
real-valued functions with domain [0, 1], defined as follows:

(S, )(@) = 7lwg + (1 = 2)g] - ¢+ Albmax{0, f(z*)} + (1 — b) max{0, f(z’)}] (A15)

Suppose that v, > 7,. Then (S, f)(z) > {S,,f)(z) for all 2 € [0,1]. Tt follows that
W,fl()\) > WfQ(/\) wheret hesea red efined in a consistent way to thea boven otation, that is
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where I-i'f'.t'{,\] &5 the valne of a sale to a bad seller if buyers believed that sellers did not stop
trading regardless of fype and thes eller appropriates & proportion 4 of consimers’ valuation.
N() is the unique solution of WU(A) = 0, and so since W (A) > W2 (A) and these are incressing
funetions, X (7,) < A(72).'" Hence N'(7) is decreasing in 7.

Finally sinee d(A, v) = min{l,ﬁigﬁ'}}, it is decreasing in A'(7), and X'(y) is decrensing in
7, d(X,v) is increasing iny. M

Proofo f Proposition 5

We begin by writing down value of making a sule for a seller with a low signal, suppesing
fhat buyers believed that the strategies of sellers with high and low signals werei dentical, so
that 7g = re¥t, In this context, the huyers’ belief A(rg, i) as to the seller's type, and the buyers'
Belief 1y as to which signal the buyer received.a re sufficient statistics for determining the seller's
Delief as to her own type (k) since for allh istories by, gt such that A(ro, he) = Melro, o) it will
he the case that A, (he) = A (7). Therefore we can write the seller’s beliel as a fmetion of Ay and
ry end the value of a ale for a seller with a low signal given that buyers believe that she is good
with probability A and that she received a low signal with probability r as follows.

Whr Ay = M+ Q- Ab—c+8QArNg+ (1 — A(r, A)b) max{0, Whr, X*)}
+8(1 = Afr, Ag — (1= A (r, A)b) max{0, W(r, M} (A16)

In @ similar fashion to the proof of Propesition 1, it can be shown that this equation has a
unigue well-defined solution which is continnous and increasing in A. Moreover for each r, there
is & unique A'(r) € (0,1) such that W by X)) = 0. Furthermore, in a similar fashion to the
proof of Propesition 4, it can bes hown that W(r, A) is deereasing in - (the infrition here is
clear, for a given A, the higher the public belief that the seller had a high signal, the lower the
self-Tietief A(r, A) of the seller), This in turn implies that X{r) is increasing in r.

Let s¢ be the buyers’ interim belief that the seller received a high signal, and as before let 1,
detiote the probability (as assessed by buyers) that the seller is good. Now consider the following
strategies:

ea seller with a high signal, continues selling with certainty as long as B > A* and otherwise
stops selling for sure;

ea seller with a low signal, continues selling with certainty as long as A, > A(r),0 therwise
she continues selling with probability d snch that p{d, A) = N(su(d)). If g, (1, M) <
N(s,(1)), then she stops selling with probability one.

Note that on the equilibrium path, by Bayes' law s = -5 On the equilibrinm path,
beliefs are determined according to Bayes' law and off the equilibrium patly, it does not matter
what beliefs are assigned, in particular we can assume that if buyers observe a seller selling where
pe(1,A) < AY) then theb uyers believe that the seller is good.® Lt can bev erified that these

19The existence and uniqueness, continuity and monotonicity of Wfl’()\) can be proved analogously to Proposition
1 and so details are omitted

20Then a fortiori if the off-equilibrium beliefs place less weight on the seller haviugr eceived ah igh signal,
neither kind of seller would still not want to continue selling.
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strategies form a Perfect Bayesian Equilibrium, and that this equilibrium satisfies the property
outlined in the statement of the Proposition. M

Proofo f Remark 1

Using the notation of the Proof of Proposition 5, we argue that \'(1) > A*. This follows by
comparing W1, A) and the value of selling for a seller with a high signal, who is believed to
lhave received a high signalV (). Since A(1,A) < A = A(1, ), it follows that Wb(1, X) < V¥())
for allA and so M(1) > A*. Thus the range [A*, X'(1)] is non-empty. M

Proofo f Proposition 6

Note that Un(p) is an increasing function in p and that we can always define p,= inf{p :
U,(p) > 0} which is the lowest reputation which will ensure the seller continues trading.

We show that there is an equilibrium which generates the following properties,i n addition to
the property described in the proposition.

For all (\,p) in (0,1)%

L Vin(p,p) 2 Un(p);

2. Vin(A,p) is non-decreasing in A;

3. Vin(A,p) is non-decreasing in p; and,
4. Vio(A,p) is continuous in A.

We generate appropriatee quilibrium strategies inductively and show that they are indeed
equilibrium strategies and that they do indeed deliver the desired properties.

Well in the last remaining period, we have, irrespective of own belief, sell if A\g+(1—A)b—c > 0,
then trivially this is an equilibrium and generates Vi (A, p) = max{0, A\g + (1 ~ A\)b — c}. This is
also non-decreasing and continuous in A and in p, and Vi(\, p) = Ui(p,p).

Inductive step: Then we proceed inductively and consider the nth stage:

Given the reputation level ), the nth period strategy for each self-belief type(the strategies
at the remaining n — 1 periods are defined inductively) are given as follows:

Suppose that Ag + (1 — A)b — ¢ + BE[Va-1(v,q) | A,p] = 0 for all p then the strategy for a
seller of any self-belief type p is to sell for sure.

Suppose that Ag+ (1= A)b—c+ BE[V,_1(v,q) | A,p]< 0 for some p. Then let the strategies
be defined by the following. Let p,(A) and dn()) be implicitly defined by the following: suppose
that when thep ublicr eputation is A, all sellers with self-belief p < p,()) ceaset rading with
probability 1 and all sellers with self-belief p > p, ()) continue trading with probability 1, and
those sellers with self-belief p,(A) continve trading with probability d,()).%

Then such strategies would induce an interim reputation 4 which is theb elief contingent
on the seller’'s willingness to continue trading, With p thus defined (and note that u would be
lexicographic increasing in ph(}) and d,(\)) wec an implicitly definep ,(A) and d,()) by the
equation:

49 + (1= wb — ¢+ BEVacs(v,9) | 1, pa(N)] = 0. (A17)

21Note that in the case where self-belief is continuously distributed i.e, no mass points then we can ignore this
and set d,(A) = 1 always
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Then the proposed strategies would indeed form an equilibrinm.

It then only remains to show that (a) such a pu(A) and d,,(X) exist and that (b) pa(N) < py =
inf{p : U,.(p) > 0} and that (¢) the other properties of the generated V,(), p) hold. We conslder
each in furm

(a) Well as mentioned above ji is lexicographic increasing and continnous in palA) and dn(A)2
Firthermore we have that V,_i (v, q) is non-decreasing in v} non-decreasing in g and continuons
i 1 this combined with the hypothesised FOSD properfies imply that §E Vooil,g) | ppl is
non-decreasing in g, and non-deereasing in p; it is also continvons in oposineef (14,q | pp) is
continnous in g and Vi 1(w, ) is contimious in v. By the continuity of these functions it follows
that E[V,_i(,4) | A p| is continuens in A and so pg + (1= )b — e+ BEV,_ 1 g) | 1 P is
gontinuous in g nsing this and the fact that Ag + (1 — Mb — e+ BE[V,—i(r,q) | Ap] < 0 and
g — ¢+ BE[Va_ilv,q) |1 ,p) >0 for all p gives us existence.

(b) We argue by contradiction suppose that this is not the case then it must be that x> pn
and:

pg + (1 — b —c+ BEVaa(v,9) | #pn) <0 (A18)

but it also follows that

g +(1—p)b—ct+BEVaoi (v,@) | 11,0a] > Pag+(1 —pu)b—c4+ BEWVio1 (v, ) | Pnipa] 2 0 (A19)

where the first inequality follaws by the FOSD property and since V,,_ (v, q) is non-decrensing
in v and pa <, and the second inequality follows by definition of py, so long as E[Va1(#,q) |
Payinl 2 Ell7u=t(g) | pu] . This last inequality follows sinee we know that Vi—ilg, g) = Un—1lq),
that B[ty q | P Pul = (Parpa) and Elg | pu] = pn and it is easy to verify that Vi, (v, q) is convex
in v. Specifically:

Vi(v, q) is convex in v

Suppose Vi—1(r, q) is convex in ¢

then claim V, (av+ (1 — a)A, q) = aV,(vq)+ (1 - a) V(A q)

Well this follows so long as ap,(¥) + (1 — @), (A) = plar + (1 - a)A)

Well since p, (1) is contimions and a constant for v low and then linear increasing, it is convex.

(¢) Property 2 follows directly and the remaining properties follow from the observation
(hat for all Ms which induce at least one self-belief typet o cease trading with some nou-zero
probability allg ive rise to the same interim belief p. B

Proofo f Lemma 1

We argrie by contradiction, so suppose that given any & there is some A < & such that either
good or bad (or bath) will continmet rading if given theo pportunity with somep robability.
However,s ince trivially an upper hound for the interim belief in the evrrent period is -‘I—“‘m

22\jore formally, let the strategy set S(pn(A),d. (X)) be the set of strategies whereby all seller’s with self-
belief p < p.(A) cease trading with probability 1 and all sellers with self-belief p > p,(A) continue trading with
probability 1, and those sellers with self-belief p,, (1) continue trading with probability dy (A} Then pis a function
of this strategy set, and if we consider the composition of p as a function of S and S as a function of pn(A) and
d,(}), then we can think of ;£ as a function of py(A) and d,, (A). Then p(p,d) is increasing in p and in d; and if
p > q then p(p,d) > p(g,e) for any d and e, and any value of u € [A,1) is attainable through appropriate choice
of p and d.
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(this is the belief contingent on all good sellers continuing to trade and all the bad ones who have
the opportunity ceasing), so an upper bound for the prior belief in the next period is

S|\ S
i 3 C o K . Mgt (1 =A) (1 )b
and so an upper bound for the interim belief in the next period is

—e

Ag+(i=M{1—a)b Ag (A20)

2 O—M{l—nib = — PRYIY]
T oL~ @)t A9+ (1= - )%

and an upper bound for the prior belief in the period after is m and so on. Since
these upper bounds on beliefs are increasing in time, so it follows that'if it's worth staying in
now it always will Le with beliel increasing in this way, so it must be that the upper bound for
the fotal reward of nmki‘ng a sale is bounded by
A LA
FER TR g ey .
~x agn Ag" (1Ml o)t tipnet
B} {3 (‘\Hn_'_“_.}]{r_"]rl Ty A=Al —ay 7 l;.-u—l"’ - C) >0
but the left hand side of the inequality is strictly less than
A oG Agh
-Al—m Y +bh-c+ Zn':] ﬁ"{;\y"-}{I—J.}{l—n}"*'b"' g+b—c)
) o Ag"
< T=ni=m9 + b~c+ Zn:l /3"(1_1_,\1“_"}nuhnq-l g+b—c)
X A (1—a)h
< ioni-ad To— e+ TR (€~ b)T_'_Tg
for A low enough this is negative which is the contradiction that we needed. l
Proofo f Lemma 2:
We define the following value functions which depend on the buyers’ interim beliefs

VI () = gr(A) + (1= p(A)b —c
+B[gae max {0, VI(1(A)% u( )} + g(1 — a) V()% ()
+(1 = glamax {0, V(N ()} + (1 = g)(1 — a)VI(u(N); u()))
and
VA u() = grA) + (1= p(M))b—c

+B[ba max {0, Vi (1(0)%; 1))} + (1 — ) VE(e(A)%5 ()
+(1 = blamax{0, VI(p(A); ()} + (1= b)(1 — a) VE(u(A); ()]

Associated with these value functions, we can define Bellinan operators Gy and B, by

Gu(h)(N) = gH(A) + (1 — p(A)b—c
+B{gar max {0, A{(A)*)} + g(1 ~ @)h(1(N)*)
+(1 = g)amax{0, A(u(A) )} + (1 — g)(1 - @)h(p(2))))

and
Bu(h)(») = gi(A) + (1 = p(A)b —c

+Albermax{0, A(u(A)")} + b(1 — a)h(u(A)*)
+(1 = b)amax{0, h(u())} + (1 - 1)(1 = a)h(u(N)7)]

Then it can readily bev erified that both operators taken on-decreasing functions to non-
decreasing functions, and that for any non-decreasing function A, Gu(h) 2 B,(h). It follows

30




that V9 (A| u(.)), and V® (A | u(.)), which following standard recursive techniques are uniquely
defined, must be non-decreasing functions and V¥ (A | p(.)) > VP (A u ().

These facts,t ogether with Lemma 1 imply that at least in a bottom range the value of having
a particular reputation is strictly greater than the value for a bad type. That the value for a good
type for & good type is strictly greater than the value for a bad type in some range (hy1) and is
never lower than the value for a bad type, and given that with some non-zero probability given
any starting belief X, the reputation will some stage enter (h, 1), it follows that the value for a
good type is strictly greater than the value of a bad type for all reputations in (0, 1):#% This and
the previously established result that the values of both goorl and bad types are non-decreasing
in the prior reputations imply that any equilibrium must be of the hypothesised form. ||

Proofo f Proposition 7:

We begin by introducing the following notation:

VE(N1,m) = gu(l,m) + (1 —p(l,m)b—c
+Bger max {0, VI(p(l,m)*)} + g(1 — a)VE(p(l,m)?) (A21)
+(1 = g)amax{0, V(u(l,m)1)} + (1 - g)(1 — a)Vg(u(l, m)/)]
and
Vc';(’\;lvm) = glu(IYm) + (1—[}.(!,77’1,))1)—6

+ B[k mix {0, VE(u(l,m)*)} + (1 - )Vl m)) (A22)
(1 bjormax{0, VA{a(Lm) )} (1 - BT — a)VE(uflm)")]

to represent the value to a good and bad type respectively of selling when the prior reputation
is A, and the interim reputation is given by:

p=Xforl< A

n= m forl<A<m

p=hiorm<A<h

p=Aifor h< A
where h = ——”‘—,"Hi_,m]“_ﬂ}.

For an equilibrivm to exist necessary and sufficient conditions are that there are values 0 <
[ < m < 1, for which the following two conditions holds simultaneously:

(i) Valsl,m)=0

(i) V¥ (myl,m) = 0

Note in particular, that if condition (ii) holds, it will also to follow that VE(M\1,m) =0 for
all Xe(m, h).

Therefore, since these value functions can easily shown to be uniquely defined, continuous
and increasing in A and that VI(\;1,m) > V2(A;l,m) using the standard recursive techniques
applied, for example, in the Proof of Proposition 1, it follows that the neither the good nor the
bad seller would have an incentive to deviate from their hypothesised strategies and this is indeed

23Guppose that it is not the case that there is some reputation such that the reputation will never enter (h,1)
well it must be that this initial reputation is strictly less than m. Let » be the highest such reputation, then it
must be that u(r)* < r. In particular it must be that u(r) < 7 but by definition of u(.) this cannot be
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an equilibrinm. Moreover, note that standard techniques can be used to show that the value
functions are continuous in { and m.

Now from Lemma 1, it must bet het ruet hat any solutions for (I, m) will bei nterior, It
remains to show that such solutions exist.

We argue as follows, first note that trivially, VZ(0;1,m) < 0 for all L and m and V#(1;1,1) > 0.
Thus by the continuity of VI(A;l,m),_the set {A: VI(A; A, A) = 0} is non-empty, let { = sup{\:
VE(A A A) = 0}, Theu for auy m > {, since V(1;1,1) > 0, it must be that Vo(m;m, m) > 0.
Since, VZ(0;0,m) < 0, V(l;1,m) is continuons in ! and V9(m;m,m) > 0, it follows that the set
{A <m V(A A, m) =0} is non-empty and we can implicitly define I(m) by l(m) = inf{)\ < m :
VE(A; Ay} = 0} and {(m) is continuous inm. .

Then since V(1 1,{) = 0, and [ is interior, it follows that VA(l;1,1) < 0; in addition,
VA1) > 0 for all | so by thee ontinuity of V(X1 k) and of {(m) it follows that there
exists 1 > 1 snch that V2 (m;{(m),m) = 0.

Thus theree xist m and I(m) with V2(m;l(m),m) = 0 and VZ(I(m);I(m),m) = O—thus
conditions (i) and (ii) are satisfied simultaneously, which is what is required for the existence of
an equilibrium. W

Proofo f Proposition 8:

The bulk of the proof consists of showing that as o tends to 1, the set of feasible / tends to
the singleton {0}, this in turn implies a singleton feasible m consistent with equilibrium. It then
follows that as « tends to 1, the unique equilibrium outcome has k = = 0 and m = 0, this is
precisely the equilibrium characterised in Proposition 2.

First, by Lemma 1, above, it is clear that for any ae(0,1) a lower bound for I(a) is 0. We
claim that in the limit 0 is also an upper bound for {(a). We argue by contradiction, suppose
the claim is false, then there must be some e > 0 such that there is no @ with (@) < ¢ for all
a € (@, 1), Now note that the value of having prior reputation A is always bounded below by
(1—-na ]I—_gﬁ"_-: + a.0—this is the probability of not having the opportunity to stop in the current
period mnﬁt.ip ied by the valueo f having buyers convinced that the seller is bad from now to
eternity. Thus it follows that an upper bound for [(«) would be a \ satisfying:

A (1—a)(1—A) c—0

P T T A s vl Gl gy e Sl (A23)

but trivially as o tends to 1, it is clear that the A solving this equation tends to 0. This is
the required contradiction which completes the proof. B

Proofo f Lemma 3:

Assumption 3 implies that in the final period, good and bad sellers will choose to trade if
and only if A > ;‘fﬁ. This implies that in the penultimate period the value of ending the period
with a reputation X is strictly increasing in A% This, together with Assumption 2, implies that
an equilibrium must be of the hypothesised form and such that for both good and bad types the
value of having a reputation ) is non-decreasing in A and is strictly greater for a good type than
a bad type for A € (0,1).

24Note that this follows, since even if the seller would choose to cease trading, she may not have the opportunity
and may be compelled to continue trading.

32




Similarly, by indnction, when theve are n remaining periods, any equilibrinm must be of the
hypothesised form such that for both good and bad types the value of having a reputation A is
non-decreasing in A and is strictly greater for a good type than a bad type for A € (0,1). W

Proof of Proposition 9: In the last period, therei s an equilibrinm of this form where
L = m = hy =55 Then wec an proceed by tonstructing thee quilibrinm, proceading Ly
hackward induction. We show the inductive step.

For A low enough neither type wauts to continuet rading, this follows from Lemma 1 and
carlier disenssion. Theun if beliels are as optimistic as possible they will be that only a good type
seller would continne trading if given the opportunity. In some range, even with such generons
beliefs,a bad type won't want to continue trading but a good type will, we snppose that a good
type will continue trading but a bad type will not. That such a range existy follows since the next
period valie i increasing in A for both types and is not lower for good type than for bad type.
Moreaver it is negative for low enough reputations and positive for high enongh reputations—
these properties hold for the final period valne funetion and the hackward induction described
here preserves these properties.

"Then at some level with the tnost generous beliefs,a s deseribed above, a bad type would want
to trade, and so, lollowing a similar argument to the paragraph above, the equilibrium would
require that a bad seller will emiploy mixed strategies, continuing to trade with a probability that
ensures that the interim reputation is at a level where she is indifferent between continning or
ceasing, and the good type wonld continne trading. Then at some point even if buyers believed
that bad types would continue trading with certainty, bad types would seek to trade—this point
characterises the lower bound, hy,0 f the highest range. il

Proof thata multiplicity of equilibria of the form described in Proposition can
arise in the 2-period case

Note that the value of ending the second period with reputation A would be

BVA(\, ) = Blamax{0,Ag+ (1 = A)b—c} + (1 —a)(Ag + (1 - Ab—c)} (A24)

Therefore the values of trading for a good seller and bad seller respectively, when beginning
the period with reputation A are given by:

pNg + (1= p(A)b = ¢ +gBVi((N)*) + (1 = )V (u(N)) (A25)

H(Ng + (1= ()b — ¢+ BFTA((N) + (1 = BAVA (D)) (A26)
Tt can be readily verified that there is a multiplicity of equilibria where I € s max{‘l,mz}],

and mq and hy satisfy the following:

g+ (1 —Db—c+gBVil*) + (1 - )8V lY) =0 (A27)
(R S— (A28)

I+ -DH1-«)
hog + (1 = ha)b — ¢ +bAVi(RE) + (1 — B)AVi(hf) = 0 (A29)
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_ Hig
T+ (1 =) (1 —a)

Note that the first of these equations characteriset hep rior reputation, I, at which if the
buyers beliefs werep essimistict hat is they believe that a good and bad types eller behave
identically (both cease trading where possible) then a good seller would still be willing to trade.
1 is the reputation at which a good seller would be willing to trade if buyers were as optimistic
as possible. In order to show that there is indeed a multiplicity of equilibria in this two-period
case, it is sufficient to show that | < my. It can be easily verified that for the parameter values,

=09 =07,¢=05,0=0.9, a = 0.5 that ] =0.59, hp = 0.79 and my = 0.66 so that | < mo
and a multiplicity does indeed arise,

hy (A30)

8 Appendix 2: Price as a signalling device

In Sections 3 and 4 above, the potential signalling 1ole of price has been suppressed threugl the
imposition of the asswmnption that competition among buyers and the sale procedure ensire that
the price of the good is always the full buyers’ wluation. Infroducing this si mplifying assimption
allowed us to focus on the signalling roleo [ self-confidence, in the specifics ense in this paper
of continuing to trade despite short-term losses. In this section, we relax this assumption and
modify the model presented in Section 2 by supposing that if the seller chooses to trade, she
makes a take-it-or-leave-it. offer to one of the potential buyers.

In this context, in addition to deciding whether or not to continue trading, the seller also
chooses a sale price (up to the buyers' valuation which is them ost that a buyer would be
prepared to pay). Thus both the decision to continuet rading and the sale pricec an have
signalling roles. In this environment, a plethora of equilibria are possible. This follows since the
seller’s action space, or the scopeo f her decision-making, increases significantly, and this can
allow off-equilibrium beliefs a more critical role. Specific off-equilibrium beliefs can adimit many
equilibria. Two extreme situations are of particular interest and highlight this observation.

First, in a no-trade equilibrium, buyers believe that any seller who trades and offers a sale
price of more than or equal to b is bad. The strategies of the good and bad types of seller are
identical—they both cease trading.

L the efficient trade equilibrinm,t he buyers believe that any seller who trades and offers any
price other than c is bad and that a seller who trades and offers a price ¢ s good. The strategy
of a good seller (who is indifferent between selling and not selling) is to sell at ¢ in every period
and the strategy of the bad type (who is similarly indifferent) is 1o cense trading.

Theset wo equilibria point to two factors that lead to multiplee quilibria and that arei n
contrast to the equilibria characterised in Section 4. In particular, in those equilibria there is
always trade wlhen trade is efficient and trade is at a price such that the seller extracts the full
surplus from trading in that period. In general, neither of these two properties need hold for
an equilibrium in the scenario where the seller makes take-it-or-leave-it offers. In particular, no
frade can be supported, as demonstrated in the no-trade equilibrinm, and if trade accurs, then
thep rice need not be the one that gives the seller all gains from trade—this merel y defines a
maximum price at which trade could oeenr

25This is clear from considering the one-period game, For a given belief y, the maximum price at which trade
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It is worth noting that the equilibria described in Section 4 wherep riceh as no signalling
role can also be sustained as equilibria in the case where price does have a signalling role. For
example, consider thee quilibrium described in Proposition 2. Trivially, this can be sustained
as an equilibrium in the case where price has a signalling role by assuming that off-equilibrium
beliefs are such that buyers believe that an offer at a price other than that specified in Proposition
2 indicates that thes eller is bad. However, an appealing featureo f this equilibrium (and a
consequenceo f thef act that it is an equilibrium where priceh as no signalling role) is that
the off-equilibrium beliefs need not be so severe. For example, the same equilibrium would be
maintained if buyers faced with an off-equilibrium choice of price do not change their beliefs—that
is they maintain the same belief as they held before observing the off-equilibrium price.

8.1 The seller’s preferred equilibrium

In the spirit of the earlier sections, in which the seller extracted the full consumer surplus in each
period,i n this section we seek to characterise the equilibrium that a good seller would choose if
she were able to. Note that if the seller who had the opportunity to choose which equilibrium to
play did not choose one preferred by a good type of seller,t hen she would reveal herself to be a
bad seller. So the focus on the equilibrium outcome preferred by a good seller seems appropriate.

Two important observations are fist, and as discussed above, that the outcomes characterised
in Section 4 can be sustained as equilibrium outcomes where the seller makes take-it-or-leave-it
offers to buyers, and secondly, that theseo utcomes may not be the ones preferred by a good
seller. In particular, and as described below, it is the case that a good seller would strictly prefer
an equilibrium which at some low levels of reputations, entailed a price below the fullc onsumer
valuation. Such a price would increase the probability that a bad seller ceases trading and so
might enhance the seller’s future prospects and result in a higher total expected value for the
seller, this is a kind of costly reputation-building. This intuition is formalised below.

We consider a finite horizon problem, and suppose that in each period the seller can impose
her preferred equilibrium, but is constrained in as much as the strategies that she proposes must
bed ynamically consistent (that is if sheh as N periods to go, then shec an only imposeh er
preferred equilibrium among the set of equilibria which entail preferred equilibria in alln < N
period subgames). The intuition behind this restriction is that if at every period the seller
can proposea new equilibrium, for such proposals to bec redible, they must bed ynamically
consistent. This restriction is closei n spirit to ther efinement that stralegies in repeated or
dynamic games should be renegotiation proof, and leads to an analogous definition. %

Definition 1 In the I period game, a consistent preferred equilibrium isa n equilibrivm
which yieldsg Teatest profitst o the good seller, suppose that thisv alue isY F(N). Then for any
N > 1, suppose that {QN ()} denotes the set of expected payoffs that are feasible in an equilibrium
in which the continuation payoffs for o good adviser are given by Yi_,(.), then we define Y§(X) =
max{Q"(\)}. An equilibrium is in the N-period game is a consistent preferred equilibrium

can occur is given by ug + (1 ~ z)b. However, a price p below this level can be sustained in equilibrium if buyers
believe that the strategies of both good and bad types are to sell at p and off-equilibrium beliefs are that any
higher offer must be from a bad seller.

26For definitions of renegotiation-proofness, see for example Benoit and Krishna (1993), Fudenberg and Tirole
(1991), Bernheim and Ray (1989) and Farrell and Maskin (1989).
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(CPE) if for every n < N, each n-period subgame with the prior buyers' belief \, yields an
expected value to a good seller of Y,9()).

Wep rovei n thea ppendix that working with this definition and proceeding by backward
induction yields a unique equilibrium outcome, which is similar to that of Proposition 3 in that
a good seller always sells except possibly in thel ast period, and a bad seller either sells with
certainty or else stops selling with some non-zero probability.

Proposition 11 There etist constants p, anaf’\/\ﬂ such that in the N-period game there is a
unique CPE outcome, in which when there are n. remaining periods and the seller’s reputation
at the beginning of the period s A, then if A < Ay, a good seller sells with certuinty, o bad seller
sells with some probability and the sule price is p,, and if X\ > X, then both a good and bad type
would continue selling and the sale price 15 Ag -+ (1 — A)b.

However, this consistent preferred equilibritun outcome differs from the one characterised in
Proposition 3, in particular it is not always the case that the seller extracts the full consumer
surplus, in particular it may be that pa < Ayg + (1 — A\,)b. This is because a good seller may
prefer to build her reputation in the sense discussed above. An interesting consequence is that
where Y;'(A) is the expected value in the CPE outcome for a bad type with n periods remaining
and a reputation A, then for some reputation levels, Y2(\) may decrease in n, then umber of
remaining periods.®” Though it may at first scem counter-intuitive that at some reputation levels
a bad seller might prefer that there were fewer trading opportunities remaining, this result does
have some intuitive appeal, First recall that a bad seller must mimic the beliaviour of a good
seller in order to continue frading and in order that she does not reveall erself to he bad. A gond
seller effectively has two potentially reasonable courses of action in any period. She can “milk”
her reputation—that is charge as much as the buyer is prepared to pay-—though notice that even
when milking her reputation, the seller's reputation will rise fbollowing a success, Alternatively,
shie can build up her reputation by charging a lower price but one at which in egnilibrivim a had
seller wonld bem ore likely to drop out. When there arem orep eriods remaining, teputation-
building might be more attractivel ar a good adviser than reputation-milking, whereas a bad
seller wonld always prefer to bem ilking her reputation—any reputation building that a good
seller would do is credible only in that it makes continuing to trade less attractive to a bad seller.
Thus a bad seller might prefer that there are fewer remaining trading opportunities.

8.2 Proof ofP roposition 10

We make the following claims for the value for a good and bad seller of having a reputation A
with n < N remaining trading opportunities in the CPE outcome:

oY 2(A) is (strictly) increasing in n and (weakly) increasing and continuous in X;
oY b()) is (weakly) increasing and continuous in A;

oT here exist Xn, pn and Y3 such that:

27For example, at the parameter values g = 0.8,b=0.3,c=07and 8 =009, Y(0.42) = 0.01,b ut Y$(0.42) = 0.
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— forall A < An, Y9()) = Y2, Y¥(A) =0 and the sale price in the current period (if sale
occurs) is py.

— forall X > Xn, then
Y2 = Ag + (1 = N)b— ¢+ Ag¥2,(X) + B(1 — 9) Y, (M) (11)
YEN) = Ag+ (1 = b —c+ BY2 (3°) + B(L — BY,_, (M) (12)

Note that below we show that ¥¥ = 0, so since we will show that Y7()) is strictly increasing
in n and weakly increasing in ), it follows that Y;2(A) > 0 for n > 1, this can only be possible,
under the equilibrium strategies derived below, if a good seller always trades in any period n > 1.

We prove these claims inductively and hence prove the proposition.

n=1

In theo nep eriod case, the problem is trivial. In the CPE the current period pricei s the
maximum possible Ag + (1 — A\)b and there is trade so long as this realises non-negative profits,
that is so long as A > A1 = ;fﬁ, here YJ = 0, p1 is arbitrary and Y§(A) = YP(X) = OVA.

Induetive step

Suppose that the claims hold for all m —1 < N. For now we assume Y#(X) — Y,;7_1(}) > 0,
which as discussed above implies that a good seller always trades—wer estate this claim and
prove it below as Lemma 4. Then,f or any prior reputation A, there are two possible equilibrium
outcomes in the period m + 1: wherea bad seller always wants to sell, or where a bad seller
employs mixed strategies.” We consider each of these two pessibilities separately.

First consider thec ase that the bad type always enters, then the value for a good seller is
given by:

p—c+ BgYi (X) + AL - )Y, (V) (13)

in this expression the enrrent period p is feasible if and only if p < Ag+ (1 — A)b and the
contimiation payoffs in then ext period, by thed efinition of theC PE, areg iven by Y2 (A
and Y,ﬁj_l{.-"r' ), and the future beliefs must be A* and M for consistency with the lypot hesised

equilibrium strategies that both good and bad sellers always sell. Furthermore, for this to be an
equilibrium, it must be true that®

p—c+BbYE_ (M) + 80 -tV (W) =0 (14)

This constraint ensures that it is rational for a bad seller to sell with probability one. Since
p—c+AgYa (M) +B8(1—g)Ye_, (Af) is increasing in p, its maximalv alne is attained when p is
at its maximal feasible value—tliat is when p = Ag + (1 — A)—and so in any outeome in which

the bad seller sells with probability one, this willb e the sale price.

28Note that it cannot be the case that in equilibrium a good seller wants to trade for sure and a bad seller
wants to cease trading for sure, since in this situation a bad seller who did trade would be mistaken for a good
seller. So she would obtain the same value from trading as a good seller (the current and future belief of buyers
would be that the seller was good with certainty). However, since Y () > 0 and by Lemma 8 Y,!(A) > YY),
the value for a good seller is always strictly positive and so the bad seller would want to deviate and obtain this
positive value,

29Tt must also be the case that

p—c+PgY?_ (X)+ 6L~ g)¥?_ (M) >0, this can be verified.
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We define J,,, implicitly by the following equation®

Ang+ (1= 2,)b+ B0V, (A7) + B(L - H)Y,E_,(AL) =0 (15)

Then since ¥;¢_; () is increasing in A, for any A > 2y, such an equilibrium outcome (in which
a bad seller would sell with probability one) is feasible.
Now, suppose that in the equilibrium, a bad seller would employ a mixed strategy, then the

value that a good seller can obtain is given by

P—c+BgY 1 (u) + B(L - g)Vi_,(n) (16)

where j is thei nterim reputation, so that if {he strategy for a bad seller is to trade with

probability d, then p = m, 50 that any p € [ 1) is attainable and for a current period

price p to be [easible, it must be that p € pg+ (1 — )b, Furthermare, for employing mixed
strategies to be rational for a bad seller, it must be the case that

p—c+ B0, (1) +B(1 - b)Y (u!) =0 (17

Consider the problem of maximising the expression in (16) subject to the constraint (17) and

P < pg + (1 — w)b. Substituting for p from (17), the problem can be recast as the maximisation

of

BgYi1 (1) + B = g)Yia (W) = BbY 1) = B(L = B)Y;h_y (') (18)

subject to the relevant constraints. This will havea wnigues olntion Y4 at g, , with an

associated p,,. Furthermore, this valuei s attainable from any prior reputation A € u by an

appropriate choice of d. Furthermore g, > A since by (17) and the fact that P < g +(1—
Hi )b and the assumed property that ¥_ () is increasing in A, it follows that

Hod + (1= )b+ BOY,S 1 (u3) + B(L — B)Y,E_ (uf,) > 0 (19)

Moreover since A,,, and p = 2,9+ (1 — A )b satisfy the constraint (17), it follows that
Y52 209+ (1= 2,)b ~ ¢+ BgYia_1(A3) + B(1 — 9)Y,2_, (3L (20)

From the assumed properties of Y2 (), Ag+ (1= A\)b —c + BhY.h 1 (X%) + B(1 =YL _ (A

is comtinuous and increasing in A and so there exists a Am 2 A, sueh that Yo =g +(1-

Anlb+BgY2_(Rn) +B(L = )Y (W)

i

Finally it is a simple exercise to show that there is a CPE with Xm, Pm and Y9 as defined
above and with both good and bad types always selling at a price that extracts full consumer
swplus for A > Ay, and otherwise at a sale price of Pm with good types always selling and bad
types selling with a probability that induces the interim reputation g, and buyers beliefs such
that any off-equilibrium action must haveb een taken by a bad type, and moreover that the
appropriate hypothesised inductive properties do hold, n

30Note we abuse notation and A, here is different from A, which appears in Section 5.
- I w1
311t is easy to verify that X, < 1 since it is easy to verify that it can not be the case that Y9 > la=abll-4""}

m b=
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Lemma 4 YZ(A)-Y2_,(A) >0

Proof The proof strategy is to proceed by induction and for each m, to construct an equi-
librium in which strategies in any strict subgames form CPEs and which gives an expected value
78,(N), such that ZZ(A) — Y2_ (A} > 0. Then by definition Y(A) > Z%(}) and so the lemma
would be proven. It remains to prove the existence of such an equilibrium with such a payoff.

n=2 RecallS ection 4.2 and the two period version of Proposition 3,t he equilibrium strategies
in this proposition and the induced value which we here denote Z§(A) satisfy the hypothesised
properties.

Indnetive step

Recall A, as defined in equation (15), we consider two cases separately and Xm as defined in
the paragraph below equation (20), l'fjrst suppose that A, = }.,,,_1‘ and then that A, < «\m 1.

Case I: A > A, First if A, > Aoy then it is possible to construct an equilibrium which
entails OPE in all strict subgames and yields Z%(3) = Ag + (1 = Ajb— e + Bg¥3_ (M) f "3{1 —

}}’,"’l_lfa\f) for A2 A, and Z4(M) = A0+ (L =200 — e+ Fg¥l_(A) + 8L —g)¥i_ ,[,_\,,u}
otherwise.

Then for A > A,

Z8(N=YE, () =g+ (1—Nb—c+PBgYa (X) +6(1 - g)¥i (X)
—[hg + (1= Xb— c+ a¥p_o(3) + (1 — ) Yo (M)] )
= rjgl}ru 1( ) - Yr?l—?(x‘}] +JH(]- - [Yvﬁ 1()"{) - }m J(’\f)]
>0

where the inequality follows from the hypothesised inductive property.
Ford,, > A2 Ana1

Z5(N) =Yoo () =d0+ (1 =200 — e+ BaVo () + B(1 - g)Y5 J«Lfn)

~[Ag+ (1= Nb—c+ BgY7_ .(A’) +H(1 - q}Y" (X )
> Mg + (1 = Mb—c+AgYE_ (M) +B(1 - g)YZ_ 1{,xf) (22)
—[A.q + 1 B ’\}b_ C+|'rj‘yyg 2(AA} +ﬁ{1 o g)}m J("\ }]

>0

where the first inequality follows since ¥,2_,(}) is increasing in A, and the second inequality
follows in analogous way to the inequality in (21).
Finally for A1 > A

Z5(N =Y\ =29+ (1= An)b—c+ BgYS_ (A5) + B(1 - 9)¥4_,(A)
Ppyag + (1=K b= A¥i o nwu—m,‘_..mi, Dl
> 3m—l.‘r)""'(l Xl'lrl 1)b—C+.|'j|? i (‘\m I.) IB(I_Q)Kﬂ i m 1) (23)
~[Arnc1g 4+ (1= Xact)b — ¢+ AgYE 2 (Mnet) + B = g)Y (X t)]

>0
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Case II: 3, < At Now it is possible to construct an equilibrium which entails CPE in all

strict subgames and yields Zf (A) = Ag+(1=A)b—e+FgY2_, (X)+4(1 ~g)Y2_ (W) for A > Ames

and Z&(A) = Amag+ (1= Xm1)b — e+ B¥a_ (1) + AL — )V, (3] otherwise.
Then for A > A\,_;

Ag+(1=Xb—c+ BgYs_ (X)) +8(1- QYI_,(\) (24)
—[Ag+ (1= 2)b=c+ Bg¥3_,(N*) + B(1 — g)Y2_,(\)]

= BglVi_1(N) = Y5 ,(3)] + A1 - g)[¥5_, (M) = Y3_,(\)]

> 0

Za(A) = Yo ()

and for A < Am_i

-~ -~

ZN)-Vaa0) =1 Tpagt (=Tl —c
+ﬁg)’;€._1ﬁ()‘;—1) +8(1 - 9)Y7 1 (Amoy)
_'[/\m—lg + (1 - /\m—l)b - cf (25)
BaY 5 2(s) + B(L— )Y 537, )]
>0

This covers all possibilities and concludes the proof. |
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