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We examine a reputation market, where in an infinite repeated game setting, agents trade firms’ reputation, and operate the firm they bought for at least one period. Agents are characterized by both moral hazard and adverse selection. Each agent can choose an effort level, but high type agents have a lower cost to exert the same effort than low types. Firms produce a homogeneous product. In each period, a batch of products is produced, and each product can be a success or failure. The probability of being successful is determined by the effort of the agent operating that firm. We introduce an auditor to perform a random check by selecting one product from each batch. The audited outcome determines each firm’s reputation for the next period: passing the audit leads to an increase in reputation, while a failure reduces the reputation to zero. This reputation measure leads to a separating equilibrium in a tradable reputation market in which high type agents buy firms with reputation above a cutoff value, while low type agents choose firms whose reputation is below that value. We are also able to show that effort levels are increasing with reputation, which indicates that reputation of firms reflect agents’ effort in equilibrium.
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