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Abstract

This paper studies the problem of self governance in a model in which information flows

are governed by the community structure. In each round of an infinitely repeated game,

an agent and an investor, who is selected from a finite set of investors, play a trust game.

Investors receive information only from their own social contacts and may act upon after

receiving news about opportunistic behavior. We explore the social networks leading to self

governance and emphasize how the architecture of such networks is shaped by the technology

with which surplus can be created in each round. We formally show how the details of the

transactions determine the density and cohesiveness of the social network. An application

to the interaction between formal and informal institutions of exchange is provided, and it

is shown that markets may harm networked relationships by deteriorating the monitoring

quality.
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1 Introduction

Oftentimes parties to a transaction are exposed to opportunistic behavior (Williamson 1979).

The use of informal mechanisms of governance, or self governance, to facilitate efficient economic

transactions has been widely recognized and documented by economists (Greif 1993, Milgrom,

North, and Weingast 1990), political scientists (Ostrom 1990, Fearon and Laitin 1996), sociolo-

gists (Coleman 1990), and legal scholars (Bernstein 1992). For instance, Greif (1993) discusses

how informal ongoing relationships successfully fostered exchange in some pre modern Euro-

pean societies, even when parties were tempted to renege on their obligations. These implicit

arrangements work on a multilateral basis as following inappropriate actions, not only does the

cheated party refuse trade in subsequent encounters, but so do other community members who

are connected to the miscreant.

Crucial to the operation of these informal arrangements is how information flows and is

employed. As highlighted by Coleman (1990) and Dixit (2006), among others, the community

structure, being a determinant of information flows, effectively constrains feasible social norms

and the extent to which efficient economic transactions can be attained. In particular, in cohesive

communities information flows are rich and thus self governance is a feasible outcome (Greif 1993,

Clay 1997). However, whether efficient exchange can arise in imperfectly cohesive communities

is not well understood. This paper explores which characteristics of a community are important

for the emergence of cooperation and trust as a self enforcing phenomenon.

Several studies highlight the importance of the social context in establishing cooperative

relationships, even in modern industrial societies with established legal systems. The internet

has opened up opportunities to trade services and goods (Levin 2011). Internet platforms

keep transactions faithful by implementing reputation systems (e.g. eBay) and facilitating

social networking (e.g. Taobao and CouchSurfing). These information transmission mecha-

nisms allow parties to exchange their trading experiences and moderate incentives to behave

opportunistically. Cooperation and trust also allow firms to organize their procurement rela-

tionships, even when the threat of hold up can destroy any relationship specific joint value

(Williamson 1979, Granovetter 1985). A nice example of relationship specific value creation

comes from Japanese keiretsus (see McMillan 1995). In this system procuring firms are orga-

nized to exchange information about mischievous actions, and contracts are renewed only when

implicit contractual terms are followed.1 Uzzi (1996) analyzes the apparel industry in New York
1These business practices not only impact the national supply chains, but can also affect the patterns of

international trade (Rauch 2001, Head, Ries, and Spencer 2004).
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and shows how firms repeatedly dealing with a single partner in a fully embedded relationship

are more likely to survive. Rooks, Raub, and Tazelaar (2006) show how transaction outcomes in

the Dutch information technology industry are molded by the ability of clients to spread news

about unsatisfactory deliveries among other clients. All these examples show there is a variety

of community structures in which self governance can arise, but so far no theoretical framework

evaluates the impact of different network arrangements on transaction outcomes. This paper

systematically studies how the details of the transactions determine the architecture of social

networks conducive to efficient trade.

We consider an infinitely repeated game played by N investors and one agent. At each

round t ≥ 1, one out of the N investors is selected and plays a trust game with the agent.

More specifically, the investor decides whether or not to invest; if he invests, then the agent

chooses whether to cooperate or to defect. The socially desirable outcome is obtained when

the investor invests and the agent cooperates. Yet, in a one shot interaction, the agent will

behave opportunistically, and thus investment will not take place, as described by Williamson

(1979). In our dynamic model, this temptation may be moderated by the existence of community

sanctions governed by a social network of investors G. We assume that if the agent misbehaves

when facing investor i, then i and all his connections in G (i.e., all those who are linked to

i) become aware of that and act upon by refusing to invest in all subsequent rounds. This

information does not disseminate through the network any further or, in other words, only

victims of mischievous actions complain. We focus on sustainable networks, loosely defined as

social networks of investors in which it is in the agent’s interest to cooperate in all encounters.

An important determinant of the architecture of social networks conducive to efficient trans-

actions is the technology with which investment opportunities arise. In our model, the agent can

interact with a single investor at any given round, and we explore how two polar technologies to

match the agent to an investor shape the architecture of sustainable networks. More specifically,

we study a random matching model in which the identity of the selected investor is randomly

and uniformly determined across time, and a directed matching model in which the identity of

the selected investor is chosen by the agent. The random matching model captures situations

in which ex post not all investors have access to enough resources to undertake the investment

in each period. In contrast in the directed matching model, each investor has the resources

to undertake the investment in each period if both both the agent and the investor so choose.

While these distinctions are immaterial in a complete information model, they play a key role

in determining the architecture of sustainable networks when information is incomplete.
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Our model yields several novel insights. When matching is directed, the set of sustainable

networks coincides with the set of communities in which all trading investors are connected.

More technically, the set of sustainable networks equals the set of complete components, though

the size of the network is undetermined. This result is due to the fact that if two community

members are unconnected, a deviation against one of them entails no continuation value loss

to the agent, since the cheated agent can be easily substituted for in the continuation game by

trading with investors unaware of the deviation. This property of sustainable networks provides

a particularly strong force towards cohesiveness, a topic that has received considerable attention

and that we discuss below.

We also explore the architecture of efficient networks, defined as networks that maximize

the total sum of players’ benefits minus the total costs of maintaining links. Because in the

directed matching model investors are substitutable, the total benefit of a sustainable network

is independent of the network size, while the costs are strictly increasing on the number of

links. As a result, efficient networks result in bilateral relationships in which the agent interacts

repeatedly with a single investor. This result resonates well with Uzzi’s (1996) empirical findings

on the stability and durability of fully embedded relationships.

When matching is random, the architecture of sustainable networks is richer than when

matching is directed. Our first result shows that the size of the neighborhood of any member of

a sustainable network must be sufficiently high. Otherwise, defecting against a barely connected

investor does not entail a sufficiently significant loss of future trading opportunities for the agent,

even when he and his connections cannot be subsequently substituted for. This lower bound on

the size of each neighborhood belonging to a sustainable network is, in general, not a sufficient

condition. The reason stands for the fact that upon a deviation, there might be opportunities

to deviate against remaining uninformed investors. Yet, we identify conditions under which

these deviating opportunities are unattractive and determining the stability of a social network

reduces to checking the number of connections each investor has.

We also identify conditions in the random matching model under which sustainable networks

exhibit varying degrees of cohesiveness. This rests on the double deviation logic discussed

above, and follows after observing that if two unconnected investors have many connections

in common, a deviation against one of them leaves the other barely connected in the after-

deviation network; as a result, it is in the agent’s interest to deviate once more. This makes the

first deviation attractive and ruling out these double deviations imposes upper bounds on the

numbers of paths of length 2 that unconnected investors must have. We derive lower bounds
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on the local clustering coefficient of members of sustainable networks as a function of the size

of their neighborhoods. Moreover, there are restrictions on the game implying that the set of

efficient networks coincides with the set of networks formed by complete components of a given

size.

These results show that cohesiveness may be necessary for self governance as it creates local

common knowledge of game histories that deters opportunistic behaviors. Yet, we also identify

limits to the natural presumption that such common knowledge is essential for self governance.

The importance of cohesiveness for the emergence of cooperative attitudes has been forcefully

stressed by Coleman’s (1990).2 Some empirical studies have related closure to community size

(Allcott, Karlan, Mobius, Rosenblat, and Szeidl 2007). Our work provides a new rationale for

the importance of network closure, and the mechanisms at work emerge from a full fledged

dynamic model of incomplete information.

We also provide an application of our set up to study the interaction between formal and

informal institutions of exchange. In particular, we explore how the existence of an anonymous

market through which standardized transactions can be successfully realized limits the feasibility

of socially desirable relationship based trade. While there are many channels through which mar-

kets and relationships may interact, our imperfect monitoring setting is particularly appropriate

to explore a new dimension of this interaction, namely, that the existence of market standards

may make harder to monitor unfaithful behavior by providing new defection opportunities that

mimic market outcomes. We modify our baseline model to incorporate the possibility of market

based trade and show how markets can severely limit the feasibility of networked relationships.

Our work connects to the repeated games literature (Abreu, Pearce, and Stacchetti 1990,

Kandori 2002). In particular, Kandori (1992), Ellison (1994), Harrington (1995), and Okuno-

Fujiwara and Postlewaite (1995) explore how extreme assumptions on the information flows

shape players’ incentives to cooperate in large communities in which agents interact infre-

quently.3 We contribute to this literature by providing a new model of a large community

in which information flows are not governed by how trading opportunities arise –which in some

of these paper makes feasible the use of the so called contagious strategies– but by how the

social structure determines the flows of information.
2Cohesiveness has been found to be important in other social settings, notably in collective action games (e.g.

Chwe 2000)
3 Several papers have extended this line of research. Ghosh and Ray (1996) study a repeated game model

with adverse selection in which players build relationships starting small (as in Watson 2002) and decide whether
to continue the relationship at the end of each round. Takahashi (2010) proves a folk theorem for a community
enforcement game with first order information. Deb (2008) proves a folk theorem in which players only observe
their own interactions and exchange messages before each round of play.
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There has been some interest in embedding repeated game models into social networks, and

early antecedents come from work by Raub and Weesie (1990) and Bendor and Mookherjee

(1990). The focus on social networks as conduits of information is relatively recent (Ahn and

Suominen 2001, Balmaceda 2006, Lippert and Spagnolo 2010, Ali and Miller 2010).4 Ahn and

Suominen (2001) is perhaps more closely related to our work as they also study a repeated game

model in which players receive signals about past play from their neighbors. However, in their

model, the social network is randomly and independently drawn across time. In particular, the

substantive question of how the social structure and the matching technology limit the emergence

of cooperative behaviors cannot be answered in their model. From a technical perspective, their

assumption about a community wide observed randomization device allows simplifications that

our model does not.5 Balmaceda (2006), Lippert and Spagnolo (2010) and Ali and Miller (2010)

also study repeated game models in which the network is determined once and for all. Our model

is distinctive in several aspects. First, the incentive problem here studied is one sided; as a result,

our work immediately connects to the hold up literature, as initiated by (Williamson 1979), and

to Greif’s (1993) agency relations problems. Second, this paper explores how feasible social

norms are determined when the only source of information flows is given by communication,

and communication itself is the result of the community structure. In contrast, Balmaceda

(2006) and Lippert and Spagnolo (2010) study models in which information can be transmitted

through both actions and communication, while in Ali and Miller (2010) the network creates

trading opportunities and information about unfaithful behavior is transmitted through actions.

Third, we explore how alternative matching models, interpreted as different technologies with

which surplus can be created, impact the architecture of sustainable and efficient network;

previous work has ignored this aspect.6

4Bhaskar (1998) studies an OLG model in which each player only observes the play of the previous cohort.
His model can be interpreted as a game in which both the order of moves and the information flows are governed
by a social network G, the set of nodes of the network being the naturals and the set of directed links being all
pairs of the form (t, t+ 1), with t a natural numbers. Nodes in the network are seen as players, links are seen as
determining the flows of information. While Bhaskar (1998) does not push the social network interpretation of
his results, his paper connects to the current social network literature as it explores how particular networks of
information flows constraint the outcomes of his game.

5Proposition 2 in Ahn and Suominen (2001) crucially depends on the existence of a randomization device. The
technical problem a randomization device solves in their model is the simplification of the off-path play. Even if
one could adapt their tools to study a set up as ours –in which the network does not change as time passes– such
simplification would not allow us to understand the role of cohesiveness in self governance as the off-path effects
present in our set up are absent in their framework. Proposition 1 in Ahn and Suominen (2001) is similar to part
(i) of our Proposition 2.

6Mihm, Toth, and Lang (2009) and Kinateder (2010) establish folk theorems for games played on networks.
Our focus is different as we fix the discount factor and derive properties of sustainable networks. For completeness,
we present a folk theorem for the random matching model in the Appendix. There are also models of repeated
games on networks with complete information. Haag and Lagunoff (2006) study a repeated game model in which
each individual chooses a single action that determines the payoff with all his links (for example, the action of
turning on the porch light at night affects all street neighbors, and each individual makes just one choice, to
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The paper is organized as follows. Section 2 introduces and discusses the model and presents

some definitions. Section 3 illustrates some of our results using a simple three-node model.

Section 4 presents necessary and sufficient conditions for sustainability. Section 5 presents our

results on the impact of markets on networked relationships. Section 6 presents some concluding

comments. Supporting arguments, examples, and proofs are relegated to the Appendix.

2 Set Up

2.1 The Environment

We study a repeated game model in discrete time between N + 1 players, with N ≥ 2. At each

round t = 1, 2, . . . an agent, hereinafter player 0, faces an investor it ∈ {1, . . . , N} and they

play a trust game. The way in which the investor it is selected to play the trust game may be

random or directed. Each round of interaction generates information that is spread through a

social network G of investors. Below we describe the details of the game.

2.1.1 Payoffs and Matching Technology

The investor selected at round t ≥ 1, it, and the agent play the trust game shown in Figure 1,

with l, g > 0. Action I (resp. NI) stands for invest (resp. do not invest), while C (resp. D)

stands for cooperate (resp. defect). We observe that the only Nash equilibrium of this stage

game results in the inefficient payoff profile (0, 0).

NI

0,0

I

it

D

−l, 1 + g

C

1, 1

agent

Figure 1: A trust game.

We assume that investors who are not selected to play the trust game obtain a period payoff

equal to 0. All players discount period payoffs with a discount rate δ ∈]0, 1[.

We will consider two different ways in which the investor it is selected in each round t.

turn the light on or off). They focus on a central planner’s choice of a neighborhood design. Jackson, Rodriguez-
Barraquer, and Tan (2010) study a complete information repeated game and nails down the architecture of robust
renegotiation-proof social networks. Bloch, Genicot, and Ray (2008) and Karlan, Mobius, Rosenblat, and Szeidl
(2009) study models of informal insurance.
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Random Matching Investor it is uniform and independently drawn from {1, . . . , N} across

time at the beginning of each round.

Directed Matching Investor it is selected by the principal from {1, . . . , N} at the beginning

of each round.

These two matching technologies capture different economic environments. In the random

matching model, the only way in which surplus can be created in a given round t is through a

partnership between the agent and a randomly determined investor it; this can be seen as an

environment in which ex post not all investors have enough resources to undertake the investment

in each period. In contrast, in the directed matching model, all investors have access to enough

resources and therefore, from the agent’s point of view, investors are alike in terms of their

possibilities of undertaking the investment at any given round. The nature of the resources

needed to carry out the investment will depend on the application, and can be the result of

technological heterogeneity or financial constraints. For example, the random matching model

can be seen as an environment in which investors may be subject to credit constraints and

ex post only one of them will have financial slack to undertake the investment. The directed

matching technology models an industry in which financial resources abound.

Our assumption that in each round the agent interacts with only one agent may seem more

natural when the game takes place in continuous time and investment opportunities arise expo-

nentially, as in Ali and Miller (2010) and Jackson, Rodriguez-Barraquer, and Tan (2010).

2.1.2 Social Networks, Information Flows and Histories

In our model, there is a social network of investors G = (NG, EG), where NG ⊆ {1, . . . , N} is

the set of nodes and EG is the set of links between these nodes. We denote by NG(i) = {j ∈

NG | ij ∈ EG} the set of i’s neighbors in G and N̄G(i) = NG(i) ∪ {i}.

Information flows are as follows. Let it ∈ {1, . . . , N} be the investor chosen at round t. If

the chosen investor it picks I, then all investors j ∈ NG(it) become informed of that and observe

whether the agent chooses C or D. No other information is transmitted, which means that from

the perspective of player j ∈ NG(i), whether i was not selected or was selected but picked NI

are part of the same information set. Thus, a history of length t for investor i ∈ {1, . . . , N}

consists of the rounds at which he has faced the agent, what the outcomes of those stage games

have been, and the observations he has received from each of his neighbors in G who have been

selected and have chosen I in previous rounds. A history for the agent consists of the whole
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history in the game as, by construction, he has been involved in all the stage games that have

taken place. Recall is perfect and the details of the extensive form game (in particular, the social

network of information transmission G) are common knowledge. This completes the description

of our dynamic game of incomplete information.

In our model, the social network plays the most minimal role in terms of information trans-

mission that one could think of. In particular, an investor aware of a mischievous action in

an encounter involving one of his neighbors does not spread the news any further. Of course,

even if he could, his continuation payoff is not determined by how continuation play evolves and

thus it is not in his interest to further the news.7 Thus, the assumptions on the information

transmission technology can be seen as the result of voluntary communication in a larger game.

While the equilibrium of the larger game may seem arbitrary in that only the victim complains,

we think it is an appropriate approximation as victims of opportunistic behavior have a higher

tendency to complaining.

We think our assumptions on the information transmission technology are of interest in

other settings too. It is possible to model a richer information flow protocol in which news

about deviations travel n ≥ 1 steps at once by elaborating on our results. On the other hand,

if we were to allow for richer information flows, it would seem appropriate to assume that

as information travels farther away from its initial source –the cheated investor– its quality

deteriorates. While one may have a relatively accurate assessment of the interactions in which

one’s friends have been involved, such estimate is likely to be distorted when assessing friends

of friends’ social interactions. Our results apply to situations in which distant news are of

low quality and thus ignored; we describe the social arrangements that are robust to all those

information imperfections.8

2.2 Interpretations

Our model naturally applies to situations in which there is room for opportunistic behavior

(Williamson 1979), and a large group of players interact repeatedly. We provide some examples
7In a model in which communication is voluntary, the agent could condition his behavior on whether an investor

communicates his trading experiences and by manipulating the messages an investor aware of some defection could
strictly benefit by omitting some news. Lippert and Spagnolo (2010) are concerned with issues of this sort in a
related context.

8We could also think that the social network is not a network of information transmission, but a network in
which players observe the play of their neighbors. For example, if we interpret the model as a game between
a monopolist and a set of consumers (as discussed below), it seems conceivable that a consumer could observe
the quality of the good bought by their neighbors, but is not able to observe or become informed of the trading
experiences of distant connections. The network of information transmission can be though of as a network of
observational learning.
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of our environment below.

Specific investments and hold up Investors i ∈ {1, . . . , N} are suppliers, the agent is a

firm. Value can be created through a partnership between a supplier and the firm. To create

the value, the supplier it must make a specific investment (play I) and the firm may hold up the

investment (play D) or share the returns (Klein, Crawford, and Alchian 1978, Grossman and

Hart 1986). The network represents the business relationships among suppliers, and each of the

suppliers can communicate to its business partners whether its investment was held up.

Maghribi traders Each investor i ∈ {1, . . . , N} is a merchant, who may need an agent to

handle their overseas operations. A merchant may hire or not the agent (play I or NI), and

the agent, if hired, may or may not embezzle the merchant’s goods (play C or D). The social

network represents all the social ties between merchants facilitating information exchange. Greif

(1993) studies a coalition between a group of Medieval merchants, the Maghribis, that allowed

full and rich information flows among their members. A coalition of merchants can be seen

as a complete network, in which all potential merchants can fully exchange information. We

introduce a friction in Greif’s (1993) model by embedding his framework into a social network

model of imperfect information transmission.

Experience goods and social networking Investors are clients, the agent is a firm. The

selected investor it may or may not buy the good (play I or NI), while the quality of the good

produced by the firm can be either high or low (the firm may either cooperate or defect). The

client can verify the quality of the good purchased only after he has made a sunk payment. A

social network can be seen as modeling all the alternative sources of information on the firm’s

past performance, ranging from online feedback systems and media coverage to plain word-of-

mouth communication. Indeed, our social network model can accommodate overlapping internet

platforms where some users participate in two or more forums. Our model also applies to social

networking, where users share their purchase experiences with their contacts, as is the case in

China’s Taobao (Guo, Wang, and Leskovec 2011).9

2.3 Sustainable Networks

We are interested in characterizing social networks that are conducive to efficient transac-

tions. Technically speaking, our repeated game model has private monitoring and, as is well
9 See, for instance, Dellarocas (2003) and Levin (2011) for additional background
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known, characterizing the whole set of equilibria is a nontrivial task in such games (Mailath and

Samuelson 2006). We thus restrict attention to a family of simple stationary strategies for the

investors and analyze the incentives the agent has to refrain from acting opportunistically. As

will become clear soon, given social network G, our equilibrium strategies Pareto dominate any

other equilibrium strategy if matching is random while when matching is directed, our equilibria

maximizes total surplus.10

Formally, we define a profile of trigger strategies σG = (σGi )Ni=1. For i ∈ NG and a history

hti, investor i ∈ NG plays NI unless hti is the null history or hti shows that the outcome in each

of the preceding stage games in which i has been involved was (I, C) and he has not received

any information showing the play of (I,D). If i /∈ NG, then play NI. These strategies are a

natural generalization of the well known trigger strategies to our social network setting (Mailath

and Samuelson 2006). A player belonging to the social network trusts, unless the agent has

misbehaved when facing him or one of his neighbors at some previous round.

Let BRG(σ) be the set of sequential best replies in behavior strategies for the agent when the

social network is G and the investors’ strategies are given by σ = (σi)Ni=1.11 Take σ0 ∈ BRG(σG),

where σG is the trigger strategy for investors i ∈ {1, . . . , N} defined above. Such σ0 induces

a probability distribution over the sequence of (random) networks (Gt)t≥1 formed by investors

who are willing to invest at the beginning of round t (so that G1 = G). Denote such probability

distribution over sequences of networks as P[· | G, σ0].

Definition 1 We say that the network G is sustainable if there exists σ0 ∈ BRG(σG) such that

for all t ≥ 1

P[Gt = G | G, σ0] = 1.

When the condition above holds, we will also say that G is σ0-sustainable.

Our definition of sustainable networks imposes two key requirements on the social network

G and the agent’s strategy σ0. First, given the information flows G, it must be sequentially

rational for the agent to comply with σ0. On the other hand, on the equilibrium path, σ0 must

leave the initial network G unchanged. In other words, the outcome of the model is stationary

as all possible cheating opportunities have been exhausted and the network of investors willing

to trade is kept unchanged as time passes by. Thus, sustainable networks can be seen as the
10Observe that in this efficiency notions the network is fixed. In other words, we are characterizing points in

the Pareto frontier of a repeated game in which the monitoring technology is fixed. Later on, we will also discuss
optimal network design when forming links is costly.

11What kind of functions the set of best replies contains depends on the matching technology.
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result of a long run process, where the agent behaves in a sequentially rational way and there is

no more room for on path unfaithful behavior.

Sustainability is a relatively mild requirement and stronger restrictions on strategies could

seem appropriate. For example, instead of requiring σ0 ∈ BRG(σG), one may want to impose a

sequential equilibrium restriction on (σ0, σ
G) (Kreps and Wilson 1982). Our results obviously

apply when more demanding requirements are imposed, but Lemma 1 in the Appendix shows

the sequential equilibrium requirement turns out to be immaterial: if σ0 and σG are as in the

definition above, then they form a sequential equilibrium.

We will also study efficient networks, defined as networks that maximize the sum of players’

payoffs when forming links is costly. Given a σ0-sustainable network G, we denote the expected

total payoff accruing to player i ∈ {0, . . . , N} by ui(G, σ0). We assume that links are costly and

that player i ∈ {1, . . . , N} must incur a cost of ci(|NG(i)|), with ci : N→ R+ strictly increasing

and ci(0) = 0, to maintain his |NG(i)| connections.12

Definition 2 A σ0-sustainable network G is efficient if

(G, σ0) ∈ arg max
{ N∑
i=0

ui(G′, σ′0)−
N∑
i=1

ci
(
|NG′(i)|

)
| G′ is σ′0-sustainable

}
(2.1)

A network is efficient if it maximizes the sum of players’ payoffs, which consists of the

benefits obtained in the repeated game minus the costs of forming the links. See Goyal (2007)

and Jackson (2008) for additional discussion.

We also consider sustainable networks for which no link can be removed without impairing

its sustainability.

Definition 3 A sustainable network G is minimally sustainable if for all ij ∈ EG the network

G′ = (NG, EG \ {ij}), obtained by deleting link ij, is not sustainable.

The idea behind the definition of minimally sustainable networks is that the network should

solve the social dilemma of enforcing proper behavior in group NG, but if any link is deleted,

then the resulting arrangement is not sustainable. Minimal sustainability can be justified on

several grounds. Efficient networks are minimally stable. So are Nash equilibrium networks of
12We will assume that the costs are incurred at t = 0, right before the play of the repeated game (which

transpires across t ≥ 1). When comparing benefits and costs of forming links, all expressions will be written from
the perspective of period t = 0.
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(a) Network G1

1 2

3

(b) Network G2

1 2

3

(c) Network G3

Figure 2: When α ≤ 1, the complete information network G1 is sustainable regardless of the
matching technology. Network G2 is sustainable when (i) matching is directed and α < 1 or (ii)
matching is random and α < 2

3 . Network G3 cannot be sustainable when matching is directed.
When matching is random, G3 is sustainable when α ∈]1

3 ,
2
3 [ and δ is low enough.

the network formation game in which investors publicly announce whether they want to be a

node in the network, which links they want to form, a link ij is formed if and only if both i and

j announce link ij, and the payoffs to i are

Ui(G) =

ui(G, σ0(G))− ci(|NG(i)|) if G is sustainable,

−ci(|NG(i)|) if not

where σ0(G) is such that G is σ0(G)-sustainable. We thus see minimal sustainability as a mild

restriction when links are instrumentally formed either through centralized or decentralized

mechanisms.

3 An Example

Before presenting the main results, we illustrate some of the forces in our model by restricting

attention to N = 3. For concreteness, we assume that δ and g are such that α := 1−δ
δ g ∈]1

3 ,
2
3 [.

We will study the sustainability properties of each of the three networks in Figure 2.

Take first the complete information network G1. After an improper action of the agent, all

investors become aware of that and act upon in all subsequent rounds. Thus, regardless of the

matching technology, the agent’s continuation value after defection is equal to 0. The network

will be sustainable if and only if

(1− δ) + δ ≥ (1− δ)(1 + g)

which can be equivalently written as α ≤ 1. In the complete information network G1, whether
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the matching process is random or directed is irrelevant to determine the sustainability of the

social arrangement.

Consider now network G2, which consists of two nodes –investors 1 and 2– that are linked.

Network G2 is not a complete information network as investor 3 does not become aware of how

play evolves when investors 1 and 2 are selected. Suppose first that matching is random. Observe

that, by construction of the trigger strategies, investor 3 –who is not part of the network– never

invests. On the contrary, investors 1 and 2, who are part of the network, are expected to invest.

If the agent cooperates in all encounters with 1 and 2, then his period payoffs conditional on

facing either 1 or 2 equals (1 − δ) + δ 2
3 . If he deviates when facing either investor 1 or 2, then

both of them will refuse to trade in all subsequent rounds and the agent’s normalized total payoff

would equal (1− δ)(1 + g). This implies that the sustainability of G2 is equivalent to

(1− δ) + δ
2
3
≥ (1− δ)(1 + g).

This condition holds under our assumption that α < 2
3 and thus G2 is sustainable when match-

ing is random. But network G2 is also sustainable when matching is directed. Indeed, when

matching is directed, it is optimal for the agent to select either investor 1 or investor 2 and to

cooperate after they invest. Such a strategy yields a normalized total payoff equal to 1, while

the best deviation entails a current payoff of (1 − δ)(1 + g) followed by a continuation payoff

of 0. Such a deviation cannot be optimal as α ≤ 1 and, therefore, G2 is sustainable when

matching is directed. We thus observe that determining the sustainability of networks G1 and

G2 amounts to comparing α to a given threshold. The parameter α fully captures the severity

of the incentive problem in models in which trading investors are fully connected and will play

a key role throughout the paper.

Let us finally explore the sustainability properties of network G3, in which all investors have

at least one link but investors 1 and 3 are not connected. Social network G3 is of interest as

all investors are willing to invest, yet there are no information flows between investors 1 and

3. Consider first the model with directed matching. Observe that if the network is sustainable,

then the normalized total payoff to the agent equals 1. Yet, the strategy of choosing investor 1

and defecting against him combined with the continuation strategy of selecting investor 3 –who

does not become aware of the deviation against 1– and cooperating yields a payoff equal to

(1− δ)(1 + g) + δ > 1. When matching is directed, network G3 is not sustainable regardless of

α. This arises because the network allows the agent to deviate against one of the community

members bearing no loss in continuation values. This makes such a deviation attractive and
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breaks down the sustainability of the social arrangement.

The incentives the agent faces in network G3 are different when matching is random. For

G3 to be sustainable, it must be that it is in the agent’s interest to choose the high action

in all encounters. Now, if the agent deviates when facing investor 1, then investor 2 becomes

informed of that and both agents refuse trade in all subsequent encounters. Investor 3, who is

not connected to 1 and cannot distinguish between no trade and no investment by investor 2,

does not become aware of the deviation against 1 and is still willing to trade when a subsequent

trading opportunity arises. When such trading opportunity with investor 3 arises, however, the

agent chooses the low action as 1−δ
δ g > 1

3 . Thus, when matching is random, network G3 is

sustainable if and only if

1 ≥ (1− δ)(1 + g) +
∞∑
t=1

δt(
2
3

)t−1 1
3

(1− δ)(1 + g).

The incentive constraint ensuring the sustainability of G3 can be written as α ≤ 2−δ
3−δ . Keeping

the severity of the incentive problem α ∈]1
3 ,

2
3 [ fixed, we observe that there exists δ̄ such that the

social network G3 is sustainable if and only if δ ≤ δ̄.13 To get an intuition why this result holds,

note that after a deviation against 1 the agent is loosing all subsequent trading opportunities

arising from 1 and 2. However, in contrast to network G2, now the deviation against 1 creates

one more deviating opportunity as investor 3 is still willing to invest, since he is not informed

about the agent’s deviation against investor 1.14 If the agent’s utility function puts sufficiently

high weight on future payoffs, that second deviation will cause the breakdown of incentives to

cooperate when facing investors 1 and 3. This double deviation, first against 1 and then against

3, is unattractive only when δ is sufficiently low.

In sum, the matching technology plays a key role at determining the architecture of sustain-

able networks. When any investor can undertake the investment, as is the case when matching is

directed, deterring opportunistic behavior is possible only when all network members are linked

(or more technically, the set of sustainable networks coincides with the set of complete compo-

nents). The size of the sustainable network is undetermined, but all investors willing to invest

must be connected. Sustainable networks are thus fully clustered. In contrast, when matching

is random, deviating against one of the members of the network entails losses in continuation
13Observe that network G3 is formed as a tree union of network G2 and the network formed by nodes 2 and 3 and

a link between 2 and 3. The fact that G3 need not be sustainable contrasts with Jackson, Rodriguez-Barraquer,
and Tan’s (2010) results.

14In other words, the agent becomes contagious. Note that in contrast to previous papers in the community
enforcement literature (Kandori 1992, Ellison 1994), in our model whether or not the agent becomes contagious
is endogenously determined.

15



values to the agent. Such losses may or may not be significant enough to deter a deviation.

When two network members are not connected, the possibility to double deviate may break

down the incentives of the agent to cooperate. In the random matching model, sustainability

imposes lower bounds on the minimum number of connections each investor must have as a

function of α, and when δ is high, sustainable networks must be complete information networks.

In particular, linking an isolated node to a sustainable network may end up destroying self

governance because it provides more deviating opportunities.

4 Analysis

We now go back to the general model presented in Section 2. In this section we explore properties

of sustainable networks and discuss how the parameters of the game (including the matching

technology) shape the architecture of sustainable networks. Section 4.1 studies the directed

matching model, while Sections 4.2 and 4.3 are devoted to the study of the random matching

model. In Section 4.4, we discuss and summarize our results. All proofs are presented in the

Appendix.

Some new notation is needed. For each i ∈ NG, we denote byG\N̄G(i) the network consisting

of nodes NG \ N̄G(i) and links {jk ∈ EG | there is no l ∈ N̄G(i) with l = j or l = k}; that is,

G \ N̄G(i) is the network remaining after node i and all his neighbors are deleted and the links

between them and other nodes are also deleted. A network G is said to be complete if all its

members are linked: N̄G(i) = NG for all i ∈ NG. A component of a network G is a subnetwork

G′ consisting of nodes NG′ ⊆ NG and links EG
′ ⊆ EG such that any two nodes in NG′ are

connected through a path in G′ and if i ∈ NG′ and ij ∈ EG, then ij ∈ EG′ .

Consider a complete information model, in which the social network G consists of all nodes

NG = {1, . . . , N} and all links EG = {ij | i, j ∈ NG}. Regardless of the matching technology,

the network is sustainable if and only if (1−δ)+δ ≥ (1−δ)(1+g) or, equivalently, α := 1−δ
δ g ≤ 1.

This condition is assumed throughout the paper.

Assumption 1 (Nontrivial model) α ≤ 1.

Parameter α is important as it fully captures the intensity of the incentive problem when the

network is complete. Subsequent analysis will show that when this assumption does not hold, the

set of sustainable networks is empty. Without loss, instead of using δ and g, we will sometimes

use α and g or α and δ as parameters of the model to state some results.
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4.1 Directed Matching Model: Characterization

The following proposition characterizes sustainable networks in the directed matching model.

Proposition 1 Suppose matching is directed. Then,

G is sustainable if and only if G is a complete network.

To see the logic behind this result, it is important to observe that if the agent does not play

C when facing i ∈ NG, then only i’s neighbors become informed of that. If some members of

NG are not connected to i, then those investors remain willing to invest. Because matching is

directed, the defection against i entails no loss in continuation values. Thus, if G is not complete,

an attractive deviation opportunity arises and that makes G unstable.

Corollary 1 Suppose matching is directed. Then, the following hold:

i. A network G is efficient if and only if |NG| = 1;

ii. A network G is minimally sustainable if and only if G is sustainable.

The first part of the corollary shows that in a directed matching model, efficiency nails down

the set of sustainable networks to one node networks. In other words, the efficient network

is a bilateral relationship, where the agent and a single isolated investor interact throughout

the whole game. This is driven by the fact that, since all investors are able to undertake the

investment at any time, two or more nodes produce the same total expected payoffs in the

repeated game as a single node, yet a network with two or more nodes must be a complete

network and therefore it costs strictly more than a one-node network. The second part of

the corollary shows that minimal sustainability does not narrow down the set of sustainable

networks. This is due to the fact that if a network is sustainable and a link is removed, then

the resulting network will not be complete and thus will not be sustainable.

4.2 Random Matching Model: Degree Properties

Let us start the analysis of the random matching model by considering a complete network

formed by κ ≥ 1 investors. It will be in the agent’s interest to cooperate when matched to

one of the κ investors if and only if (1 − δ) + δ κN ≥ (1 − δ)(1 + g). This condition can be
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equivalently written as κ ≥ κ∗, where κ∗ = dαNe. Under Assumption 1, κ∗ ≤ N and thus the

set of sustainable networks contains at least all the complete networks of κ∗ or more nodes.

Before presenting the main substantive results, we observe that the agents’ incentive problem

can be formulated as a dynamic programming problem in which the state variable is the identity

of the current trading partner it and the network of investors who are still willing to trade. We

denote the normalized expected sum of discounted per-period payoffs to the agent when facing

i and given the network G by v(i, G), and explore its main properties in the Appendix. This

formulation allows us to manipulate the agent’s incentive constraints to derive necessary and

sufficient conditions for sustainability.

The following result characterizes sustainability in terms of the sizes of the neighborhoods

of each of the network members.

Proposition 2 Suppose matching is random. Then, the following hold:

i. If G is sustainable, then |N̄G(i)| ≥ κ∗ for all i ∈ NG;

ii. If |N̄G(i)| ≥ g
1+g |N

G|+ 1
1+gαN for all i ∈ NG, then G is sustainable.

The first part of the proposition establishes that in any sustainable network G, each player

has a number of links at least equal to the threshold κ∗. If this necessary condition fails, the after-

deviation reduction in continuation values due to the loss of investors willing to invest is small

and therefore, the agent prefers to defect. As shown in Section 3, the converse need not hold.

In the example, κ∗ = dαNe = 2, but in network G3 all of the nodes have at least one neighbor,

yet G3 is not sustainable when δ is high enough. The second part of the proposition presents

a partial converse by showing that sufficiently dense networks are always sustainable. This is

driven by the fact that in dense networks a deviation entails losses in trading opportunities that

are large compared to what can be gained by exploiting subsequent deviating opportunities.

A simple, but important corollary follows.

Corollary 2 Suppose matching is random. Let G be such that g(NG − κ∗) ≤ κ∗ − αN . Then,

the following hold:

i. G is sustainable if and only if |N̄G(i)| ≥ κ∗ for all i ∈ NG.

ii. G is minimally sustainable if and only if mink∈N̄G(i)|N̄G(k)| = κ∗ for all i ∈ NG;
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This result completely characterizes sustainable and minimally sustainable networks when,

keeping the intensity of the incentive problem α fixed, the agent is impatient and the defection

gains are low (δ and g are low). The result shows that sustainability only imposes restrictions

on the closed degrees of the network members when g and δ are low enough.15 As illustrated in

Section 3, this is so because when there are two or more network members who are not connected,

and thus the network allows two or more deviations, the potential gains of future deviations

are low when the agent is impatient and g is low. Under the conditions of the proposition,

establishing the sustainability of a network reduces to counting the number of connections each

member has.

When the agent is impatient, any link between two nodes, each of them having κ∗ or more

connections, can be removed without impairing sustainability. Thus, as established by the

second part of the corollary, minimally sustainable networks can be easily found by checking

that all neighborhoods have a member attaining the lower bound κ∗ on the closed degree. Under

the conditions of the corollary and the additional assumption that ci(κ∗ − 1) ≤ δ
1−δ

1
N for all i,

the set of minimally sustainable networks coincides with the set of Nash equilibrium networks

of the network formation game described in Section 2.3. Note that, in contrast to the directed

matching model, there are sustainable networks that are not minimally sustainable.

4.3 Random Matching Model: Cohesiveness Properties and Efficient Net-

works

The results in the previous subsection show that when the agent is impatient, sustainability is

purely a restriction on the number of connections each network member has. We now explore

situations in which the agent is patient and show conditions under which sustainable networks

have cohesiveness properties, to be defined later on.

Let NG
2 (i) be the set of nodes within distance 2 of investor i ∈ NG; that is

NG
2 (i) =

{
j ∈ NG | there exists k ∈ NG \ {i, j} with ik, kj ∈ EG

}
.

For instance, in Figure 2, NG2

2 (1) = ∅ but NG3

2 (1) = {3}.

The following result provides an upper bound on the number of common connections between

an investor i and any subset Q of investors indirectly connected through a path of length 2 to i.
15Observe that when κ∗ = αN , the result is uninformative. The next Subsection provides results that apply

when κ∗ = αN
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Proposition 3 Suppose matching is random. Let G be sustainable and i ∈ NG. Then, for any

subset Q ⊆ NG
2 (i),

∑
j∈Q
|{k ∈ NG | ik, kj ∈ EG}| ≤

(N − δN
δ

+ |Q|
)(
|N̄G(i)| − αN

)
+
∑
j∈Q

(
|N̄G(j)| − αN

)
.

This proposition shows that the number of connections in common that two unconnected

members may have is bounded above. To grasp the intuition behind this result, note the

following three important facts: (i) after the agent has defected when facing i ∈ NG, players in

Q ⊆ NG
2 (i) are still willing to invest since they are not informed of the agent’s deviation; (ii)

defecting when facing investors in Q is more attractive the lower the number of neighbor investors

j ∈ Q have in the resulting after-deviation network G \ N̄G(i); and (iii) if G is sustainable, the

continuation value after defecting against i is low enough. The second observation implies that,

after defecting against i, the value of continuation play 1
N

∑N
k=1 v(k,G\N̄G(i)) is bounded below

by a nondecreasing function of the total number of neighbors in G \ N̄G(i) of nodes j ∈ Q, and

the third observation implies an upper bound for 1
N

∑N
k=1 v(k,G \ N̄G(i)) as a function of the

parameters of the model. It then follows that the number of common paths between investor

i and any subset Q ⊆ NG
2 (i) cannot be too large, otherwise the agent can exploit the lack of

information of players in Q to double deviate, first against i, then against players in Q.

Proposition 3 has some implications that illustrate how the double deviation logic may

impose cohesiveness restrictions on sustainable networks. Recall that for each network G and

i ∈ NG, the individual clustering coefficient for node i is defined as

ClG(i) = 2
|
{
jk ∈ EG | j 6= k, j, k ∈ NG(i)

}
|

|NG(i)|(|NG(i)| − 1)
.

The clustering coefficient for node i measures the number of links between i’s neighbors as a

fraction of the maximum number of potential links. It gives a measure of how cohesive network

G is around i. While there are many measures of cohesiveness, the local clustering coefficient is

easy to interpret and has been used in several studies (Goyal 2007, Jackson 2008).

Corollary 3 Suppose matching is random. Let G be a sustainable network such that for some

β ∈]0, 1[, |N̄G(i)| = βN , for all i ∈ NG. Then,

ClG(i) ≥ 1− α/g + 2(1− β)
(β − 1

N )(β − 1
N )

(β − α),

for all i ∈ NG.
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An investor i ∈ NG in a sustainable network, in which each investor has the same number

of neighbors, has a bounded number of connections within distance 2 and thus, most of i’s

neighbors must have connections within i’s neighborhoods. This implies a lower bound on the

number of links between members of NG(i) and thus a lower bound on the clustering coefficient.

When the nodes have a degree close to αN , it is harder to deter the previously described double

deviation and, as a result, the bound on the clustering coefficient is close to 1. On the other

hand, the lower bound on the clustering coefficient becomes less tight as the network becomes

more dense and g falls. Indeed, as we have already seen in Corollary 3, any sufficiently dense

network is sustainable and thus, in general, a sustainable network needs not be clustered.

We finally investigate the architecture of efficient networks. To simplify the exposition, we

assume that the costs of forming links are symmetric across players and equal to c : N → R+

(which, as discussed in Section 2, is assumed strictly increasing with c(0) = 0).

Corollary 4 Suppose matching is random. Then, the following hold:

i. If c(κ∗ − 1) > 2
N

δ
1−δ , then the only efficient network is the empty network.

ii. Suppose that

a. If c(κ∗ − 1) < 2
N

δ
1−δ ;

b. N
κ∗ ∈ N;

c. (κ∗ − αN)
(
N 1−δ

δ + 2
)
< 1.

Then, a network G is efficient if and only if it consists of N
κ∗ complete components, each

of them having κ∗ nodes.

This corollary provides conditions under which the architecture of efficient networks can

be fully characterized. When the gains from cooperation are sufficiently low compared to the

costs of maintaining links, any nonempty network is dominated by the empty one. On the

other hand, when the costs of forming links are sufficiently low, the optimal network consists of

separate complete components of size κ∗, provided such network is feasible and, more crucially,

the agent is sufficiently patient. The result follows since efficiency pushes the number of links

to the threshold κ∗, organizing several separate complete components of κ∗ members is feasible,

and any other organization in which all the closed degrees equal κ∗ must be given by separate

complete components, as otherwise the resulting network cannot be sustainable when the agent

is patient.
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Finally, Condition c in the corollary above may seem hard to satisfy in applications. In

the Appendix, we enrich the model to allow for a variable project size (Ali and Miller 2010,

Wolitzky 2011). In that model, when the investment size is chosen at the beginning of the

game once and for all, Condition c is obtained for free as it is implied by Condition b. In

other words, Corollary 4 immediately applies when a stronger efficiency requirement is imposed.

With endogenous investments efficient networks trade off the following effects: while increasing

the size of the project is socially desirable, enforcing cooperation requires larger (more costly)

complete components. See Appendix A.2 for details.

4.4 Discussion and Summary

Our results provide necessary and sufficient conditions for sustainable networks. One of the

properties sustainable networks have is their cohesiveness. When matching is directed, the

cohesiveness of sustainable networks is particularly stark: sustainable networks are complete

networks in which all network members are linked. In contrast, when matching is random the

cohesiveness of sustainable networks depends on: (i) the network density; and (ii) holding the

intensity of the incentive problem α fixed, on players’ patience. Results in Sections 4.1 and 4.3

identify conditions under which some level of common knowledge of part of the history of the

game is essential for attaining self governance.

However, in the random matching model, self governance can be attained even in barely co-

hesive communities. Indeed, as Proposition 2 shows, any sufficiently dense network is sustainable

and, when players are impatient, the sustainability of a social arrangement is purely a matter

of degree. Since a sufficiently dense network is always cohesive, a consequence of Corollary 3 is

that, for regular networks, the local clustering coefficient of sustainable networks, as a function

of the degree, is bounded below by a U-shaped function when matching is random and players

are patient.

Efficient networks exhibit sharper clustering properties. In the directed matching model,

Corollary 1 shows that the set of efficient networks reduces to bilateral relationships in which

the agent repeatedly trades with a single investor. When matching is random, Corollary 4 shows

conditions under which efficient networks tend to be cohesive (e.g. several separate complete

components). These results identify game theoretical forces that favor the formation of clustered

relationships. In particular, a bilateral relationship between a firm and a supplier economizes on

links and information transmission. When the gains from expanding the supplier base are low (as

is the case of a firm whose production requires little update of inputs) a one-to-one relationship
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between a firm and a supplier is uniquely optimal. As a result, bilateral relationships maximize

the total surplus and are likely to be more stable and last longer, as empirically confirmed in

the apparel industry by Uzzi (1996). When expanding the base of trading investors is beneficial,

efficiency favors the formation of complete components in which several trading members fully

exchange information about the history of transactions. This organization resembles a number

of business associations, such as Japan’s keiretsus and Korea’s chaeobl (McMillan 1995).

We have identified conditions under which cohesiveness is a crucial ingredient to attain

efficient economic transactions. However, we have also found limits to the natural presumption

that cohesiveness is necessary for self governance. Case studies show how cohesive communities

trade by means of community based sanctions (Milgrom, North, and Weingast 1990, Greif 1993,

Bernstein 1992), yet evidence from social networking in internet platforms suggests there is

a fair amount of trade even in the absence of perfect information dissemination. Our results

provide a unified framework in which the cohesiveness of the social network is determined by

the particulars of the transactions.

Our results have testable implications about the architecture of sustainable networks. In

particular,

i. When matching is directed, sustainable networks must be complete components;

ii. When matching is random, a sustainable network must be sufficiently dense;

iii. When matching is random, the agent is impatient and defection gains are low (δ and g

are low), networks are sustainable as long as each agent has a sufficiently high degree (i.e.,

|N̄G(i)| ≥ κ∗);

iv. When matching is random, either the agent is patient or defection gains are low, networks

of intermediate density are sustainable as long as each agent’s clustering coefficient exceeds

a lower bound

5 Application: Markets and Networked Relationships

The implicit mechanism of misconduct deterrence studied in this paper is one among many

alternatives to organize exchange. In this section, we enrich the model to study how the existence

of anonymous markets may affect self governance.

There are several ways in which formal and informal arrangements may interact, and recent

literature has explored a few (Baker, Gibbons, and Murphy 1994, Attanasio and Rios-Rull 2000,
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Dixit 2003). In particular, Kranton (1996) studies the tension between effective search and

reciprocity in a model in which markets and cooperative relationships coexist. Spagnolo (2005)

shows how cooperation through long run relationships can be hurt by an improvement in the

functioning of financial markets. Fafchamps (2002) examines how relational contracting may

foster the spontaneous emergence of markets. We add to this list the idea that the existence

of an anonymous market through which standardized goods can be traded could hinder the

detection of opportunistic behavior in relationship based exchange. In a nutshell, a seemingly

innocuous market transaction may actually hide an unfaithful transaction in which one of the

parties did not play according to the implicit agreement.

To be more concrete, consider the experience good interpretation of our model, discussed in

Section 2.2. Now we assume that players who are not selected in a round can buy a standardized

version of the good through an anonymous market. Such transaction yields period payoffs

equal to 0. The selected player it may choose NI and buy the standardized good through

the market, or may choose I and engage in a partnership with the agent, paying upfront a

sufficiently high amount of money with the expectation of receiving an upgraded version of the

experience good (in which case the period payoff to it equals 1). As in the model discussed in the

previous section, the agent may choose to deliver not only a high- or low-quality good, which is

observed by all of it’s neighbors, but also the standardized (market quality good) version of the

good. When neighbors observe that the standardized quality of the good was delivered to an

investor i ∈ {1, . . . , N}, they do not observe the channel through which the good was acquired

(partnership vs. anonymous market). This induces a new and potentially attractive deviation

opportunity to the agent. Mainly, this allows the agent to engage in “window-dressing” defined

as the agent’s ability to undertake actions that are detrimental for the current partner and

beneficial for himself without loss in continuation payoffs.

More formally, we assume that the investor selected at round t, it, and the agent play a

modified trust game:

NI

0,0

I

it

D

−l, 1 + g

C

1, 1

M

−l̃, 1 + g̃

agent

Figure 3: A trust game in which the agent may play C, D, or M .

We assume that l̃ > 0 and g̃ > 0 so that the only equilibrium of the stage game yields, once
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again, the inefficient payoff vector (0, 0).

Information flows are as follows. When the selected investor it plays I, then it’s neighbors

observe whether the agent chooses C or D. However, if the agent chooses M and produces

the standardized quality good, then it’s neighbors cannot determine whether that standardized

version was produced by the agent or bought by it through the anonymous market. The new

information problem that this model brings to the environment is that an investor i’s neighbors,

by observing a market like experience, cannot determine whether the transaction was a market

transaction or was the result of a mischievous action in which the investor i made the investment

but only gets back a market quality good.

We extend trigger strategies by assuming that a player belonging to the social network G

will invest, unless the investor observed that the agent behaved unfaithfully when facing him or

one of his neighbors. We will say that a social network G is sustainable with partially observable

deviations if there is a sequential best reply σ0 for the agent to the trigger strategies used by

investors such that the agent plays C in all encounters occurring on the path of play. This

definition is analogous to Definition 1, with the added twist that in this model there are more

deviations as the agent may choose to deviate playing either M or D.

Let us define κ̃ := dα̃Ne, where α̃ := 1−δ
δ g̃ < 1.

Proposition 4 The following hold:

i. Suppose that matching is directed and let G be a nonempty network. Then,

G is sustainable with partially observable deviations if and only if |NG| = 1.

ii. Suppose that matching is random and κ̃ > 1. Then,

G is sustainable with partially observable deviations if and only if NG = ∅.

The first part of the proposition shows that when matching is directed, a network is conducive

to efficient trade if and only if the network consists of a single node. Any network consisting of

two or more nodes opens up the possibility for the agent to deviate playing M against one of

them, without incurring in value losses in the continuation game. The only way in which such

deviation can be deterred is by having a network consisting of a single trading investor. This

is in contrast with the model without partially observable deviations. Recall that in that case
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sustainability requires a complete components network architecture, while here only a long-term

partnership makes trading in good terms sustainable. In addition, under partially observable

deviations, the sustainable network is efficient. Thus, when the agent can pick his partner in

each period, the possibility of window dressing makes socially embedded relationships go away.

When matching is random and κ̃ is above one, it is always optimal for the agent to deviate by

playing M and, as a result, the only sustainable network is the empty one. Regardless of the

network architecture, deviating playing M entails losing the trading opportunities with a single

agent (the cheated agent) and such deviation cannot be deterred if the severity of the incentive

problem associated to that deviation, κ̃, is large enough.

There is some evidence suggesting the emergence of markets may be harmful for relationships.

Bertrand (2004) documents the weakening of long term relationships in US firms that have

been hit by tough import competition. Clay (1997) argues that during the 1830s, a coalition

of merchants in Mexican California fostered trade expansion, but the subsequent annexation

of California to the US –and the change in the legal order– caused the end of the coalition.

Ensminger (1992) describes the century-long process through which changes in the environment

finally triggered the Orma tribe in Kenya to move from a rule by a council of elders to the

recognition of the authority of the modern Kenyan nation state. All of these works suggest

that not only the architecture of the social network plays a crucial role at determining the

feasibility of self governance, but also market conditions matter. That the existence of markets

may deteriorate the quality of monitoring in networked relationships seems plausible, but clearly

this mechanism is one of many tentative explanations for the decline of relationships as markets

expand.

6 Concluding Remarks

This paper studies the problem of self governance in a model in which information flows are

governed by the community structure. Our results show that the way in which trading op-

portunities arise is a crucial determinant of the architecture of social networks conducive to

efficient trade. How easily it is to substitute potential trading partners has a nontrivial effect

on the architecture of social networks conducive to efficient trade. In particular, when matching

is directed and investors are easily substitutable, efficient trade is attainable only in complete

networks. In contrast, when matching is random and investors cannot be substituted to produce

surplus, there are conditions under which self governance can emerge even in barely cohesive

communities. Efficient networks maximize the total surplus created and we have identified con-
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ditions under which their architecture reduces to one or more complete components. Our model

yields testable implications relating the fundamentals of the game to the architecture of social

networks and can be accommodated to explore the interaction between formal and informal

institutions.

Several variations seem worth exploring. First, whether our framework could be extended to

study two-sided incentive problems (Kandori 1992) seems an interesting question. Second, the

social network G need not be known to the agent. For example, in transactions of experience

goods, a firm is unlikely to know the social ties a client has.16 Third, one could study alternative

matching technologies in which investors could be selected randomly according to a Markov

process of recognition. It seems important to understand how this process (which can be seen

as a network of emerging trading opportunities) restricts sustainable networks. In practice, it is

likely to be the case that the network of information transmission is related to the network of

trading opportunities induced by the Markov chain. Fourth, investors could be asymmetrically

informed about the type of the agent, and they could learn the type by observing neighbors’

play. We leave all these questions for future work.

16Fainmesser (2010) studies a repeated game model in which the social network is not common knowledge.
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APPENDIX

This Appendix consists of four sections. Section A presents some additional results. Section

B presents the dynamic programming formulation of the random matching model. Section C

presents omitted proofs. Section D presents some examples.

A Additional Results

This Section provides some additional results. Section A.1 shows that the definition of sustain-

ability is consistent with sequential equilibrium. Section A.2 extends the model to allow for

endogenous investments. Section A.3 presents a simple but new folk theorem.

A.1 Sustainable Networks and Sequential Equilibrium

The following result connects sustainable networks to sequential equilibria.

Lemma 1 Let G be a σ0-sustainable network. Then, (σ0, σG) is a sequential equilibrium of the

game.

Proof. Suppose first that matching is random, fix σ0 and σG and take any consistent system of

beliefs. When i ∈ NG knows the agent has played D when facing him or one of his neighbors,

it is common knowledge between the agent and i that the agent will play D against i in all

subsequent rounds. Thus, it is in player i’s interest to play NI. It follows that the prescribed

strategies are sequentially rational. When matching is directed, the result follows noting that

G is a complete network. Therefore, if an investor is selected off-path, the investor knows the

continuation strategy of the agent and, given that continuation strategy it is optimal to play as

mandated by the trigger strategy.

It is perhaps of interest to contrast the above construction when matching is random to

Kandori’s (1992). In our random matching model, after player it has observed some off path

behavior, regardless of his belief about when the deviation occurred, it is optimal for him to

play NI in all subsequent rounds. In Kandori’s (1992) model, after an off-path observation,

a player’s optimal continuation strategy will, in general, depend on his belief about when the

off-path phase was triggered. That makes Kandori’s (1992) construction much more involved.
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A.2 A Model with Endogenous Investments

We extend the model studied in the text and assume that the size of the investment, denoted S,

is set at the beginning of the game once and for all. The trust game is now presented below.17

NI

0,0

I

it

D

−l, S + g(S)

C

S, S

agent

Figure 4: A trust game with investment S.

Observe that in order to characterize sustainability, given a size S, we can always normalize

payoffs and apply the results in the main text. Given S, the intensity parameter α(S) = 1−δ
δ

g(S)
S

and the threshold κ∗(S) = dα(S)Ne are now functions of S. We will study efficient networks

allowing the size S ≥ 0 to be centrally determined at time 0, when matching is random.

Proposition 5 Suppose matching is random. Assume that g(S)
S is increasing. Let S∗ > 0 be

an efficient project size satisfying condition b in Corollary 4. Then, condition c in Corollary 4

holds.

Proof. Observe that the value of the efficient design must equal the total social payoffs

obtained by forming N
κ∗(S∗) components, each of them consisting of κ∗(S∗) nodes. If condition

c does not hold, the total social value can be increased by raising the project size to S̃ > S∗,

keeping the threshold κ∗(S̃) = κ∗(S∗) fixed, and forming N
κ∗(S∗) complete components. But this

contradicts the efficiency of the original arrangement. Therefore, S∗ must satisfy condition c.

The assumption that g(S)
S is increasing implies that the larger the project S, the higher the

temptation to renege. This condition is a force that makes increasing the project size more costly

in terms of incentives. As a result, the only way to achieve an efficient design is by economizing

on links and forming several complete components. A similar monotonicity condition is also

imposed by Ali and Miller (2010), but in that model determining the project size helps to

establish existence of contagious equilibria (Kandori 1992).

Finally, in a model with endogenous investments, the lager the project size the more connec-

tions each player must have. The proposition above assumes the existence of a solution S∗, but
17We have assumed that l does not depend on S just to simplify the exposition.
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such solution need not exist. A condition ensuring the existence of solution is limS→∞ α(S) > 1,

meaning that if the project is too large the complete network cannot is not sustainable.

A.3 A Folk Theorem

In contrast to most work in repeated games (e.g., Fudenberg and Maskin 1986, Fudenberg,

Levine, and Maskin 1994), we do not restrict attention to δ arbitrarily close to 1. On the

contrary, we fix players’ preferences and ask what properties sustainable networks exhibit. Just

for the record, though, we offer a folk-theorem-like result.

Proposition 6 Suppose matching is random. Fix g > 0, N ∈ N and a social network G. Then,

there exists δ̄ < 1 such that for all δ > δ̄, G is a sustainable network.

Proof. Let δ̄ = g

g+ 1
N

. Fix δ > δ̄ and note that (1 − δ) + δ
N ≥ (1 − δ)(1 + g). This

means that κ∗ = 1 and thus any network with an empty set of links is sustainable. For each

n ≥ 0, let Gn = {G = (NG, EG) | |NG| ≤ n}. We have already argued that any G ∈ G0

is sustainable. Assume that all networks in Gn−1 are sustainable. Let G ∈ Gn. Then, for

all i ∈ NG, N̄G(i) ≥ 1 = κ∗. Moreover, if i ∈ NG, then G \ N̄G(i) ∈ Gn−1 is sustainable.

Proposition 7 implies that G is sustainable.

Our game model is a private monitoring game –a player i ∈ {1, . . . , N} cannot observe all

players’ actions and how continuation play evolves is not common knowledge–. Though our

game is extremely simple, existent general folk theorems (Mailath and Samuelson 2006) do not

apply.

B Dynamic Programming Formulation of the RM Model

In this Section, we study the agent’s optimization problem in the random matching model.

Suppose the agent is facing i ∈ {1, . . . , N} at the first round of play t = 1. If i /∈ NG, then i

plays NI. This implies that regardless of player 0’s action no information is transmitted and

thus it is in player 0’s interest to choose C. If i ∈ NG, player i chooses I. If the agent chooses D,

then his period payoff will be 1 + g. In the next round t = 2, player i’s neighbors get informed

and, as mandated by the strategy profile (σGj )j∈N̄G(i), they do not to trade. Thus, none of the

links involving nodes in N̄G(i) transmits any information. Thus, at round t = 2, the agent is

effectively facing a network in which all nodes in N̄G(i) and their links have been removed. In
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other words, the problem the producer will face is similar to the one faced at t = 1, but with

the smaller network G \ N̄G(i) replacing G. When facing investor i at t = 1, the agent can also

choose the high action, get a period payoff of 1, and keep the network G unchanged.

We can then formulate the decision problem faced by agent as a dynamic programming

problem. Denoting by v(i, G′) the expected discounted sum of normalized payoffs when the

agent faces investor i, given a network G′, it follows that

v(i, G′) =

max
{

(1− δ) + δ
N

∑N
j=1 v(j,G′), (1− δ)(1 + g) + δ

N

∑N
j=1 v(j,G′ \ N̄G′(i))

}
if i ∈ NG′

δ
N

∑N
j=1 v(j,G′) if not.

(B1)

Equation (B1) is a Bellman equation and standard arguments show the existence and uniqueness

of the value function (v(i, G′))i,G′ (Stokey and Lucas 1989).

It will be in general hard to find closed form solutions to continuation values. Yet, the

following lemma provides bounds that will be useful in the sequel.

Lemma 2 The following statements hold:

i. For all G,
∑N

j=1 v(j,G) ≥ |NG|. The equality holds provided G is sustainable.

ii. For all G,
∑N

j=1 v(j,G) ≤ (1 + g)|NG|.

Proof. Let us prove the first part of the lemma. By definition, for all i ∈ NG,

v(i, G) ≥ (1− δ) +
δ

N

N∑
k=1

v(k,G) (B2)

while for i /∈ G, v(i, G) = δ
N

∑N
k=1 v(k,G). Adding up and solving for

∑N
k=1 v(k,G), it follows

that
∑N

k=1 v(k,G) ≥ |NG|. Note also that if G is sustainable then (B2) holds with equality, this

completes the first part of the lemma.

To prove the second part, note that the statement holds when NG = ∅. Assume that the

statement holds for all networks G′ with |NG′ | ≤ n − 1 and let us prove the result when G is

such that |NG| = n. Note first that for all j ∈ NG

v(j,G) ≤ (1− δ)(1 + g) +
δ

N
max

{
(1 + g)

(
|NG| − |N̄G(j)|

)
,

N∑
k=1

v(k,G)
}
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where we use that NG\N̄G(i) ≤ n− 1. Let P ⊆ NG be the set of all j such that (1 + g)
(
|NG| −

|N̄G(j)|
)
≥
∑N

k=1 v(k,G). If P is empty, the result follows immediately. If not, we deduce that

N∑
j=1

v(j,G) ≤ (1− δ)(1 + g)|NG|+ δ

N

{
(1 + g)

∑
j∈P

(
|NG| − |N̄G(j)|

)
+ (N − |P |)

N∑
k=1

v(k,G)
}

and thus

N∑
j=1

v(j,G) ≤(1− δ)(1 + g)|NG|
1− δ(N−|P |N )

+
δ(1 + g)

1− δ(N−|P |N )

∑
j∈P

|NG| − |N̄G(j)|
N

≤(1− δ)(1 + g)|NG|
1− δ(N−|P |N )

+
δ(1 + g)

1− δ(N−|P |N )
|P | |N

G|
N

≤(1 + g)|NG|
{(1− δ) + δ |P |N

1− δ(N−|P |N )

}
=(1 + g)|NG|

which proves the result.

This lemma provides upper and lower bounds on the agent’s continuation values for any

network G. The lower bound states that the agent’s continuation value is at least what he

gets if he complies in all possible encounters when facing members of the network G, while the

upper bound says that the continuation value cannot be greater than what the agent could get

if he systematically chooses the low action in all encounters, but he does not loose any trading

opportunity.

C Omitted Proofs

This Section provides proofs that have been omitted.

C.1 Proof of Proposition 1

If G is a complete network, then any σ0 ∈ BRG(σG) is such that the outcome of the game has

only members of NG chosen, the chosen investors invest, and the agent cooperates. Thus, G is

sustainable.

Take now a nonempty sustainable network G and assume it is not a complete network. Take

σ0 ∈ BRG(σG) such that on path the network is kept unchanged. Then, the expected discounted
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sum of normalized payoffs for the agent at the beginning of t = 1 is equal to 1. Since G is not

a complete network, there exist i, j ∈ NG such that j /∈ N̄G(i). Consider the strategy σ̄0 for

the agent: at t = 1 choose i1 = i and defect, in the continuation game starting at t = 2 play

a best reply given the network G \ N̄G(i). Note that j ∈ G \ N̄G(i) and thus the normalized

continuation value starting at t = 2 is at least 1. It follows that σ̄0 yields a normalized payoff

to the agent greater than or equal to (1− δ)(1 + g) + δ > 1 and thus σ0 cannot be a sequential

best reply. This implies that G is not sustainable.

C.2 Proofs of Section 4.2

Proof of Proposition 2. Part (i) Since G is sustainable,
∑N

j=1 v(j,G) = |NG|. For i ∈ NG,

(1− δ) + δ
1
N
|NG| ≥ (1− δ)(1 + g) + δ

1
N

∑
j=1

v(j,G \ N̄G(i))

≥ (1− δ)(1 + g) + δ
|G \ N̄G(i)|

N
= (1− δ)(1 + g) + δ

|NG| − |N̄G(i)|
N

,

where the first inequality is by definition of sustainability and the second one follows from Lemma

2. This in turn implies (1− δ) + δ |N̄
G(i)|
N ≥ (1− δ)(1 + g). By definition of κ∗, |N̄G(i)| ≥ κ∗.

Part (ii) Assume that G is not sustainable. Then, there exists i ∈ NG such that

(1− δ)(1 + g) +
δ

N

N∑
k=1

v(k,G \ N̄G(i)) > (1− δ) +
δ

N

N∑
k=1

v(k,G).

Using both parts of Lemma 2, it follows that (1 − δ)(1 + g) + (1 + g) δN
(
|NG| − |N̄G(i)|

)
>

(1− δ) + δ |N
G|
N . The result follows rearranging terms.

Proof of Corollary 2. Part (i) If N̄G(i) ≥ κ∗ for all i ∈ NG, then

N̄G(i) ≥ κ∗ ≥ κ∗ +
g

1 + g
(|NG| − κ∗)− 1

1 + g
(κ∗ − 1− δ

δ
gN) =

g

1 + g
|NG|+ 1

1 + g

1− δ
δ

gN

and the sustainability of G is deduced from Proposition 2. The converse is immediate.

Part (ii) If G is minimally sustainable, then i ∈ NG, mink∈N̄G(i)|N̄G(k)| ≥ κ∗ from Part (i).

Moreover, Proposition 2, there must be k ∈ N̄G(i) such that

|N̄G(k)| < κ∗ + 1 +
1

1 + g

(
g(|NG| − κ∗) + (

1− δ
δ

gN − κ∗)
)
≤ κ∗ + 1

and thus |N̄G(k)| = κ∗. Conversely, let G be such that for all i ∈ NG, mink∈N̄G(i)|N̄G(k)| = κ∗.
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Then, Part (i) implies that G is sustainable. To see G is minimally sustainable, note that no

link can be removed without impairing sustainability as a consequence of Proposition 2.

C.3 Proofs of Section 4.3

Proof of Proposition 3. Partition the set of nodes as {1, . . . , N} = Q∪
[
NG \ (Q∪ N̄G(i))

]
∪[

({1, . . . , N} \NG) ∪ N̄G(i)
]
. First note that for all j ∈ Q

v(j,G \ N̄G(i)) ≥ (1− δ)(1 + g) +
δ

N

( N∑
k=1

v(k, [G \ N̄G(i)] \ N̄G\N̄G(i)(j))
)

≥ (1− δ)(1 + g) +
δ

N

(
|N̄G| − |N̄G(i)| − |N̄G\N̄G(i)(j)|

)
while for j ∈ NG \ (Q ∪ N̄G(i))

v(j,G \ N̄G(i)) ≥ (1− δ) +
δ

N

N∑
k=1

v(k,G \ N̄G(i))

and for j ∈ ({1, . . . , N} \NG) ∪ N̄G(i)

v(j,G \ N̄G(i)) =
δ

N

N∑
k=1

v(k,G \ N̄G(i)).

It then follows that

N∑
k=1

v(k,G \ N̄G(i)) ≥ |Q|
(

(1− δ)(1 + g) +
δ

N
(|NG| − |N̄G(i)|)

)
− δ

N

∑
j∈Q
|N̄G\N̄G(i)(k)|

+
(
|NG| − |Q| − |N̄G(i)|

)(
(1− δ) +

δ

N

N∑
k=1

v(k,G \ N̄G(i)
)

+
(
N − |NG|+ |N̄G(i)|

) δ
N

N∑
k=1

v(k,G \ N̄G(i))

and solving for
∑N

k=1 v(k,G \ N̄G(i))

1
N

N∑
k=1

v(k,G \ N̄G(i)) ≥ 1
N(1− δ) + δ|Q|

{
(1− δ)(|NG| − |N̄G(i)|) + (1− δ)g|Q|

+
δ

N
|Q||NG| − δ

N

∑
j∈Q

(
|N̄G\N̄G(i)(j)|+ |N̄G(i)|

)}
.
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Since G is sustainable, (1− δ) + δ |N
G|
N ≥ (1− δ)(1 + g) + δ

N

∑N
k=1 v(k,G \ N̄G(i)). Plugging in

the inequality above for 1
N

∑N
k=1 v(k,G \ N̄G(i)), we deduce that

N(1− δ)
N(1− δ) + δ|Q|

{
2g|Q|−|N̄G(i)|+ 1− δ

δ
gN
}
≤ δ

N(1− δ) + δ|Q|
∑
j∈Q

(
|N̄G\N̄G(i)(j)|+ |N̄G(i)|

)
.

Now, note that for all j ∈ Q ⊆ NG
2 (i), |N̄G\N̄G(i)(j)| = |N̄G(j)| − |{k ∈ NG | ik, kj ∈ EG}| and

arrange terms to obtain the desired results.

Proof of Corollary 3. Take a sustainable network G and i ∈ NG. Proposition 3 implies

that

∑
k∈NG(i)

|NG(k) \ N̄G(i)| =
∑

j∈NG
2 (i)

|{k ∈ NG | ik, kj ∈ EG}|

≤
(N(1− δ)

δ
+ 2|NG

2 (i)|
)(
KG(i)− 1− δ

δ
gN
)

where KG(i) = max{|N̄G(j)| | j ∈ N̄G(i) ∪ NG
2 (i)}. Thus, the number of links between nodes

in NG(i) is at least

1
2

{ ∑
k∈NG(i)

(
|NG(k)| − 1

)
−

∑
k∈NG(i)

|NG(k) \ N̄G(i)|
}

≥ 1
2

{ ∑
k∈NG(i)

(
|NG(k)| − 1

)
−
(N(1− δ)

δ
+ 2|NG

2 (i)|
)(
KG(i)− 1− δ

δ
gN
)}

and thus the clustering coefficient of node i can be bounded below by

ClG(i) ≥

∑
k∈NG(i)

(
|NG(k)| − 1

)
−
(
N(1−δ)

δ + 2|NG
2 (i)|

)(
KG(i)− 1−δ

δ gN
)

|NG(i)|(|NG(i)| − 1)
. (C1)

Since for all i ∈ NG, |N̄G(i)| = βN , (C1) reduces to the inequality in the corollary.

Proof of Corollary 4. Part (i) Suppose that a nonempty network G is efficient. Proposi-

tion 2 implies that for all i ∈ NG, |NG(i)| ≥ κ∗ − 1 and thus
∑N

i=1 c(|NG(i)|) ≥ |NG|c(κ∗ − 1).

On the other hand, the sum across all players of total expected payoffs in the repeated game

equals |N
G|
N

2δ
1−δ < |N

G|c(κ∗− 1) ≤
∑N

i=1 c(|NG(i)|) and therefore the empty network, yielding a

total expected payoff of 0, strictly dominates G.

Part (ii) Consider a sustainable network G such that |NG| = mκ∗ + n, where m,n ≥ 1

and n ≤ κ∗ − 1. At least one component of network G has M ≥ κ∗ + 1 nodes. Condition c

in the statement of the result together with Proposition 3 imply there exists a node i in such
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component such that N̄G(i) ≥ κ∗ + 1. Since G is sustainable, all remaining nodes must have

closed degree at least equal to κ∗. The objective function defining efficient networks evaluated

at G is at most
mκ∗ + n

N

2δ
1− δ

− c(κ∗)− (mκ∗ + n− 1)c(κ∗ − 1). (C2)

Form now a new network Ḡ with |N Ḡ| = (m+ 1)κ∗ consisting of m+ 1 complete components,

each having κ∗ nodes. Such network can always be formed, as a result of Condition b, and is

sustainable. The objective function (2.1) at Ḡ equals

(m+ 1)κ∗

N

2δ
1− δ

− (m+ 1)κ∗c(κ∗ − 1).

The difference between the term above and (C2) equals

(κ∗ − n)
( 2δ

1− δ
1
N
− c(κ∗ − 1)

)
+
(
c(κ∗)− c(κ∗ − 1)

)
,

which is strictly positive. It then follows that any efficient network G is such that |N
G|
κ∗ ∈ N. For

any such network size |NG|, a new application of Proposition 3 and Condition c implies that

the least total number of links can only be attained when the |NG| nodes are arranged in |N
G|
κ∗

components. Condition a implies that the value of each component is strictly positive and the

result follows.

D Examples of Sustainable Networks

This section provides a few examples of sustainable networks. The following property turns out

to be useful in some applications.

Proposition 7 Suppose that matching is random and let G be such that N̄G(i) ≥ κ∗ and

G \ N̄G(i) is sustainable, for all i ∈ NG. Then, G is sustainable.

Proof. Since G\N̄G(i) is sustainable,
∑N

j=1 v(j,G\N̄G(i)) = |G\N̄G(i)| = |NG|−|N̄G(i)|.

sustainability of G requires for i ∈ NG that

(1− δ) +
δ

N

∑
j=1

v(j,G) ≥ (1− δ)(1 + g) +
δ

N

∑
j=1

v(j,G \ N̄G(i))

= (1− δ)(1 + g) + δ
|NG| − |NG(i)|

N
.
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Because of Lemma 2, the inequality is satisfied if (1− δ) + δ
N |N

G| ≥ (1− δ)(1 + g) + δ
N (|NG| −

|N̄G(i)|) or equivalently, |N̄G(i)| ≥ 1−δ
δ Ng. But |N̄G(i)| ≥ κ∗, and thus the result follows.

This proposition shows that a network is sustainable provided each investor i has at least κ∗

links and deleting any node i and all the investors connected to i results in a smaller sustainable

network. Such a network G can also be seen as robust in the sense that an off-path deviation

against any i ∈ NG does not lead the agent to commit additional mischievous actions.

Stars We now derive necessary and sufficient conditions for a star to be sustainable, and

explore how our general results compare to these conditions. This exercise can also be seen as

a generalization of the study of the incomplete network G3 in Section 3.

Consider the model studied in Section 2. Let G be a star consisting of k+1 ≥ N nodes, with

k ≥ 2. Recall that G is a star if there exists a node i ∈ NG such that for every node j ∈ NG,

NG(j) = {i}. The question we ask is whether network G is sustainable.

There are simple conditions ruling out the sustainability of the star. When matching is

directed, Proposition 1 implies that only complete networks can be sustainable and as result,

the star, being an incomplete network, cannot be sustainable. When matching is random,

Proposition 2 implies that members of sustainable networks must have closed degrees greater

than or equal to κ∗. Therefore, when matching is random and κ∗ ≥ 3, the star cannot be

sustainable. On the other hand, when matching is random and κ∗ = 1, the star is sustainable

as can be seen from by applying Proposition 7.

The only case left to study is when matching is random and κ∗ = 2.

Proposition 8 Suppose that matching is random, κ∗ = 2, and let k̄ = 1+ κ∗−αN
αN−1

(
N(1−δ)+δ

)
.

Then,

G is sustainable if and only if k ≤ k̄.

Proof. The social network G is sustainable if and only if

(1− δ) + δ
k + 1
N
≥ (1− δ)(1 + g) + δvk−1

where vk−1 is the ex ante continuation value accruing to the agent when he is facing a set of

k − 1 unconnected nodes. Now, note that (vk)Nk=0 satisfies the following recursion

vk =
k

N

(
(1− δ)(1 + g) + δvk−1

)
+
N − k
N

δvk
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with v0 = 0. The recursion can be written as vk = k
N(1−δ)+δk

(
(1 − δ)(1 + g) + δvk−1

)
and is

solved by

vk = k
(1− δ)(1 + g)
N(1− δ) + δ

.

Thus the star G composed of k + 1 nodes is sustainable if and only if

1
N

(2− 1− δ
δ

gN) ≥ (k − 1)
((1− δ)(1 + g)
N(1− δ) + δ

− 1
N

)
(D1)

which can be equivalently written as

k ≤ 1 +
κ∗ − 1−δ

δ gN
1−δ
δ gN − 1

(
N(1− δ) + δ

)
which proves the result.

This result shows that the star will be sustainable if and only if its size is sufficiently low.

If the network is too large, then there are attractive opportunities to double deviate by first

defecting against a peripheral investor and then taking advantage of uninformed investors. This

implies that sustainable stars cannot have too many members.

We can also use our general results to derive necessary and sufficient conditions for sustain-

ability. Corollary 2 implies that if k ≤ 1 + κ∗−αN
g , then the star is sustainable. Proposition

3 allows us to derive the following necessary condition for sustainability when κ∗ − αN < 1
2 :

k ≤ 1 + N(1−δ)
δ

κ∗−αN
1−2(κ∗−αN) . These bounds are not tight, but they restrict the parameters of the

game in a meaningful way and have qualitative implications consistent with the sharp charac-

terization of Proposition 8.

Unions of Complete Components We now restrict attention to the random matching

model. Complete networks consisting of κ∗ or more nodes are always sustainable, regardless of

the matching technology. The question we ask is whether unions of complete components can

result in an sustainable network.

Let G1 and G2 be two disjoint complete components, with NGn ≥ κ∗ for n = 1, 2. Take the

graph G = (NG, V G), with NG = NG1 ∪ NG2
and V G = V G1 ∪ V G2 ∪ {lm}, where l ∈ NG1

and m ∈ NG2
. Network G is the union of networks G1 and G2, and a bridge connecting both of

them.

Proposition 9 The following hold:
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i. If |NGn | ≥ κ∗ + 1 for n = 1, 2, then G is sustainable.

ii. If |NGn | = κ∗ for some n and κ∗ − αN < 1
N 1−δ

δ
+2

, then G is not sustainable.

Proof. The first statement follows from Proposition 7 by noting that for all i ∈ NG,

N̄G(i) ≥ κ∗ + 1 and G \ N̄G(i) ≥ κ∗ is always stable. The second part follows by applying

Proposition 3 to a node in NGn that is not a bridge.

It is also of interest to study whether tree unions of networks can be sustainable. Assume

that G1 and G2 have a single node in common and let G be the tree union of G1 and G2 defined

as NG = NG1 ∪NG2
and EG = EG

1 ∪EG2
. The three union operation has been shown to result

in equilibrium networks (or, using our terminology, sustainable networks) in a repeated game

model of complete information (Jackson, Rodriguez-Barraquer, and Tan 2010). As the following

Proposition shows, this need not be the case in our model of incomplete information.

Proposition 10 The following hold:

i. If |NGn | ≥ κ∗ + 1 for n = 1, 2, then G is sustainable

ii. If |NGn | = κ∗ for n = 1, 2 and (κ∗ − αN) < κ∗−1
N 1−δ

δ
+1

, then G is not sustainable.

Proof. The first part follows from Proposition 7. The second part follows by taking any

node which is not in NG1 ∩NG2
and noting that a necessary condition for stability, as implies

by Proposition 3, is

κ∗ − 1 ≤ (N
1− δ
δ

+ 2)(κ∗ − αN).

The result follows by noting this necessary condition is violated.

As already illustrated in Section 3, tree unions of cliques of a minimal size κ∗ need not be

sustainable as, after a deviation against one of the network members, it may still be possible to

exploit further deviating opportunities. The same mechanism is at work in the general model,

and this contrasts with the model of Jackson, Rodriguez-Barraquer, and Tan (2010).

References

Abreu, D., D. Pearce, and E. Stacchetti (1990): “Toward a Theory of Discounted Re-

peated Games with Imperfect Monitoring,” Econometrica, 58(5), 1041–1063.

39



Ahn, I., and M. Suominen (2001): “Word-of-Mouth Communication and Community En-

forcement,” International Economic Review, 42, 399–415.

Ali, S., and D. Miller (2010): “Cooperation and Collective Enforcement in Networked Soci-

eties,” Discussion paper, UC San Diego.

Allcott, H., D. Karlan, M. Mobius, T. Rosenblat, and A. Szeidl (2007): “Community

Size and Network Closure,” The American Economic Review: Papers and Proceedings, pp.

80–85.

Attanasio, O., and J.-V. Rios-Rull (2000): “Consumption smoothing in island economies:

Can public insurance reduce welfare?,” European Economic Review, 44(7), 1225–1258.

Baker, G., R. Gibbons, and K. Murphy (1994): “Subjective Performance Measures in

Optimal Incentive Contracts,” The Quarterly Journal of Economics, pp. 1125–1156.

Balmaceda, F. (2006): “Endogenous Cooperative Networks: Social Capital and the Small-

World Property,” http://ssrn.com/abstract=930053.

Bendor, J., and D. Mookherjee (1990): “Norms, Third Party Sanctions, and Cooperation,”

Journal of Law, Economics, and Organization, 6(1), 33.

Bernstein, L. (1992): “Opting Out of the Legal System: Extralegal Contractual Relations in

the Diamond Industry,” The Journal of Legal Studies, 21(1), 115–157.

Bertrand, M. (2004): “From the Invisible Handshake to the Invisible Hand? How Import

Competition Changes the Employment Relationship,” Journal of Labor Economics, 22(4),

pp. 723–765.

Bhaskar, V. (1998): “Informational Constraints and the Overlapping Generations Model: Folk

and Anti-Folk Theorems,” Review of Economic Studies, 65(1), 135–149.

Bloch, F., G. Genicot, and D. Ray (2008): “Informal Insurance in Social Networks,”

Journal of Economic Theory, 143(1), 36–58.

Chwe, M. (2000): “Communication and Coordination in Social Networks,” Review of Economic

Studies, 67(1), 1–16.

Clay, K. (1997): “Trade without Law: Private Order Institutions in Mexican California,”

Journal of Law, Economics, and Organization, 13(1), 202–231.

40



Coleman, J. (1990): Foundations of Social Theory. Belknap Press.

Deb, J. (2008): “Cooperation and Community Responsibility: A Folk Theorem for Repeated

Random Matching Games,” Discussion paper, NYU Stern.

Dellarocas, C. (2003): “The Digitization of Word of Mouth: Promise and Challenges of

Online Feedback Mechanisms,” Management Science, 49(10), 1407–1424.

Dixit, A. (2003): “Trade Expansion and Contract Enforcement,” Journal of Political Economy,

111(6).

(2006): Lawlessness and Economics. Alternative Modes of Governance. Oxford Uni-

versity Press.

Ellison, G. (1994): “Cooperation in the Prisoner’s Dilemma with Anonymous Random Match-

ing,” The Review of Economic Studies, 61(3), 567–588.

Ensminger, J. (1992): Making a Market: The Institutional Transformation of an African

Society. Cambridge University Press.

Fafchamps, M. (2002): “Spontaneous Market Emergence,” The BE Journal of Theoretical

Economics, 2(1).

Fainmesser, I. (2010): “Community Structure and Market Outcomes: A Repeated Games in

Networks Approach,” Discussion paper, Brown University.

Fearon, J., and D. Laitin (1996): “Explaining Interethnic Cooperation,” American Political

Science Review, pp. 715–735.

Fudenberg, D., D. Levine, and E. Maskin (1994): “The Folk Theorem with Imperfect

Public Information,” Econometrica, 62(5), 997–997.

Fudenberg, D., and E. Maskin (1986): “The Folk Theorem in Repeated Games with Dis-

counting or with Incomplete Information,” Econometrica, 54(3), 533–554.

Ghosh, P., and D. Ray (1996): “Cooperation in Community Interaction without Information

Flows,” The Review of Economic Studies, 63(3), 491–519.

Goyal, S. (2007): Connections: An Introduction to the Economics of Networks. Princeton

University Press.

41



Granovetter, M. (1985): “Economic Action and Social Structure: The Problem of Embed-

dedness,” American Journal of Sociology, 91(3), 481.

Greif, A. (1993): “Contract Enforceability and Economic Institutions in Early Trade: The

Maghribi Traders’ Coalition,” The American Economic Review, 83(3), 525–548.

Grossman, S., and O. Hart (1986): “The Costs and Benefits of Ownership: A Theory of

Vertical and Lateral Integration,” The Journal of Political Economy, 94(4), 691–719.

Guo, S., M. Wang, and J. Leskovec (2011): “The Role of Social Networks in Online Shop-

ping: Information Passing, Price of Trust, and Consumer Choice,” in Proceedings of the 12th

ACM conference on Electronic Commerce, pp. 157–166. ACM.

Haag, M., and R. Lagunoff (2006): “Social Norms, Local Interaction and Neighborhood

Planning,” International Economic Review, 47(1), 265–296.

Harrington, J. (1995): “Cooperation in a One-Shot Prisoners’ Dilemma*,” Games and Eco-

nomic Behavior, 8(2), 364–377.

Head, K., J. Ries, and B. Spencer (2004): “Vertical Networks and US Auto Parts Exports:

Is Japan Different?,” Journal of Economics & Management Strategy, 13(1), 37–67.

Jackson, M. (2008): Social and Economic Networks. Princeton University Press.

Jackson, M., T. Rodriguez-Barraquer, and X. Tan (2010): “Social Capital and Social

Quilts: Network Patterns of Favor Exchange,” Discussion paper, Stanford University.

Kandori, M. (1992): “Social Norms and Community Enforcement,” Review of Economic Stud-

ies, 59(1), 63–80.

(2002): “Introduction to Repeated Games with Private Monitoring,” Journal of Eco-

nomic Theory, 102(1), 1–15.

Karlan, D., M. Mobius, T. Rosenblat, and A. Szeidl (2009): “Trust and Social Collat-

eral,” Quarterly Journal of Economics, 124(3), 13071–361.

Kinateder, M. (2010): “The Repeated Prisoner’s Dilemma in a Network,” Discussion paper,

Universidad de Navarra.

Klein, B., R. Crawford, and A. Alchian (1978): “Vertical Integration, Appropriable Rents,

and the Competitive Contracting Process,” Journal of Law and Economics, 21(2), 297–326.

42



Kranton, R. (1996): “Reciprocal Exchange: A Self Sustaining System,” The American Eco-

nomic Review, 86(4), 830–851.

Kreps, D., and R. Wilson (1982): “Sequential Equilibria,” Econometrica, 50(4), 863–894.

Levin, J. (2011): “The Economics of Internet Markets,” Discussion paper, National Bureau of

Economic Research.

Lippert, S., and G. Spagnolo (2010): “Networks of Relations and Word of Mouth Commu-

nication,” Games and Economic Behavior.

Mailath, G., and L. Samuelson (2006): Repeated Games and Reputations. Oxford University

Press, Oxford.

McMillan, J. (1995): “Reorganizing Vertical Supply Relationships,” in Trends in Business

Organization: Do Participation and Cooperation Increase Competitiveness, pp. 203–222.

Mihm, M., R. Toth, and C. Lang (2009): “What Goes Around Comes Around: A Theory of

Indirect Reciprocity in Networks,” Working papers, Cornell University, Center for Analytic

Economics.

Milgrom, P., D. North, and B. Weingast (1990): “The Role of Institutions in the Revival

of Trade: The Law Merchant, Private Judges, and the Champagne Fairs,” Economics and

Politics, 2(1), 1–23.

Okuno-Fujiwara, M., and A. Postlewaite (1995): “Social Norms and Random Matching

Games,” Games and Economic Behavior, 9(1), 79–109.

Ostrom, E. (1990): Governing the Commons: The Evolution of Institutions for Collective

Action. Cambridge University Press.

Raub, W., and J. Weesie (1990): “Reputation and Efficiency in Social Interactions: An

Example of Network Effects,” American Journal of Sociology, 96(3), 626–654.

Rauch, J. (2001): “Business and Social Networks in International Trade,” Journal of Economic

Literature, 39(4), 1177–1203.

Rooks, G., W. Raub, and F. Tazelaar (2006): “Ex Post Problems in Buyer–Supplier

Transactions: Effects of Transaction Characteristics, Social Embeddedness, and Contractual

Governance,” Journal of Management and Governance, 10(3), 239–276.

43



Spagnolo, G. (2005): “Globalization and Cooperative Relations,” CEPR Discussion Papers

3522, C.E.P.R. Discussion Papers.

Stokey, N., and E. Lucas, R. with Prescott (1989): Recursive Methods in Economic

Dynamics. Harvard University Press, Cambridge.

Takahashi, S. (2010): “Community Enforcement when Players Observe Partners’ Past Play,”

Journal of Economic Theory, 145(1), 42–62.

Uzzi, B. (1996): “The Sources and Consequences of Embeddedness for the Economic Perfor-

mance of Organizations: The Network Effect,” American Sociological Review, 61(4), 674–698.

Watson, J. (2002): “Starting Small and Commitment,” Games and Economic Behavior, 38(1),

176–199.

Williamson, O. (1979): “ Transaction-Cost Economics: The Governance of Contractual Re-

lations,” Journal of Law and Economics, 22(2), 233–261.

Wolitzky, A. (2011): “Cooperation with Network Monitoring,” Discussion paper, Department

of Economics, MIT.

44



Centro de Economía Aplicada 
Departamento de Ingeniería Industrial 

Universidad de Chile 
 

2012 

290. Self Governance in Social Networks of Information Transmission 
 Felipe Balmaceda y Juan F. Escobar 
 
289. Efficiency in Games with Markovian Private Information 

Juan F. Escobar y Juuso Toikka 
 
288. EPL and Capital-Labor Ratios 

Alexandre Janiaka y Etienne Wasmer 
 
287. Minimum Wages Strike Back: The Effects on Capital and Labor Demands in a Large-Firm 

Framework 
 Sofía Bauducco y Alexandre Janiak 
 
2011 

286. Comments on Donahue and Zeckhauser: Collaborative Governance 
 Ronald Fischer  
 
285. Casual Effects of Maternal Time-Investment on children’s Cognitive Outcomes 

Benjamín Villena-Rodán y Cecilia Ríos-Aguilar 
 
284. Towards a Quantitative Theory of Automatic Stabilizers: The Role of Demographics 
 Alexandre Janiak y Paulo Santos Monteiro 
 
283. Investment and Environmental Regulation: Evidence on the Role of Cash Flow 
 Evangelina Dardati y Julio Riutort 
 
282. Teachers’ Salaries in Latin America. How Much are They (under or over) Paid? 
 Alejandra Mizala y Hugo Ñopo 
 
281. Acyclicity and Singleton Cores in Matching Markets  
 Antonio Romero-Medina y Matteo Triossi 
 
280. Games with Capacity Manipulation: Incentives and Nash Equilibria 
 Antonio Romero-Medina y Matteo Triossi 
 
279. Job Design and Incentives 
 Felipe Balmaceda 
 
278. Unemployment, Participation and Worker Flows Over the Life Cycle 
 Sekyu Choi - Alexandre Janiak -Benjamín Villena-Roldán 
 
277. Public-Private Partnerships and Infrastructure Provision in the United States 

(Publicado como “Public-Private-Partnerships to Revamp U.S. Infrastructure”. Hamilton Policy 
Brief, Brookings Institution 2011) 
Eduardo Engel, Ronald Fischer y Alexander Galetovic 



 

2010 
 
276. The economics of infrastructure finance: Public-private partnerships versus public provision  

(Publicado en European Investment Bank Papers, 15(1), pp 40-69.2010) 
Eduardo Engel, Ronald Fischer y Alexander Galetovic 

 
275. The Cost of Moral Hazard and Limited Liability in the Principal-Agent Problem 

F. Balmaceda, S.R. Balseiro, J.R. Correa y N.E. Stier-Moses 
 
274. Structural Unemployment and the Regulation of Product Market 

Alexandre Janiak 
 
273.  Non-revelation Mechanisms in Many-to-One Markets 

Antonio Romero-Medina y Matteo Triossi 
 
272. Labor force heterogeneity: implications for the relation between aggregate volatility and 

government size  
Alexandre Janiak y Paulo Santos Monteiro 

 
271. Aggregate Implications of Employer Search and Recruiting Selection 

Benjamín Villena Roldán 
 
270. Wage dispersion and Recruiting Selection 
 Benjamín Villena Roldán 
 
269. Parental decisions in a choice based school system: Analyzing the transition between primary and 

secondary school 
 Mattia Makovec, Alejandra Mizala y Andrés Barrera 

 
268. Public-Private Wage Gap In Latin America (1999-2007): A Matching Approach 
 (Por aparecer en Labour Economics, (doi:10.1016/j.labeco.2011.08.004)) 
 Alejandra Mizala, Pilar Romaguera y Sebastián Gallegos 
 
267. Costly information acquisition.  Better to toss a coin? 
 Matteo Triossi 
 
266. Firm-Provided Training and Labor Market Institutions 
 Felipe Balmaceda 
 
2009 
 
265. Soft budgets and Renegotiations in Public-Private Partnerships 

Eduardo Engel, Ronald Fischer y  Alexander Galetovic 
 
264. Information Asymmetries and an Endogenous Productivity Reversion Mechanism 
 Nicolás Figueroa y Oksana Leukhina 
 
263. The Effectiveness of Private Voucher Education: Evidence from Structural School Switches 

(Publicado en Educational Evaluation and Policy Analysis Vol.  33 Nº 2 2011. pp. 119-137) 
 Bernardo Lara, Alejandra Mizala y Andrea Repetto 
 



 

262. Renegociación de concesiones en Chile  
(Publicado como “Renegociación de Concesiones en Chile”. Estudios Públicos, 113, Verano, 
151–205. 2009) 

 Eduardo Engel, Ronald Fischer, Alexander Galetovic y Manuel Hermosilla 
 
261. Inflation and welfare in long-run equilibrium with firm dynamics 

Alexandre Janiak y Paulo Santos Monteiro  
 
260. Conflict Resolution in the Electricity Sector - The Experts Panel of Chile  

R. Fischer, R. Palma-Behnke y J. Guevara-Cedeño 
 
259. Economic Performance, creditor protection and labor inflexibility 

(Publicado como “Economic Performance, creditor protection and labor inflexibility”. Oxford 
Economic Papers, 62(3),553-577. 2010) 

 Felipe Balmaceda y Ronald Fischer 
 
258. Effective Schools for Low Income Children: a Study of Chile’s Sociedad de Instrucción Primaria 

(Publicado en Applied Economic Letters 19, 2012, pp. 445-451) 
 Francisco Henríquez, Alejandra Mizala y Andrea Repetto 
 
257.  Public-Private Partnerships: when and how 

Eduardo Engel, Ronald Fischer y Alexander Galetovic 
 
2008    
 
256. Pricing with markups in industries with increasing marginal costs 
  José R. Correa, Nicolás Figueroa y Nicolás E. Stier-Moses 
 
255. Implementation with renegotiation when preferences and feasible sets are state dependent  

Luis Corchón y Matteo Triossi 
 
254. Evaluación de estrategias de desarrollo para alcanzar los objetivos del Milenio en América Latina. 

El caso de Chile 
  Raúl O’Ryan, Carlos J. de Miguel y Camilo Lagos 
 
253. Welfare in models of trade with heterogeneous firms 
 Alexandre Janiak 
 
252. Firm-Provided Training and Labor Market Policies 
 Felipe Balmaceda 
 
251. Emerging Markets Variance Shocks: Local or International in Origin? 
 Viviana Fernández y Brian M. Lucey 
 
250. Economic performance, creditor protection and labor inflexibility 
 Ronald Fischer  
 
249. Loyalty inducing programs and competition with homogeneous goods 
 N. Figueroa, R. Fischer y S. Infante 
 
248. Local social capital and geographical mobility.  A theory 
 Quentin David, Alexandre Janiak y Etienne Wasmer 
 



 

247. On the planner’s loss due to lack of information in bayesian mechanism design 
José R. Correa y Nicolás Figueroa 

 
246. Política comercial estratégica en el mercado aéreo chileno 
 Publicado como “Política comercial estratégica en el mercado chileno”. Estudios Públicos, 109, 

Verano, 187-223. 2008) 
Ronald Fischer 

 
245. A large firm model of the labor market with entry, exit and search frictions  

Alexandre Janiak 
 
244. Optimal resource extraction contracts under threat of expropriation 

(Publicado como “Optimal Resource Extraction Contracts under Threat of Expropriation”. The 
Natural Resources Trap: Private Investment without Public Commitment, W. Hogan and 
F. Stutzenegger (eds), MIT Press, 161-197, June 2010) 

 Eduardo Engel y Ronald Fischer 
 

2007 
   
243. The behavior of stock returns in the Asia-Pacific mining industry following the Iraq war 
 Viviana Fernandez 
 
242. Multi-period hedge ratios for a multi-asset portfolio when accounting for returns comovement 

Viviana Fernández 
 
241. Competition with asymmetric switching costs 
 S. Infante, N. Figueroa y R. Fischer 
 
240. A Note on the Comparative Statics of Optimal Procurement Auctions 
 Gonzalo Cisternas  y Nicolás Figueroa 
 
239.  Parental choice and school markets: The impact of information approximating school 

effectiveness 
 Alejandra Mizala y Miguel Urquiola 
 
238. Marginal Cost Pricing in Hydro-Thermal Power Industries: Is a Capacity Charge Always Needed? 
 M. Soledad Arellano and Pablo Serra 
 
237. What to put on the table 
 Nicolas Figueroa y Vasiliki Skreta 
 
236. Estimating Discount Functions with Consumption Choices over the Lifecycle 

David Laibson, Andrea Repetto y Jeremy Tobacman 
 
235. La economía política de la reforma educacional en Chile 
 Alejandra Mizala 
 
234.  The Basic Public Finance of Public-Private Partnerships 
 (Por aparecer en  J. of the European Economic Association) 
 Eduardo Engel, Ronald Fischer y Alexander Galetovic 
 
 
* Para ver listado de números anteriores ir a http://www.cea-uchile.cl/. 


	Introduction
	Set Up
	The Environment
	Payoffs and Matching Technology
	Social Networks, Information Flows and Histories

	Interpretations
	Sustainable Networks

	An Example
	Analysis
	Directed Matching Model: Characterization
	Random Matching Model: Degree Properties
	Random Matching Model: Cohesiveness Properties and Efficient Networks
	Discussion and Summary 

	Application: Markets and Networked Relationships 
	Concluding Remarks
	Additional Results
	Sustainable Networks and Sequential Equilibrium
	A Model with Endogenous Investments
	A Folk Theorem

	 Dynamic Programming Formulation of the RM Model
	Omitted Proofs
	Proof of Proposition 1
	Proofs of Section 4.2 
	Proofs of Section 4.3

	Examples of Sustainable Networks

