


Intuitive Criterion

Given a SE, if t’s equilibrium payoff denoted
U*(t) Is greater than t’s highest possible payoff
from m, I.e:

U™(t) > max,,U(t,ma)  (*)

then after receiving message m;, the Receiver’s
should place zero probability on Sender being
of type t, 1.e. (tjm)=0.

Note: This is possible if (*) does not hold for at
least one type in T.



Cho & Kreps:

It is as If the sender, If he were of strong type, Is (by
drinking beer) implicitly making the speech:

“I am drinking beer, which ought to convince
you that | am of the strong type. For (given
the Quiche-pooling equilibrium) I would
never wish to drink beer If | were of the
weak type. While, if | am of the strong type,
and If drinking beer convinces you, then as
you see It Is In my Interest to drink beer.”



The only pooling SE that survives
the Intuitive Criterion




A Mixed SE




Reputation Formation



Centipede Game - Complete Information
(horizon 2n)

Stepk: 1 2 3 4 2n-2 2n-1  2n
1 2 1 2 2 1 2
0 -1 1 0 n-3 n-l1 n-2

0 2 1 3 n n-1 n+1



Centipede Game — with doubt (smail ¢ 2 (0,1/2))
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Centipede Game — with doubt
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Facts:

o Atany evenk <2n-2, 2 goes across with positive
probability.
o Atany odd k <2n-3, (rational) 1 goes across with
positive probability.
o Cutoff Property:
— If 2 goes across w/p 1 at k, then 1 goes across w/p 1 at k-1,
— If 1 goes across w/p 1 at k, then 2 goes across w/p 1 at k-1,
So there Is k* such that
— At k < k* players go across with probability 1
— Atk =k*,...,2n-2, players completely mix. (€ <1/2)

o If 1 goesacross w/p 1 atk, then 2’s posterior at k+1 Is
her prior at k-1.



Sequential Equilibrium Beliefs

At an even k < K™ p,=e.

At an even k > k7, let x be 2’s payoff from
stopping. Since 2 mixes at k:

X = w(x+1) + (1- w)[(X-1)Pysq +(1-
pk+1)(X+1)]
<=> (1- wy) P= 1/2
Wy _ Wy
Wy + (1‘ Uy Xl‘ pk+1) Wy + (1_ Mk)‘ pk+1(1_ Uy

Auk+2 = )= zluk

1

_ luk+2 _
— Wy = 2(2n—k)/2

= Vevenk =k :

W, since p,,=1.



Sequential Equilibrium Strategies

« Let I be defined by: 1* - £ = :l-
| o1 +1
Set k"=max {1 ,2n-21"-1}.
« Atk <k": Both players go across w/p 1
« Atk=Kk",..., 2n-2:
— Player 2 goes across w/p 1/2

— Player 1 goes across w/p p, given by:

Wy _q —
we+@Q-p)A- )

beliefs are as in the previous slide (p, = ¢€).

D, = T
(1- Mk-1)Mk+1

Auk+1 =

« At k=2n-1,2n; both player stop w/p 1.



Example n=100, €=0.001

beliefs as a function of k (mu)

k*=173






