
1 Intr oduction

Thereis a large literatureon refinementsof the Bayesianequilibrium notion. [Cho and
Kreps1987, Krepsand Sobel1994, Fudenberg and Tirole 1992, Umbhauer1994 and
Mailath, Okuno-Fujiwara andPostlewaite 1993]. We considera further refinementof
the equilibrium notion that seemsto be especiallywell-suitedfor political raceswhere
candidatescanusemoney to advertiseat any point in time. The refinementis basedon
burningmoney to influencebeliefsandworksasfollows. Supposethataninformedplayer
assumesthat a particulartype of the pooling equilibria is beingplayed. Thenan agent
can incur coststo test out-of-equilibriumbeliefs. Suchcostscould simply be burning
money or utility throughuninformativeadvertisingor thecostscouldinvolvecostlypolls
to review thebeliefsof thepublic.

We apply the refinementin a simplemodel. We look at a singledecisionmaker, such
asa government,thatcaresaboutboththereturnsfrom any investmenthemakesaswell
asaboutthepublic’s perceptionsof his ability. Thecrucial featuresof our modelarethe
following: First,weallow differentlevelsof thegovernment’sability to judgetheimpact
of long-terminvestments.Moreover, governmentsthatarevery uncertainaboutthecon-
sequencesof investmentprojectshave thepossibilityto wait for betterinformationin the
future. Second,we assumethat thepublic cannot observe theability of governmentsto
foreseetheconsequencesof long-termdecisions.

Weshalldeterminethesignallingequilibriaunderwhichexcessiveor insufficientwaiting
occurs.Therashandwaiting poolingequilibria in our modelsatisfytheintuitivecriteria
and,at leastfor certainparametervalues,theConsistentForward InductionEquilibrium
Path conceptof Umbhauerandthe similar undefeatedequilibrium conceptof Mailath,
Okuno-FujiwaraandPostlewaite.

By introducingtheequilibriumrefinementbasedon costlybelief tests,poolingequilibria
canbeeliminatedandwe identify casesof governmentsburningmoney for belief tests.
However, theopportunityof costlypolls decreasesoverallwelfareif discountfactorsare
large. We alsoidentify theconditionsunderwhich thepublic shouldallow theagentto
burn thepublic’smoney.

Ourmodelcanexplainwhy governmentsinvestin excessiveandcostlytestsof thebeliefs
of thepublicabouttheir competence.Governmentsfrequentlytesthow thepublic would
reactto certaindecisionsand“fly akite or a trial balloon”.

Themoney burningrefinementintroducedin thispapermaybeusefulfor othersignalling
games,sincethe opportunity to burn money or utility is a naturalway for playersto
broadentheirstrategy space.Weexpectthattheburningmoney opportunitywill generally
leadto separatingequilibriain signallinggames.Asshown in theapplicationin thispaper,
however, welfaremaybenegatively affected.
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