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Emotions have been by and large modeled in economics as a source of “bounded rationality"
or as an extra cost or benefit term in the utility function. This dissertation is dedicated to
investigate the behavioral implications of emotions in strategic decision makings that set them
apart from rational motivations. Jon Elster (1998) pointed out that “the more urgent task is to
understand how emotions interact with other motivations to produce behavior ... the tradeoff
itself is modified by one of the rewards (emotion) that is being traded off against the others.”
We argue that emotions have endogenous and strategic roles that are not to be completely
understood - or modeled - through the rational point of view.

Emotions and preferences: It is well accepted that people evaluate events differently under
different emotional states. In this chapter, we explore the interaction between material payoff
motivations and emotional considerations. In a finitely repeated game environment, we
assume utility functions indexed by players’ emotional states on the space of all the strategy
profiles that are yet to play. The concept of Strategically Perfect Equilibrium (StPE) is
defined which requires players to play against the correct beliefs of the opponent’s future
strategy while allowing unawareness of one’s own time-inconsistent preferences which are
endogenously developed over the course of the game. One typical justification for considering
only material self interests in decision making is that other considerations are usually
negligible in economic settings. We compare the set of the StPE with the subgame perfect
equilibria of the same game ignoring emotions and show that when players are unaware of
their own emotion-depending preferences the two do not converge even when emotional
considerations are insignificant.

Emotions and beliefs: Optimistic (pessimistic) people tend to over- (under-)estimate the
likelihood of future success or favorable events. Such cognitive biases are modeled in this
chapter as inter-temporal belief changes that are unfounded by objective information updating.
It is well known that small belief changes can bring about significant behavior discrepancies.
We characterize the influence of emotion-driven belief changes on strategic behaviors.

Emotion manipulations: In this chapter we plan to apply the understandings provided by the
previous chapters to the issue of how emotions are manipulated in strategic decision makings.
In particular, we are to recognize that the two-folded task of a manipulator is to both
anticipate the emotions of the opponent, and more importantly, to control his own as Oscar
Wilde (The Picture of Dorian Gray) wrote: “A man who is master of himself can end a
sorrow as easily as he can invent a pleasure. I don't want to be at the mercy of my emotions. I
want to use them, to enjoy them, and to dominate them.”





