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What we did last class

Career concerns itself does not solve moral hazard problem ->
whenever market cannot observe effort perfectly and has to infer
based on output the ineffi ciency persists

Contracting with adverse selection also generates ineffi ciencies ->
higher types earn information rents to prevent them from mimicking
lower types; lower types’allocations distorted to prevent them from
mimicking higher types
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This class

Cheap talk models: when there is adverse selection and contract is
not available -> how much information can be obtained through
communication, even when lying is cost-free?

Bayesian persuasion models: optimal information system design when
committing to an information system that later generate signals that
affect each party’s payoffs -> suitable for accounting as this
information system design can be interpreted as accounting
rules/standards design
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Put cheap talk games in a big picture context

Three types of strategic information transmission games in the
presence of information asymmetry: truthful reporting, cheap talk and
signalling (Stocken (2012)).

Truthful reporting assumes that revealing of any information has to
be truthful (however, silence is allowed).

Signalling do not assume truthful revealing of private information but
involves communication of a noisy signal that is informative of the
underlying information. Such noisy signal can be verified and
therefore has to be revealed truthfully.

Cheap talk: No truthful revealing of anything and lying is costless
(that is why it is called “cheap talk”).

We covered truthful reporting and signalling last year.
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What is a cheap talk?

Belongs to a game of communication: a sender of an information
signal tries to persuade a receiver of the information signal to take
certain actions.

The payoff of both the sender and the receiver depends on the action
the receiver takes and an underlying state (representing uncertainty).

The sender’s and the receiver’s interest may not be perfectly aligned
(i.e. there is a conflict-of-interest).

The informational signal is a (potentially noisy) signal about the state.

While persuasion game requires commitment, cheap talk requires no
such commitment (i.e. talk is cheap).

Plausible settings: voluntary disclosure (e.g. management forecast).

Classic example: Crawford and Sobel (1982); Accounting
applications: Gigler (JAR 1994), Morgan and Stocken (Rand 2003).
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General insight of Crawford and Sobel 1982

The first to provide a tractable way of modelling a cheap talk game
as well as preference divergence.

Since lying is costless, one may expect no information will be
communicated in equilibrium when there is preference divergence.

While no communication is an equilibrium, Crawford and Sobel shows
that there are other, more informative equilibrium when preference
divergence is not too big.

The optimal communication strategy results in an interval disclosure
in which the truth lies in. -> does not mean that revelation principle
does not apply (as we shall see soon)

They show, intuitively, that less preference divergency results in more
communication.

Xu Jiang () BA 932 Session 3 Cheap Talk and Bayesian Persuasion ModelsJanuary 30th, 2024 6 / 48



CS 1982 - model setup

Sender (S) observes a piece of information m, sends a message n.
The receiver (R) than takes an action y .

WLOG assume m is distributed on the interval [0, 1] with cdf F and
pdf f . WLOG assume that n is also in the interval [0, 1].

uS (y ,m) is the payoff to the sender whereas uR (y ,m) is the payoff to
the lender when R takes y and the true signal is m.

Assume that ∀m, ui (y ,m) is strictly concave in y and there is a
well-defined interior maximum, i.e., ∃ y s.t. uiy (y ,m) = 0 for
i = S ,R. Denote yR (m) as receiver’s optimal action if receiver knows
m and yS (m) as sender’s optimal action if the sender can take the
action. The difference between yR (m) and yS (m) is a measure of the
conflict of interest between the two parties. Denote b as this measure
and we can also denote uS (y ,m, b) ≡ uS (y ,m) and
yS (m, b) ≡ yS (m). The meaning of b will be clearer when we come
to the example illustrated in Section 4.
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CS 1982 - model setup, continued

Assume that uiym(y ,m) > 0 ∀y ,m, i . Single-crossing property (think
of m as fundamental and y as investment).

Single-crossing property has two implications: 1) y i (m) increasing in
m and 2) Let a < b be two actions. If m type is indifferent between a
and b, then all higher types prefer b and all lower types prefer a for
both the sender and the receiver.

Further assume that yS (m, b) 6= yR (m) ∀m (i.e., there is always
conflict of interest).
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CS 1982 - Equilibrium Definition

Definition of equilibrium: A Bayesian Nash Equilibrium is
characterized by sender’s strategy q(n|m) and receiver’s strategy
y(n) s.t.

(1)
∫ 1

0
q(n|m)dn = 1 and if n∗ ∈ suppq(n|m) then

n∗ ∈ argmax
n∈[0,1]

uS (y ,m) ∀m

(2) y(n) ∈ argmax
y

∫ 1

0
uR (y ,m)p(m|n)dm where

p(m|n) ≡ q(n|m)f (m)∫ 1

0
q(n|t)f (t)dt

∀n
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CS 1982- Solving for the equilibrium

Key result Lemma 1: Let Y be the set of actions taken in equilibrium.
Let a, b ∈ Y , a 6= b, then |a− b| ≥ ε > 0 for some ε. This implies
that Y is finite.

The implications of Lemma 1 is that in general y(n) will be an
increasing step function and all equilibria are partition equilibria, i.e,
∃a0 = 0 < a1 < a2 < ... < an = 1 such that q(n|m) will fall in one
of the intervals [ai , ai+1].

Some empirical implications:

Interval voluntary disclosure
Dividend policy (action sticky)
Transfer pricing (sticky in real life)
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CS 1982 - Proof of Lemma 1

Assume u and v are two actions induced in equilibrium and without
loss of generality assume that u < v .

Since u and v are two actions induced in equilibrium ⇒ ∃m1 of
S-type who prefers u to v and ∃m2 of S-type who prefers v to u.
Thus uS (m1, u) ≥ uS (m1, v) and uS (m2, v) ≥ uS (m2, u).
Then by continuity of uS there exists a m s.t. uS (m, u) = uS (m, v),
as otherwise one of the inequalities above will not hold.
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CS 1982 - Proof of Lemma 1, continued

Single crossing property results in

(1) u < yS (m) < v
(2) Any S-type m > m would strictly prefer v over u
(3) Any S-type m < m would strictly prefer u over v

(2) and (3) imply that u ≤ yR (m) ≤ v as otherwise S-type m will
not be indifferent.
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CS 1982 - Proof of Lemma 1, continued

Since yR (m) 6= yS (m) ∀m, denote ε = min
m∈[0,1]

|yR (m)− yS (m)| > 0.

We then have |u − v | ≥ ε.

Since yR (0) ≤ u, v ≤ yR (1). Therefore Y is finite as it is bounded

above by [ y
R (1)−yR (0)

ε ], where [x ] is the largest integer that does not
exceed x .
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CS 1982 - Equilibrium characterization

Given that all equilibria are partition equilibria, the receiver will form
the following posterior distribution of m:

f (m|m ∈ [ai , ai+1]) = {
f (m)∫ ai+1

ai
f (t)dt

, for m∈[ai ,ai+1 ]

0, otherwise

}

Denote y(ai , ai+1) ≡ argmax
y

∫ ai+1

ai
uR (y ,m)f (m)dm. This is the best

response for the receiver given the above conjecture about m. It can
be shown that y is continuous and strictly increasing in both
arguments.
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CS 1982 - Equilibrium construction

Now we start constructing the equilibrium. Choose a0 = 0 and pick
some a1 > 0. Then calculate y(0, a1). Now let y2 to be such that
uS (y(0, a1), a1) = uS (y2, a1). Intuitively this means that from a
sender’s perspective, the sender is indifferent between y(0, a1) and y2,
given that the sender’s private signal is between 0 and a1. If
a2 /∈ [0, 1], then decrease a1 such that a2 ∈ [0, 1] (because y is
continuous and strictly increasing in both arguments). Now that
a2 ∈ [0, 1] continue choosing a3 in a similar fashion. This is the
partitioning equilibrium characterized in theorem 1.
In general, any partitioning equilibrium will have a0 = 0 with some
arbitrary a1 > 0 (i.e., equilibrium is not unique).
Following the procedure above and let K (a1) = argmax

i
{ai : ai ≤ 1}

and let N = sup
a1
K (a1) which can be shown from Lemma 1 to be

< +∞. Thus ∀n ≤ N, ∃ an equilibrium with partition from a0 = 0 to
an = 1, which is the conclusion of Theorem 1.
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CS 1982 - Revelation principle still applies

To see how revelation principle still applies, note that the following
mechanism achieves the same outcome with truthful revelation:

Receiver tells the sender: tell me the exact value of m, and I will apply
the action y(ai , ai+1) where [ai , ai+1 ] is the interval where m lies in.
The sender has no incentive to lie as the sender is indifferent between
telling the truth and telling that m is any other number in [ai , ai+1 ],
and is worse off stating that m is any other number outside the interval
[ai , ai+1 ]
Again, revelation principle does not say that people will not lie, it
simply says that for any equilibrium behavior that involves lying, same
economic outcome can be achieved through telling the truth
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CS 1982 - Comparative statics

For more general comparative statics, need further assumptions.

Assume that 1) uSyb(y ,m, b) > 0, 2) u
S (y ,m, 0) = uR (y ,m) (i.e., R

is equivalent to a sender of a lower type) and 3) monotonicity
condition: ∀b > 0 if â and a′ are two solutions to the equation
uS (y(ai , ai+1), ai , b) = uS (y(ai , ai−1), ai , b) and that â0 = a′0 = 0,
â1 > a′1 would imply âj > a

′
j ∀j ≥ 2. (Theorem 2 provides conditions

on preferences that guarantee the monotonicity condition is satisfied)

Lemma 6 then states that b′ < b =⇒ N(b′) ≥ N(b). Intuitively, less
conflict of interest result in more informative disclosure.

Theorem 3 and 5 states the preference from the sender and receiver’s
perspective. Receiver prefers finer partition and sender also prefers ex
ante finer partition (but not ex post).
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CS 1982 - An illustrative example

Section 4 provides an example and clean comparative statics
associated with the example.

Assume m is uniformly distributed on [0, 1] so that f (m) = 1.

uS (y ,m, b) = −[y − (m+ b)]2 and uR (y ,m) = −[y −m]2. Thus,
yS (m, b) = m+ b and yR (m) = m.

y(ai , ai+1) = argmax
y

∫ ai+1
ai
−(y −m)2 1

ai+1−ai dm =
ai+ai−1

2 .

Indifference condition results in

−(ai + ai+1
2

− ai − b)2 = −(
ai−1 + ai

2
− ai − b)2,

resulting in
ai+1 − ai = ai − ai−1 + 4b.

Observation: ai+1 − ai > ai − ai−1 -> Bad news announcement are
more precise (would stock price reaction be sharper?)
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CS 1982 - An illustrative example, continued

One can prove by induction that ai = a1i + 2i(i − 1)b.
Note that aN ≤ 1, which is equivalent to a1N + 2N(N − 1)b ≤ 1,
which implies that 2N(N − 1)b < 1. Denote N(b) as the largest
positive integer that satisfies 2N(b)(N(b)− 1)b < 1. Then there can
at most be N(b) partitions.

b smaller -> N larger (i.e., partition finer) (Lemma 6)

b suffi ciently large -> only N = 1 can be the solution (i.e., completely
uninformative disclosure). In this example the condition is b ≥ 1

4 .

aN = 1 -> a1 =
1−2N (N−1)b

N -> ai = i
N + 2bi(i −N) ->

σ2m =
N

∑
i=1

∫ ai
ai−1
[m− ai−1+ai

2 ]2dm = 1
12N 2 +

b2(N 2−1)
3 which is

increasing in b and decreasing in N.
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CS 1982 - An illustrative example, continued

Ex-ante welfare:

Receiver: Receiver’s expected payoff is

−
∫ 1
0 (y −m)2dm = −

N

∑
i=1

∫ ai
ai−1
[ ai−1+ai2 −m]2dm = −σ2m and thus

increases in N -> the receiver benefits from more informative
disclosure. (Theorem 3)
The sender, given preference b, has an expected payoff of

−
∫ 1
0 (y −m− b)2dm = −

N

∑
i=1

∫ ai
ai−1
[ ai−1+ai2 −m− b]2dm = −σ2m − b2

and thus increases in N before knowing m -> the sender benefits from
more informative disclosure ex-ante (Theorem 5)
The sender, when knowing m, however, may not prefer bigger N, as
the sender’s payoff is then −(y −m− b)2. For example, if b = 1

12 , the
maximum number of partition is 2. If m = 1

2 and b =
1
12 , the sender

will prefer N = 1 as in this case y = 1
2 and the sender’s payoff is −

1
144 .

When N = 2, then in this case y = 2
3 and the sender’s payoff is −

1
16 .
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Accounting application - Gigler (1994)

The driving force in Crawford and Sobel is that there is preference
divergence but their preference divergence is exogenously given.

Gigler endogenizes this preference divergence in an accounting
setting: preference divergence between disclosing to capital market
and disclosing to competitors, which is endogenously determined by
capital market valuation versus competition strength.

A firm want to disclose good news to capital market and bad news to
competitors.

When disclosing only to one party with zero lying cost, no disclosure
is credible.

With both the capital market and a competitor, we can apply the
methodology in Crawford and Sobel to generate a partially
informative interval disclosure.

Provide one possible explanation why management earnings forecasts
are in intervals (and how to interpret those intervals).
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Accounting applications: Mogan and Stocken (2003)

Preference divergence comes from analysts’misaligned incentives with
investors, where incentive misalignment is modelled as in Crawford
and Sobel (1982).

Their innovation is to add a possibility that analysts’incentives may
be aligned with investors but investors are uncertain about the
analysts’incentives.

They show that optimal analysts’communication strategy is similar
to the typical discrete, finite recommendations we see in practice (as
there are discrete and finite intervals in Crawford and Sobel 1982)

Even analysts whose incentives are aligned may not communicate
fully as investors are not sure the communication comes from the
aligned analysts.
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Bayesian Persuasion - 30,000 feet above question

From an informed sender’s perspective, two way to induce the
receiver to change her action or choose the sender’s desirable action
(as close as possible)

Providing incentives through contracting -> changing payoff directly
persuasion -> changing beliefs of the receiver that indirectly affects her
expected payoff

Basic question in a persuasion game: how can a sender persuade a
Bayesian receiver to change her action?
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Bayesian Persuasion - What is a persuasion game?

Belongs to a game of communication: a sender of an information
signal tries to persuade a receiver of the information signal to take
certain actions.

The payoff of both the sender and the receiver depends on the action
the receiver takes and an underlying state (representing uncertainty).

The sender’s and the receiver’s interest may not be perfectly aligned
(i.e. there is a conflict-of-interest).

The informational signal is a (potentially noisy) signal about the state.

Persuasion game requires commitment: the sender can remain silent.
If the sender communicates, the sender has to communicate truthfully
the realization of the signal (i.e. there is no ex-post manipulation).

Examples: Grossman (1981), Milgrom (1981), Verreccia (1983), Dye
(1985), Jung and Kwon (1988), Shin (1994) (sender: manager;
receiver: market)
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Bayesian Persuasion - What is a Bayesian persuasion
game?

Common persuasion games assume the sender chooses whether or not
to disclose after observing the ex-post realization of the signal but
take the information structure of the signal as given.

Bayesian persuasion games assume that the sender can choose the
information structure of the signal ex-ante but has to report whatever
realization of the signal ex-post -> commitment from the sender to
the information structure

This makes it quite suitable to study mandatory accounting issues, by
modelling the optimal information structure as optimal mandatory
reporting rules with again manager as the sender and the market as
receiver. Conflict-of-interest can be modelled as various agency
problems.
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General insight (Kamenica and Genzkow 2011 AER)

Suppose the action is binary, a ∈ {0, 1}, the state is binary
θ ∈ {H, L}, the sender has a preferred action a = 1 and the receiver
prefers to match action with the state (i.e. a = 1 when θ = H and
a = 0 when θ = L).

Then it is without loss of generality to assume a binary signal
structure, i.e. s ∈ {h, l}. Suppose the receiver chooses a = 1 when
observing s = h and a = 0 when observing s = l .

The optimal signal structure from the sender’s perspective is such
that: when the receiver takes a = 0 (i.e. the sender’s least preferred
action), s = l is perfectly informative that θ = L and when the
receiver takes a = 1 (i.e. the sender’s preferred action), s = h is very
uninformative in the sense that the receiver is indifferent between
choosing a = 1 and a = 0 (exactly the insight of Gox and
Wagenhofer JAE 2009).
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General insight (Kamenica and Genzkow 2011 AER)
continued

This implies that bad news is more informative than good news, i.e.
conservative accounting if interpreting s as accounting signals.

Intuition: the sender wants to maximize the chance of getting s = h
and therefore has to make s = h as uninformative as possible, subject
to the receiver still chooses a = 1 when observing s = h (i.e.
indifferent between choosing a = 1 and a = 0).
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KG 2011 - Key questions

When will communicating information be strictly beneficial for the
sender?

If the answer to the above question is yes, what is an optimal
information structure from the sender’s perspective?

Xu Jiang () BA 932 Session 3 Cheap Talk and Bayesian Persuasion ModelsJanuary 30th, 2024 28 / 48



KG 2011 - illustrating example

There is a prosecutor (sender) and a judge (receiver).
The underlying state ω ∈ {guilty, innocent} with µ0 being the
common prior that the defendant is guilty.
The prosecutor conducts an investigation and has to commit to how
the investigation is conducted.
The investigation generates a binary signal s ∈ {i , g}. The
information structure can be characterized by π(i |guity) and
π(i |innocent).
The judge makes a binary decision a ∈ {acquit, convict}. Denote
acquit to be 0 and convict to be 1.
Payoff functions:

Prosecutor’s v(a,ω) =
{
1 if a = 1
0 if a = 0

Judge’s

u(a,ω) =
{
1 if ω = guilty and a = 1 or ω = innocent and a = 0

0 otherwise

Xu Jiang () BA 932 Session 3 Cheap Talk and Bayesian Persuasion ModelsJanuary 30th, 2024 29 / 48



KG 2011 - illustrating example, continued

Question 1: When can the prosecutor do strictly better by
establishing an informative s

Answer: Not when µ0 > 0.5.

Proof: When s is completely uninformative, the judge relies on the
prior µ0.

The judge’s payoff from choosing a = 1 is
µ0 × 1+ (1− µ0)× 0 = µ0 whereas the payoff from choosing a = 0
is µ0 × 0+ (1− µ0)× 1 = 1− µ0.

Since µ0 > 1− µ0, the judge will choose a = 1, resulting in the
prosecutor’s payoff being 1. Therefore the prosecutor cannot do
better by communicating information.
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KG 2011 - illustrating example, continued

What if µ0 < 0.5, say, µ0 = 0.3?

If s is completely uninformative, the judge will choose a = 0 and the
prosecutor’s payoff will be 0.

If s is completely informative, the judge will choose a = 1 (a = 0)
with probability µ0 (1− µ0), and the prosecutor’s payoff will be
µ0 > 0 so the prosecutor is better off designing an informative s

Next question: can the prosecutor do better, equivalently, what is the
optimal s?
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KG 2011 - illustrating example, continued

Answer: Yes!

It turns out the optimal information system is

π(i |innocent) = 4
7
and π(i |guity) = 0.

Bayes’rule implies that

π(innocent|i) = π(i |innocent)(1− µ0)

π(i |innocent)(1− µ0) + π(i |guity)µ0
= 1,

and thus the judge will acquit when observing i , resulting in the
prosecutor’s payoff being zero in this case.
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KG 2011 - illustrating example, continued

In addition,

π(innocent|g) = π(g |innocent)(1− µ0)

π(g |innocent)(1− µ0) + π(g |guity)µ0
=
1
2
,

resulting in the judge indifferent between acquitting and convicting
when observing g . Assume that the judge will follow the prosecutor’s
preference and convict.

Then the prosecutor’s expected payoff is Pr(a = 1) =
Pr(a = 1|g)Pr(g) = Pr(g) = 0.6 > 0.3 so the prosecutor is better
off than a completely informative information system.
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KG 2011 - illustrating example, continued

Characteristics of the optimal information system

When the judge chooses the least preferred action by the prosecutor
(i.e., a = 0), she knows for sure that the defendant is innocent (as
π(innocent|i) = 1)
When the judge chooses the most preferred action by the prosecutor
(i.e., a = 1), she is indifferent between convicting and acquitting

Those characteristics are also true in the more general settings.
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KG 2011 - general setup

A sender-receiver game. Discrete states denoted by ω ∈ Ω with a
prior distribution µ0 and discrete signals denoted by s ∈ S ; receiver’s
action denoted as a.

The sender ex-ante commits to information system design denoted as
π, i.e. π(s |ω), which determines the posterior distribution of ω,
denoted as µ, given signal realization of s from Bayes’Rule

µ(ω|s) = π(s |ω)µ0(ω)
Σω′π(s |ω′)µ0(ω′)
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KG 2011 - general setup, continued

Receiver’s payoff denoted by u(a,ω). Given π, any signal realization
of s induces a posterior distribution µ. The receiver therefore chooses
a to maximize his payoff, i.e.

a∗(µ) = argmax
a

E [u(a,ω)|µ]

Sender chooses π to maximize the expectation of his payoff, denoted
as v(a,ω), taking into account that a∗(µ) depends on µ and thus π.
Therefore, we can write the sender’s payoff, conditional on s, as a
function of posterior µ, i.e.

v̂(µ) = E [v(a,ω)|µ] = E [v(a∗(µ),ω)|µ]
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KG 2011 - the posterior approach

Since each realization of s induces a posterior distribution µ and
π(s |ω) classifies a distribution of s, choosing π is essentially
choosing a distribution of (posterior) distributions, denoted as τ(µ).

Technically,

τ(µ) = ∑
{s :µ(s |ω)=µ}

∑
ω′∈ω

π(s |ω′)µ0(ω′)

Intuitively, τ(µ) means the probability of signal s that induces the
posterior distribution µ, according to the probability distribution π.
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KG 2011 - the posterior approach, continued

A key requirement for working with µ and τ is that the distribution of
posteriors has to be Bayes plausible, i.e., the expectation of posterior
has to be equal to the prior, i.e.

E [τ(µ)] = ∑
sup p(τ)

µτ(µ) = µ0

Traditionally, optimization of the sender is over π. Bayesian
persuasion replaces optimizing over π with optimizing over τ, subject
to the Bayes plausibility constraint.
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KG 2011 - main results

Proposition 1: there exists a signal structure π with value v ∗ ⇔ there
exists a Bayes-plausible distribution of posteriors τ such that
Eτ v̂(µ) = v ∗.

Corollary 1: An informative signal structure π is optimal (i.e.
communicating is optimal) ⇔ there exists a Bayes-plausible
distribution of posteriors τ such that Eτ v̂(µ) > v̂(µ0). The optimal τ
is determined by the following optimization problem

max
τ
Eτ v̂(µ)

s.t.
E [τ(µ)] = ∑

sup p(τ)

µτ(µ) = µ0
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KG 2011 - main results, continued

Corollary 2: max
τ
Eτ v̂(µ) = V (µ0) where

V (µ) = sup{z |(µ, z) ∈ co(v̂)}

where co(v̂) denotes the convex hull of the graph of v̂ . So sender
benefits from persuasion if and only if V (µ0) > v̂(µ0).
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KG 2011 - graphical illustration
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KG 2011 - going back to the prosecutor’s example

Therefore sender benefits from persuasion if and only if µ0 < 0.5
(Corollary 2)
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KG 2011 - going back to the prosecutor’s example

Going back to the case when µ0 = 0.3, then V (µ0) = 0.6 from the
graph. Need to figure out the posteriors, denoted as
Pr(Guity |g) = µg and Pr(Guity |i) = µi .

Bayes plausibility requires µg Pr(s = g)+ µi Pr(s = i) = µ0 = 0.3.

Since Pr(s = g)+ Pr(s = i) = 1 we cannot have both µg and
µi ≥ 0.5.
Without loss of generality assume that µg ≥ µi , then it has to be
µg ≥ 0.5 > µi as if both µg and µi are smaller than 0.5, the judge
will always acquit and the the payoff to the prosecutor is zero.
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KG 2011 - going back to the prosecutor’s example

Since V (µ0) = 0.6 = 1× Pr(s = g), Pr(s = g) = 0.6.
The Bayes plausibility condition therefore becomes
µg × 0.6+ µi × 0.4 = 0.3.
Since µg ≥ 0.5 and µi ≥ 0, the only way to satisfy the Bayes
plausibility condition is µg = 0.5 and µi = 0. We can then use Bayes’
Rule to figure out the optimal information structure, i.e., π(s |ω),
which was already shown in previous slides.
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Accounting applications: Jiang and Yang (forthcoming)

Sender: manager; receiver: investors; a ∈ {0, 1} where a = 0(1)
denotes liquidating (continuation).

Conflict of interest: manager has a private benefit B ≥ 0 if the
project is continued.

Social planner designs the information system to maximize investment
effi ciency. The manager and the investor design security (as well as
covenant) based on the properties of the information system.

A combination of ex-ante information system design (by a social
planner) and ex-ante security design by the sender and the receiver.

Higher B results in lower investment effi ciency and less conservative
accounting (intuition: Higher B results in bad news being more
informative to deter the manager from continuation → less
conservative).
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Takeaway of cheap talk models

Cheap talk models provide a convenient way to model voluntary
disclosure and management earnings forecasts (and analyst
recommendations).

Typically, the forecasts/recommendations are intervals and the
information content is discrete, which is consistent with what is
observed in reality.

However, the information content of those intervals reflect strategic
disclosures and cannot be simply treated as pure statistics exercise.

For mandatory disclosure, costless lying is probably not feasible but
costly lying is quite realistic. What if lying is neither prohibitively
costly (as in persuasion games) or costless (as in cheap talk models)?
Kartik (2007, Review of Economic studies) provide an answer (a
mixture of completely informative disclosure and intervals as in
Crawford and Sobel 1982)
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Takeaway of Bayesian persuasion models

The ex-ante commitment of Bayesian persuasion is a natural way of
modelling accounting rules.

So far, the information system has been constrained to binary signals
(due to binary actions) because of tractability.

So far, the focus has been on conservatism (i.e. whether good or bad
news are more informative).

New insights can be obtained by relaxing the binary action framework
and by looking at other properties of optimal information systems
(Jiang and Yang 2017).
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Next class

Overview of banking research in finance and economics: how to
explain the existence and various features of banks (or, equivalently,
financial intermediation)?

First focus on the explanation of the asset side of banks -> Basic
liquidity provision model of Holmstrom and Tirole (1998) and
delegated monitoring model of Diamond 1984
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