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DYNKIN GAMES WITH INCOMPLETE AND ASYMMETRIC INFORMATION

TIZIANO DE ANGELIS, ERIK EKSTROM AND KRISTOFFER GLOVER

ABSTRACT. We study the value and the optimal strategies for a two-player zero-sum optimal stop-
ping game with incomplete and asymmetric information. In our Bayesian set-up, the drift of the
underlying diffusion process is unknown to one player (incomplete information feature), but known
to the other one (asymmetric information feature). We formulate the problem and reduce it to a
fully Markovian setup where the uninformed player optimises over stopping times and the informed
one uses randomised stopping times in order to hide their informational advantage. Then we pro-
vide a general verification result which allows us to find the value of the game and players’ optimal
strategies by solving suitable quasi-variational inequalities with some non-standard constraints. Fi-
nally, we study an example with linear payoffs, in which an explicit solution of the corresponding
quasi-variational inequalities can be obtained.

1. INTRODUCTION

The primary focus in this paper is to devise methods to establish the existence of the value
and of players’ optimal strategies for two-player Dynkin games with incomplete and asymmetric
information. The process underlying the game is a one-dimensional linear diffusion X. Both players
observe the paths of X and Player 2 (the informed player) knows exactly the drift and diffusion
coefficient of the process. Player 1 (the uninformed player) has incomplete information in the sense
that she cannot observe directly the drift coefficient of X but has a prior distribution for it and can
improve upon her initial estimate by sequential observation of the process.

Crucially, the one-sided lack of information introduces an asymmetry in the game because, con-
trarily to the informed player, the uninformed one cannot compute the true expected payoff of the
game (for each given stopping rule). In line with the literature on games with asymmetric infor-
mation, it turns out that the informed player must use randomised stopping strategies in order to
maximise the benefits of her informational advantage. Randomisation allows the informed player to
reveal information in a strategic manner to make the uninformed player act in a certain desirable
way. Loosely speaking we could say that it allows the informed player to ‘hide’ the true drift from
the uniformed one in an optimal way. On the contrary, the uninformed player cannot improve her
performance by using randomisation (see Remark and therefore will simply rely on stopping
times for the filtration generated by X.

The key contributions of the paper are: (i) we give an explicit Markovian formulation of the
problem and show its equivalence with an interim version of the game (also called agent-form game),
i.e., a three-player nonzero-sum game of singular control and optimal stopping (Section ; the game
is non-standard in the sense that the singular controls (played by Player 2) are not observable by
Player 1; (ii) building on the previous item we formulate a verification theorem that allows us
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to construct optimal strategies for the original (ez-ante) game with incomplete and asymmetric
information (Section [5)); the verification result (Theorem is formulated in terms of a quasi-
variational inequality with a set of non-standard constraints; it appears that such constraints are
a special feature of the asymmetric information setting; (iii) using the quasi-variational inequality
approach we solve explicitly (up to numerical root-finding) a version of our game with linear payoffs
(Section @; the example illustrates how reflected adjusted likelihood ratios, introduced in Section
enable the strategical use of information in an optimal way.

To the best of our knowledge all three items above are new in the context of diffusive random
dynamics. In particular, we would like to emphasise that the majority of papers on zero-sum
games with continuous-time dynamics and asymmetric information focus on the existence of a
value for the game, whereas the construction of optimal strategies for both the informed and the
uninformed player is mostly overlooked (we will elaborate more on this point in the literature review
below). In this sense, we depart from the existing literature and present a feasible method for the
characterisation of optimal strategies of the players. Moreover, we show that such optimal strategies
form a Nash equilibrium in the agent-form game (interim version of the game). As it turns out in
our analysis, the informed player stops according to a generalised intensity specified in such a way
that the adjusted likelihood ratio process is refiecting along a certain boundary. The uninformed
player instead stops at a hitting time of this reflected process to another boundary. We thus show
that reflection of the adjusted likelihood ratio plays a vital role in Dynkin games with asymmetric
information.

1.1. Motivations and literature review. Dynkin games were originally introduced in [I4] as a
game variant of optimal stopping problems. Their popularity in the last two decades is largely due
to their applications to finance. Indeed many financial contracts are equipped with exit strategies
that allow one or several parties to abandon their obligations early but at an additional cost. These
‘exit options’ embedded in the contracts are known in the mathematical finance literature as game
options.

In 2000, Kifer [25] showed that the arbitrage-free price of a game option can be found by solving
a related zero-sum Dynkin game. In the full information case, general conditions under which the
game has a saddle point were derived in [30] (in a martingale setting) and in [16] (in a Markovian
set-up) in the case when both players prefer the other player to stop first (so-called war of attrition).
Further studies (see [28], [37]) derived the existence of a value and e-optimal strategies for general
zero-sum Dynkin games.

Acknowledging the importance of information in applications of such games, more recent lit-
erature has considered games with asymmetric information structures. For example, asymmetric
information about the time horizon of the game was considered in [29], who concluded that, in
the setting of that paper, the more you know, the longer you wait. Griin [23] studied the effect of
asymmetric information about the payoff structure of the game; motivated by earlier studies (see
[6], [7]) of differential games with asymmetric information as well as by an explicit example with
no random dynamic, Griin allowed the informed player to use randomised stopping strategies to
manipulate the beliefs of the uninformed player, and she characterised the value of the game as the
unique viscosity solution of a related variational inequality (see also [21] for recent related work on
differential games). A more general situation was considered in [22], in which each player has access
to stopping times with respect to different filtrations. In such a scenario each player must learn
about the state of the world from the actions (or inaction) of the other player. Again, a variational
characterisation of the value of the game is obtained in a similar form to [23]. The article [23] con-
structs optimal randomised stopping times for the informed player, whereas [22] provides optimal
randomised strategies for both players under a non-diffusive dynamics. Note that the concept of
‘value’ here (and in the existing literature on zero-sum games with asymmetric information) coin-
cides with the so-called ex-ante value, i.e., before the informed player acquires the informational
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advantage. Once the informed player actually obtains the extra information, we obtain the interim
version of the game. In the interim game the original concept of value coincides with the expected
payoff of the uninformed player in equilibrium in an associated agent-form of the game (see Remarks
and for further details).

It is important to notice that the setting in [23] is different from ours. In [23] the observable
dynamics are fully known to both players but there is asymmetry in knowledge about the payoff
functions used in the game. In our problem, however, both players know the payoff functions
used but there is asymmetry in knowledge about the drift of the observable dynamics. Hence,
in contrast to our setting, in [23] there is no learning from the observation of the process. It is
also worth noticing that the variational problem in [23] (and the one in [22]) looks very different
from ours: Griin obtains a single variational inequality (as opposed to our coupled variational
problem in Theorem which involves three nested obstacle problems of the type ‘max-max-min’.
Existence of smooth solutions to such variational problems remains an open question. It does not
seem trivial to show a clear connection between our variational problem and that in [23]. However,
our method allows us to solve an example with diffusive dynamics by proving that the associated
quasi-variational inequality has a unique classical solution (see Section @

In [15] a Dynkin game in which both players had differing beliefs about the drift of the underlying
process was studied. However, in that article, information is fully symmetric and complete, with
both players agreeing to disagree. In comparison to [15], where the set-up involves no learning, and
[23] and [22], where the players learn only from the actions of the opponent, our players are faced
with a more complex, two-source, learning situation. In particular, the uninformed player learns
about the drift of the underlying process by continuous observation of the process itself and from
the actions of the informed player (or rather the lack of actions, since stopping is the only possible
action).

Since learning is a key ingredient in our problem formulation, we naturally draw on the literature
on stochastic filtering. Early contributions in the area include treatments of statistical problems in
sequential analysis, see for example [4], [8] and [35]. A general treatment of stochastic filtering can be
found in [31], and some important early work on the application of such techniques to investment
problems with incomplete information can be found in [26] and [27]. More recent contributions
along the financial lines include [3], [10], [33] and [38] (see also the references therein). For optimal
stopping in the context of incomplete information, an early reference is [I13] which treats the effect
of incomplete information on American-style option valuation; see also [20] and [I8]. An optimal
liquidation problem with unknown drift was studied in [I7], and with an unknown jump intensity in
[32]. A two-player, zero-sum Dynkin game with symmetric and incomplete information was studied
in [12], where optimal strategies for both players were derived. Finally, a related paper from the
economics literature is [9], which considers the problem of a privately informed seller trading in
a market of less informed buyers, and where information about the asset’s type (‘good’ or ‘bad’)
is gradually revealed to them. In this setting, the market places offers based on this information
and on the observation of the offers rejected by the seller so far. A key difference with the current
paper is that the buyers (i.e., the market) are non-strategic since the reaction of the market to new
information is fully prescribed by a function of the underlying process.

1.2. Outline of the paper. We conclude with an outline of the material in the paper. In Section 2]
we formulate the general Dynkin game and introduce the class of randomised stopping times used
by the informed player. The learning dynamics are derived and the game is reformulated as an
equivalent game of stopping and singular control in Section [3] In Section [4] we explain how a given
strategy of the informed player affects the beliefs of the uninformed one. Next, a verification result
based on quasi-variational inequalities is provided in Section Finally, Section [f] investigates in
detail an example with linear payoffs, and Section [7] illustrates numerically the value of the game,
with a base-case set of parameters providing intuition for the optimal strategies used by the players.
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2. SETTING

Assume that on a probability space (£, F,P) we have two random variables § and U together
with a standard Wiener process W mutually independent of each other, and such that P(0 = 1) =7
and P(# = 0) = 1 — 7 where 7 € (0,1) and U is uniformly distributed on [0,1]. We consider an
optimal stopping game written on an underlying process X with dynamics

(1) AX; = (1= O)po(Xy) + Oun(X0) dt + o(X) AW

on a (possibly unbounded) open interval Z. Here puo(-), p1(-) and o(-) > 0 are given Lipschitz
continuous functions such that the state space of X is Z on both events {# = 0} and {# = 1}. Then
admits a strong solution, and to avoid further technicalities we assume that the boundary points
of Z are unattainable.

The game is specified by Player 1 choosing a (random) time 7 and Player 2 choosing a (random)
time ~, and at 7 A 7, Player 1 receives the amount

R(T, 7) = f(XT)1{7<'y} + g(X’Y)l{TZ’Y}
from Player 2. Here the payoff functions f and g are two given functions satisfying g > f > 0.
The objective of Player 1 (2) is to choose 7 () from a set of admissible stopping strategies to
maximise (minimise) the expected value of R(7,7). The notion of admissible stopping strategies
will be specified below. To avoid further technical complications, we will assume continuity of the
payoff functions.

Assumption 2.1. The payoff functions f and g are continuous on L.

The players are rational and the model is common knowledge, i.e., both players know the functions
fs g, po, p1 and o involved. Both players observe the process X, but we assume that Player 1 does
not know whether 6 is zero or one (equivalently, whether the drift is pg or p1) whereas Player 2
does. Initially, the only available information for Player 1 is the distribution of 8 given above, while
Player 2 knows the true value of # already at the start of the game (the opposite case can be treated
similarly). This asymmetry is modeled by letting the information available to Player 1 be given by
the augmentation with P-null sets of the filtration

]_-tX =0(Xs,0<s< 1),
whereas the information available to Player 2 is given by the augmentation of the filtration
ftX’e =0(0,Xs,0<s<t).

When considering games with asymmetric information, a crucial aspect is the strategic release of
the additional knowledge from the more informed player to the less informed one. This is modelled
mathematically by allowing stopping strategies for the informed player (Player 2) to be randomised
stopping times. A priori the uninformed player (Player 1) may also use randomised stopping times
but it turns out in our verification theorem (Theorem , and its application in Section |§|7 that it
is sufficient for her to consider just stopping times (see also Remark .

The following notations will be used in the rest of the paper. We let FX = (F¥);5¢ and

FXO = (]:tX’e)tZO and denote
T := {r: 7 is a P-a.s. finite F~-stopping time}
T :={r: 7 is an F*-stopping time}
A= {I: (I'y);>0_ is F¥-adapted and a.s. right-continuous,
non-decreasing, with I'o— =0 and I',o < 1}
Al = {T: (T)e>0- is FX9 adapted and a.s. right-continuous,
non-decreasing, with T'op— = 0 and T's, < 1}.
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In the definitions above we use I'g— = 0 to indicate that I'g > 0 can only be achieved by a jump of
the process at time zero.

Clearly, A C A? and note that I € A? if and only if I' = T%1 p_g, + T L y_1y for some I, T € A.
To define randomised stopping times (see, e.g., [37]), recall that I/ is a random variable which is
independent of W and 6 and Uniform(0,1)-distributed.

Definition 2.2 (Randomised stopping times).
o A F¥X_-randomised stopping time is a random variable v given by

(2) vy=inf{t >0:T >U}, forsomel € A.
We denote the set of FX-randomised stopping times by Tr.

o A FX9 randomised stopping time is a random variable vy given by
(3) vo =inf{t >0:Ty > U}, for someD € A.
We denote the set of FX0-randomised stopping times by T}g.
We then have
TCTCTRCTE

Indeed, the first inclusion is clear by definition and the third inclusion is immediate from A C A
moreover, if 7 € T, then the construction with

0 t<r

e = { 1 t>7

gives a randomised stopping time that coincides with 7, which proves the middle inclusion.
Furthermore, any vy € 7'12 can be decomposed as
Yo = Yol{p=0y +11lp=1y

for some (v0,71) € Tr x Tr. We say that v € T is generated by I' € A if v is defined as in (2).
Similarly, vy € T}g is generated by T' € A? if 4 is defined as in . For future reference, given a
v € Tr generated by I € A, we also introduce F*X-stopping times (i.e., members of T)

(4) v(z) :=1inf{t > 0: T} > 2}, for all z € [0,1].
Definition 2.3. A randomised stopping pair is a pair (1,7g) € T X Tlg.

With a slight abuse of notation, we sometimes write vg = I' = ('Y, T'!), where (I'°,T!) is the
decomposition of T' that generates g, and we refer also to (7,T) € T x A? as a randomised stopping
pair.

Given a randomised stopping pair (7,75) € T x T, the expected payoff of the game from the
point of view of the uninformed player is
(5) J(7,79) = J(r,1°,T") := E [R(r, )] -

We also say that this is the expected payoff of the ez-ante game (see Remark for further details
around this interpretation of 7). The lower value v and the upper value v of the game (for Player 1)
are defined by

(6) v:=sup inf J(7,7) < inf sup J(7,7) =:7,
€T 1ETH YoETH r€T

and we say that a value v exists if v = 7.

Definition 2.4. A randomised stopping pair (t*,7;) € T x T3 is a saddle point if
E[R(1,75)] <E[R(T",7)] <E[R(7",70)]

for all other pairs (t,7p) € T x TH.



6 TIZIANO DE ANGELIS, ERIK EKSTROM AND KRISTOFFER GLOVER

Remark 2.5. For zero-sum games, it is standard to look at the notions of value of the game and
players’ optimal strategies (i.e., strategies that give a saddle point). The existence of a (7%,7;)
for the ex-ante game implies the existence of a value and that 7 and v, are optimal strategies for
Players 1 and 2, respectively. Our approach will also involve the study of the interim (nonzero-sum)
version of the game (or agent-form game), for which the natural solution concept is that of Nash
equilibrium.

Remark 2.6. We restrict our attention to stopping times in T, i.e. stopping times that are finite
P-a.s. This has the advantage that the notation and calculations become easier. Moreover, recalling
that g > f >0, a saddle point (7%,7v;) € T x ’Tg (as in Deﬁm’tz’on would also be a saddle point
for the corresponding game with strategies in T X 7-1:9: and with expected payoff
(7) \7/(7—7 79) = E[R(Ta ’70)]1{T/\'yg<oo}]'
Indeed, assume that (7*,v;) € T x Tlg 18 a saddle point as in Definition . By finiteness of T*
and optimality of v, we have

T'(1%,790) = T(T",790) = T (7", 75) = T' (77, %)
for all vy € 7}3. Moreover,

J(r,7) = E [hmmfR(T/\n ’y@)]l{TM <OO}} < 11nrr_1>lolgfIE R(T/\n7’7;)]l{7'/\’y;<oo}
< I%Igg.}fE[R(T/\n,vg)] <IN ) =TT %)

for any T € T, where the second inequaility is by Fatou’s lemma. Hence our claim is proved.

Remark 2.7. If the game has a value (v =70 in @), there is no benefit for Player 1 in choosing
a randomised stopping time (compare, e.g., [28]). Indeed, first note that

sup J'(7,79) = sup J(7,7)
T€T
for any vg € Tlg by Fatou’s lemma and with J' as in (see also the remark just above). Conse-

quently, for any vy € Tjg and v € Tr (that use two independent copies of U for the randomisation),
we have

"(v,70) /J ),70) dz < sup J'(v(2),70)

z€[0,1]

< sup J'(1,79) = sup T (7,7);
TeT TET

where we also recalled . The inequality above implies

v< sup inf J'(v,7) < inf sup J'(v,7) <7,
YETR Vo ETR Yo ETR YETR

which validates our claim, provided that v =7.

Notice that the argument in the remark above requires that a value exists even if the uninformed
player does not use a randomised stopping time. This situation does not occur in general but we may
expect that it should hold in our game because of the combination of (at least) two facts: (1) the
uninformed player (Player 1) has no information to hide and (2) she also has no incentive to avoid
simultaneous stopping; indeed Player 1’s payoff from simultaneous stopping is never worse than
stopping on her own (due to g > f). In other words, randomisation is not required to counteract
any copycat behaviour of the informed player that would force a lower payoff for the uninformed
player (see [28]).



DYNKIN GAMES WITH INCOMPLETE AND ASYMMETRIC INFORMATION 7

Remark 2.8. For bounded payoff functions f and g, the set-up and results of the present article
straightforwardly extend to the opposite case when instead Player 1 knows the drift and Player 2 only
has partial information. However, additional care is needed for unbounded payoffs; in particular,
one needs to be careful with the specification of the payoff at time infinity, as well as in specifying
appropriate transversality conditions as in Theorem [5.1] below.

3. AN EQUIVALENT GAME OF STOPPING AND SINGULAR CONTROL

Here we formulate the game in a Markovian setting and show that it is equivalent to a 3-player
nonzero-sum game of singular control and stopping. The latter corresponding to the interim version
of the game.

We begin by rewriting the expected cost functional in a more explicit form, which takes into
account Player 1’s learning of the true drift through observations of the process X. For ¢t > 0
denote by

(8) II, .= P(0 = 1|7Y)
the conditional probability of § = 1 given observations of the underlying process X. By standard
filtering theory (see [31, Chapter 9]) we have
dXt = (,U,[)(Xt)(]. — Ht) + Ml(Xt)Ht) dt + O'(Xt) dBt, X() =T
and
(9) dHt = W(Xt)Ht(l — Ht) dBt, HO = T.
Here the innovation process
Lo  po(X X,) — po(X)
Bt ::/ dXS—/ ,uo( S)Jr(:ul( s) MO( s)) Sds
0 o(Xs) 0 o(Xs)
is a (P, FX)-Brownian motion and w(-) := (u1(-) — po(+))/o(-) is referred to as the signal-to-noise
ratio. Now the process (Xy,II;);>0 is Markovian and adapted to FX. In what follows, for (x,7) €
Z % (0,1), we will denote
Per(-):=P(- | Xo=a,Ilp =7m) and E,,[-]:=E[-|Xo=2zIj=mn].

Also, in we use Jy.(T,7p) to emphasise the dependence of the expected game payoff on the
initial data.

In preparation for the reduction of our game to one of control and stopping, we introduce integrals
of the form

)
/ Y dly:=YoTo+ [ Yi_dry,
0 (0,7]

for T' € A and Y a right-continuous, non-negative process adapted to FX. Integrals of this type
are to be interpreted in the Lebesgue-Stieltjes sense, and it is important to remark that, in this
context, both the (possible) initial and terminal jumps of the process I" are accounted for. Moreover,
recalling and using [34, Prop. 4.9, Ch. 0], we have

T

1
(10) /O 90X )L orerydz = /0 9(X,)dT,
fort e T.

Proposition 3.1. For (z,7) € T x (0,1) and any (7,79) € T x TS we have

(11) jx,ﬂ'(T’ 79) :]ECC,ﬂ' |:(1 - ]-_-[T)(l - F?‘)f(XT) + (1 - HT) /OT g(Xt)dF?]

+Eor [nTu - T L [ Tg(Xadr%] |
0
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where (T°,T'!) € A x A is the couple that generates p.
Proof. By definition of the game’s payoff and by the definition of ng we have

Tew (T,79) = Epx [f(XT)]l{T<79} + g(X’Ye)]l{WST}}
(12) = Ea:,Tr [f(XT)]]-{T<'yo}ﬂ{9=0} + g(XWO)]l{’YOST}m{GZO}]

B [f( X)L iremingo=1y + 9(X30 )Ly, <rinfo=1}] -
With the aim of using the tower property in the expression above, we claim that

(13) Eg r [f(XT)]l{T<70}ﬁ{0:O}‘fTX] =(1-I-)f(X7)(1 - Fg)
(14) Ear [F(X0) L eymiony | FX] = TL£(X)(1 — TY)
(15) Eaor [9(X30) Lpog<rympocoy | FX] = (1~ T1,) /0 9(X;)dr?
(16) Ear [0(X) 1y erympoy | FX] =10, /0 g(X;)drL.

Taking conditional expectation inside ([12]) and using the above expressions we obtain (11]).
It therefore only remains to prove the formulae above. Let us start by noticing that

(17) (T <u} C {7 <~} C{Iy <u}.
Since X is .7-'3( -measurable, using simple properties of conditional expectation and we have
Em,rr [f(XT)]l{T<'yo}ﬁ{9:O}‘f§] = f(XT)]P)CE,ﬂ' (T < '70}]:7%(7 0= 0) (1 - HT)

Then, by definition of 7y, using that 2/ is independent of , TV is FX-measurable and , we also
obtain
Por (T < 70| FX,0=0) =P, (T2 <U|FX,0=0) = (1-TY).
Combining the last two expressions leads to . Clearly follows by the same argument.
For we follow a similar approach and we also recall v(u) as in and . Then we have

(18) B [9(Xo0) Linosringo=y |77 | = B [9(Xo0)Lp0<ry |76 = 0] (1~ TT)
1
= Ezx [/0 g(X'Yo(z))]l{’Yo(Z)ST}dZ}‘F‘;X’ 0=01(1-1I)
1
= (1 — HT)/O g(X’yQ(Z))]l{'YO(Z)ST}dZ

- (- /0 " g(X)dT?

where in the penultimate equality we used that g(XWO(Z))]l{%(Z)ST} is FX-measurable for all z > 0,
and the last equality is due to .
The proof of is analogous. O

Remark 3.2. Intuitively the expression in can be interpreted as follows: imagine the informed
player announces the FX0-randomised stopping strategy T that she intends to use; then the unin-
formed player (or any other external observer) can evaluate the expected payoff associated to any
choice of stopping time 7 € T and any sample path t — Xy(w) of the underlying process. In partic-
ular, given 7 € T the term (1 —11;) is the probability associated to {6 = 0} based on the observation
of the path of X wuntil time T, while (1 — TY) is the probability that the informed player does not
stop before time T if the event {0 = 0} has occurred. Therefore, for a given w € Q, the quantity
(1 — I (w))(1 — T%w)) represents the probability that the uninformed player will stop before the
informed one on the event {0 = 0}. A symmetric argument can be applied to the term IL.(1 — T'L),
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which is the probability that Player 1 stops before Player 2 on the event {6 = 1}. Combining the
two, for each w € Q Player 1 has a probability (1 — I (w))(1 — T%(w)) + I, (w)(1 — TY(w)) to stop
before Player 2 and to receive f(X,(w)).

Analogous considerations can be applied to the integral terms. On the event {0 =i}, i = 0,1, the
increment dU't measures the probability that Player 2 stops during the (infinitesimal) time interval
[t,t + dt). Then, for each w € ), the integral

.
| sttri), i=o.
0
is the accumulated expected payoff received by Player 1 prior to time T(w) if O(w) = i.

It will be convenient in what follows to also use the likelihood ratio process ®; := II; /(1 — II;),
whose dynamics under P are derived from @D and It6’s formula as
dd,
Py
where ¢ = w/(1 — 7). The dynamics of the two-dimensional diffusion (X, ®) are somewhat involved
under P, and we prefer instead to use the measures P and P! specified by

Pi(A) :=P(A|0 =)
for A € FX. It is well-known (see [31, Chapter 9]) that

(19) = w(Xy) (dBy + Iy w(Xy)dt) Dy = o,

dP® 1-1II 1+¢ A 2 !
90 _ _ _ _1 X )I12ds — X I, dB, |,
(20) dP | Fx 1—m 1+ P exp< 2/00.:( s ds /OW( )

dP! I, t !
921 7‘ -t L[ WX = T0,)2d / X,)(1—11,)dBs |
(21) &P lrx = = exp<2/OW( ) )s+0w( ) )

and that X and ® satisfy
dX; = pi(Xe) dt + o(Xy) dW}
(22) d®; = w(X;) Py dW)
= WQ(Xt)(I)tdt + w(Xt)th thl,

where

t
1474 :_—/ w(Xs)(i —Tg) ds + By
0

is a P*-Brownian motion, for i = 0, 1. Note that the system is semi-decoupled in the sense that
the dynamics of X do not depend on ®. Also notice that
dP!

23 P :7’
(23) a0 |

by and . '
We now rewrite our problem under the measure P?. In what follows we set E‘[-] for the expec-
tation under the measure P*, with ¢ = 0, 1.

for t € [0, 00),

Corollary 3.3. (The expected payoff for the uninformed player.) For (z,7) € Z x (0,1)
and any (1,79) € T x TH we have

1

1+

B |- rhe 06 + [ egxart| ),

(21) Fantron) =py (B |1 = 10106 + [ gtxars]

where ¢ = /(1 — ).
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Proof. We start by looking at the first term on the right-hand side of . For any 7 € T, we recall
that IL, = P(§ = 1|.F,), so by the tower property and the definition of P® we get

(25) E[(1-1)(1-T9)f(X,)] =E[(1 = T9)f(Xr)1{o—0y]
=E[(1-T)f(X,)|0 = 0] P(9 = 0)
= (1-mE° [(1 =T f(X,)].

By the same argument we also obtain

E {(1 — HT)/ g(Xt)dI‘?} =(1—-m)E’ [/ g(Xt)dF?} :
0 0
For the remaining terms in we notice first that
E [l (1 -T7)f(X:)] = E [(1 - T)(1 - T7) @, f(X;)]
= (1 - TF)EO [(1 - F}—)(I)Tf(XT)] .
Second, setting g, :==n A g and 7, ;= inf{t > 0:II; > m/(m + 1)} AT A m we have

E [HT / g(Xt)dF%} = lim E [HT / gn(Xt)drg] = lim lim E [Hm / mgn(Xt)drg]
0 0 0

n—oo n—0o0 Mm—0o0

where the first equality holds by monotone convergence and the second one by dominated conver-
gence. Then, for fixed n,m > 0, we have

E [HTm /0 ngn(Xt)dF%} ) [(1 — 1L, )%, /0 ngn(Xt)dFtl] =(1—mE° {@Tm /0 ngn(Xt)dri} ,

by the same argument as in (25). The process (®iar,, )i>0 is a continuous P’-martingale with values
in (0, m] and moreover

Tm/\S
0< / gn(X)dT} <n  for all s > 0.
0

Then, by Ito’s formula we have

B o, [anCxoart]| =8 | [Tong,(xoar].
0

0
The latter implies
E {HT/ g(Xt)drtl] =(1—m) lim lim E° [/ m(btgn(Xt)dF%} = (1—mE° [/ @tg(Xt)dF%}
0 0 0

n—o0 m—oo

by monotone convergence. Combining the above expressions we obtain upon noticing that
l—m=(14¢) L O

The expression in has the same intuitive meaning as explained in Remark but with the
likelihood ratio in place of the probabilities II, and 1 — II,. The next corollary follows in a similar
way using and in the first and second term on the right-hand side of , respectively.

Corollary 3.4. (The expected cost for the informed player.) For (z,m) € Zx (0,1) and any
(1,7) € T x T§ we have

(26) \733,71'(7—779) = (1 _W)jsgﬂ'(’r’FO) +7zjl,7r(7_7rl)7

where

(27) T = B (1= 100 + [ g(Xodr?]
0
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and
(28) Th (T =EL |(1-Thf(X,) + / ' g(Xadri] .
0

Remark 3.5. The expression in offers the following interpretation of the functional Jy .
Imagine that before the game starts (i.e., at time t = 0— ), neither of the players knows 6. However,
they both know that as soon as the game starts (i.e., at time t = 0) Player 2 will learn the true value
of 0. Then, we can think of Jy r as the expected payoff for both players at time t = 0— (given the
randomised stopping pair (1T,7g)). As one would expect in this context, the payoff at time t = 0— is
the average according to the prior distribution of 0 of the payoffs in the two possible scenarios (the
ex-ante payoff of the game).

As soon as the game starts at time t = 0, the payoff of the informed player ‘collapses’ into
either me or ja}m because she learns the true value of 0. On the contrary, the expected payoff of
Player 1 remains Jy . This situation corresponds to the interim version of the game, i.e., after the
information has been acquired by the informed player.

It is worth noting that many papers in the literature on asymmetric games with continuous-time
dynamics (see, e.g., [0, [1, 22, 23]) only use the payoff Jur for their analysis. The ‘value’ of the
game in those papers corresponds in our setting to the expected equilibrium payoff for the uninformed
player in the interim game or, equivalently, to the value of the game ex-ante.

We now come to the final formulation of the game’s expected payoff, which is also the one that
we find most convenient for our solution method. For (7,7¢) € T x T§ and ¢ = 7/(1 — ), let us
denote

(29) Toio(T,70) = (1 + )Tz (T, %0).

The next result connects a saddle point for the ex-ante version of our game with a Nash equilibrium
for its interim version (in the same spirit as in [24]).

Proposition 3.6. Let (z,¢) € T x R be given. A randomised stopping pair (7*,73) € T x T§ is
a saddle point in the ex-ante game (Definition if and only if it is a Nash equilibrium in the
agent-form game. That is, if and only if, letting (0, T*!) € A x A be the couple that generates
Y, we have

(30) Tp (75,090 < 7)) (7%, 19),
(31) Tp (75,05 < 7t (7%, T
and

(32) Toio(T78) < Tuo(T5,75)

for all randomised stopping pairs (t,T) € T x A?.
Proof. We have from that
(33) Trp(1.90) = T3 (7.T) + 9T (7, T).

It follows that a strategy I' = (I'°,T'!) of the informed player minimises :7;,@(7'*, vp) if and only if
% and T'! minimise 7, ,(7*,T°) and J; ,(7*,T"), respectively. Condition instead is the same
as in Definition 2.4l O

For a Nash equilibrium (7%,7;) we refer to jx,(p(T*,'y;), jﬁw(T*,F*’O) and JAW(T*,I‘*J) as the
corresponding equilibrium payoffs.
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Remark 3.7. We observe that Proposition [3.0 gives an interpretation of the game as a 3-player
nonzero-sum game between a stopper and two controllers. Notice that the stopper plays simulta-
neously against both controllers, whereas each controller only plays against the stopper. This is in
parallel with classical results on games with incomplete information (see [24] or [1]). In particular,
the 3-player game described above can be interpreted as the ‘agent-form’ of our (Bayesian) game,

with f representing the ‘“interim definition’ of equilibrium.

The next proposition provides a condition under which, if a Nash equilibrium exists in the agent-
form game, it is possible to find another Nash equilibrium such that the informed player (Player
2) never stops on the event {# = 0}. This result is useful to simplify the construction of a Nash
equilibrium in certain cases, for example in the problem studied in Section 6.

Proposition 3.8. Fiz (z,p) € Ry x Ry and assume that (7*,1*0,T*1) € T x TS is a Nash
equilibrium in the agent-form game such that

(39) JO(r,0) < J°(r, ")

for all 7 € T. Then (7%,0,T%!) is also a Nash equilibrium.

Proof. First note that holds since (7*,I'%?,I*1) is a Nash equilibrium. Moreover, for any
I € Tg,

(35) Tro(77,0) < TP (75, T0) < T, (7%, T0),

where the first inequality comes from and the second from . Thus and hold for
the candidate equilibrium (7*,0,T*1).

It remains to show that holds for the candidate equilibrium. To do that, note first that
inserting I'’ = 0 in yields

T9 o (75,0) = J (7%, T*0).
Consequently,
T (77,0, TY) = T (77,150, T,
SO
‘/7;‘790(7—7 07 F*’l) S jx7sp(7—7 ]'_‘*70’ F*’l) S \i,(ﬂ(T*a ]'_‘*’07 F*71) = ‘/7;7%0(7—*7 07 F*71)

for 7 € T, where the first inequality follows from and the second one from (7*,T*° T*1) being
a Nash equilibrium. This completes the proof. O

4. ADJUSTED BELIEFS AND NASH EQUILIBRIA

If an equilibrium exists in the agent-form game, then both players are able to compute it, in the
sense that they both know the stopping time 7* and the increasing processes I'*? and I'*! that
are used to generate 7, (we do not consider the question of uniqueness of equilibria in this paper).
Given the generating processes I'*Y and I'*!, the uninformed player calculates what we refer to as
the adjusted posterior probability

(36) I} :=P(0 =1|F v >t), t=>0.

Thus, while the posterior probability II; is only based on the observation of the sample path of
X, the adjusted posterior probability also takes into account an assumed strategy of the informed
player.

Using properties of conditional expectations we can write

; P(vy; > t|FX) P(y; > t|FX) Py > )’
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where the last equality is obtained using the same arguments as those used in the proof of Propo-
sition Similarly, for the denominator we have

(38)  P(y; > t|FY) =P > t|F5,0 = 0)P(0 = O F) + P(+f > t|F~,0 = 1)P(0 = 1|FY)
= (1 -1 —10) + (1 - TPHIL,.
Combining f gives

(1-T:Hd,
(39) HI = *,0 : *,1
1-T° + (1 —-10hHa,

and then it becomes straightforward to see that the adjusted posterior probability satisfies
1T I

40 ®F = = t>0.
( ) t 1_]-—‘[2< tl—r:’o’ =

Thus ®; is the likelihood ratio of the adjusted posterior probability, or the adjusted likelihood ratio.

There is a subtle point, whose understanding is key to the proof of Theorem below. When
constructing Nash equilibria in the agent-form game we will need, in particular, to verify conditions
and ; so the question arises as to what 7* should depend on. First and foremost, we recall
that processes I' € A? are not observable by Player 1 because the two players do not communicate
(they only see their opponent stop at some point). Therefore, if Player 2 plays a non-equilibrium
pair (I'°, T'!) the stopping time 7* is not affected by this (sub-optimal) choice. However, both players
know the equilibrium pair (7*,'*). Hence, Player 1’s choice of 7* may at most depend (and it will)
on the adjusted belief process associated to I'*. That is, one should expect that 7* is a stopping time
for the paths of the process (X, ®*). Hence we are naturally led to consider equilibria in open-loop
strategies.

5. A VERIFICATION RESULT

In this section we provide a verification result (Theorem which addresses the question of
existence of a Nash equilibrium in the agent-form game (i.e., equivalently of a saddle point for
the ex-ante game) from the point of view of PDE theory. In particular we show that a triple
of functions (u,u?,u') with u := ug + pu; that solves an appropriate quasi-variational inequality
provides the equilibrium payoffs for the game as in , and . This is done by identifying
a Nash equilibrium from the candidate functions (u,u",u'). The formulation in terms of a quasi-
variational inequality bridges the probabilistic formulation of our problem to PDE theory and will
be used in the next section to construct a full solution to a specific example with linear payoffs.

Denote by I/VZQOSO (Z x (0, +00)) the usual Sobolev space of functions in Ly, whose first and second

derivatives are also functions in L{° (recall also that letting C}- be the space of C' functions on

a compact K, by Sobolev embedding W/ZZO’COO C C} for any compact K, [2, Thm. 4.12]). In what
follows, for ¢ = 0, 1, denote by E’ the second order differential operator associated with the dynamics
of (X, ®) under the measure P*, that is

L0 ::% (w2(:v)<,028¢,¢ + 0% (2)Dpw + Q(UW)(I‘)SDaxw) + po(2) 0z
cti=1 (wQ(a:)sDZf?w + 0% (%) + 2(0w)(x)<ﬁ6mw> + p1(2) 05 + W (2) 90,

In the next theorem we will use the following localising sequences of stopping times: for a C*
function h, let

I(h); = /0 t(UQ(XS)(axh)Q(XS, *_) + w?(X,)PE_(9,h)* (X, ®E_)) ds,
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with ®* as in , then we set
(41) To(h) :==1inf{t > 0: I(h); > n} An.

Before stating the theorem we also notice that given a set U C Z x (0, +00), its closure should be
understood relatively to Z x (0, +oc), in the sense that U does not include the boundary of the
state-space, i.e. UNJI(Z x (0,+00)) = .

Theorem 5.1 (Quasi-variational inequality). Let Assumptz'on 1| hold. Let u,u®,u' : T x
(0, +00) — [0,00) be continuous functions with u = u® + pu'. Denote

C:={(z,0) €I x(0,+00) : u(z,p) > (1+ ) f(x)},
C' = {(z,90) €T x (0, +00) : u'(z,9) < g(z)},
and S := (I x (0,+00)) \ C, 8" := (Z x (0,+00)) \ C* fori=0,1.

Fori=0,1, assume that

we W2EetnehyncteOnct)ync*Cnce®nct), and u' e C3(CNCONCY)

and that (u,u®,u') solve the quasi-variational inequality

(42) max{L%(z, ), (1 + @) f(x) —u(z, )} =0, ae. (z,0)cC’NC,
(43) Ll (z, ) =0, for all (z,¢) eCNC®NCt and fori=0,1,
with the additional conditions u* < g fori=0,1 and

(44) u'(z,9) = f(z), for (x,9) €S,

(45) ufp(x, ©) =0, for(z,¢)eS'US

Assume also that there exists T* € A?, with P{TT° < 1) =1 and PIT < 1) =1, for allt >0
and t = 0,1, such that, recalling , we have: PV and P'-a.s.,

(46) AT AT =0, for all t >0,

(47) (X4, @) €CONCL, for allt >0,
fori=0,1 and for all t > 0,

(48) dF”* = ]]'{(Xt or_ )esi}dlﬂ’* and

fq)* Xt z ¢Sz}dz =0.

Moreover, assume that 7 := inf{t > 0 : (X;, ®;) ¢ C} is finite P-a.s., and that the transversality
conditions

(49) HEIEOO]E T, [1{7—*>Tn}uz(XTn’ q);k'n>:| = 0’ P = 0’ 1’

hold for 1, = 7,(u’) and 7, = T (u) as in ([@1), and for all (z,¢) € T x (0, +00).

Then, letting v, € AP be the randomised stopping time generated by T'*, we have that (T*,7%)
forms a Nash equilibrium in the agent-form game (i.e., a saddle point in the ex-ante game). Con-
sequently, a value v exists in the ex-ante game, and the equilibrium payoffs in the agent-form game
are given by

(50) v=u(w,0) = Tup(t",75) and u'(z,9) = T} ,(7",75), fori=0,1.

Proof. We start by observing that under our assumptions the stopping times 7, (u’), i = 0, 1, and
7a(u) are such that 7, (u?), 7, (u) — oo as n — oo, P* and P'-a.s. (for this result we need I'}"" < 1
for all t > 0).
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Optimality of 7*. Let 7 € 7. Denote by {7,}°2 the localizing sequence of stopping times
Tn, = Tn(u). If u were twice continuously differentiable in the whole space, using that L% < 0 on
CON ¢t applying Itd’s formula and then taking expectations would give

TNTh
(51) Eg,g& (1 - F:an)u(XT/\Tn7 @:/\TR)} < u(a?, (P) — E%@ |:/ U(Xt, (I);ki)d F:’O’C:|
0

TNTh
+Ez [ / g (X, @) (DT — cptdp;mcﬂ

B0, [ S0 (= Tu(X, @) — (1 - T)u(X, #7)]

t<TATh

where I'*¢ denotes the continuous part of I'** i = 0, 1. Using a mollifying argument (see, e.g., [19,
Thm. 4.1, Ch. VIII]), the inequality can be obtained also for v with the assumed regularity,
upon noticing that (X, ®*) only takes values in CY N C! as per (47).

Since uy(x,9) = ud(x, ) + puy(x, ) + u'(x,p) and recalling ([48) we see that implies

(52) u¢(Xt,Q)?_) (@:_dl“:,O,c B (I)tdrr’l’c)
= ul(Xt7 ¢2<,)(p>tk7d F:7O,C _ g(Xt)@tdF:’Lc.

Then combining the integrals with respect to the continuous parts of the increasing processes one
finds

TNATn
59 [ [ et e (erary®e - auaryie) - [
0 0

TNATn

w(Xe, ®F_)d rjﬁoﬂ

TNATn
= _Eg,w |:/0 g(Xt)(d F:’O’C + &;d FI’I’C)] .

Next, we compute the contributions from jumps and recall . On the event {AT} 0 0} we

have, recalling and ,
u’( Xy, @) = u® (X, ®F ) = g(Xy)
ut(Xy, @) = ul (X, ®F ).

Consequently, using and that AT} 1= 0, we get
(54) (1 =Ty )u(Xe, @) — (1 - T70)u(X,, )
= (1-T7°) (9(Xy) + Bfu' (Xe, @)
— (=T (9(X0) + @f_ul (X, @) = ~AL}g(X,).

Similarly, on the event {AL}"" > 0} we have
(55) (1-170) (u(Xt, o7) — u(Xy, <1>;*_)) = AT ®,9(X,).

By combining , , and we obtain
56) B, [T a0 8] < e — B, [ [ g000@r + ).

where we notice that the integral with respect to the increasing processes now includes the jump
part as well. Rearranging terms and using that u(x, ¢) > (1 + ¢)f(x) for (z,¢) € CONC we get

TNATn
7)) > B[ =T ) (Konn )1+ @)+ [ g(X)@r + ddr)
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Passing to the limit as n — oo and using Fatou’s lemma gives
u(z, ) = sup Ju,o(7,75)-
TeT

To obtain the reverse inequality we repeat the steps above with 7 A 7,, in place of 7, where
Tn = Tn(u) as in ([41)). In this case we can use standard It6’s formula because u € C*(C NCONCY)
and (X¢ar+, ®fn+)i>0 is bound to evolve in C N CY N C!. Then the inequality in is an equality,

SO becomes

u(a:, ()0): Eg,g@ 0

T*NTn,
(1=T75,, (X pr,, (I);k'*An)+/ 9(X) (AT}’ +®,d F?’l)]
= Eg,ap |:(1 - F;k—’*o)f(XT*)(l =+ ‘I):*)]l{r*grn} + (1 - F;k';LO)u(XTn7 q);in)]l{Tn<T*}}

+E,

T*NTn
/ 9(X)(dTy + <I>tdFZ"1)] ;
0

where we have used that u(X«, ®%.) = f(X,+)(1 + ®%.). From u(x,¢) = u’(z, ¢) + pu'(z, ) and
(49) we obtain

lim B, [(1—I5))u(Xr,, )1, <] =0,

n—-+o0o

upon recalling the change of measure (23)). So using monotone convergence we take limits as n — oo
to conclude that

u(z, p) = sup Juo(7,75) = Tuo(T, 7% )-
TET

Optimality of T*. Pick T' € A’ and note that (X;ar«, @}y, «)i>0 € CNCONCL Since u! €
C?*(CNConcCl) for i = 0,1, we can apply standard It6’s formula to u'(X, ®*) and use that Liu® =
0on CNCONCL. This gives

(58) E;,go [(1 - Fi*ATn)ui(XT*/\Tnv (I);k'*/\fn)] = ui(x7 90) - Efv,cp

T*NTn )
/ u'( Xy, ®;_)dTy"
0

T NTn 1— Fz ) 0 1
/ - = uly(Xp, ®F ) (®;_dT7™ — d T )
0

g 5
I

FEL[ YD (- The (X @) = (1- Tyl (X0, @),

t<T*ATn
where {7,,}52, is the localizing sequence of stopping times 7, = 7,,(u’). Recalling that u/, = 0 on

the support of ¢ — dT9"* and ¢ — dT'}"* (cf. and (48)) we immediately see that

i T ] — Iy i * # %,0,c #1,c
(59) Em,(p ; 71 F*’O uw(Xt,CDt_)(CI)t_dFt — ®.dT, ) = 0.
— T

Moreover, (48|) guarantees

u' ( Xy, ®F) — u'( Xy, ®F) =0, i,¢'a-s~
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so that by simply adding and subtracting (1 —I'}_)u’(Xy, ®}) in the sum of jumps in we obtain

(60) B[ 3 (- Thui(x, ®) - (1= T )ui (X, @)
t<T*ATp,
= —EL,| Y wi(X:®)Ar]
t<T*A\Tp,
Z_E;Z‘v,go[ Z g(Xt)AFﬂ,
t<T*ATn

where the final inequality uses that u’ < g on CNC' . ‘ ‘
Next, plugging and in , and using again that u’ < g on C N C'~%, we arrive at

T*NTn, )
(61)  Eby [(1= Doy Ju (X prys @, )] 2 0 (2,0) — BL, [/0 9<Xt>dr;],

where the integral now includes both the continuous part and the jump part of the increasing
process. Using we see that

ui(x’ SO) < E;,ap [(1 - Fz'*)f(XT*)]]-{T*STn}]
T*ATp, )
+ B, (1 =T i (Xr,,, ®5 )y, <y [+ E [/0 g(Xt)dF;] .

Passing to the limit as n — oo, using the transversality condition (49), monotone convergence and
(23) we obtain

u'(z, ) <EL

(1= T5) f(Xr) + /0 ' g(XQdFi] :

Consequently,
u'(z, ) < rlen,sz Tepo(T,70), fori=0,1.

The reverse inequality is obtained by taking I' = I'* in the proof above and observing that in
doing so the inequalities in and become equalities. We thus obtain

wlasp) = it 2o (720) = T o(7,)

for ¢ = 0,1, which completes the proof. O

Remark 5.2. The assumption u € C*(C N CONCL) is needed in the generality of the theorem because
a priori the law of (X, ®*) may have atoms on the boundary of the domain, i.e. on (CNCONCL).
However, in practical examples where something is known about the geometry of C°NC' one may be
able to rule out the existence of such atoms and the assumption may be relazed tou € C1(C N CO N CL)
with bounded second derivatives.

Remark 5.3. The assumption that ]P”(F?O < 1) =1 and Pi(F:’l < 1) =1 foralt >0 is
useful for the localisation of the stochastic integrals in the proof and to avoid that the process ®*
reaches the endpoints of its state-space (where u and u' are not properly defined). It also has a
natural interpretation in those games where Player 2 does not want to fully reveal her informational
advantage at any finite time but instead where a gradual release of information is optimal (as we
observe in Section @ Indeed, if for example IP’i(F:’O =1) >0 for some t > 0, then full information
is revealed at time t for all w € {F:’O =1}.
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A (I)

FIGURE 1. A schematic picture of the different regions in the (z,¢)-plane. The
controls T** are constructed so that the process (X, ®*) reflects at 9(C N C° N CL).
Note that, depending on the geometry of CNC°NC!, the process may be discontinuous.

For a schematic illustration of the reflection of the process (X, ®*), see Figure We are not aware
of any standard PDE results that guarantee the solvability of the quasi-variational inequality above.
Nevertheless, the structure of f resembles that of quasi-variational inequalities for nonzero-
sum Dynkin games (see, e.g., [5] and more recently [11]), as we should expect from Proposition
and Remark Hence one may hope that general existence of solutions can be found following
ideas from that literature.

We will show in the next section that the assumptions in Theorem hold in an example with
a linear payoff structure.

6. AN EXAMPLE WITH LINEAR PAYOFFS

In this section we study an example where the underlying diffusion is a geometric Brownian
motion and the payoff functions are linear. It is hoped that our analysis in this specific example
can be used to inform future work on more general optimal stopping games and on the solvability
of the quasi-variational inequality that we derived in Section

To describe the example, let

dXt = ,uXt dt + JXt th,

where u = po(1 — 0) + p160 and (with a small abuse of notation) pp and p; now are constants
satisfying o < pp. In this case, the signal-to-noise ratio w = (u3 — pg)/o is also a constant.
Furthermore, let

(62) f(z) =2 and g(z)=(1+¢€)x,

where € > 0. Given a randomised stopping pair (7,79) € T X T2, the stopping game with asymmetric
information has a payoff

R(Ta 70) - XT]-{T<’yg} + (1 + E)X'YG]'{TZ'YG}’
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where we also recall that under PY we have
dXt = M()Xtdt + O'XtthO y
dq)t = wq)tthO s
and under P! we have
dX; = 1 Xpdt + o Xy dW}
d®; = W?®ydt + wddW} .
Remark 6.1. Clearly, the case p = ug is advantageous for Player 2, while the case p = p1 would

be preferred by Player 1. Furthermore, if puo < p1 < 0, then the inf-player (Player 2) would never
stop, whereas if 0 < po < p1 the sup-player (Player 1) would never stop.

In light of the above remark, in the rest of this section we make the following standing assumption.
Assumption 6.2. We have pug < 0 < 1.

One key advantage of the linear structure of our example is that we can effectively reduce the
problem to one state variable, hence simplifying the rest of the analysis. In particular we will see
below that ® is the only relevant dynamic in the optimisation. For i = 0,1 let P* be defined by

(63) 3§: x = exp {—U;t + UW;} ,

and notice that Wti = —ot+W/isa Pi-Brownian motion. For future reference we note that
(64) dX; = (u; + 02) Xydt + 0 Xy dW;, under P

and

(65) d®; = cwd,dt + w@tdwto, under @0,

(66) APy = (ow + w?)®;dt + w®;dW}, under P'.

It is also easy to verify that ® and X are effectively linked by direct proportionality, that is
(67) o l®, =g/ (Xt)w/ge((i_1/2)w2_%(“i_%2))t, Pi-as.

Lemma 6.3. For (z,¢) € Ry xRy and (1,7) € T X Tg our game payoff can be rewritten as
(68) \/7;#(7, o) = x(ﬁg [6”07(1 —TY) +(1+ 6)/(]Te“°tdfg}

+E [eHOT@Tu T4 (14 e)/ eﬂot@tdrﬂ).
0

Moreover, we have :7;3#(7, Y9) = \7197@(7', % + oTn (T, 'Y, where

(69) j£¢(77 FO) = ng [6#07’(1 _ F?) +(1+ 6)/0 6”Otdfg]
and
(70) ‘7961#7(7_’ Fl) = LEE}D [eun(l - Ti) +(1+ 6)/0 e“ltdfg} )
Proof. The expression in follows from and , upon noticing that
X; = zett L ‘ P-a.s
dPO | X’ B

and arguing as in the proof of Corollary Likewise, and follow from and . g
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It is intuitively clear that Player 2 should never stop in the case u = pg. Note that, for any
I'0 € A, integration by parts allows us to rewrite as

jﬁw(T, FO) ::c(l + I~Eg [uo/ eFot(1 — F?)dt + (—:/ e”otdF?D.
0 0

Using that pg < 0, we immediately obtain
— T
T2 (r,T0) > w(l +E [uo/o eﬂofdtD — J0,(7,0),

i.e. holds. Consequently, Proposition shows that it is sufficient to look for a Nash equilib-
rium in the subclass of v € '7'3 for which 49 = +o00 (equivalently, I'® = 0).

Now we need to work out the remaining equilibrium control I'**! and the stopping time 7*. We
first formulate an educated guess on the structure of 7* and I'*!, and subsequently we verify that
using such a guess we can produce a solution of the quasi-variational inequality from Theorem [5.1

6.1. Candidate adjusted likelihood ratio. In the case u = pj, the existence of asymmetric
information creates an incentive for the informed player not to stop immediately in order to ‘fool’
the uninformed player. Indeed, if the uninformed player is made to believe that the drift is low (i.e.,
i = po), then the uninformed player may choose to stop early, which is beneficial for the informed
player as only the smaller payoff has to be paid. Thus it is natural that Player 2 will only want to
stop when ® becomes too high (i.e., the uninformed player has a strong belief that the drift is u).

Including the idea of randomisation in the reasoning above, we expect that the informed player
will stop at some upper threshold according to some ‘intensity’. The effect of randomisation is to
generate an adjusted likelihood ratio ®*, which can be interpreted as the belief of the uninformed
player after manipulation performed by the informed one. For Player 2 it is therefore a question of
finding the optimal trade-off between manipulating Player 1’s beliefs and stopping not too late.

Following the heuristics above we conjecture that Player 2 will construct I'*! in a way that reflects
the process ®* = ®(1 — I'*!) at an upper threshold. With this idea in mind, let B € (0,00) and
an initial belief ¢ € (0,00) be given. It is well known that there exists a unique pair of processes
(Y, L) such that ﬁg—a.s. one has

(71) (L)¢>0 is continuous and non-decreasing with Lo = 0,
(72) Yoo =p, Yo=¢pABandY; € (0,B] for t >0,
— WO _
(73) (Y, L) solves dzft = owY; dt + wY; dW; — dLy,
fO liy,<pydLs = 0.

Then Y is a diffusion process with reflection at B. Define the process T'? € A by F(Jf_ = 0,
I'f = max{0,1 — B/p} and

(74) IP=1-(1-1fe™?, Plas.

Next we show that the adjusted likelihood ratio corresponding to the pair I' = (0,I'?) is given by
the reflected process Y.

Proposition 6.4. Fiz B € (0,00), and consider the processes (Y,L) and T'B as above. Then for
any ¢ € (0,00) we have

(75) of =0,(1-TP) =Y, forallt>0, P)-as.
Proof. Noticing that implies dL; = 1y,—pydL; we can write the first equation in as
dY; = owY; dt + wY;, dW? — B~'Y,dL,.
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Recalling now f and thanks to the above equation we can write Y explicitly under ]?’2, as
Y: =(p A B)exp (MWS + (ow — %2)15 - BilLt) .
A direct comparison of the expression above with I'? in and @ in (65) gives ((75)). O

Below we formulate and solve a variational problem based on the conjecture mentioned at the
beginning of the section: Player 2 will select a threshold B € Ry and adopt the randomised stopping
time generated by the couple (0,I'?) € A x A. Player 1 will instead choose a threshold A € (0, B)
and stop at

(76) TA = inf{t >0 : ®F < A}

6.2. Quasi-variational inequality for the problem with linear payoff. Here we use a con-
structive approach to obtain the candidate solution to the quasi-variational inequality for the game,
which we will then test against the requirements of Theorem [5.1]in the next section.

As mentioned above, we look for an equilibrium with T*Y = 0. If Player 2 plays I' = (0,I'?) and
Player 1 plays 74, we obtain from ([69)

(77) T4, T0) = 2B [e474] =: aVi(p).

The idea is that we should verify that u°(z, p) = V() with u° as in Theorem This will be
done in Theorem [6.10] using facts collected in this section.
It is easy to check (see, e.g., [36]) that Vj satisfies

w2 2

SV () + oweVi(9) + moVo(p) =0, ¢ € (A, B)
(78) Vo(p) =1, p € (0, 4]

Vy(B-) = 0.
Notice that the condition at B is the usual normal reflection condition. Moreover, observing that
IP’?O(QJOB = B) =1 for ¢ > B, it follows that EJ, [e#074] = E} [e#0™] for ¢ > B, and therefore

(79) Volp) =0, ¢>B.
Moreover, we also note that ugp < 0 implies that
(80) Volp) <1, o= A

Conversely, an application of It0’s formula gives

Lemma 6.5. Assume there ezists Vo € C'([A,400)) N C?([4, B)]) that solves (78)~(79). Then
Vo(ip) = EQ[er0™] = Vo(p).

Next we introduce a function zV;(p) which we want to associate with jxl,(p(TA,FB ) from ([70).
We cast a boundary-value problem for V; according to the following logic:
(i) In the interval (A, B) neither of the two players should stop, so the function V; should be
harmonic for the process ®” with creation at rate p;
(ii) The informed player will only stop when the process ®” exceeds B (although not necessarily
at the first hitting time of B). Then we expect V1(B) =1 +¢;
(iii) For the choice of B to be optimal for Player 2 (given that Player 1 uses 74), the classical
smooth-fit condition should hold, that is we expect V{(B—) = 0;
(iv) If the uninformed player stops first (according to 74) then the cost for Player 2 is V3 (A) = 1.

Combining the four items above gives us the boundary value problem

DLV (0) + (WP + 0wV (9) + Vi) =0, ¢ € (4, B)

(81) Vi(p) =1, ¢ € (0, 4]
Vi(g) =1+¢, ¢ € [B,00)
V/(B) = 0.
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Notice that if V7 € C1([A, +o0)) N C2([4, B]) solves the above system, then it is easy to verify
(82) 2Vi(p) = Ty p(ta, IP)

thanks to an application of It6 calculus. Further we can establish monotonicity of V4, which will be
useful later in this section.

Lemma 6.6. Assume that 0 < A < B and Vi € C?*([A, B]) solves (81)). Then V{(¢) > 0 for
v € [A,B] and 1 <Vi(p) < 1+¢€ for ¢ € [A, B).
Proof. Let us start by observing that the first, third and fourth equations in imply
LBy (B—) = —py(14€) < 0.
The above and V{(B) = 0 imply that there exists A\g > 0 (with B — A\g > A) such that
(83) Vi(p) >0, for ¢ € (B — Ao, B).

With the aim of reaching a contradiction, assume that there exists ¢ € (A, B) such that V/ () < 0.
Then we can also define

c:=sup{p € (4, B) : V{(p) <0},
and clearly ¢ € (A, B— \g]. Due to continuity of V' it must be V{(¢) = 0. Since the ODE is of Euler
type, its solution is a linear combination of power functions; thus V3 € C*°(A, B). Then, setting
vy := V] and differentiating the first equation in (81) we get that v; must solve the boundary value
problem

2,,2
) [ 5001 @2 4 ruloni(e) Hamie) =0, o€ c.5),
’U1(C—|—) = Ul(B—) =0,
with a := w? + ow + p1. It then follows, e.g. by the Feynman-Kac formula, that vi(¢) = 0 for
¢ € (¢, B), which contradicts (83).
Then V() > 0 in [A, B] as claimed. Moreover, 1 < Vi(¢) < 1+ € for ¢ € [A, B), by the second
and third equation in (81)). O

Hereafter, when referring to V; we will implicitly assume that it solves (we show in the next
subsection that and below can be solved simultaneously in a unique way).
Recalling it is now natural to associate J; (74,0, I'bB) to the function

zV () == 2(Vo(p) + ¢Vi(p)).

Using the second equations in and , we see immediately that V(A) = 1+ A. Moreover,
recalling also (29)), the function Z(z, ¢) := 2V (p)/(1+¢) should represent the equilibrium payoff for
the uninformed player in the agent-form game (notice that indeed Z(x, A) = x). Thus, by optimality,
we expect that the classical smooth-fit condition holds at the boundary A, i.e. Z,(z, A+) = 0 or,
equivalently, V/(A+) = 1. Hence, using and we obtain that V should solve the boundary
value problem

CLEV(p) + owpV' () + 1oV (9) =0, ¢ € (4, B)

V() =1+¢, o € (0,A4]
(85) V'(A+) =1,

V(B-)=1+e.
Moreover,
(86) Viig)=1+e  ¢=B

by and . Before closing this section we provide some useful properties of V.

Lemma 6.7. Assume that V € C?([A, B]) solves (85). Then V(¢) > 1+ ¢ and V'(¢) > 1 for
p € (4,B).
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Proof. First note that the ODE is of Euler type, so V- € C*°(A, B). Differentiating the first equation
in and imposing the boundary conditions for V'’ at A and B, we find that v := V"’ solves

LV (@) + (WP + ow)ev! () + pv(9) =0, € (A, B)
(87) v(A+) =1,
v(B-)=1+e.

Recalling the dynamics of ® under P! (see (66)), setting
pa:=inf{t >0 : &, <A} and pp:=inf{t>0: &, > B},
and using It6’s formula, we easily obtain
(38) vlp) =EL | a8 0@, ) |
:E}O [eﬂl(PA/\PB)} + E]E’glp [eulpB]l{pB “on} -

Now both claims in the lemma follow from , due to 1 > 0 and recalling that V(¢) =1+ ¢
for ¢ < A. O

Finally, we notice that Lemma[6.7] and the fact that V/(A+) = 1 imply that V"'(4+) > 0. Then
plugging the second and third equation of into the first one and using V" (A+) > 0 we obtain

w2 A2
V"(A+) + owA+ pp(1+A) =0 = A+ <0

and the next corollary holds.
Corollary 6.8. Assume that V € C*([A, B]) solves (85)). Then it must be A < —po/p1.

6.3. Solution of the variational problem and Nash equilibrium. We now show that
and can be solved simultaneously in a unique way. Note that once the functions V and Vj
and the boundary points A and B are found, the function Vj is automatically determined from the
relation Vo(p) := V() — oVi(e).

The general solution of the ODE for V; in is

(89) Vi(p) = CrP ™1 4+ Oy 271

where C and Cy are constants and 1 € (0,1) and 33 < 0 are solutions of the quadratic equation

59788~ 1)+ 0wB + 1o = 0.

The third and fourth boundary conditions in can be used to determine C; and C5 as
(B1—1)(A +¢)

(L—PB2)(1+€) 13 1-8
Ci=—>""—"B 7% and (= B P2,
! p1— B2 ? p1— B2
From the condition V;(A) = 1 and the derived expressions for C; and Cs, we arrive at the equation
A\ AN®TL_ B
1— = ~(= = .
(90) a-m(5) +E-n(y) AL

Lemma 6.9. There exists a unique value of A/B € (0,1) satisfying (90).

Proof. Letting h(z) = (1 — B2)2M 71 + (81 — 1)z~ — (81 — B2)/(1 + €) we can see that h'(z) =
(1= B2)(B1 — 1) [772 = 2P272] > 0 for z € (0,1) since B € (0,1) and B2 < 0. Furthermore,
lim, o h(z) = —oo and h(1) = €(B1 — f2)/(1 +€) > 0. Hence we conclude that there is a unique root
of h(z) =01in (0,1). O
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Next, the general solution of the ODE for V' in is
(91) V(p) = Do + Dyp™

for constants Dy and Ds. The second and third boundary conditions in can be used to determine
Dy and Dy as
A—B A B2
—B9+ (1 —pB2)A] and D
Biop 2t =AA = =

From the boundary condition V/(B—) = 1+ € and the derived expressions for D; and Ds, we arrive
at the equation

D, = [B1+ (61— 1)A].

(1+e) (B = B2)B = (A/B)™ B2 [B1 + (1 — 1)A]
—(A/B)™ Br[B2+ (B2~ DA].
Denoting the unique root of as 6 = A/B € (0,1) we set A= 6B to obtain
(92) (L+e)(B1 = B2)B =65 [B1 + (b1 — 1)dB]
— 677181 [B2+ (B2 — 1)6B].
The linear equation has the unique solution
Bifa(6~ =5~ F)

(1+€)(B1 — B2) — Pa(Br — 1)01 P2 4 B1(Be — 1)01 P’

and it is straightforward to check that B > 0, using that 6 € (0,1) in both the numerator and
denominator.

From the above we see that A and B are uniquely determined by and , and the corre-
sponding candidate values V] and V' are given by and , respectively. Notice that in order
to define V on (0, +00) we simply extend V' constructed above, in a C' way, by taking

(93) B=

(94) Vip) =V(B) + (1 +e)(p - B), for > B,

(95) Vip) =1+, for p < A.

Moreover, we extend V; to [B,+0o0) in a C! way and to (0, A] in a continuous way by taking
(96) Vilg) =1+, for ¢ > B,

(97) Vi(p) =1, for p < A.

Theorem 6.10. Let A < B be the unique solution of and , and let V1 and V' be constructed

as in and with (94)-(07). Denote Vo(p) := V() — ¢Vi(p) and recall @B and 74 from
and . Let T* = (0,T'B), let v be the randomised stopping time generated by I'*, and set

7" = 74. Then the randomised stopping pair (7*,7;) is a Nash equilibrium for the agent-form

game with linear payoffs as in (i.e., a saddle point for the ex-ante game). Moreover, for all
(x,¢) € Ry x Ry we have

:7\9050( *yr}/;): V((,O),
1 * _
jx,go( ’ ) - ((P)
Proof. The proof relies on showing that u(z, ) := 2V () and u'(z, ) := 2V;(p), i = 0, 1, fulfill all

conditions in Theorem [5.1]
Let us start by setting, for ¢ =0, 1,

C:={(z,9) : ulz,p) > (1+p)z} and C' :={(x,p) : u'(z, ) < (1+¢e)x}
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and S :=R2 \C, §":=R% \ C'. From Lemma and the second equation in we obtain C! =
R, x (0, B) and S = R, x [B, +00). Similarly, from and Lemmawe get C =Ry x (A, +00)
and S = R4 x (0, A].

Since V and V; solve {@D and , respectively, it is immediate to check that V solves
f. Moreover, Lemma, guarantees that Vp also satisfies . Then holds as well,
implying CY =R? and S° = &.

Now that C, C?, S, S? are specified, it is easy to check that on S we have

(98) Lou(x, p) = LO2(1 + ¢)] = z(no + ) <0,

where the last inequality follows from Corollary (recall that £’ is the infinitesimal generator of
(X, ®) under the measure P?). Therefore, and imply (42). Moreover, (78) and imply
(43). Furthermore, the second equations in and in imply , and (79) and the third
equation of imply (45). Finally, u'(z,¢) < z(1 +e€) for i = 0,1 by and Lemma

It is clear that (X;, ®;);>0 meets conditions (46)—(48) by construction since all probability mea-
sures we consider are equivalent on JF, for each t < oo. Moreover, P/(14 < oo) = 1 since 74 is
the first hitting time of a constant level for a reflected diffusion, so it follows that P(74 < o0) =
(1 —7m)PO(14 < 00) + 7P(74 < 00) = 1.

It only remains to check the transversality condition (49)). First we notice that 7,(u) and 7, (u’),
i = 0,1, defined as in converge to infinity as n — oo under P? and IAPV”', 1 = 0,1, thanks to the
regularity of v and u!. Using that ®7 € [0, B] for all ¢ > 0, Pg’w—a.s. and that Vj is bounded by one,
we obtain

0< lim EO, [vao(cbfi )IL{TAW}} < lim E° [XTn]l{Tan}} =0

n——+00 n—+too ¥
since the P-geometric Brownian motion {X;,¢ > 0} is uniformly integrable. Thus holds for
1= 0.
To prove for i = 1 we see that it follows from and an application of Ito’s formula that
Zy = e“l(MTA)Vl(CI)g\TA) is a P,-martingale. By Fatou’s lemma,
EL [e’“”} < lim E} [e“l(t”“)%@ﬁm)] < Vi(p) < o0,

t—o00

which also implies P! (T4 < +00) =1, as needed below. Finally, we have

0< lim EL, [val(cbﬁ )n{mm}}

n—-4o0o

<(1+¢ lim lim E! [an]l{mmm}]

n—+oo t—+oo ¥

=z(l+4+¢€) lim lim E;[e“”"]l{m/\bm}}

n—+o00 t—-+4o00

<z(l+¢) lim EL[e" ™1 ,5my] =0,

n——+oo

where we used that ®7 ¢ [0, B] for all t > 0, ]ﬁ’sla—a.s. and that V; is bounded by 1+ € on (0, B], and
the last equality is due to dominated convergence. 0

Recalling that the ez-ante value in our problem is 2V (¢) and x > 0, one final observation concerns
its convexity with respect to ¢ (since V' > 0, this is also equivalent to convexity with respect to 7).
The result is consistent with the existing literature on games with asymmetric information, going
back to [1], and it is in line with the most recent results in, e.g., [6], [7], [21], [22] and [23].

Proposition 6.11. The map ¢ — V(p) is convezr on [0,00).

Proof. The result could be derived by the explicit expression for V but it would require checking the
sign of all the constants involved. We follow an alternative approach that exploits the uniqueness

of the couple (A, B) solving and (93).
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First, we observe that if there exist A < ¢1 < @2 < B such that V"(¢1) = V" (p2) = 0, then
V" = 0 on the interval (¢1,¢2). This can be easily deduced by the maximum principle, upon
noticing that V" =: o solves

() + (207 + 0w)pd (9) + (W + 0w + 1) () = 0

on (i1, p2) by direct differentiation of (87). Since 1 = V/(A+) < V/(B—) =14e€cand V' > 1 on
(A, B) we conclude that ¢ — V’(¢) may change monotonicity at most once. In particular, it is
non-decreasing up to its global maximum, i.e., for all ¢ € (A, po] with

o :=inf{p € [4,B] : V(o) = max V'(p)}.
pE[A,B]

If V(o) > 1+e¢, then there exists By € (A, o] such that V/(By) = 1 + € and the couple (A, By) is
also a solution of and , by the same construction used to arrive to those equations. This
contradicts uniqueness of the solution. Therefore, V(o) = 1+€ and g = B. Then V' is monotone
and V is convex. O

7. NUMERICAL RESULTS

In this section we illustrate the value of the ex-ante game and the Nash equilibrium in the agent-
form game found in Section [f] We consider a base-case set of parameters with po = —1, ug = 1,
o = 0.5 and € = 0.1. For these parameters, the boundaries defined by and are found to
be A = 0.329 and B = 0.868. For ease of interpretation, however, in the following we will return to
the posterior probability process IT*, where we denote the lower boundary as a := A/(1 + A) and
the upper (reflecting) boundary as b := B/(1 + B). For our base case this corresponds to a = 0.248
and b = 0.465. Furthermore, we let # = 1 and note that u(1,¢) = V(¢) and u*(1,¢) = Vi(p);
accordingly, we refer to V' and V; as value functions. Finally, since u = polyg—oy + pt1lp=1y we
will stop referring to 6 and use directly the events {u = po} and {x = p1}, which have a clearer
intuitive meaning.

Firstly, Figure [2| demonstrates a typical sample path of the IT*-process and its associated I'*1-
process. Note that in this particular example, Player 1 stops at 7* =~ 0.06, and that I‘:;l ~ 0.13.
Consequently, Player 1 stops before Player 2 if either ¢ = pg or if 4 = p; and the uniformly
distributed randomisation device U takes a value larger than 0.13.

I*&l

014
012f

010

0.08F
02F 0.06-
004F

0.1 [
0.02 -

I L I L I .
0.00 0.01 0.02 0.03 0.04 0.05 0.01

(a)

FIGURE 2. A typical sample path of the IT*-process (left) and its associated I'*:!-
process (right) for our base-case parameters. Note that the dashed lines on the left
represent the optimal boundaries a = 0.248 and b = 0.465 and that we have chosen
m = 0.35.
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Next, Figure [3| shows the value functions for Player 1 and Player 2 corresponding to our base
case. Note that V' and Vj satisfy smooth fit conditions at a and b respectively, and V{ satisfies the
reflection condition at b. We also observe the properties of Vj described in and , along with
the properties of V; and V' described in Lemmas 5.5 and 5.6, respectively. Convexity of the ex-ante
value V', as described in Proposition is also observed. When the true drift is p, the informed
player expects to pay out considerably more than Player 1 has reason to believe, and when the true
drift is pg, the informed player expects to pay out less. When p = pq, the gap between 1 + € and
the value of the game to Player 2 can be seen to represent the reduction in Player 2’s expected
cost due to Player 1 being uninformed. Similarly, when p = pg, the gap between 1 and the value
of the game to Player 2 represents the reduction in Player 2’s expected cost due to Player 1 being
uninformed.

Value
1.10 r

1.08;
1.06;
1.04f—
1.023—

1.00:

0.98

0.96 ..
F ) ) ) | ) ) | .‘Il--l.--l---l---I---I---T-----.I------I---T

0.0 0.2 04 0.6 0.8 1.0

™

FIGURE 3. The value of the game to Player 1 (solid line; (1 —m)Vy+nV1) along with
the value of the game to Player 2 when pu = g (dotted line; V) and p = p; (dashed
line; V). The base-case parameters are pg = —1, ugg = 1, 0 = 0.5 and ¢ = 0.1;
therefore a = 0.248 and b = 0.465 (represented by the two vertical lines).

Figure shows comparative static results for the changing of all four parameters (ug, (1, 0, €) with
the base case used above. We first note that the signal-to-noise ratio, w = (u1 —po) /0o, plays a crucial
role in understanding these results since a higher w will result in faster learning by the uninformed
player. In this sense, changes in the parameters pg, u1 and o will affect the signal-to-noise ratio
and hence the speed of learning, which will ultimately have an impact on the equilibrium outcome.
Furthermore, changing pg, p1 and o will not only have an effect on the speed of learning (through
the signal-to-noise ratio) but also on the expected payoff of the game, potentially resulting in non-
monotone dependencies due to these competing effects. Finally, we note that ¢ only influences the
problem through the payoff structure of the game and has no impact on the rate at which Player 1
is able to learn about the drift. With this understanding in mind, we now proceed to describe the
comparative statics results observed in Figure

We first consider the effect of changing p; on the equilibrium outcome. As pp increases (all
else being equal), the good scenario for Player 1 gets better, both due to a larger drift, and also
due to an increased signal-to-noise ratio which speeds up the learning process. This indicates
that the threshold a should be decreasing in the drift @1, which is also confirmed numerically, see
Figure Likewise, if u = p1 and p; is large, then continuing is costly for Player 2, and at the
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FIGURE 4. The optimal boundaries (a = solid line and b = dashed line) for the
base-case parameters (ug = —1, ug = 1, 0 = 0.5 and € = 0.1) as we vary ug, {1, O
and e, respectively.

same time, the advantage of having additional information about the drift is smaller (because of the
increased signal-to-noise ratio). Consequently, the threshold b should be decreasing in 1, which is
also confirmed numerically.

When considering a change in pg, there are two competing effects on both players. On one hand,
a decreasing pg is bad for Player 1 (the sup-player), and hence has an increasing effect on the
threshold a. On the other hand, a decreasing o increases the signal-to-noise ratio, which speeds
up the learning process, and hence decreases a. Figure confirms the suspicion that there is no
monotone dependence of a on pg. For the same reasons as above, the effect of a change in ug on
the upper threshold b is ambiguous. However, this potential ambiguity is not visible in Figure
for our base-case parameters.

From Figure we see that as o increases the optimal threshold is increasing for Player 1 and
decreasing for Player 2. The intuition behind this is that, as ¢ increases, the signal-to-noise ratio
decreases, resulting in slower learning and hence a smaller value function for Player 1 and hence an
increased a. For Player 2, however, while an increased ¢ means that they are better able to hide
their information from Player 1 (an incentive to increase b), the reduced variance of the II-process
also means that first hitting time of a given threshold is larger for an increased o. Since p; > 0,
a longer expected time to stop would ultimately result in an increased expected cost for Player 2
(an incentive to decrease b). By the numerics, the net result for our base-case parameters is that
Player 2 reduces their threshold b as ¢ increases.

Lastly, we consider the effect of a change in e¢. Since the value of ¢ does not impact the ability
of Player 1 to learn about the drift, its effect on the equilibrium can only be through the payoff
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structure of the game. Therefore, all value functions clearly increase in ¢€; for Player 1 this means
that the continuation region is increasing in €, so that the threshold a is decreasing. However, no
easy monotonicity for b can be deduced as there is no obvious effect on the continuation region
for Player 2 (since also the obstacle depends on €). From Figure we observe the anticipated
monotonic dependence of a on € and, for our base-case parameters at least, b is also seen to be
monotonic decreasing in e.

Finally, to calculate the value of information for the game, we end the article with an informal
discussion on the case with symmetric and incomplete information. Assume that both players have
the same initial prior distribution for u, that is they agree on 7 as the initial probability that the
drift is 1, and 1 — 7 as the probability that the drift is ug. Then randomisation is not needed for
either player and a saddle point in stopping times (71, 72) can be obtained. In fact, the game with
linear payoffs reduces to

a . =0
Uz,p) = 1+ o Sglp 1{_12ng;) [QMOTI (1+ (I)Tl)l{Tl<7'2}

+(1+e)e™ (1 + (I)Tz)l{TzﬁTl}]
where
APy = owd,; dt + wdy dW?

under P. It is then straightforward to check that one can find A, B € (0,00) with A < B and a
function V with 1+ ¢ <V < (14 ¢€)(1 4 ¢) such that

LCET(0) + owpV' () + oV (9) = 0, for ¢ € (A, B)

Vip) =1+ A, for ¢ € (0, 4]
V/(A+) =1,

Vig)=(1+e)(1+ B), for p € [B,00)
V(B-)=1+e.

Using standard verification arguments, (71, 75) := (74, 7p) is a saddle point of stopping times, and
the corresponding value function is given by U(z, ) = 2V () /(1 + ¢).
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FI1GURE 5. On the left: The common value function for both players in the symmet-
ric incomplete information case (solid line) in comparison to the value function in
the asymmetric case (dashed line). The two vertical lines correspond to the values
a:=A/(1+ A) and b := B/(1+ B) (for the symmetric case). On the right: The
difference between these values, which represents the value of information in our
game. Base-case parameters: pug = —1, u1 = 1, 0 = 0.5 and € = 0.1, which yields
a = 0.193 and b = 0.758 (for the symmetric case).
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Figure [5| plots the value function U(1,7) = U(z,7)/x for our base-case parameters, along with
the value function of the uninformed player for the asymmetric case for comparison. The difference
between the asymmetric value function and the symmetric one is also plotted and can be interpreted
as the value of information in this setting.
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