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Abstract

A new definition of continuous-time equilibrium controls is introduced. As opposed to the
standard definition, which involves a derivative-type operation, the new definition parallels how
a discrete-time equilibrium is defined, and allows for unambiguous economic interpretation. The
terms “strong equilibria’ and “weak equilibria” are coined for controls under the new and the
standard definitions, respectively. When the state process is a time-homogeneous continuous-
time Markov chain, a careful asymptotic analysis gives complete characterizations of weak and
strong equilibria. Thanks to Kakutani-Fan’s fixed-point theorem, general existence of weak and
strong equilibria is also established, under additional compactness assumption. Our theoretic
results are applied to a two-state model under non-exponential discounting. In particular, we
demonstrate explicitly that there can be incentive to deviate from a weak equilibrium, which
justifies the need for strong equilibria. Our analysis also provides new results for the existence
and characterization of discrete-time equilibria under infinite horizon.
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1 Introduction

Under time-inconsistency, an optimal rule derived today may not be optimal from the eyes of
a future self. There is no “dynamically optimal strategy” that is good for the whole planning
horizon, as opposed to standard time-consistent models. A sensible reaction to time-inconsistency,
introduced in Strotz [16], is to take future selves’ behavior as a constraint, and find the best current
action in response to that. When every future self also reasons in this way, the resulting strategy
is a (subgame perfect) equilibrium, from which no future self has incentive to deviate.

This equilibrium approach, while widely-accepted, is highly nontrivial for stochastic control in
continuous time. The upfront challenge is how to precisely define a continuous-time equilibrium.

In discrete time, this is not a challenge at all: Let F'(z,«) be an objective function, depending
on current state z and the selected control . An equilibrium «* can be defined as

F(z,a™) > F(z,a®; ), Vzand «, (1.1)
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where o ®1 o means that we apply « only at time 0, and switch to a* from time 1 on. The
economic interpretation is clear: given that all future selves will follow «*, using any other control
« at current time is no better than sticking to «*, i.e. no incentive for the current self to deviate
from o*, conforming to the equilibrium idea. A continuous-time analogy to (|1.1)) is far from obvious.
Since the current self only exists at “time point 0”, which carries no mass in continuous time, his
decision to use a different strategy a normally has no effect on F'. In other words, while one could
replace the right hand side of by lim. o F(z, a ®¢ o*), in most cases this limit equals F'(z, o*),
leaving the comparison like meaningless.

Ekeland and Lazrak [5] provided, for the first time, a precise definition of a continuous-time
equilibrium: roughly speaking, a* is an equilibrium if

i inf F(z,a*) — F(z,a ®. o)
el0 £

>0, Vzand . (1.2)

This formulation has spurred vibrant research on time-inconsistent control problems in continuous
time, arising mainly in mathematical finance; see [7], [6], [12], [17], [2], and [1], among many others.
While has to some extent become the standard formulation of continuous-time equilibria, it
may not be fully justified in the economic sense.

As pointed out in Bjork, Khapko, and Murgoci [I, Remark 3.5], does not correspond
perfectly to the equilibrium concept: when holds with equality, a* can be a stationary point
that is not a maximum point. That is, it is possible that for some x and «, F(z,a*) < F(z,a®:a*)
for all € > 0, but the limit in is still zero. Then, when the current self is at the state x, there
is incentive to deviate: following «, in a however small interval [0, ], is better than sticking to o*.
In view of this, a* should not be considered as an equilibrium, yet it is included under . In
short, may be too weak a definition to precisely reflect the equilibrium idea.

In this paper, a new definition of continuous-time equilibria is introduced: «* is an equilibrium
if for any = and «, there exists €* = ¢*(x, @) > 0 such that

F(z,a") > F(z,a®: a®) forall 0 <e <e*. (1.3)

This is analogous to , and admits the following economic interpretation: if is violated
for some (z,a), then for the current self at the state x, deviating to «, in a however small interval
[0, €], is better than sticking to a*. Such incentive to deviate disappears when o* is an equilibrium;
see Remark for details. Note that entails , but not vice versa. Throughout this paper,
we will call equilibria under “strong equilibria” (Definition , and those under “weak
equilibria” (Definition . The main goal of this paper is to elucidate the difference, as well as
the connection, between strong and weak equilibriaE

Specifically, we take the controlled state process X to be a time-homogeneous continuous-time
Markov chain. By selecting an appropriate generator () for X, an agent intends to maximize his
expected cumulative running payoff over infinite horizon. The running payoff function is allowed to
be time-dependent, making the problem time-inconsistent in general. This framework particularly
covers optimization under non-exponential discounting.

By detailed asymptotic analysis of the right hand side of , now taking the form F(z,Q ®.
Q*), we establish complete characterizations of both weak and strong equilibria; see Theorems
and In short, an equilibrium being weak amounts to dominance in the first-order term, while
being strong demands a more delicate structure involving higher-order terms. This in turn leads
to a handy machinery for finding weak and strong equilibria; see Propositions and

'A notion similar to our “strong equilibria” appeared in He and Jiang [I0] for a mean-risk portfolio selection
problem. Yet, a detailed comparison between weak and strong equilibria was not their focus.



Theorem [3.2] In a two-state model under pseudo-exponential discounting, such a machinery is
demonstrated in detail through concrete examples. In particular, we construct explicitly a weak
equilibrium @Q* such that for some specific (z,Q), F(z,Q*) < F(z,Q ®. Q*) for all ¢ > 0 small
enough. That is, although Q* satisfies , there is incentive to deviate from @Q* in a however
small interval [0,¢], when the current state is x; see Example and Remark This justifies
the need for the new notion of strong equilibria.

Note that the machinery for finding equilibria, while useful, is meant to be applied on a case-
by-case basis, and does not say a priori whether an equilibrium exists. Thanks to Kakutani-Fan’s
fixed-point theorem, a general existence result for weak and strong equilibria can be established,
under additional compactness assumption on the admissible set of Q; see Theorem [3.3]

The literature of time-inconsistent stochastic control in continuous-time, as mentioned above,
focuses solely on weak equilbria, which are usually characterized as (i) solutions to a system of
nonlinear differential equations, the so-called extended HJB system (see e.g. [7] and [1]), or (ii) the
limit points of a sequence of discrete-time equilibria, when the discrete time mesh tends to zero
(see e.g. [17] and [I]). Our analysis complements both (i) and (ii) above.

First, note that (i) above is a partial characterization: if one finds smooth solutions to the non-
linear system, an equilibrium can be constructed from them. Yet, solving the system is generally
difficult, and it is also not clear whether every equilibrium is related to such a system. By contrast,
in our case where X is a continuous-time controlled Markov chain, more tractable than a controlled
diffusion mostly used in the literature, we obtain complete (i.e. “if and only if”) characterization for
weak equilibrium (Theorem , and an easy-to-check criterion for finding them (Proposition .
On the other hand, we obtain in Theorem that discrete-time equilibria converge to weak equi-
libria in continuous time, under appropriate continuity assumption. Interestingly, it is guaranteed
to converge only to weak, but not strong, equilibria. As shown in Example a sequence of
discrete-time equilibria converge uniquely to a weak equilibrium that is not strong.

Finally, our continuous-time analysis also sheds new light on discrete-time problems. In discrete
time, an equilibrium is defined unambiguously as , and it can be found by straightforward
backward sequential optimization in Pollak [I5], when time horizon is finite. Under infinite horizon,
such backward procedure breaks down; it is unclear whether an equilibrium exists in general, and
a systematic way for finding equilibria is lacking. The continuous-time arguments in Theorem
and Proposition turn out to be helpful: they can be modified to discrete time, giving a very
general existence result for equilibria, as well as a handy criterion for finding equilibria, for the kind
of time-inconsistent problems we focus on; see Theorem and Proposition [5.1

The paper is organized as follows. Section [2] introduces the setup of our time-inconsistent
problem, and defines the two distinct notions of weak and strong equilibria. Section [3| collects
the main results, including complete characterization and general existence for both weak and
strong equilibria. Section [4] applies the theoretic results to a concrete two-state model, where we
demonstrate explicitly that there can be incentive to deviate from a weak equilibrium. Section
derives several new results for the corresponding discrete-time problem, and proves the convergence
of discrete-time equilibria to a weak equilibrium. Section [6] concludes the paper.

2 The Setup and Definitions

Let X = (X¢)t>0 be a time-homogeneous continuous-time Markov chain taking values in S :=
{1,2,...,N}, for some N € N. The generator Q € RN*N of X is to be controlled. For each i € S,



we denote by Q; the i*" row of the generator @, and let

D; C E; = {q=(q1,--~ an) €RN 1 g >0, j #14, Qi:_ZQj} (2.1)
j#i

be the admissible set of ();. The control space is then
Q:={QeRV*N: Q;eD,;, Vie S}

Consider a payoff function f such that for any ¢t > 0,7 € S, and q € D;, the value f(t,i,q) € R
stands for the payment rate at time ¢, given that X; = and Q); = q. We assume that

f(-,i,q) is continuous on [0, 00), for each i € S and q € D,. (2.2)

In addition, we impose the integrability condition

/OO ( sup \f(t,i,q)\) dt <oo Ve>0, (2.3)
0

where || - || denotes the Euclidean norm in RY. Note that (2.2)) particularly implies that ¢
SUp;eg.qen; |f(t,1,q)| is lower semicontinuous, and thus Lebesgue measurable, which makes sense
of the integration in (2.3). For any ¢ € S and @ € Q, ([2.3) guarantees that the expected payoff

F(i,Q):=E;q [/OOO f(t,Xt,QXt)dt] < 00 (2.4)

is well-defined, where E; ¢ denotes the expectation conditioned on Xy = 7 and the generator of X
being ). Throughout this paper, we will write E; for E; g whenever there is no confusion about Q).

In general, an agent who aims to maximize F'(i,Q) by selecting Q € Q may run into the issue
of time-inconsistency. Specifically, an optimal control @* € Q for the problem

sup E; [/00 f(t,Xt,QXt)dt] (2.5)
QeQ 0

may depend on the initial state i, and we write it as @*(i). At a later date t > 0 with X; = j # 1,
Q*(7) may no longer be optimal for the problem , now with i replaced by j, so that the agent
is tempted to deviate to Q*(j), optimal in his view at time ¢.

A typical example is optimization under non-exponential discounting. In this case, f takes the
form

f(ti,a) =46(t)g(i, a), (2.6)

where § : [0,00) — [0,1] is a discount function, assumed to be strictly decreasing with §(0) = 1,
and g is a general measurable function. It is well-known that the problem ({2.5)) is time-consistent
for the specific case §(t) := e ! for some p > 0, but time-inconsistent in general.

Remark 2.1. The t variable in f(t,i,q) does not represent “real calendar time”, but “time dif-
ference”, i.e. the difference between the current time and the time of a future payoff. This is
well-demonstrated in the discounting setup . If t in f(t,i,q) were real calendar time,
would be time-inhomogeneous (i.e. F(i,Q) should be F(t,i1,Q)). This would make the problem
time-consistent, and thus not of interest for our studies.



As described in Strotz [16], when an agent is sophisticated enough to realize that his “future
selves” will override his current plan (due to the lack of commitment), a sensible reaction is to take
his future selves’ behavior as a constraint, and choose the best present action in response to that.
Assuming that all future selves reason in the same way, the agent searches for a (subgame perfect)
equilibrium strategy, from which no future self has incentive to deviate.

While such equilibrium strategies have a straightforward definition in discrete time (see e.g. Def-
inition below), finding a precise continuous-time formulation had been a long-standing challenge.
Ekeland and Lazrak [5] provided, for the first time, a rigorous definition of a continuous-time equi-
librium, using a derivative-type operation. This has spurred vibrant research on time-inconsistent
stochastic control in continuous time, as mentioned in the introduction.

To formulate an equilibrium in the sense of [5], we introduce, for any @, Q" € Q and € > 0, the
concatenation of @ and @’ at time ¢, denoted by Q ®. Q. Using this concatenated generator means
that the evolution of X is governed first by @ on the interval [0, ¢], and then by @’ on (e, 0).

Definition 2.1. Q* € Q is called a weak equilibrium, if

nr%an(Z’Q)_i(”Q&Q)zo, VQ € Q andi€ S. (2.7)

Definition involves a first-order inequality. This was introduced in [5] as the definition of a
continuous-time equilibrium, and followed by all subsequent research. Despite its popularity, this
formulation may not be fully justified economically.

Intuitively, what we desire from is F(i,Q%) > F(i,Q ®: Q*) as € > 0 small enough, for all
(7,@). Yet, this is not ensured by . As pointed out in Bjork, Khapko, and Murgoci [I, Remark
3.5], the standard formulation, such as , does not correspond perfectly to the equilibrium
concept: when holds with equality, it is unclear whether * is a maximum point or a stationary
point. In other words, it is possible that for some Q € Q and i € S, F(i,Q*) < F(i,Q ®. Q*) for
all € > 0, but the limit in is still zero. Then, the agent at the state i does have incentive to
deviate: following @, in a however small interval [0, ¢], is better than sticking to Q*. As such, Q*
should not be considered as an equilibrium, yet it is included under .

This explains the terminology “weak equilibrium” in Definition 2.1 As opposed to that, we
introduce the new notion of a strong equilibrium.

Definition 2.2. Q* € Q is called a strong equilibrium if, for any i € S and Q € Q there exists
€ > 0 such that
F(i,Q") 2 F(i,Q®- Q") V0<£ <e. (2.8)

Remark 2.2. Deﬁnition admits the following economic interpretation. If is violated for
some (i,Q), then there exist {e, }nen such that €, | 0 and F(i,Q*) < F(i,Q ®., Q) for alln € N.
Thus, for the agent at the state i, deviating to Q, in a however small interval [0,e,], n € N, is
better than sticking to Q*. Such incentive to deviate disappears when Q* is a strong equilibrium.

It is of interest to investigate the relation between the standard notion of weak equilibria and
our new concept of strong equilibria. Some immediate observations can be made.

Remark 2.3. By definition, a strong equilibrium is also a weak one. On the other hand, if a weak
equilibrium satisfies with strict inequality for all Q@ € Q and i € S, then (2.8)) must hold for
any i € Sand Q € Q, showing that the weak equilibrium is in fact strong. The unclear, challenging
case is when Q* a weak equilibrium and holds with equality for some @ € Q and i € S.



The goal of this paper is to elucidate the difference, as well as the connection, between strong and
weak equilibria. This will be done at two different levels. Theoretically, complete characterizations
for both weak and strong equilibria will be derived. Based on this, we will demonstrate how a weak
equilibrium can differ from a strong one in concrete examples. In particular, we will show explicitly
that there can be incentive to deviate from a weak equilibrium, as described in Remark which
justifies the new notion of strong equilibria.

3 The Main Results

3.1 Characterizations of Weak and Strong Equilibria

In this section, we will carry out detailed asymptotic analysis of F(i,Q*) — F(i,Q ®. Q*) as ¢ | 0.
This will lead us to the distinct, yet connected, characterizations of weak and strong equilibria in
Theorems [3.1] and 3.2

Recall F(i,Q) in . For any i € S, Q € Q, and € > 0, we define

F(i,Q) =F, [ | st xiox ). (3.1)
Then, we will write
FQ):=(F(L,Q), ..., F(N,Q)) and F(Q):= (F:(1,Q), ..., Fe(N,Q)).
Also recall that Q; denotes the i*" row of Q.
Lemma 3.1. Assume and . Fizie S and Q,Q* € Q. Then, ase |0,
F(i,Q ®: Q") = F.(i,Q") + [£(0,i,Qs) + F-(Q*) - Qi] € + o(e). (3.2)
Suppose further that 1s strengthened to the following:
If(t+e,i,q) — f(t,i,q)| < h(t,e;i,q) Vt>0, >0, i€ S, and q € D;, (3.3)

where h is a nonnegative function such that

h(t,e;i,q) is increasing in €, with li&)l h(t,e;i,q) = 0; (3.4)
/ h(t,e;i,q)dt < oo, for e > 0 small enough. (3.5)
0
Then, as e ] 0,
F(i,Q7) = Fi,Q@: Q) = (T9(Q) — T (Q) = + o), (3.6)
where
P9(Qi) = f(0,i,Qi) + Qi - F(QY). (3.7)

The proof of Lemma [3.1] is relegated to Appendix

Remark 3.1. Under non-exponential discounting as in (2.6)), assumptions in Lemma turn into
mild conditions on the discount function §: (2.2) amounts to the continuity of 6; (2.3) reduces to

/ " S(t)dt < oo; (3.8)
0
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(13.3) is equivalent to the continuity of § and
o
/ (6(t) —0(t+¢))dt < oo, fore >0 small enough. (3.9)
0

Note that (3.8)) implies (3.9 . but not vice versa. Indeed, if (3.8 . holds, the integral in reduces
to fo dt whzch is finite for all e > 0. On the other hand, it can be checked that the hyperbolzc
discount functzon i(t) :== ,Bt’ with B > 0, satisfies (3.9 ., but not .

Hence, “ and (| .” reduces to “0 is continuous and satisfies (3 ”. This already covers

many commonly seen mon-exponential discount functions, such as genemlz’zed hyperbolic §(t) =
(1+/3t)k with B > 0 and k > 1, and pseudo-exponential §(t) := Xe Pt + (1 — X)e 2" with A € (0,1)
and p1, p2 > 0.

Suppose Xy = ¢ and that all future selves beyond time £ > 0 will follow Q* € Q. In view of
(3.6)), the current self would like to follow @* € Q on [0, ], rather than deviate to any other Q € Q,
only if the first-order term is always nonnegative, i.e. for any @ € Q,

r9(Qr) > I (Qy). (3.10)
This relation completely characterizes weak equilibria.

Theorem 3.1. Assume and (3.3). Then, Q* € Q is a weak equilibrium if and only if
P9(QF) = T9(Qi) for all ( Q) €5xQ.

Proof. For any i € S and Q € Q, by Lemma (specifically (3.6)), as e | 0,

F(ZuQ ) B i(luQ Qe Q ) <FQ* (Q ) FQ* (QZ)) + 0(1) (311)
This shows that (2.7) is satisfied (i.e. Q* is a weak equilibrium) if and only if (3.10]) holds for all
(,Q) € S x Q. O

Theorem gives rise to a handy criterion for weak equilibria. Specifically, for any ¢ € S and
differentiable function v : D; — R, let Vu(«) be the gradient of v evaluated at o € D;, and 9,v(«)
be the n-th component of Vu(«). Let

{A_()\l,...,)\N)eRN- > )\_O} (3.12)

i=1,...,N

T

Proposition 3.1. Let f(0,i,-) be Cy for alli € S. If Q* € Q is a weak equilibrium, then for any
1 €8S,

(Vf(0,45,Q)+ F(Q"))- A <0, VAET s.t. QF +eX € D; fore >0 small enough. (3.13)
In particular, if Q7 is a relative interior point of D;, then (3.13|) reduces to
O f(0,4,Q7) + F(n, Q%) = 0 f(0,1,Q7) + F(m,Q%), n,m=1,... N.

Furthermore, if f(0,1,-) is additionally concave for all i € S, the converse of (3.13) is also true;
that is, Q* is a weak equilibrium if and only if (3.13|) holds for alli € S.



Proof. Let Q* be a weak equilibrium. Fixi € S. For any € > 0 and A € T such that Q;+eX € D;, by
Theorem [3.1]and recalling (3.7)), we get f(0,7, QF)+Q; - F(Q*) > f(0,i,QF +eX)+(QF +eX)-F(Q*).

It follows that
f(o’%Q;k +5)‘) — f(O,Z,Q:)
€
Then follows as € | 0. Conversely, suppose Q* € Q satisfies for alli € S. If £(0,1,-) is
concave for all i € S, then the map & — f(0,7,&) + F(Q*) - € is concave for all i € S. This, together
with (3.13)), shows that £ = QF is a global maximum of £ — f(0,4,£) + F(Q*)- & for all i € S. That
is, 797 (QF) > T9(Q;) for all (4,Q) € S x Q. By Theorem Q* is a weak equilibrium. O

+F(Q%) - A<0.

The usefulness of Proposition will be apparent in Section [4 where we look for equilibria in
concrete examples.

To characterize strong equilibria, we need to upgrade to an expansion of second order or
higher. To this end, whenever f(-,4,q) € C1, we define, for any (i,Q) € S x Q, the function

G(Z7 Q) = E’L |:/ ft(t7 Xtv QXt)dt:| .
0
In addition, we will write

G(Q) = (G(LQ)G2.Q), GIN.Q),  T¥(Q) = (T?(Q).T (Q2), . T (Qw))

Lemma 3.2. Let f satisfy (2.3) and f(-,i,q) be C; on [0,00) for alli € S and q € D;. Assume
additionally that f; also satisfies (2.3)), and that

|f(t+ei,q) = (f(t.i,q) +efe(t,i,q)| <r(teiq) t2>0,e>0,i€5, andqe Dy, (3.14)
where r is a function continuous in €, and satisfies (3.5)) with

g

Then, for anyi € S and Q, Q* € Q, ase | 0,

increasing in e, Y(t,i,q). (3.15)

F(i,Q7) = Fi,Q®: Q) = (T9°(Q) —T9'(Q1)) ¢

5 (A 0.Q) ~ AT (1.Q)) 2+ o) (3.16)
where T9(Q;) is defined as in and
A9 (i, Q) = £1(0,i,Qs) + Qi - (2G(Q*) 4T (Q)> . (3.17)

The proof of Lemma [3.2] is relegated to Appendix
Remark 3.2. By Taylor’s theorem, f(-,i,q) € C1 readily implies
r(t,e;i,q) = o(e), for each (t,i,q). (3.18)

Hence, there obviously exist a sequence {ej}ren with € | 0, depending on (t,i,q), such that
r(t,ex;4,Q) /e decreases to 0. In view of this, (3.19) is slightly stronger than “f(-,i,q) € C1 for all
(i,Q)”: it requires r(t,ex;1,q) /e to decrease for any arbitrary {e tren with ek 4 0.



Remark 3.3. Under non-exponential discounting as in (2.6), all conditions imposed in Lemma
boil down to mild conditions on the discount function §:

e By Remark[3., “f satisfies (2.3))” reduces to (3.8).
o “f(-,i,q) € Cy with fi satisfying (2.3) 7 amounts to

o0
el and / 8 (t)dt < oo; (3.19)
0

o “r(t,e;i,q) satisfies (3.5)” reduces to [;°[0(t 4 €) — (6(t) + €0’ (¢))|dt < co. Note that this is
always true under (3.8]) and (3.19)); recall from Remark that (3.8]) implies (3.9)).

“r(t,s;i,q) : . . . ” .
—=—L increasing in €, for all (t,i,q)” boils down to

S5(t+e) — ()
g

A useful sufficient condition for (3.20]) is 6 being convex.
Hence, conditions imposed in Lemma reduce to (3.8), (3.19), and (3.20). This already cov-

ers many commonly-seen non-exponential discount functions, including generalized hyperbolic and
pseudo-exponential as mentioned in Remark [3.1]

- 5’(15)‘ increasing in e, Vt > 0. (3.20)

The second-order expansion in Lemma [3.2] provides a straightforward sufficient condition for
strong equilibria. It will be useful to show the existence of strong equilibria (Theorem below),
as well as to find strong equilibria explicitly in examples of Section [dl Interestingly, the condition
itself relates solely to the first-order term, yet the derivation of it involves the second-order term.

Proposition 3.2. Suppose f satisfies the conditions specified in Lemma|3.2. For any Q* € Q, if
I (Qr) >T9(Q;) for alli € S and Q € Q with Q; # Q7 (3.21)
then Q* is a strong equilibrium.

The proof of Proposition [3.2] is relegated to Appendix

In general, a weak equilibrium @Q* € Q may satisfy with equality for some ¢ € S and
Q € Q with Q; # Q7. In this case, Proposition is inconclusive. To further examine if Q* € Q
is a strong equilibrium, one needs to analyze the second-order term in carefully.

Proposition 3.3. Suppose f satisfies the conditions specified in Lemma[3.3. Let Q* € Q be a weak
equilibrium. Consider

R:={(1,Q) € S x Q\{Q"} : I'¥(Q)) =T (Qi)}. (3.22)
If A9 (i, Q%) > A9 (i,Q) for all (i,Q) € R, then Q* is a strong equilibrium. If A9 (i,Q*) <
A" (i,Q) for some (i,Q) € R, then Q* is not a strong equilibrium.

Proof. Given (i,Q) € R®, Theorem implies ¢ Q) > I'?"(Q;). Then, (3.6) readily shows that
F(i,Q*) — F(i,Q ®: Q*) > 0 as € > 0 small enough. Given (i,Q) € R, Lemma [3.2] implies

F(i,Q") - F(i,Q®: Q") _ 1

= 5 (A96,Q) = A%, Q) +o(1). (3.23)

If A97(i,Q*) > A9 (4,Q) for all (i,Q) € R, shows that F(i,Q*) — F(i,Q®:Q*) >0ase >0
small enough, for all (i,Q) € R. Thus, Q* is a strong equilibrium. If A9 (i, Q*) < AQ"(i,Q) for
some (i,Q) € R, implies F'(i,Q*) — F(i,Q ®: Q@*) < 0 for € > 0 small enough, showing that
@Q* is not a strong equilibrium. O




In view of Proposition there is the inconclusive case where A9 (i, Q*) > A®" (4, Q) for all
(i,Q) € R and A®"(i,Q*) = A (i,Q) for some (i,Q) € R. To resolve this, one needs to upgrade
Proposition further, with a higher-order expansion. Repeating this line of reasoning leads to
the following characterization of strong equilibria.

Theorem 3.2. Suppose there exist functions L, : S x @ x Q@ — R, n € N, such that as € | 0,
F(i,Q*) — F(i,Q ®: Q ZL Q*)e", Vie S and Q,Q* € Q. (3.24)

Then, Q* € Q is a strong equilibrium if and only if for any (i,Q) € S x Q, one of the following
holds:

(i) 3 n* =n*(i,Q) € N such that L,(i,Q,Q*) =0 for alln < n* and L,+(i,Q,Q*) >0
(ii) Ly(i,Q,Q*) =0 for alln € N.

Proof. Let Q* € Q be a strong equilibrium. By contradiction, suppose there exists (2 Q)eSxQ
such that neither (i) nor (ii) holds. Then, there must exist 7 € N such that Ly (i, @, Q*) = 0 for all
n < n and L;(i,Q, Q") < 0. Consequently, (3.24]) yields
F(i,Q%) — F(i *

L@ ZPLQB9D _ 16,0.0" +o(1). (3.25)
With L (i,Q, Q%) <0, F(i,Q*) < F(i,Q®: Q) for ¢ > 0 small enough. This contradicts Q* being
a strong equ1hbr1um On the other hand, suppose either (i) or (ii) holds for any (i, Q) € Sx Q. If (i)
holds, (3.24) yields (3.25), with 7 replaced by n*. With Ly« (7,Q, Q") > 0, F(i,Q*) > F(i,Q ®: Q%)

fore > () Small enough If (ii) holds, (3.24) implies F'(i, Q*) = F(i,Q ®-Q*) for £ > 0 small enough.
This shows that Q* is a strong equilibrlum. ]

Proposition [3.1] and Theorem [3.2] together provide a machinery for finding strong equilibria.
First, one uses Propos1t10n B.1] to find weak equilibria. Theorem [3.2] comes into play next, when
one wants to determine if a weak equilibrium @Q* € Q is in fact strong. In principle, one can derive
higher-order expansions for F'(i, Q") — F(i,Q ®. Q*) to check whether (i) or (ii) in Theorem
holds. Such derivations, in practice, can be quite technical and complicated, as shown in the proof
of Lemma (even for the second-order expansion).

Since the main focus of this paper is to introduce and motivate the new notion of strong
equilibria, we will not pursue expanding F'(i,Q*) — F(i,Q ®. Q*) any further. As we will see in
Section [4] the second-order expansion in Lemma [3.2] already allows explicit demonstrations of how
strong and weak equilibria can differ, and why the strong notion is needed.

3.2 General Existence of Equilibria under Compactness

While one can use Proposition and Theorem to search for weak and strong equilibria, as
discussed below Theorem [3.2] this machinery does not assert a priori whether an equilibrium exists.
It is therefore of interest to establish a general existence result for equilibria. This can be done by
additional compactness assumption on admissible sets.

Theorem 3.3. Suppose that D; in is a convexr compact set for all i € S, and f satisfies
with f(0,i,-) being concave for all i € S. Then, there exists a weak equilibrium. If we
assume additionally that f(0,1,-) is strictly concave for all i € S and f satisfies the conditions in
Lemma[3.9, then there exists a strong equilibrium.
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The proof of Theorem [3.3] is relegated to Appendix [A4]

Remark 3.4. Without compactness of D;, the existence of an equilibrium, weak or strong, does
not hold in general, even when f(0,4,-) is concave. For instance, consider S ={1,2}, f(t,1,) =0,
f(t,2,)=e"t, and D; = E; fori=1,2, i.e. no constraint at all for the generator Q = (gi;)i j=1.2-
For any fized Q* € Q, by the definition of f, we have F(1,Q*) < F(2,Q*) and reads

@12 (F(2,Q7) — F(1,Q")) < ¢12 (F(2,Q7) — F(1,Q"))  fori=1.

This ineqaulity is violated as long as q12 > qi5. That is, (3.10) does not hold for alli € S and Q € Q,
which precludes the existence of any weak (and thus strong) equilibrium, thanks to Theorem .

When each D; is convex and closed, but need not be bounded, we consider, for each C > 0, the
bounded set DY := {q € D; : ||q|| < C} and the corresponding set of generators

Qc:={QeQ:Q;eDf, ViecS})
Applying Theorem [3.3| to Q¢ gives the following result.

Corollary 3.1. Suppose f satisfies and f(0,1,-) is concave (resp. strictly concave) for all
i € 8. For any C > 0, there exists Qn € Q¢ such that holds for all (i,Q) € S x Qc.
Furthermore, if there is C > 0 such that ||[(QF)i|| < C for all i € S, then Qf is a weak (resp.
strong) equilibrium.

4 A Two-State Model

In this section, we focus on a tractable two-state model under non-exponential discounting. Our
goal is to demonstrate explicitly how theoretic results in Section [3] can be used to find weak and
strong equilibria, and how these two types of equilibria can differ from each other.

Take S = {1,2} and D; = E; for i = 1,2. Any generator ) € Q is then of the form

—a a

Q:[b _b}, a,b > 0. (4.1)

We will denote this by @ ~ (a,b). Consider the pseudo-exponential discount function
5(t) =Xxe P+ (1—Ne ?t >0, (4.2)
where A € (0,1) and p, p' > 0 are given constants. Assume that
f(t,1,(=a,a)) = 6(t)gi(a) and  f(t,2, (b, —b)) = 6(t)g2(b),

for some given measurable functions ¢g; and go. Given @ ~ (a,b), we will write F'(i,Q) and G(7, Q)
as Fj(a,b) and G;(a,b), respectively, for i = 1,2. Observe that the transition probability of X,
under @ ~ (a,b), is given by

Pi(t) Pit)] o+ Be " B—pget
Po(t) Pao(t)]  |la—ae B+ae ]’

where

o= , B:= , Y:=a+b.



Hence, we can calculate that for i =1, 2,

Fi(a,b) = AFf(a,b) + (1 — \)Ff (a,b),
Gi(a,b) = —pAF!(a,b) — p/(1 = N FY (a,b),

where
1) o /3 é_ 6 . /
= (5450 a@+ (§ - 55 ) w0, fro=pp
ab) = (& - 2 B, @ oy
Fan= (555 )o@ (5455 ) n0. foro=p
Therefore,
A 1-A
Fia.b) - Falad) = (ot A0 @) - mlo) (1.3
pA p(1=A)

Cr(a,b) — Ga(a,b) = — ( ) (91(a) — g2(0)). (4.4)

p+a+b p+a+b

It follows that for any Q ~ (a,b) and Q* ~ (a*,b*), T9"(Q;) defined in (3.7) takes the form

I (a) :=T(Q1) = g1(a) — a (Fi(a",b*) = Fa(a”,b")) (4:5)
5 (b) == T2 (Q2) = ga(b) + b (Fi(a",b%) — Fa(a”, b)) (46)

Moreover, A9 (i,Q) defined in (3.17) takes the form

A (a,b) = AQ(1,Q) = —2a (G4 (a*,0) — Ga(a*,0)) — a(g1(a) — g2(b))

— (PA+ (1 = \)gi(a) + (a® + ab) (F1(a*,b°) — Fa(a*,b%)), (4.7)
AS Y (a,b) == AQ7(2,Q) = 2b(Gi(a”,b") — Ga(a*, b)) + b (g1(a) — g2(b))

— (PA+ /(1 = \)ga(b) — (B + ab) (Fi(a*,b*) — Fa(a*,b%)).  (4.8)

The next example shows how Proposition [3.1| can be a convenient tool to find weak equilibria.
Other results in Section [3] can then be applied to check if a weak equilibrium is actually strong.

Example 4.1. Let \=1, p=1, p/ =2, gi(a) = —a?, g2(b) =2— (1 —b)%. By Proposz'tz'on
Q ~ (a,b) is a weak equilibrium if and only if the following holds: (i) if a,b > 0, we have

gi(a) + Fy(a,b) — Fy(a,b) =0, (4.9)
go(b) + Fi(a,b) — Fy(a,b) =0, (4.10)

and (i) if a =0 (resp. b=0), then “<” holds in (4.9) (resp. (4.10)). Thanks to (4.3), the above

equations admits a unique solution (a*,b*) = (3, 35). That is, Q* ~ (3, 35) is the unique weak
equilibrium. By Theorem a* and b* are maximizers of Fga*’b*)(a) and Fga*’b*)(b), respectively;
recall (4.5) and (4.6). By the strict concavity of g1 and g2, a* and b* are in fact the unique mazi-

mizers. This shows that Q* ~ (%, 1—72) 1s actually a strong equilibrium, thanks to Proposition .

An equilibrium can reside on the boundary of an admissible set, as the next example shows.
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Example 4.2. Let A\ = %, p=1, p =2, gi(a) = —a?, go(b) = 2 — b%. Using Propositz'on
as i Example we obtain a unique weak equilibrium Q* ~ (a*,0), where a* > 0 is the unique
solution to

a+1l a+2

By the strict concavity of g1 and go, the same argument in E:l:ample shows that Q* ~ (a*,0) is
in fact a strong equilibrium.

1 1 1
—2a+2< + >(a2+2)20.

In the above two examples, weak equilibria are also strong, thanks to the strict concavity of g;
and go. In general, a weak equilibrium may not be strong, and determining whether it is strong can
be much more involved than applying Proposition This is demonstrated in the next example,
where two equilibria co-exist: one is a weak equilibrium that is not strong; the other is strong.

Example 4.3. Let A = %, p=1, p =2, g1(a) = —a?, and
%Zi + for b < 12,
(1-— b forb> -~ 13
Note that g3 is concave and C* on [0,00), but strictly concave only on (172, Q).
First, we claim that (a*,b*) = (15—2, 1—72) obtained in Example is still a weak equilibrium under
current setting. Indeed, by (4.5)), (4.6) and (4.3)),

* A 1—A 5
F(a ,b%) _ . ) b*)) = — 2 e
1 7 (@) =gi(a) —a PR (91(a”) = g2(b)) = —a” + za,

* ok A 1 - )\ 5
T (b) = go(b ) — g2 (b*)) = ga(b) — =b
SN0 = 00+ (i e ) @00 — () = 220) — ¢

193 : 7.
_ 144> Zfb < 127
(=)t b=
This shows that Fga*’b*)(a) 18 mazimized uniquely at a = a*, while
argmax T\ (b) = [0,7/12). (4.11)

b>0

By Theorem this already implies that Q* ~ (a*,b*) is a weak equilibrium.
As opposed to Examples and [{.3, whether Q* is a strong equilibrium cannot be concluded
by Proposition as b* = % is not a unique mazimizer in (4.11). We will instead resort to

Proposition . With the aid of (4.3) and (4.4), we deduce from (4.8) that

AT a0

—b|-2 —(a" +b — g2(b
_ <p+a*+b*+p’—|—a*+b* @A oravr T rra e )| 0@ - e

+b(g1(a”) = g2(0)) — (pPA + /(1 = A))g2(D)
75 5 25 3 1. 579 7
"131% <b+ 12” 142" <b+2>g2(b) 20 ey Jrh=1g

This shows that

Aga*’b*)(a*, b*) < Ag“*’b*)(a*, b), Vbel0,7/12). (4.12)
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For any Q ~ (a*,b) with b € [0,7/12), (4.11) and (4.12)) imply that (2,Q) € R (recall (3.22))) and
AQ(2,Q%) < A9 (2,Q). By Proposition Q* ~ (a*,b*) is not a strong equilibrium.

Now, when using Proposition to find weak equilibria, if we take b = 0, (4.9) and (4.10)

become
5 1 1 1 193
S <2 == 2420 4.1
6= " 2(1+a+2+a> <“ +144> (4.13)

This admits a unique solution a € [0,00) (numerical computation shows a =~ 0.42364). By (4.13]),

a _ _ a 1 _
Fg ’O)(a) = —a® +2aa = —a(a — 2a), and I‘g ’0)(b) = % + (2 - 20) b.

This shows that a = @ (resp. b =0) is the unique mazimizer of Fga,o) (a) (resp. ng’o) (b)). Hence,
Q* ~ (a,0) is a strong equilibrium, thanks to Proposition .

Remark 4.1. In the above example, for any Q ~ (a*,b) with b € [0,7/12), we deduce from (4.11)),
(4.12)), and the second-order expansion in Lemma that

F(2,Q") < F(2,Q ®: Q%), for alle > 0 small enough.

This shows that, although Q* ~ (a*,b*) is a weak equilibrium, there is incentive to deviate from Q*
at state 2: deviating to @, in a however small interval [0, €], yields a larger payoff than sticking to
Q*. This reminds us of Remark[2.3, and indicates the need for the notion of strong equilibria.

4.1 Application to Machinery Management

A machine is any mechanical or electrical device that converts input energy to useful output energy
or work. In the good state, where the machine functions properly, there is a tradeoff between
achieving maximal efficiency and reducing tear and wear. While one intends to exert input energy
intensely enough to maximize the payoff generated by the machine, more intense use of the machine
will bring about the bad state, where the machine is out of order, more easily. In the bad state,
one spends effort repairing the machine. There is again a tradeoff: the more intensely the effort is
spent, the faster the good state can be restored; yet, at the same time, the faster costs accumulate.
All these considerations of machinery management can be well encoded in our two-state model.

Take Example for instance. Let ¢ = 1 be the bad state and ¢ = 2 be the good state. For any
Q ~ (a,b), a > 0 represents how intensely effort is spent on repairing the machine (in state 1), and
b > 0 stands for how intensely the machine is used (in state 2). In view of , the larger a > 0
(i.e. the more intensely effort is spent), the faster (on average) the machine will function again (i.e.
the state will switch from 1 to 2). The payoff function g;(a) = —a?, however, shows that the cost
of repair grows quickly with the intensity of effort. Similarly, in view of , the smaller b > 0
(i.e. the less intensely the machine is used), the less likely the machine will break down (i.e. the
state will switch from 2 to 1). Leaving the machine idle (i.e. b = 0), however, may not be the best
choice in view of the payoff function go(b) = 2 — (1 —b)2. As the intensity of input energy increases
(i.e. b > 0 increases), the instantaneous payoff g2(b) first increases to its maximal level g2(1) = 2 at
b =1, and then decreases indefinitely. Thus, one may want to choose b > 0 closer to 1 to possibly
enlarge the cumulative payoff.

In a factory or a company, how a machine should be managed, i.e. how @ ~ (a,b) should
be specified, is often decided by a group of professional workers, instead of one single individual.
In such group decision making, pseudo-exponential discounting is typically used. Its most basic
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form is , which is the discount function for a group that involves two individuals (or cohorts)
who discount exponentially at different rates p and p’, respectively, with A € (0,1) determined by
the sizes or influence of the cohorts. In other words, the derivation in Example amounts to
finding a management plan for a machine—how hard it should be used and repaired—that will be
consistently carried out over time. It turns out that only Q* ~ (%, 1—72) is such a time-consistent
management plan.

5 The Discrete-Time Case

In this section, we study the discrete-time model corresponding to that in Section |2l The purpose is
twofold. First, when time horizon is infinite, little is known about the existence and characterization
of equilibria, even in discrete time. Arguments from Section [3]can be applied here to shed new light
on this. Our second focus is the convergence of discrete-time equilibria to their continuous-time
counterparts, as the mesh size in time diminishes. As we will see, when discrete-time equilibria
converge, they always converge to a weak equilibrium, which, however, need not be strong.

Let X = (Xt)t=0,1,.. be a time-homogeneous discrete-time Markov chain taking values in S :=
{1,2,... N} for some N € N, and take N := {0,1,2,...}. The transition matrix u = (Wij)ij=1,...N
of X is to be controlled. Let ¥ be the set of probability measures defined on 5, i.e.

P = {a:(al,...,aN)eM; ZNai:1}. (5.1)

i=1,...,

Consider a continuous function x : Nx S xp — R. For any (¢,4,a) € Nx S x B, x(t, i, a) represents

the payoff at time ¢, given that X; =i and u; = o, where u; denotes the i*" row of u. Assume that

o

Z( sup ]n(t,i,a)]) < 0. (5.2)

Let A; C P be the set of admissible transitional probabilities when X is at the state i. Define
A= {uERNXN:uiEAi, Vi e S}.

For any i € S and u € A, (5.2)) guarantees that the expected payoff

[e.9]

V(i,u) =K, L}% K(t, X, uXt)] < 00 (5.3)

is well-defined, where E; ,, denotes the expectation conditioned on Xy = ¢ and the transition matrix
of X being u. We will write E; for E;,, whenever there is no confusion about u.

For any u,u* € A, we introduce the concatenation of u and u* at time 1, denoted by u ®1 u*.
Using this concatenated matrix means that the evolution of X is governed by w at time 0, and then
by u* at all subsequent time points. Given an initial state ¢ € S, the expected value is then

uw> . (5.4)

Definition 5.1. u* € A is called an equilibrium if, for any (i,u) € S x A, V(i,u*) > V(i,u®1 u*).

N 00
V(i,u®1 u*) = k(0,7,u;) + Z (]Ej,u* [Z r(t+ 1, Xy, ux,)

7=1 t=0
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Remark 5.1. A strong equilibrium (Definition parallels the above discrete-time definition,
and admits a clear economic interpretation, as explained in Remark[2.2. By contrast, the precise
interpretation of a weak equilibrium (Definition is not so clear in the literature.

A handy characterization of equilibria can be established, by following the arguments in Propo-
sition To this end, for any i € S and u € A, define

e
Hl(u) = ELu K/(t + 1,Xt, qu)

t=0

and H(u) := (Hi(u),...,Hy(u)). (5.5)

For any differentiable function v : P — R, let Vv(a) be the gradient of v evaluated at o € B,
and 9,v(a) be the n' component of Vuv(a). Also recall T in (3.12)). Proposition |5.1| below can be
proved by following line by line the proof of Proposition [3.1

Proposition 5.1. Let x(0,4,-) be Cy for alli € S. If u* € A be an equilibrium, then for any i € S,
(VE(0,4,u)) + H(u")) - A <0, VAET st u +eXe A fore >0 small enough. (5.6)
In particular, if w} is a relative interior point of A;, then
Onk(0,7,uy) + Hp(u") = 0mk(0,4,u; ) + Hyp(u*), n,m=1,...,N.

Furthermore, if k(0,1,-) is additionally concave for any i € S, then the converse is also true; that
is, u* is an equilibrium if and only if (5.6)) holds.

To establish the existence of equilibria, arguments used to prove Theorem [3.3|can also be applied
here. Since P in (5.1]) is by definition compact, we no longer need the compactness assumption in
Theorem leading to the following very general existence result.

Theorem 5.1. Suppose A; is convex and closed, and k(0,1,-) is concave, for alli € S. Then, there
exists an equilibrium.

The proof of Theorem [5.1]is relegated to Appendix

Remark 5.2. If (0,14, -) is not concave, then in general an equilibrium may not exist. For instance,
take S = {1,2} and denote any transition matriz

g 1-p
by u~ (a,3). Let 5(0) =1 and §(t) = k- \'=1 for t € N, where k € (0,1) is a constant. Consider

K(t, Lur) = 6(t)gi1(a)  and  k(t,2,u1) = §(t)g2(8),

UZF_“ a ] B e0,1] (5.7)

where :
n(a) =—gva and gB)=2-+1-5,

which are strictly convex. Given u* ~ (o, 5*) and u ~ (o, B), direct calculation shows

Vi(e) = V(Lu®u*) = gi(a) + Hi(u*) - (1 — o) + Ha(u") - a,

Vo(B) =V (2,u®iu*) =g2(8) + Hy(u") - B+ Ha(u") - (1 —p).
If w* ~ (a*,B%) is an equilibrium, Vi(a) and Va(B) attain mazimums at o = o* and B = B¥,
respectively. The strict convexity of g1 and go implies o*, f* € {0,1}. If u* ~ (0,0), then Hy(u*) =
0 and Ha(u*) = 3, and thus Vi(e) = —%\/a+ 3a. But, V1(0) = 0 < Vi(1) = 2 implies (0,0) cannot
be an equilibrium. Similar calculation shows none of (0,1), (1,0), (1,1) is an equilibrium.
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5.1 Convergence to Continuous Time

Recall the continuous-time setup in Section[2} For the continuous-time payoff function f, we further
assume that there exists T' > 0, independent of ¢ and q, such that

t — |f(t,i,q)| is nonincreasing, fort >T. (5.8)
Take (0, )nen in R with §,, | 0. For each n € N, define ” : N x S x B — R by

K"(kyi, ) i= f(kdn,i, &™) - Oy, (5.9)
where 1
A" = ?(ala sy Q—1, QG — 17 Qi 1y - ,CYN),
n
for each a = (a,... ,an) € B. For any transition matrix u, define the generator Q" = (qzn) by
u,n %uijv .7 7é i,
% =971 . (5.10)
s (uy — 1), j=i.
Then, we introduce
A" := {u transition matrix : Q" € Q}. (5.11)

For each n € N, consider the discretized problem V" given by (5.3), with £ and A replaced by
k™ and A". Suppose that there exists an equilibrium u" € A", i.e. V™(i,u") > V"(i,u ®; u™) for
all : € S and u € A". Following the notation in ([5.5)), this means for any ¢ € S and u € A",

k™04, ul) + H"(u") - ul > &"(0,4,u;) + H"(u") - u;, (5.12)

where H™ is defined as in (5.5 with x replaced by k", i.e.
0.0
HP(u") o= Bign | > 6"(k+1,Xp,u%,)|, Vies. (5.13)
k=0

In the following, we will write
Q" :=Q“"" e Q.
for simplicity. The main convergence result is the following.

Theorem 5.2. Assume (2.3)), (5.8)), and that f(-,i,-) is continuous for all i € S. If there exists
Q* € Q such that (up to a subsequence) Q™ — Q*, then Q* satisfies (3.10) for all (i,Q) € S x Q.
That is, Q* is a weak equilibrium (under Definition .

Remark 5.3. Suppose that for the continuous-time problem F in (2.4), D; is a closed convez set
and f(0,1,-) is concave for all i € S. Then, in view of (5.9) and (.11, Theorem implies that

an equilibrium u™ € A™ exists for the discretized problem V", for all n € N. If we further assume
that D; is bounded for all i € S, then (Q™)nen is pre-compact. Then, by Theorem 5.2, any limit
point of (Q™)nen is a weak equilibrium (under Definition .

To establish Theorem we need the following technical lemma.

Lemma 5.1. Assume (2.3)), , and that f(-,i,-) is continuous for all i € S. If there exists
Q* € Q such that (up to a subsequence) Q™ — Q*, then for any i € S,

H'(u") = F(Q") =E; o+ [/000 f(t, X, Q,)dt as n — oo.
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The proof of Lemma is relegated to Appendix [B-2
Proof of Theorem[5.4 For any i € S and u € A", (5.12)) can be re-written as

F(0,4,QF) 0 + > HP (u") -l + HP (u™) (ufs — 1)
j#i
> f(0,4,Q") - 0n + > HP (u) - ugj + H}'(u") (ugs — 1),
J#i
Dividing both sides by 9, yields

F0,4,Q) + > HFf(u") - gy + H (u™) - qff > f(0,4,Q7™) + > HP (u™) - ¢3" + H*(u") - ¢,
j#i J#
which is equivalent to f(0,4, Q")+ H™(u™)-QF > £(0,i,Q;) +H"(u")-Q;. Thanks to the continuity
of f(0,4,-) and Lemma sending n — oo gives ([3.10). O

In general, the limit point @Q* in Theorem need not be a strong equilibrium. This is demon-
strated in the next example: the equilibria for discretized problems converge uniquely to a weak
equilibrium for the continuous-time problem, but this weak equilibrium is not strong.

Example 5.1. Consider the two-state model in Section . Take \ = %, p=1,p =2,

1
g2() =0 and g¢gi(a) = —1a4 + ka® — k*a® — Za -1,

where k > 0 is a constant. Note that g{(a) = —a(a — k)(a — 2k) — 3 and g1(0) = —1.
First, we show that Q* ~ (0,0) is a weak equilibrium that is not strong. By (4.3), F1(0,0) —
F3(0,0) = 3g1(0) = —2. Then, for any Q ~ (a,b), (£5) and (E8) imply

3

1 (Q1) = g1(a) + Za and T9(Qs) = b,

This shows that T9"(Q1) (resp. T9(Q2)) is mazimized at a = 0 and a = 2k (resp. at b = 0).
Hence, Theorem readily tmplies Q* ~ (0,0) is a weak equilibrium. On the other hand, consider
Q ~ (2k,0). Note that T9(Q}) = T9(Q1), and direct calculation shows

. .. 3 33 3 .

thanks to (4.4) and (4.7). Thus, by Proposition Q* ~ (0,0) is not a strong equilibrium.
Now, consider the discretized problems. Denote by u ~ («, ) the transition matriz given as in
(5.7). For each h > 0, consider the discretized problem V" as in (5.3), where r is replaced by
k"(n,1,u1) = d(nh)gi(a/h)h and K"(n,2,us) = §(nh)g2(8/h)h = 0,

with 6(-) as in [#2). We claim that u* ~ (0,0) is an equilibrium for V", for h > 0 small enough.
Fiz u ~ (o, B) # (0,0). Recall (5.3) and (5.4). If 8 > 0, since g1(0) < 0, we have

Vh(2,u @ ut) =p i 5((n+1)h)g1(0)h < 0=V"(2,u*), Vh>0. (5.14)
n=0
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If a > 0, then using g1(0) = —1,

1
Vi(Lu@rut) = gi(a/h)h+ (1 —a) > ~(e™™ + e ) g1 (0)h
n=1 2
_ « - —nh —2nh 1 - —nh —2nh
=h [gl(a/h)+22(e e =S (e e )] :
n=1 n=1
It can be checked that
s 1
d e =2 (1 — —h+ o(h)) ,
n=1 h

implying
1
‘rh(l,u ®1 U*) [ 2 § : —nh 2nh):|

where G(h) == gi(a/h) + % (2 —Lh+o0(h)). For h > 0 small enough, g(h) < gi(a/h) + 3% <
91(0) = —1, where the last inequality follows from the fact that a — gi(a) + %a s mazximized at
a =0 and a = 2k (this was mentioned above when we mazimized T9 (Q1)). This yields

[e.9]

1
Vi1, @ ut) < 5 D (e 4 e ?Mgi (0)h = V(1 u"). (5.15)
n=0

By (5.14) and (5.15), u* ~ (0,0) is an equilibrium for V", for h > 0 small enough. In view of
(5.10), Q" := Q“" — Q* ~ (0,0) holds trivially, as Q" ~ (0,0) for h > 0 small enough.

It seems somewhat surprising that discrete-time equilibria need not converge to a strong equi-
librium. After all, as observed in Remark strong equilibria conceptually parallel discrete-time
equilibria: Definitions and both require direct dominance in value, instead of indirect dom-
inance via the rate of change in value (as stipulated for weak equilibria in Definition .

Despite this conceptual resemblance, achieving “direct dominance in value” in continuous time
is much more demanding technically than that in discrete time. For discretized problems, the direct
dominance “V™(i,u™) > V"(i,u ® u™)” is simply (5 . For the continuous-time problem, the
direct dominance “F'(i, Q") > F( Q ®e Q) for e > 0 small enough” amounts to nonnegativity of
3.16)). Crucially, as n — oo, gives nonnegativity of only the first-order term of (| - i.e.
3.10))), instead of the entire 3.16. That is to say, the very concept “direct dominance in value” is
much harder to achieve in continuous time, thereby posing a technical gap between discrete-time
equilibria and strong equilibria.

Appropriate conditions on the payoff function f can bridge the gap.

Remark 5.4. If q — f(t,1,q) is strictly concave, then the limit point Q* in Theorem s a
strong equilibrium, thanks to Proposition 3.3,

We demonstrate in the next example that with q — f(¢,7,q) being strictly concave, the equi-
libria for discretized problems indeed converge to a strong equilibrium.

Example 5.2. Recall the setting in FExample . Take (0p)nen in R with 6, | 0, and define k"

and H]' as in and ( - Given u ~ (a, ) as in , we abuse the notation slightly by
writing K™ (k, 1 a) = §(kon) - g1(a/dy) - On, K™ (K, 2,8) = 0(kdyp) - g2(5/0n) - On, and

H2 0 5) = B | SO 1 X )|

k=0
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As k™(0,14,-) is concave, by Proposition u" ~ (o, B) is an equilibrium (with respect to k™) if
and only if («, B) satisfies

<0, a=0,

(k"(0,1,0))" + Hj (e, B) — H{'(a, ) { = 0, a € (0,1), (5.16)
>0, a=1,
<0, =0,

("(0,2,8))" + Hi (v, ) — Hy(a, B) § =0, B €(0,1), (5.17)

>0, B=1,

sy

where the derivatives are taken with respect to a and (3, respectively. Direct calculation yields
H{(a, B) — Hy (a, 8) = (91(/6n) = 92(8/6n)) - 6n - Y 6((k +1)6,) - (1 —a = B)".
k=0

Then, for 6, > 0 small enough, the solution (auy,, B,) to (5.16) and (5.17)) is given by

52 6_5” 6_26”
Qp 1= ? (1 — 6*571(]_ — 5n) + 1— 6726”(1 _ 6n)> ) ﬁn = 5n — Oy

In view of (5.10), each discrete-time equilibrium u™ ~ (o, Bn) gives rise to the generator Q" ~
(%‘—27 g—;‘) As n — oo, it can be checked that Q™ ~ (?—:, g—:) converges to Q* ~ (1%, %), which is a
strong equilibrium as shown in Example [{.1]

6 Conclusions

In this paper, we introduce the new notion of strong equilibria, as a refinement of the standard
formulation of continuous-time equilibria (which we call weak equilibria). As we have shown, there
are situations where one finds it beneficial to deviate from a weak equilibrium, indicating that this
standard formulation does not correspond perfectly to the equilibrium idea. A strong equilibrium,
by contrast, is defined analogously to a discrete-time equilibrium, and admits an unambiguous
interpretation of no deviation. To elucidate the difference and connection between these two types
of equilibria, we assume that the state process is a continuous-time finite-state Markov chain on an
infinite horizon. This allows us to derive complete characterizations of strong and weak equilibria,
and compare them explicitly in concrete examples. It is of interest to investigate the case where
the state process is a diffusion process, the typical setup in prior literature on time-inconsistent
stochastic control in continuous time. A recent working paper He and Jiang [I1] pursues this
direction. In a diffusion model, they observe from several classical time-inconsistent problems that
strong equilibria seem quite elusive. They propose “regular equilibria”, a new class of equilibria
that are slightly weaker than the strong ones, and show that regular equilibria are more tractable.
Still, the existence of strong equilibria in a diffusion model demands further exploration.

In fact, whenever an infinite state space or a finite time horizon is considered, the existence
of equilibria is a genuine issue. Note that the existence proof in Section [A.4] requires the set of
admissible controls, i.e. Q, to be compact. In this paper, since Q is finite-dimensional (as a subset
of RVXN ), its compactness can be easily checked and appropriately assumed through closedness
and boundedness. An infinite state space or a finite time horizon, however, renders the set of
admissible controls infinite-dimensional. With no straightforward characterization of compactness
in an infinite-dimensional space, the existence of equilibria is largely obscure.
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Time-inconsistent stopping problems in continuous time, on the other hand, have not received
much attention until very recently. Interestingly, two distinct formulations of equilibrium stopping
rules emerge from recent developments, and they, in some spirit, correspond to weak and strong
equilibria in the control case. In [4] and [3], the derivative-type operation as in is followed
closely to define an equilibrium stopping rule, which corresponds to a weak equilibrium in our case.
On the other hand, [13] and [14] define an equilibrium by comparing the value of sticking to future
selves’ strategy and the value of deviating to another strategy at current time. This is similar to
the comparison in , and thus in principle closer to a strong equilibrium in our case. It is of
interest to investigate the precise relation between these two types of equilibrium stopping rules,
as what we have done here for strong and weak equilibria.

A Proofs for Section [3l

A.1 Proof of Lemma [3.1]

Since X evolves according to @ on the time interval [0,¢], P(X. =i | Xo =14) = 1 + giie + o(e) and
P(X; =j | Xo =1) = gije + o(e). This, together with (2.3]), implies that

J#i
&€
— RQ) +E | [ 70 X0 Qx|+ (Q7) - Qe+ o). (A1)
0
Consider
7:=inf{t > 0: X; # Xo}. (A.2)
Given that Xy = 7, recall that 7 is exponentially distributed with parameter A = —g;;, and thus
Pir<e|Xog=1 1 — e%i®
lim (r<elXo=0) = lim c - — Q.- (A.3)
€0 € l0 €

Now, observe that

Ei |:1{7'>€} /[) f(taXtv QXt)dt:| = Ez |:1{7'>6}/0 f(t7ia Qz)dt:| = ]P)(T > € | XO = Z)/O f(t7i7 Qz)dt
= (14 qgie + 0(e)) f(s",1,Q4)e, for some 0 < s* <e
= (14 giie + 0(e))(f(0,4, Qi)e + o(¢)) = f(0,4, Qi)e + o(e), (A4)

where the second line is due to (A.3) and the continuity of ¢t — f(¢,7,Q;) on [0,¢], and the third
line is from the continuity of ¢ — f(¢,7,@Q;) at 0 from the right. Let ¢ := sup;cg |[|Q:|| < co. Then,

€ €
E; [1{TS€}/ f(t,Xt,QXt)dt] ‘ < / < sup |f(t,i,q)|> dt -P(r <e| Xo=1). (A.5)
0 0 i€S, q€D;, |lq||<c
Thanks to , the Lebesgue integral on the right hand side of is finite and converges to 0
as € — 0. It then follows from that the right hand side of is of o(¢). Combining this
and , we obtain from the desired result .
Now, taking @ = Q" in gives F(i,Q") = Fe(i,Q") + [f(0,4,Q7) + Fe(Q") - Q7] + o(e).
This, together with , yields
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Hence, to prove (3.6]), it remains to show that F.(i,Q) = F(i,Q) + o(1) for all i € S. For each

t > 0 and £ > 0, define
g) =Y h(te,i,Qi) < oo
€S
where the finiteness follows from S being a finite set. Under , we have

FL(i,Q) — F(i, Q)| < B [/Oooh(t,e;Xt,QXt)dt} §/OOOH(t,s)dt—>0, as e 10,

where the convergence comes from the dominated convergence theorem and (3.4). Note that the
dominated convergence theorem is applicable here thanks to (3.4) and (3.5]).

A.2 Proof of Lemma [3.2

Since F(i,Q ®: Q Uo f, Xt,QXt)dt] + E; [fsoo f(t, Xy, Q}t)dt], we will deal with the two
terms on the right hand 51de one-by-one.

To handle E an ft, Xy, QXt)dt], consider the events A, B, and C that on the interval [0, ], the
state of X does not change, changes exactly once, and changes twice or more, respectively. Take 7
in and recall that it is exponentially distributed with parameter —g;;. Thus, P(A) = P(r >
e | Xo =1i) = e%i€ =1+ ge + 2q2e® + o(¢?). It follows that

[/ftXt,QXt)dt‘ } A)=P(A /ft,z,

P
:<1+qﬁg+ s o) ([0 +tft<o,z',c21~>>dt+o<52>) (A6)
’)

<1 + giie + qus +o(e <f(0,z, Qi)e + ft(O, i,Qi)e* + o(e ))
+

= f(07 iu QZ)E + <QZZf(07 Z, QZ)
Here, follows from the estimate
[ siQoi— [ (70,4.Q0) + 15100, Q0)dt| < [ 1068, Q0dt = er(0.0(2:4.Q1). (43)
0 0 0

for some 0 < t(e) < e. By (3.18), the last term above is o(¢?). On the other hand, let 1 be the

density function of 7, given that 7 < e. Since P(1 < /|71 <¢) = ig:?g == EZZ for all £ € (0,¢],

1 — e%iit — i qiil
nw):d( ¢ >: G (0,6, (A.9)

dl \ 1 — edic 1 — ediie’
Let 7/ :=inf{t > 7 : X; # X;}. Observe that B = {7 <& < 7'}, and thus
&€
[ [ 1. xe@x)e | B 25)
0
T £
=P(r <e)E [(/ f(t,i,Qi)dt—k/ f(t,Xt,QXt)dt> P(r'>el|7)
0 T

—aq.: [€ 14 e
=(1—eq“5)zq”/0 (/0 f(tyini)dt‘i‘/g f(t,j,Qj)dt> n(€)ei =0 de

i qii

5 4 e
= Zqij/o (/0 f(t,i,Qi)dt —i—/ﬁ f(t7j7 Qj)dt) eqz'z‘éeq]'j(s—é)d&

J#i

ft(O,z, Qi )> e? + o(e?). (A.7)

N

TS&]
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where the third line takes advantage of the fact
P(Xr=j| Xo=1)=—qj/a Vi#1, (A.10)
while the fourth line follows from (A.9). By estimates similar to (A.8)), we get
&€ 3
0 por 0
1 . )
= 5 ( - QZZf(Oa Z, Ql) + Z QZ]f(Ovjv Q]))gg + 0(62)' (All)
J#i
Thanks to (A.10), we also have the estimate
P(C)=P(r <e,7' € (r,e] | Xo=i) =P(r < e | Xo = i)z%%' e(re|r<e X, =j)
i#i "

<(1-e)y %(1 — eUiF) = O(e2). (A.12)
gA

Now, using the fact that

1
P(Xe=j| Xo=1i)= (%), = <I + Qe + 262262) +o(%), VijeS,
ij

a direct calculation shows

E; |:/OO f(t7 Xt:Qj;(t)dt:| = Fa(Z,Q*) + (QZ . FE(Q*))€+ %((QQ)Z . Fg(Q*))€2 +0(62).

This, together with (A.7), (A.11f), and (A.12)), implies

* % (ft(oﬂ} Qi)+ Qi - f(0,Q) + (@) - Fa(Q*>> e +o?), (A13)

—

where £(0,Q) := ((0,1,Q1), £(0,2,Qa), ., £(0, N, Q). Since f; satisfies [Z3), G(i, Q) is well-
defined. Observe that

i | P Q= F6Q) GOy [ [ HX00) )
0

el0 £ el0 £

where the equality follows from (3.18]) and the dominated convergence theorem, which is applicable
here as r(t,¢;4,q) satisfies (3.5) and (3.15)). This shows that

F.(i,Q) = F(i,Q) + ¢G(i, Q) + o(e), (A.14)
and thus we can rewrite as
Fi,Q ®: Q) = Fe(4, Q") + (£(0,4, Qi) + Qi - F(Q"))e
+ % (ft(ovia Qi)+ Qi-2G(Q") + Qi - f(0,Q) + (@) - F(Q*)> e’ +o(e?). (A.15)
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Observe from (3.7) that

—

Q- J0.Q" + Q- FQV = Q- (f0.Q" +Q - F(@Q)) = Q-1 (Q".

where vT denotes the transpose of a vector v € RY. This implies Q; - f(O, Q) + (Q%); - F(Q*) =
Q: -T9°(Q). We therefore conclude that

F(i,Q®: Q) = Fu(i, Q") + T (Qi)e + ;(ftw,z',@) +Qi- (200Q)+17 (@) >€2 + o(e?).
(A.16)

By taking @ = Q* in (A.16]), we get the corresponding expansion for F'(i, Q*). Subtracting it from
(A.16|) yields (3.16])

A.3 Proof of Proposition

Fix i € S. For any ) € Q with Q; # Q}, since (3.10]) holds with strict inequality, we observe from

(3.11)) that F'(i,Q*) — F(i,Q ®: Q") > 0 as £ > 0 is small enough.
Now, take an arbitrary @ € Q \ {Q*} such that Q; = Q. Since Q # Q* but Q; = Q, the
collection Sy :={j € §: Q; # Q;} must be nonempty. There are two distinct cases.

e Case I: There is /£ € Sy such that ¢}, > 0. With Q; = @7, we deduce from (3.16)) and (3.17) that

F@i,Q%) - F(i,Q ® Q)

e2

=30 (M@ -1 (@) + o)

=>4} (PQ* (@) — FQ*(Q]-)> +o(1). (A.17)
i

Since (3.21)) entails I'?” (@) —T9(Q;) > 0for j € Spand I'®"(Q}) —T9 (Qx) = 0 for k € S\ So,
Sa; (T@) -19@Q) 2 i (19 (@) - T (@Q0)) > 0.
i

It then follows from (A.17) that F(i,Q*) — F'(i,Q ®. Q) > 0 as € > 0 is small enough.

e Case II: ¢;; = 0 for all j € Sp. Consider the stopping time 7 := inf{t > 0: X; € Sp}. Note that
7> 0asi ¢ Sp, and that Qx, = QY for all t < 7. If there exists £* > 0 such that P(r < ¢&*) =0,
then F(i,Q ®. Q%) = F(i,Q*) for all 0 < ¢ < ¢*. Therefore, we assume in the following that
P(r <e) >0 for all ¢ > 0. For any ¢ > 0,

F(i,Q") - F(i,Q . Q%)
=] /0 F(t X0, Q% )dt — /0 F(6 X0 (Q ©2 Q%) x,)dt

TSE}P(TSQ

_E, / X Q) / TR X0 (Q 9. Q) x )t

Tgﬁpﬁg@

— E’L / f(t+T; Xg(T’Q}XT)dt_/ f(t+T7X1;)(T7(Q ®577— Q*)XtXT)dt
LJO t 0

= Ei [FT(XTvQ*) - F’T(X’T7Q Re—r Q*) ‘ T < 5] IP(T < 5>7

TSE}P(TSS)
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where F; is defined as in (3.1]) with € therein replaced by 7.
Consider the distribution function of 7 conditioned on 7 < ¢, i.e. Hé(y) :=P(r <y |7 <¢) >0,
€ (0,¢]. The above equation can be rewritten as
F(i,Q") — F(i,Q ®: Q)
€
—P(r29) SR =)) [ (RGQ) - FQ 8, Q) W), (A13)
J€So 0
By the proof of Lemma in Appendix particularly (A.14)), we have
Fy(j7 Q*> - Fy(jv Q ®€—y Q*)
= (F(LQ*) _F(j7Q®€—y Q*)) + (G( Q" ) (] Q @ yQ ))y+0( )
= (P2@) - T2(@) e =) + (T2(Q) T (Q))) (e~ )y + o(c —y) +o(y),  (A19)

where T9(Q;) := £:(0,i,Q;) + Q; - G(Q*). In the third line above, the first term follows from
(3.6) directly, while the second term is obtained by applying Lemma to GG, in place of F.
Observe from integration by parts that

/O e y)dH () = ¢ — / ydH (y / He(y (A.20)

To find a precise asymptotic expansion for fg H®(y)dy, we need to analyze H®(y) further. Since
qu = 0 for all j € Sp, to reach a state j € Sy from the current state i, at least two changes of states
are needed. Specifically, consider 7 := inf{t > 0: X; # i} and 7, :=inf{t > 7,1 : X4 # X, ,}
for all n > 2. Let 1 := inf{n € N: P; o+ (X, € So) > 0} > 2. By direct calculation,

IP)(T < 5) = K€ﬁ + O(EﬁJrl), with K := Z Qi g1 " Dr,go * - " Da_1.ds =~ 0. (A21)
Jn€S, ja€So
Note that K is strictly positive by the definition of 7. We therefore obtain
P(r <y) _ Ky"+o(y"*")
P(r <e) Kem+o(entl)’

He(y) =

Since He(y) ~ % as € > 0 small, the leading-order term of [ H®(y)dy is [ g—Zdy = 755 This,
together with ([A.20), gives

/OE( y)dH®(y / He(y)dy = +o(e), (A.22)

A calculation similar to (A.20)) yields

/ (e —y)ydH (y ——5/ He(y dy+2/ HE (y)ydy = O(£%). (A.23)
0
Now, thanks to (A.19), (A.21)), (A.22), and (A.23), we deduce from (A.18) that

F(i,Q%) - F(i,Q ® Q)

. K X
= > PG =) (T9(Q)) ~ (@) === + 0(™). (A.24)
J€So *
Since P(7 < ¢) > 0, there must exist j € Sy such that P(X; = j) > 0. Also, recall that (3.21))
implies I'Q” (Q*) I'(Qj;) > 0 for all j € Sy. Hence, the constant in front of ™l in (A24) is
strictly positive, which implies that F'(i, Q") — F(i,Q ®: @*) > 0 as € > 0 small enough.

25



We have shown that for any i € S and Q € Q, F(i,Q*) — F(i,Q ®: @*) > 0 as € > 0 small enough.
That is, @* is a strong equilibrium.

A.4 Proof of Theorem [3.3
Define the set-valued map ® : Q@ — 22 by

P(Q) = {R €Q: R; € argrgax[f(O,i,q) +F(Q)-q], Vie S}.
qel;

For each @ € Q, the compactness of D; and the continuity of the map q — f(0,i,q) + F(Q) - q,
for all i € S, imply that ®(Q) # (). The same continuity also gives the closedness of ®(Q). On the
other hand, by the concavity of q — f(0,7,q), ®(Q) is convex.

Next, we show that ® is upper semicontinuous. Since D; is compact for all i € S, Q is also
compact. The upper semicontinuity of ® is then equivalent to the sequential characterization: for
any {R"}neny and {Q" }nen in Q with R™ — R, Q™ — @, and R" € ®(Q"), we have R € ®(Q). To
prove this, it suffices to show that the map

(q,Q) — f(0,i,q9) + F(Q) -q is continuous, for all i € S. (A.25)

Indeed, given R € Q, R" € ®(Q") implies f(0,4, R?) + F(Q™)- R? > f(0,i, R;) + F(Q™) - R; for all
1 € 5. We can then conclude from that f(0,4, R;) + F(Q) - R; > f(0,4, R;) + F(Q) - R; for
alli € S, as n — oo. Since R € Q is arbitrarily chosen, this shows that R € ®(Q).

Proving boils down to establishing the continuity of

Take {Q"}neny in Q such that Q™ — @ € Q. Denote by p" and p the laws of X under Q™ and
@, respectively. Note that ™ and u are probability measures on D([0,00);S), the space of cadlag
processes taking values in S. By [8, p. 262, Problem 8], Q™ — @ implies that u" converges weakly
to p. Then, by the Skorokhod representaion theorem, there exists cadlag processes Y and Y,
defined on the same probability space (2, F, P), such that the laws of Y and Y are p” and pu
respectively, and Y — Y under the Skorokhod topology on D([0,00);S) P-a.s. In particular, we
have Y* — Y;, P x dt-a.e. Since S is a finite set, we in fact have Y;” = Y; for n large enough,
P x dt-a.e. Then

F(i,Q") = E” [ | ey %)dt] ~EP [ | rex. det] ~ F(1,Q).

This establishes the continuity of @ — F(Q), and thus gives the upper semicontinuity of ®.

Now, we can apply Kakutani-Fan’s fixed-point theorem (see e.g. [9, Theorem 1]) to conclude
that ® admits a fixed point Q* € Q, i.e. @* € ®(Q*). This implies that Q* satisfies for all
(7,Q) € S x Q, and is thus a weak equilibrium, thanks to Theorem

If £(0,4,-) is strictly concave for all i € S, then the fixed point Q* satisfies strict inequalities
£(0,4,QF) + F(Q*) - QF > f(0,i, R;) + F(Q*) - R; for all i € S and R € Q with R; # Q. That is,
(3.21])) is satisfied. Thus, Proposition asserts that Q* is a strong equilibrium.
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B Proofs for Section [l

B.1 Proof of Theorem [5.1]
Define the set-valued map ® : A — 24 by

D(u) := {w €A: weargmax V(i,u' ®u), Vi€ S} :
u'eA

Fix u € A. For any i € S, define g : A; — R by

g(a) = k(0,4 @) —i—Z( [Z (t+1, Xt,uXt)] -aj>.

t=0

Since k is continuous in «, so is g. With B being compact, A, C ‘B is also compact, and thus there
exists a maximizer a(i) € A; for g. By taking w; := «(i) for all i € S, we get w € ®(u). For each
1 € 5, the continuity of g : A; — R and the closedness of A; also imply the closedness of the set of
optimizers of g. It follows that ®(u) is closed. Also, g : A; — R is concave, thanks to the concavity
of k in a. The set of optimizers of g is then convex, which yields the convexity of ®(u).

Next, we show that ® is upper semicontinuous. That is, for any u”, u, w™, w € A with u"™ — u,
w" = w, if w" € ®(u") then w € ®(u). It suffices to show that the map (v/,u) — V(i,u ®;1 u)
is continuous, for all ¢ € S. In view of and the concavity of k(0,i,-), v — V (i, ®; u) is
continuous. It remains to show that for any j € S, the map

h(u) :==Ej, [Z K(t + 1,Xt,uxt)] , ueA

t=0

is continuous. Take {u"} in A with " — u. Fix ¢ > 0. By (55.2), there exists 7" € N such that
Yooy (maX(iya)ESX(‘p |k(t, 1, a)\) < . It follows that

limsup |h(u") — h(u)]

n—o0

T T
<limsup E;, Zm(t—i— L X, u,) | — Eju [Z k(t+1, X ux,) ||+ 2
oo t=0 =0
T N T N
= lim sup ZZm(t+1kzuk ZZﬁt+1kuk( u) | + 2e
"0 =0 k=1 t=0 2=1
T N
: n
< hTILILSOIipZZ‘ﬁ(t—Fl,k,u () (W) — Kt + 1, k) ( jk’ + 2 = 2¢,

t=

o
bl

=1

where the matrix (u™)? (resp. u! ) is the t-fold product of u™ (resp. u). By the arbitrariness of
€ > 0, h is continuous.

Now, by Kakutani-Fan’s fixed-point theorem (see e.g. [9, Theorem 1]), ® admits a fixed point,
i.e. there exists u* € A such that u* € ®(u*). That is, u* is an equilibrium.
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B.2 Proof of Lemma [5.1]

For clarity, in the proof below we will denote by X the continuous-time Markov chain and Y the
discrete-time Markov chain, respectively. First, observe that

[Hi (u") — F3(Q")]

< Ez,u" [Zf((k+1)5naykaQ7}}k) < Op, Q” Zf k+1 5n,Xk:5n,QXk5 )571]
k=0 k=0

+ - E'L,Q" |:/0' f(tv Xt7 Q&t) dt:|

k=0

Eiqn [/0 f(tXt,Q%)dt} —E; o~ [/0 f(t, Xt,Q}—t)dt] ‘

Let I, I3, and I3 denote the second, third, and fourth line, respectively, in the above inequality.
Consider I7" first. Let € > 0. Recall T > 0 given in (5.8). By (2.3)), there is M > T such that

/ sup |f(t,i,q)| dt < e. (B.1)
M i,q
Then, by (5.8), we have
HE DY \E [F((k +1)6,, Y3, QF,)] — Eign [f((k +1)8n, X5, Q?(m)} \ + 2.
k,‘<M/(5n
Observe that
Eiun [f((k+1)60, Y, Q%)) = D F((k + 1)0n, 4, @) ((u™)")

jES

Eiqn [ /(0 + 1), Xus, Q)| = D0 £+ 1)bn, 1, Q@) )i,

jES

where 4" is the transition matrix for the Markov chain (Xjs, )i induced by @,,. That is, with the
probability P’ induced by Q" = (gj;), we have u}; = P(X;, = j| Xo = i). Note that

14 gy, 0. | =1
K { e Lot 7 = uij + 0(dp).

U5 = .,
qzjé + 0(5 ) ] # Z’
It follows that ((@")%);; = (u™)k)i; + k- 0(6,) - (1 + 0(6,))*. Now, since

[k - 0(8n) - (14 0(62))*] < == - 0(6a) (1 4 6,)"/*" = o(1),

S5

we conclude that
IT =060 > o(l) 42 =o0(1) + 26 — 2.
By the arbitrariness of € > 0, we get IT7" — 0.
Next, we consider 3. For any € > 0, recall M > T given in (B.1]). Then,

I3< > Eigr

(k+1)5,,
7 (k4 18, Xis,, Q. ) 00— / f (6. X0, Q%,) dt| + 2.
k<M/6, K

On

28



Since f(-,14,-) is continuous, it is uniformly continuous on the compact set [0,7] x D¢ with D{ :=
{a € D,: ||q|| < a}. As a result, there exists a modulus of continuity function p, independent of
i € S and n € N, such that |f(¢,7,QF) — f(t',4,Q")| < p(|t — t'|). Consider

(k+1)5,,

= |f (06 + 108, X, Q% ) 0 — / £t X0, Q%,) dt|,

kon
and the event A} := {there is no jump for X in the time interval (kd,, (k + 1)d,]}. Then, we have
EignlJi] = Eign[Ji'|A%] - P(AR) + Eigr[JE|(AR)°] - P((4F)°)
= (p(0n) - 6n) - (1 = O(6n)) + O(6n) - O(6n) = 0(bn)-
As a result,

I} < Z 0(0n) + 2 = o(1) + 2 — 2¢.

By the arbitrariness of ¢ > 0, we get I3 — 0.
Finally, from the argument in the proof of Theorem 3.3} we have I3 — 0.
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