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Preface

The ISDG-China Chapter Conference on Dynamic Games and Game Theoretic
Analysis was held from August 3 to 5, 2017, at the Ningbo (China) campus of
the University of Nottingham. The plenary lectures of this conference were given
by David Yeung, Distinguished Research Professor at the Hong Kong Shue Yan
University; Leon Petrosjan, Professor of Applied Mathematics and the Head of the
Department of Mathematical Game theory and Statistical Decision Theory at the St.
Petersburg University, Russia; Georges Zaccour, Professor of Decision Sciences and
Chair in Game Theory and Management at HEC Montréal in Canada; and Shmuel
Zamir, Professor at the Center for the Study of Rationality, The Hebrew University
in Israel.

Following the conference, a call for papers for this volume was announced and
participants of the conference were encouraged to submit papers for consideration.
Each paper was reviewed by at least two experts in game theory, chosen by the
editors. Revisions based on the comments of the reviewers were sought for papers
and acceptance was contingent on papers having revised adequately to meet the
standards required by the reviewers and editors.

This volume is composed of eight accepted papers covering a variety of topics
from theory to applications of games and dynamic games. All contributed papers
submitted for consideration of publication to the Annals were peer reviewed
according to standards of international journal and ISDG Annals.

The first two papers in this volume are based on the plenary lectures and share
the common theme of cooperative dynamic games. They are authored by the two
pioneers and foremost authorities in this field. Both are based on their plenary
lectures during the conference.

In the paper “Dynamically Stable Cooperative Provision of Public Goods Under
Non-transferable Utility”, based on his plenary lecture, David Yeung considers
the cooperative optimization required to deal with the classic case of market
failure, namely the provision of public goods. Cooperation cannot be dynamically
stable unless the participating agents’ cooperative payoffs are guaranteed to be no
less than their non-cooperative payoffs throughout the cooperation duration. His
paper derives dynamically stable cooperative solutions for public goods provision
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by asymmetric agents with non-transferable utility/payoffs in a differential game
framework. The paper examines the dynamically stable subcore under a constant
payoff weight. In the absence of a dynamically stable subcore under a constant
weight, a variable payoff weights scheme leading to a dynamically stable cooper-
ative solution has to be designed. This paper’s key innovation is the provision of
a non-transferable payoff framework for ensuring dynamically stable cooperative
provision of public goods.

Along the same line of cooperative dynamic games, the paper “Strongly Time-
Consistent Solutions in Cooperative Dynamic Games” by Leon Petrosyan inves-
tigates the evolution of dynamic game along the cooperative trajectory. Along
cooperative trajectory at each time instant players find themselves in a new game
which is a subgame of the originally defined game. In many cases the optimal
solution of the initial game restricted to the subgame along cooperative trajectory
fails to be optimal in the subgame. To overcome this difficulty, he and his coauthors
have introduced the special payment mechanism imputation distribution procedure
(IDP), or payment distribution procedure (PDP), but another serious question arises:
under what conditions the initial optimal solution converted to any optimal solution
in the subgame will remain optimal in the whole game. This condition we call
strongly time-consistency condition of the optimal solution. If this condition is not
satisfied players in reality may switch in some time instant from the previously
selected optimal solution to any optimal solution in the subgame, and as a result
realize the solution which will be not optimal in the whole game. This paper
proposes different types of strongly time-consistent solutions for multicriterial
control, cooperative differential and cooperative dynamic games.

The next two papers consider games with hierarchical structure or Stackelberg
games.

In his exhaustive survey entitled “Incentive Stackelberg Games for Stochastic
Systems,” Hiroaki Mukaidani considers dynamic stochastic incentive Stackelberg
games for deterministic and stochastic linear systems with external disturbance.
Although the incentive Stackelberg strategy has been admitted as the hierarchical
strategy that induces the behavior of the decision maker as that of the follower,
the followers optimize their costs under incentives without a specific information.
Therefore, leaders succeed in using the required strategy to induce the behavior of
their followers. This concept is considered very useful and reliable in some practical
cases. The induced features of the hierarchical strategy in the considered models,
including stochastic systems governed by Ito stochastic differential equation,
Markov jump linear systems, and linear parameter varying (LPV) systems, are
explained in detail. Furthermore, basic concepts based on the H>/H, control setting
for the incentive Stackelberg games are reviewed. Next, it is shown that the required
set of strategies can be designed by solving higher-order cross-coupled algebraic
Riccati-type equations. Finally, to simulate future research in this areas, some open
problems are discussed.

On the other hand, Olga I. Gorbaneva and Gennady A. Ougolnitsky in their paper
“Social and Private Interests Coordination Engines in Resource Allocation: System
Compatibility, Corruption, and Regional Development” apply static Stackelberg
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and inverse Stackelberg games to model administrative and economic control
mechanisms providing system compatibility in the static game-theoretic models of
resource allocation between social and private activities. Descriptive and normative
approaches to the modeling of corruption in resource allocation in the hierarchical
control systems are proposed and implemented, and applications to the problems of
regional development are outlined.

Games on graphs and networks constitute new frontiers in the field of game
theory, and the next two papers contribute to this new frontier.

Vasily V. Gusev’s paper “A Multi-Stage Model of Searching for Two Mobile
Objects on a Graph” deals with a search game where one searcher looks for two
mobile objects on a graph. The searcher distributes his searching resource so as
to maximize the probability of detecting at least one of the mobile objects. Each
mobile object minimizes its own probability of being found. In this problem, the
Nash equilibrium is defined as the optimal transition probabilities of the mobile
objects and the optimal values of the searcher’s resource. Besides establishing the
Nash equilibrium, the paper also obtains the value of the game in a single-stage
search game with non-exponential payoff functions.

The paper “The Impact of Product Differentiation on Symmetric R&D Net-
works” by Mohamad Alghamdi and his coauthors examines the impact of product
differentiation on R&D networks. They find that when firms produce goods that
are complements or independent, R&D expenditure, prices, firms’ net profits,
and total welfare are always higher under price competition than under quantity
competition. When goods are substitutes, R&D expenditure and profits are higher
under quantity competition than under price competition. Also, when goods are
substitutes and products are sufficiently differentiated, then total welfare is higher
in the Bertrand equilibrium than under the Cournot equilibrium. Beyond this
threshold level of product differentiation, Cournot competition is superior in terms
of social welfare. The key threshold level of product differentiation, determining
the relative superiority of the Cournot and Bertrand equilibrium when goods are
substitutes, depends on the cost efficiency of R&D and the number of collaborative
partnerships that firms participate, relative to the size of the network. When goods
are substitutes, with dense network such that the number of partnerships is large
relative to the number of firms operating in the market, the threshold value of the
product differentiation parameter can be small.

The use of numerical methods in solving games and dynamic games forms the
focus of the final two papers.

In “Global Optimization Approach to Nonzero Sum Six-Person Game,” R.
Enkhbat and his coauthors examine the nonzero sum six-person game, for which
they propose a sufficient condition for a Nash equilibrium based on Mills [1]. The
numerical Nash equilibria are obtained using the Curvilinear Multistart Algorithm
[2] for nonconvex optimization. This was illustrated using a six-person game and
Nash equilibria are found in all cases.

Unfortunately, finding the Nash equilibria is not so trivial for mean field
games, especially for an infinite-horizon mean field games. Most mean field games
are finite-horizon, since finding the mean field game e-Nash equilibrium can be
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achieved with the help of the boundary conditions. However, there is no boundary
condition for the infinite-horizon mean field games. In “An Infinite-Horizon Mean
Field Game of Growth and Capital Accumulation: A Markov Chain Approximation
Numerical Scheme and Its Challenges,” Chee Kian Leong presents a Markov chain
approximation scheme [3] as potentially useful for obtaining the numerical e-
Nash equilibrium solution to the infinite-horizon mean field system of equations.
However, the implementation of this scheme involves some challenges, such as
appropriate choices of initial values for the policy function iteration step and the
capital distribution functions in the Fokker—Planck—Kolmogorov forward equation.
Consequently, finding an appropriate and robust numerical scheme to solve infinite-
horizon mean field games remains a challenging research question in the mean field
games literature.

Together, this collection of papers represents the state of the art in games and
dynamic games and their applications. Besides being a testimony to the vitality of
research in this field, these papers will stimulate further research in both theory and
applications of games and dynamic games.

Hong Kong, Hong Kong David Yeung
Hangzhou, China Shravan Luckraz
Ningbo, China Chee Kian Leong
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Dynamically Stable Cooperative )
Provision of Public Goods Under e
Non-transferable Utility

David W. K. Yeung

Abstract The provision of public goods constitutes a classic case of market
failure which calls for cooperative optimization. However, cooperation cannot be
dynamically stable unless the participating agents’ cooperative payoffs are guaran-
teed to be no less than their non-cooperative payoffs throughout the cooperation
duration. This paper derives dynamically stable cooperative solutions for public
goods provision by asymmetric agents with non-transferable utility/payoffs in a
differential game framework. It examines the dynamically stable subcore under a
constant payoff weight. In the case of the absence of a dynamically stable subcore
under a constant weight, a variable payoff weights scheme leading to a dynamically
stable cooperative solution is designed. This is the first time that dynamically stable
cooperative provision of public goods in a non-transferable payoff framework is
provided, and further research along this line is expected.

Keywords Public goods - Differential games - Dynamic stability -
Non-transferable payoffs

1 Introduction

The provision of public goods constitutes a classic case of market failure which
calls for cooperative optimization. The non-exclusive and non-rivalrous properties
of public goods constitute a major factor for the failure in their efficient provision
by individual parties. Yet the positive externalities of some public goods are rich
sources for mutual gains. Examples of such public goods include clean environment,

D. W. K. Yeung
Saint Petersburg State University, St Petersburg, Russia
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regional security, scientific knowledge, accessible public capital, transportation
infrastructures, technical know-how, and public information. Analysis on provision
of public goods in a static framework can be found in Chamberlin [2], McGuire [10],
and Gradstein and Nitzan [6]. Given that public goods provision often involves an
intertemporal duration, a differential game approach has to be adopted. Studies on
voluntary provision of public goods in an intertemporal framework were given by
Fershtman and Nitzan [5], Wirl [13], and Wang and Ewald [12]. Dockner et al.
[4] presented a differential game model with two asymmetric agents in which
knowledge is a public good and focused on the non-cooperative equilibria and the
collusive solution that maximizes the joint payoffs of all agents.

Cooperation suggests the possibility of socially efficient solutions to the public
goods provision problem. However, cooperation cannot be sustainable unless the
participating agents’ cooperative payoffs are guaranteed to be not less than their
non-cooperative payoffs throughout the cooperation duration. It is due to the lack of
this kind of guarantee that many cooperation schemes become unstable and may
fail any time within the cooperation duration. A dynamically stable cooperative
solution guarantees that participants will always be better off throughout the entire
cooperation duration under the agreed-upon optimality principle from the beginning
to the end. Yeung and Petrosyan [17] analyzed dynamically stable solutions for
provision of public goods when payoffs are transferable. Yeung and Petrosyan
[18] considered dynamically stable cooperative provision of public goods under
accumulation and payoff uncertainties in a dynamic game framework.

In addition, gains from public or social goods are often non-transferrable.
Construction of dynamically stable cooperative solution in the case where payoffs
are not transferable is much more difficult than in the case where payoffs are
transferable because side payments cannot be used as an instrument. Yeung and
Petrosyan [5] and Yeung et al. [21] examined dynamically stable solution in stochas-
tic differential games with non-transferable payoffs/utility. Yeung and Petrosyan
[19] presented subgame consistent cooperative solution for non-transferable payoff
dynamic games using variable payoff weights. This paper derives dynamically
stable cooperative solutions for public goods provision by asymmetric agents
with non-transferable payoffs in a differential game framework. The dynamically
stable subcore under a constant payoff weight is examined. In the case where the
dynamically stable subcore under a constant weight does not exist, a variable payoff
weights scheme is presented to obtain a dynamically stable cooperative solution.
This is the first time that dynamically stable cooperative provision of public goods
in a non-transferable utility framework is provided.

The paper is organized as follows: Sect. 1.2 provides the theoretical framework
of cooperative provision of public goods when payoffs/utility is not transferable.
In particular, the core, the dynamically stable subcore under constant and variable
weights are examined. A differential game of cooperative provision of public goods
under non-transferrable utility is presented in Sect. 1.3. The Pareto optimal set is
derived and the conditions satisfying individual rationality are presented. Details
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of a dynamically stable cooperative scheme with a set of constant payoff weights
are given in Sect. 1.4. Section 1.5 presents a variable weights cooperative scheme to
guarantee the satisfaction of individual rationality in the case where a set of constant
weights satisfying individual rationality throughout the entire cooperation duration
does not exist. Section 1.6 concludes the paper.

2 Theoretical Framework of Public Goods Provision

Consider the case of n asymmetric agents/nations with a public good. Each agent
makes its own contribution to the building up of the stock of the public good.
The duration of the planning horizon is [0, T]. The payoffs of the agents are not
transferrable. We use K(s) to denote the stock of the public good and /;(s) the public
capital investment by nation 7 at time s € [0, T]. The stock accumulation dynamics
is governed by the differential equation:

K(s) = fIK(5), [i(s), Ia(s), -+, In(s), 5] K(0) = Ko. 2.1

The instantaneous payoff to agent i at time instant s is

ul {R§‘> [q,.l (5). (K(5)) s] ,R? [q,?<s), s] ¢ (1), s]}

which includes the benefits from the public goods in productive activities and
from the public good itself—Ri(l) [qil (), (K(s)), s], the benefit to the agent in
productive activities not involving the public good—Rl.(z) [ql2 (s), s], and investment
costs in the public good—c;[I;(s), s]. In particular, ql.1 (s) are the productive activities
which depend on the public good, and ql.2 (s) are the productive activities indepen-
dent of the public good.

The objective of agent i € N is to maximize its payoff over the planning
horizon T.

/Zm {Ri(l) [%-1 ), (K(s)), s] , Ri<2) I:qiz(s), s] Lci [ (s), s]} e "ds 22)

+m! [K(T)]e™T,

subject to the public capital stock accumulation dynamics (2.1), where r is the
discount rate and ml1 [K (T)] is the terminal payoff at time 7.

We use V(t, K) to denote the non-cooperative game equilibrium payoff of agent
i €N and {qil*(s) = ¢! (5, K), ¢7*(s) = ¢7 (s, K), [(s) = ¢} (s, K), fori € N
and s € [0, T']} to denote the game equilibrium strategies.
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2.1 Pareto Optimality and Individual Rationality under
Cooperation

It is a well-known problem that non-cooperative provision of goods with external-
ities, in general, would lead to inefficiency. Cooperation suggests the possibility of
socially efficient solutions. We first consider the case where the agents agree to set
up a cooperative scheme in public goods provision with a constant payoff weight.
Under cooperation, the agents negotiate to establish an agreement (optimality
principle) on the level of investment in public goods production provided by each
agent. In a non-transferable payoffs framework, the agents’ imputations/payoffs are
directly dictated by the agreed-upon cooperative investment strategies. A necessary
condition for dynamic stability is that the agreed-upon optimality principle must
satisfy individual rationality throughout the cooperation duration.

To obtain the core of the non-transferrable utility (NTU) cooperative dynamic
public goods provision game (2.1)—(2.2), we first derive the Pareto optimal trajecto-
ries by maximizing the weighted sum of payoffs of the agents under different payoff
weights (see Leitmann [8], Dockner and Jgrgensen [3], Hamalainen et al. [7], Yeung
and Petrosyan [15, 20] and Yeung et al. [21]). Consider the case in which the agents

n

2,...,a") in all stages, where 3 o/ = 1.
Jj=1

Conditional upon the weight «, the agents’ optimal cooperative strategies can

be generated by solving the dynamic programming problem of maximizing the

weighted sum of payoffs:

adopt a payoff weight vector o = (a!,

T
0

>, ( f w {RY g}, K5)) 5] RP [36).5] ¢ [1). 5]} e s
j=1

+m! [K(T)]e™ T ) (2.3)

subject to (2.1).
We use W(z,K) to denote the maximized weighted sum of payoffs under

cooperation, and {qil*(s) = wi(“)l (s, K), qiz* () = wi(“)z (s, K), I*(s) =
wi(a)3 (s, K), for i € N and s € [0, T]} to denote the cooperative strategies under

payoff weight «. Substituting the cooperative investment strategies { wl.(aﬂ (s, K )]

into the state dynamics (2.1), one can obtain the dynamics of the cooperative
trajectory as:

K@) = f|K©. v 6. K) i (. K)o 9 (5. K) 5] K(O) = Ko.
2.4)

We use {K (@) (s)}‘T_0 to denote the solution path of (2.4). We also use K s(“) =

§=

K @ (s) interchangeably if there is no ambiguity.
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2.2 The Core and Dynamically Stable Subcore

The core C (0, Ko) of the NTU cooperative dynamic game (2.1)—(2.2) is the set of
imputations:

(W0, Ko), for i € N} such that.

W@i(Q, Ky) satisfies Pareto optimality and the individual rationality conditions
that

W@ (0, Ko) = V' (0, Ko) , fori € N. (2.5)

Note that non-cooperative equilibria are sub-optimal in general. Therefore, there
always exists a non-empty core C (0, Ko), even if the non-cooperative equilibrium
outcome is the only element. The core C (0, K) does not guarantee that individual
rationality will be satisfied throughout the entire cooperation duration, that is, the
condition W@ (t, K,(‘”)zvi (t, K,(a)>, fori e N, t € [0,T]. We use A to denote
the set of payoff weights in the core. Frequently, the lack of sustainability of
the cooperation scheme leads to break-up of the scheme as the game evolves. To

overcome the problem, one has to consider a subcore which is dynamically stable.
Let o be an element in A such that.

W @i (z, K,(“)) > yi (r, K,(")) fori e Nandt € [0,T]. (2.6)

We use A to denote the set of « that satisfies (2.6).

The dynamically stable subcore C <t, K t(a)) of the NTU cooperative dynamic

game (2.1)—(2.2) is the set of imputations:
{W(")i (r, K}"‘)), for i € Nand 7 € [0, T]} such that (2.6) is satisfied.
If A is not an empty set, a weight & €A agreed upon by all agents would

yield a cooperative solution which satisfies both individual rationality and Pareto
optimality throughout the cooperation duration. However, a dynamically stable

subcore C (t, K ,(a)) may be empty.

2.3 Dynamically Stable Subcore with Variable Weights

To resolve the problem of an empty dynamically stable constant weight core, time
varying payoff weights can be adopted. Sorger [11], Marin-Solano [9], and Yeung
and Petrosyan [19] considered the derivation of solutions for NTU cooperative
dynamic games with variable payoff weights.

To derive a dynamically stable scheme for cooperative provision of public goods
under non-constant payoff weights, the agents have to agree/bargain on a specific
pattern of partitions of the game horizon. Let the agreed-upon partitions of the game
horizon be denoted by the t partitions: [0, #1), [#1, 2), [f2,13), - - -, [tz — 1, T]. In each
of these partitions, there exists a non-empty set of constant payoff weight A¥, for
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k € {1,2,---, 1}, which satisfies individual rationality. Then, the agents seek an
agreed-upon weight &% € A* in the time interval [tk — 1, ), fork e {1,2,---,7}.

The pros of the variable payoff weights scheme include the flexibility in
accommodating the preferences of the agents according to the initial cooperative
agreement and the resolution of the problem of an empty dynamically stable
constant weight core. On the other hand, the cons thereof is that full Pareto efficiency
is sacrificed for obtaining a dynamically stable solution.

3 An NTU Differential Game of Public Goods Provision

In this section, we present a cooperative game of public goods provision with non-
transferable payoffs. A group of n agents makes continuous contributions of some
inputs or investments to build up a productive stock of a public good. We use K(s)
to denote the level of the productive stock and /;(s) the contribution or investment
by agent i at time s, the stock accumulation dynamics is

K(s) = FIK() 1), D(s), - Ty(s),s1= Y 1;(s) — 8K (5), K(0) = Ko,
j=1
3.1)

where § is the rate of decay of the productive stock.
The benefit to the agent in productive activities including the public good is

) 1 wis 1 1/2 1 2 Gis
R [a! ) (K@) 5] = [ae™ g ) (K )" = (4})) + e giK @) |-
The benefit to the agent in productive activities not including the public good is
@ 2 wis 2 2 2
RO [g2s).s] = [bie q2o) = (40|
The investment costs in the public good is

Ci [1i(s), 5] = ¢ [1;(s)]%.

The instantaneous payoff to agent i at time instant s is
wis 1 1/2 1 2 Gis w;s 2 2 2
aie™ g (KN = (q]©)) + e 8K () | +& | bie” g s) — (7))

—ci e [L;(s)1*,i € N,
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where &;is a weight reflecting the relative importance of benefits of the two
productive activities to agent i.

The term e®i* exhibits the growth/decline of the sector involving the public good.
The term e5® exhibits the growth/decline of the direct impact of the public good.
The term e“* exhibits the growth/decline of the sector not involving the public
good. The term ¢ reflects the change in the cost of investment in the public good
over time. The payoffs of the agents are not transferrable.

The objective of agent i is to maximize its payoff over the planning horizon

T 2 2
f {[ e gl () (K )2 ~(g} ®)) +e§”g,-1<(s)] +&i [b,-e‘””q,-%s)—(q?(s))}
0

—¢i L () Ye " ds + [milK(T) + mlz] e’ fori e N, (3.2)

subject to the public capital stock accumulation dynamics (3.1),

where r is the rate of time preference, and [ml] K(T)+ m?] is agent i’s terminal
payoff conditional on the stock of public capital at time 7.

Acting on self-interests, the agents are involved in a differential game. In such
a framework, a feedback Nash equilibrium has to be sought. Invoking the standard
techniques for solving differential games, a non-cooperative feedback solution to
the game (3.1)—(3.2) can be characterized as follows: A set of feedback strategies
{q}*(s) = ¢! (5. K), ¢?*(s) = ¢} (s,K), I’(s) = ¢} (s,K), for i € N and
s € [0, T} constitutes a feedback Nash equilibrium of the game (3.1)—(3.2) if there
exists differentiable functions Vi(t, K) :[0,T] x R — R for i € N satisfying the
following set of Hamilton—Jacobi—-Bellman equations (see Basar and Olsder [1];
Yeung and Petrosyan [16, 20])

2 2
Vi, K)= max {{[a @it gl g2 ( ,.‘) +e9’gi1<] +&; [bie“’”q?—(q?) }

q, q,,l

—cier’(Ii)Z}e—”+v;;(z,1<)[ > ¢;(I,K)+I,~—8K:| } (3.3)
j=1
J#I

Vi(T.K) = [m}K + m,?] e'T, fori € N. (3.4)

Performing the indicated maximization in (3.3) yields the game equilibrium
strategies:
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g () = ¢} (1, K) = (a;e”") K'/?/2,
a7 (1) = §F (1. K) = (bie”") /2,
LX) =¢> (1, K) = Vi, (t, K) " J2c; e fori € N (3.5)

The payoff of the agents under non-cooperation can be obtained as:

Proposition 3.1
Vi, K) =[Ai(1)K + Ci(t)] e fori € N and t € [0, T]; (3.6)

where the value of Ai(t) is generated by the first-order differential equation:

(a,-ew'")2
4

Ait) = (r +8) Ay (1) — — eSi'gi, Al(T) = m};

and the value of C;(t) is generated by the following first-order differential equations:

i 2 = [ 7 . Wit 2
&) =i + 2] _[ 3 ADA; @) ]_giM

4c;e2kit =t 2cjeli! 4
Ci(T) =m?, fori € N.

Proof See Appendix A.

4 Cooperative Scheme: Constant Payoff Weight Case

Consider the case in which the agents agree to set up a cooperative scheme in public
goods provision with a constant payoff weight.

4.1 Optimal Cooperative Trajectories

To derive a set of optimal cooperative strategies the agents have to agree on a payoff
n
weight o = (1,2, -, ) for Y~ «; = 1. Conditional upon an agreed-upon
j=1
weight «, the agents’ optimal cooperative strategies can be generated by solving the
following optimal control problem (See Leitmann [8], Yeung and Petrosyan [15, 20]
and Yeung et al. [21]):
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. . g L@ 1 1/2 1 2 SiS .
Yoai( [, @™ 0K~ (g)0) + 7K
j=1
2
+j [bje“"qu(s>-— (a3) }

—c; e [1j()]" Ye "V ds + [m}K(T) + m?] e T ) , (4.1)

subject to dynamics (3.1).

Invoking the standard dynamic programming technique an optimal solution to
the control problem (3.1) and (4.1) can be characterized as follows. A set of controls
{qil*(s) =9 @ (s, K), g% (5) = 7 (s, K), I*(s) = %@ (s, K), for i € N and
s € [0, T]} constitutes an optimal solution to the problem (3.1). (4.1) if there exist
differentiable functions Wi(a) (t,K) : [0,T] x R — R fori € N satisfying the

following set of partial differential equations (see Basar and Olsder [1]; Yeung and
Petrosyan [16, 20]):

" 2
W, K)y=max a;{ [ajew-f’q}l(l/z — (q/l) + eg-f’ngi|
ieN

wo o - ()]

n

—c; e (1) Ve ™ + W (1, K) [ 18K ] } : 4.2)
j=1
n
WO T, K) =Y [m;K + m?] e T 4.3)
j=1

Performing the indicated maximization in (4.2) yields
qil*(t) — Ilfil(a) (t, K) — (aiew'l‘t) K1/2/2,
2% _ 2(a) — L wit
gi* ) =y; Y (1, K) = (bie™") /2,
o) =9 @, Ky =W (t,K) e 2cie""a;, fori € N. (4.4)

Condition (4.4) reflects that an optimum investment will be made up to the point
where the magnitude of the product of the marginal disutility of investment cost and
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the marginal cost of investment of agent i equals to the implicit marginal benefit
of the productive stock to all the participating agents divided by agent i’s assigned
weight «;. Therefore, the lower the assigned weight the higher level of public goods
investment, other things being equal.

The value function reflecting the maximized weight sum of the agents’ payoff
W("‘)(t, K) in the interval [z, T'] can be obtained as:

Proposition 4.1
W@ (¢, K) = [A("‘) (K +C@ (t)] e fort e [n, T]: 4.5)

where the value of A9)(¢) is generated by the first-order differential equation:
) n (ajewj,)Z n
A= (r+8) A1) =) a; [ el ] A=) ajm
j=l1 j=1

and the value of C\*)(t) is generated by the first-order differential equation:

[A“®] S [A“0] $- ot (bje”)?

2Kt . oKt ’
dajcje it - 20cjcjeti 4

COW) =rCc®q) + Z

n
CNT) =D a;m?.

Proof See Appendix B.

Substituting the optimal public good strategies Ht/fl.3<a) (s, K), for i € N and
s € [0, T} into (3.1) yields the optimal path of the productive stock dynamics:

n A
K(s) = [ ZM —5K(s) ]K(O) = Ko. (4.6)

S
= 2’ a;

We use {K (@) (s)} to denote the solution generated by (4.6). The terms K@ (s)

and K S( ) are used 1nterchangeably.

4.2 Individual Payoff Under Cooperation

In the cooperation duration s € [0, T], agents will use the cooperative strategies.
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l .
qil*(s) =, () (s, K) = (aiewls) K1/2/2,
205y = 02@ (5 K = (bre®) /2
qi (S)_I//i (S, )_(le )/’

IF(s) = 7 (s, K) = A9 (5)/2¢i¢"1% ;. for i € N. %))

The payoft of the agent i over the duration [#, T] under cooperation given that the
level of public capital stock is K can be obtained as:

T wis)2 ;)2 (@) 2
; (a;e™*)’K(s) | (bie®®)?  [AD®] 7 _
W, K =[ [+e§ts i K (5)+E; — e"ds
k)= : siK @6 =

+[m}K(T)+m%] e fori e Nandt e [0,T] } 4.8)

Following Yeung [14], we can use a set of partial differential equations similar to
the Hamilton—Jacobi—Bellman equations to characterize the solution of the function
Wi K ) which allows its derivation in a more direct way.

Proposition 4.2 The value function Wit KY can be characterized as:

. a; e K b;e®it 2 W t, K
_Wt(a)l (t, K) — |: ( 1 ) —i—egitg,'K +Ei( 14 ) K ( ) i|g_rt

4 4 dejeit ()
n
. A@ (1)
()i
w9l K = sk |, 4.9
+WE ( )[chjekj,aj } (4.9)
Jj=1
W@ (T, K) = [m}K + m,?] ¢ forie Nands € [0, T]. (4.10)

Proof See Yeung [14].

Therefore, if there exist differentiable functions W(z, K) : [0, T] x R — R for
i € N satisfying (4.9)—(4.10), the function W®i(z, K) yields the payoff of agent i
under the cooperative scheme.

Proposition 4.3 The value function Wi(t, K) can be obtained as:

W (1K) = [Af”(z)K + Cl.(a)(t)] e forieNandr €[0,T]:  (4.11)
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where the value of Al@(t) is generated by the following first-order differential
equation:

2
@) (@) (aie™) ot RS
A1) = (r +9) A (t)—T—e’gi,Ai(T)—m,-,

and the value of Ci(a) (t) is generated by the following first-order differential
equations:

A, K) L@ AYD (bie®')?

4e;e?*it (a;)? !

(o) (@)
CT () =rC:"(t ,
0 =rC 0+ D e

CNT) = m?.

Proof See Appendix C.

4.3 Dynamically Stable Core

An essential element for a cooperative scheme to be acceptable to all agents is
the satisfaction of individual rationality, that is, the payoff of each agent under
cooperation is no less than that under non-cooperation. In particular, at the outset

W@ (0, Kg) > V' (0, Ko) , fori € N.
For stability in a dynamic framework, individual rationality has to be satisfied
throughout the cooperation duration along the cooperative state trajectory. Hence

dynamic stability implies

W(O()i (t, K[(Ol)) — [Afa)([)K[(a) + Cl(a)(t)] efrl Z Vi ([, Kt(ﬂt))

(40K +ci]e,

fori e Nandt € [0, T]. 4.12)

If condition (4.12) is not satisfied for an agent at any time instant within
the cooperation duration, he would opt out of the cooperative scheme and act
independently.

To derive the set of payoff weights which are candidates for weights leading to a
dynamically stable solution, we have to search the set of vectors « such that:
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W@, K) = [Al@ K +C (t)] e =Vt K) =[Ai(OK + Ci(D] e,

fori e Nandt € [0, T].

Invoking Proposition 3.1 and Proposition 4.2, the difference between W(®(z, K)
and V(¢, K) for agent i can be expressed as:

W@ (¢, Ky — Vit K) = [c}“)(t) —C; (t)] e " fori e Nandt € [0, T].

(4.13)
We use A to define the set of weight vectors o = («1, a2, - - -, &) such that.
w@i (r, K,(“)) > yi (r, K}"’)) fori e Nandr € [0, T]. (4.14)

Note that the set A can be an empty set. If A is not an empty set, then there
exists a dynamically stable core of the cooperative game (3.1)—(3.2). A vector & =
(& 1,82, ,&,) € A agreed upon by all agents would yield a dynamically stable
solution.

Given the closed-form solutions of the functions W@ (z, K,(a)) and

Vi (t, K,(a)>, we search for the existence of a dynamically stable core. It was
found that time invariant growth parameters—a;e®/* = a;, bje®’® = b; and
cje’i’ = c;, for all agents j € N—generally lead to the case of having a dynamically
stable core. The non-existence of a dynamically stable core arises in some cases

where the growth rates w; and «; for j € N are significantly different from w, and
ke forf € Nandj# L.

5 Variable Payoff Weights Scheme

It is possible that there does not exist any constant weight such that the individual
rationality condition in (4.12) is satisfied throughout the game duration. An
alternative scheme is to search for a set of variable weights over the cooperation
duration under which individual rationality is to be maintained at all instants of time.
Adopting variable weights entails a trade-off of Pareto optimality for individual
rationality.

To derive a dynamically stable scheme for cooperative provision of public goods
under non-constant payoff weights the agents adopt the t agreed-upon partitions:
[0,11), [t1,%2), [t2,83), -, [t —1,T]. In each of these partitions, there exists a
non-empty set of constant payoffs weight Ak, for k € {1,2,---,t}, which satisfies
individual rationality.
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In the cooperative subgame in the last interval [#; — 1,T], to achieve Pareto
optimality the agents jointly maximize the weighted sum of payoffs.

2l ],

T

2
( [a,-e‘“f“qz}(s)(K(s))”2 ~(a}®) +e§f’gj1<(s)]

2
+&; [bje‘”"sq,z»(S) - (q,z-(S)> }

—cjet? [Ij(s)]2 te ds + [m}K(T) + m?] e T ) (5.1)

subject to dynamics (3.1).

Note that there exists a set of weights o’ = (af, ay, -, af,) € AT satisfying
w @i (t,K) > Vi(t,K),fori e Nandt € [ty _ 1, T]. Let the agreed-upon weight
for the interval [t _ |, T] be &* € A". Invoking Proposition 4.3, one can obtain
individual agents’ payoffs under cooperation as:

W@ (¢ k) = [Ai(&r)(t)K + Ci(&r)(t)] e fori e Nandt € [t, 1, T].

Now consider the game in the time interval [#; — 2, #; — 1). The terminal pay-
off of agent i at time 7, _ | becomes w(@)i (t;—1, K) = [Ai(a ) (tz—1) K (t:—1)

+C i(a ) (t,,l)] e~ "'*=1 for i € N. Under cooperation the agents jointly maximize
the weighted sum of payoffs.

n fr—1 2
Za;—l< / , {[a,ewﬂ‘q}@)(l«s»“z—(q}(s)) +e§f’g,-1<(s)}
j=1

-2
2
+$j |:bj€wisq12'(s) _ <q/2(s)) :| — CjeKjS[Ij(s)]2 Ye "Sds

+ [A(&I) (te—1) K (tr—1) + C&) (rr_o] e ) (5.2)

subject to dynamics (3.1).

Again in the time interval [t; _,,f; — 1) there exists a set of weights
a1 e AT such that W@ 5¢)i ¢ K,y > Vi K,), for i € N and
t € [t; —2,1; —1). Let the agreed-upon weight in the time interval [¢; —2,f; — 1)
be &°~! € A"l Invoking Proposition 4.3, one can obtain individual agents’
payoffs under cooperation as:
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&r—l;&r)

w@ b ¢ gy = [A,-( (K + Ci(&rl;&r)(t)] o

fori e Nandt € [t;—2, t;—1].

Following the above analysis, the cooperative subgame in the time interval
[ty — 1,tx) fork € {1,2,---,7 — 3} can be formulated as maximizing:

n t 2 2
Y ok ( / { [a,»e”’ffq} DK ) =(g}s)) }+sj [b;e‘“”qf(s)—(q}(s)) }
j=1 k-1

—cje’i’ [Ij (s)]2 Ye "Sds

&k+l;&k+2!&k+3’_.

+ [A( -,&7) (10 K (0) + C(@H1a2. 60 L ar) (fk)] — ) ’

(5.3)

subject to dynamics (3.1).

Again in the time interval [#; _ 1, ;) there exists a set of weights ok € Asuch
that W (@682 at)i (¢ gy > vi(r K, fori e N and 1 € [t — 1, 1). Let the
agreed-upon weight in the time interval [# _ 1, ;) be @* € AF. Invoking Proposition
4.3, one can obtain individual agents’ payoffs under cooperation as:

W(&k;&k+l,&k+2’“_ ,ar)i (t, K)

_ |: (&k;&k+l’&k+2 ---,Olr) (&k;&k+1 GR+2 "',oﬂ)

A; ’ (K + C; o (t)i|e”,

fori € N,t € [ty—1,tx),and k € {1,2,---, T — 3}.

Thus, the agents seek agreed-upon weights @ € A* in the time interval
[ty — 1,t), for k € {1,2,---,t}. The cooperative scheme for public goods provi-
sion is guided by the payoff weights (&1,&2, e ,&’) with optimal cooperative
strategies:

(&k;&k+11&k+2’“_ 70[1)

5. K) . ) 5. K).

{ 1(&k;&k+1’&k+2’m’ar)
i

g(&k‘&k+l ,&k+2’m 7O[I)

VACE (s, K)},

fori e N,s € [ty_1,tx),andk € {1,2,---, T}.
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6 Concluding Remarks

Although cooperative provision of public goods is the key to a socially efficient
solution, one may find it hard to be convinced that dynamic cooperation can offer
a long-term solution unless every participating agent will realize a payoff under
cooperation which is no less than that under non-cooperation from the beginning
to the end. In the case where payoffs are non-transferable the formulation of
dynamically stable cooperative schemes becomes more difficult as side payments
are not possible. This paper resolves the classical problem of market failure in the
provision of public goods with a cooperative scheme in a non-transferable payoffs
environment. Various further research and applications are expected.

Acknowledgements Financial support from the SRS Consortium for Advanced Study in Dynamic
Cooperative Games is gratefully acknowledged.

A.1 Proof of Proposition 3.1

Using Proposition 3.1 and the game equilibrium strategies (3.5) the set of Hamilton—
Jacobi—Bellman equations in (3.4) can be expressed as:

(AP0 + 0] - [A9 0K + ¢

2 N2
(a;ewﬂ) , (bjew't) [A; ()]
:TK+egsgiK+€:i 4 _4Ci€2’cit
n
Ai(t)A; () ,
+ [ 2 oo Ai(t)§K |, fori e N. (A1)
j=

For (A.1) to hold it is required that

(aiew"t 2

Aty = (r +8) Ai(1) — T) — g, Ai(T) = m|; and

Ci(t) =rCi(t) +

AP _[ $~ A4 ] (e’

4¢; ekt 2cjeit g 7

j=1

Ci(T) =m? fori e N. (A.2)
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B.1 Proof of Proposition 4.1

Using Proposition 4.1 and the optimal control strategies in (4.4) the dynamic
programming equation in (4.2) can be expressed as:

r[AC 0K +cO0 ] - [AD0K + 0]

e o)

2. 2t
4 4ocjc]e J

n Wit 2
= Z“i |: @K—i—egsgjl(—i-éj
j=1

n
A@ ()
A@ —— > —8K |. B.1
+ |: 2}26']'6'(/[ i| ®.1)

j =
For (B.1) to hold it is required that

n LWt 2
A0 =@+ AWM =) [@wﬁ ] A (T)= Zajm and

j=1

o n o ;S 2
E@ (1) = rC 1) + Z [A€ )(;) [A( )(t)] Z a;j§i(bje”*)

= a]CJ J = 20jcje” o 4
n
2
CNT) =D a;m?.
j=1
: " [AOM] &L ) (bje)
COF =rc@ ) — [ _ Jsi\%j ’
() =rCOw =3 T~y
j=1 ’ Jj=1
n
C(T) = Zajmﬁ. (B.2)

C.1 Proof of Proposition 4.3

Using Proposition 4.3 and the optimal control strategies in (4.4) the dynamic
programming equation in (4.9) in Proposition 4.2 can be expressed as:
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r[A“0K + 0] - [AY 0K + ]

+e g K +&

_ [ (aie™")’K

(bie')® A (1, k) ]
4

e

+A

L

[ 2L A@(r)

2 Kjt—(SKi|,f0rieNandte[O,T]. (C.1)
cje

j=1

For (C.1) to hold it is required that

i (@) () (aiewit)z i (o) 1
AP = (48 AT () = S = e g AP(T) =m}:and
(o) n .1\2
C(O[) (t) _ rC(a) (t) I Ai (t, K) _ A(O‘) A(a)([) B E (biew t)
14 1 4Ci€2"it(a,’)2 14 20ic eKjl i 4

(C.2)
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Strongly Time-Consistent Solutions )
in Cooperative Dynamic Games G

Leon A. Petrosyan

Abstract In the paper the evolution of dynamic game along the cooperative
trajectory is investigated. Along cooperative trajectory at each time instant players
find themselves in a new game which is a subgame of the originally defined game.
In many cases the optimal solution of the initial game restricted to the subgame
along cooperative trajectory fails to be optimal in the subgame. To overcome this
difficulty we introduced (see Petrosyan and Danilov, Vestnik Leningrad Univ Mat
Mekh Astronom 1:52-59, 1979; Petrosyan and Zaccour, J Econ Control 27(3):381—
398, 2003; Yeung and Petrosyan, Subgame consistent economic optimization.
Birkhauser, 2012) the special payment mechanism—imputation distribution proce-
dure (IDP), or payment distribution procedure (PDP), but another serious question
arises: under what conditions the initial optimal solution converted to any optimal
solution in the subgame will remain optimal in the whole game. This condition we
call strongly time-consistency condition of the optimal solution. If this condition is
not satisfied players in reality may switch in some time instant from the previously
selected optimal solution to any optimal solution in the subgame, and as result
realize the solution which will be not optimal in the whole game. We propose
different types of strongly time-consistent solutions for multicriterial control,
cooperative differential, and cooperative dynamic games.

Keywords Differential game - Time consistency - Dynamic stability - Pareto
optimality - Cooperation

1 What Is Strongly Time-Consistency?

What is strongly time-consistency? Try to explain this notion. Let M € R" be a
fixed point in R". Consider a classical control problem (with one player)
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%= f(x,u),x € R",uecU C CompR! 1)
x(ty) = xp, t € [t0, T].

Find the control u(#), and corresponding trajectory x (¢) such that at terminal instant

the distance o (x(7T"), M) will be minimal.

Denote this problem by I'(xg, T — ty). And denote by C(xg, T — ty) the
reachability set of system (1) from initial point x( at terminal time 7.

Suppose for simplicity that M ¢ C(xo, T — tp). The solution of this optimal
control problem we can see on Fig. 1.

Consider the intermediate time instant T € [fg, T'], and the intermediate control
problem I'(x(t),T — t) with initial condition on the optimal trajectory with
duration T — 7. It is clear that the control u(z), t € [r, T] will be optimal also
in I'(x(t), T — 1), so will be also the trajectory x(¢), t € [z, T].

This is Bellman-optimality principle and also time-consistency of optimal control
u(t),t € [to, T]. Suppose now that we have another optimal control (), r e[t Tl
in the problem I"(x(t), T — 7). Then it is easy to see that the control

I:i(t) — lz([), t € [19, 7]
ut), t elr, T]

will be also optimal in the problem I"(xp, T — f#p). In other words: “any optimal
continuation of the original problem in the subproblem along optimal trajectory
generates optimal solution of the original problem.” This property we shall call
strongly time-consistency (strongly dynamic stability) (see Fig. 1).

Fig. 1 Classical optimal

control problem € T-1,)
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Consider now a slightly more complicated problem. The motion equations are
the same (1), but the aim of control is different, it is necessary to come as close as
possible to system of points My, ..., My, M; € R",i € {1, ...k}

Denote as before the problem by I'(xg, T — f9) and by C(xo, T — ty) the
reachability set of (1) and suppose that C(xg, T — f9) N M = §, where M is the
convex hull of points {Mj, ..., My}. As optimal solution here we may consider
Pareto-optimal set which coincides with arc AB, the projection (suppose that
C(xg, T — tp) is convex) of M on C(xo, T — ty) (see Fig. 2).

Consider Pareto-optimal control i(¢), t € [ty, T] which connects the initial point
xo € C(xp, T —tp) with the point M belonging to the Pareto-optimal set (M belongs
to the arc AB which is projection of the set M on C (x0, T — 19)). And let x(¢),
t € [to, T] be the corresponding Pareto-optimal trajectory.

Consider a subproblem I"(x(¢), T — t) from initial position x(¢) on the Pareto-
optimal trajectory. We see that the Pareto-optimal setin I" (x (t), T — ) (arc A’B’) is
different from the Pareto-optimal set in I" (xg, T — f9) having only (in our example)
one common point M. This means that the control u(#), t € [r, T] is Pareto-optimal
in subproblem I'(x(t), T — t), and the Pareto-optimal solution u(¢), t € [tg, T] is
time-consistent (dynamic stable) [4, 5].

In the same time we can see that the control of the type

A = (), 1 € [10, 7
“la@), t e[t T,

PR S — C(, T~ 1,)

C(x(r),T-1)

Fig. 2 Multicriterial optimal control problem
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where u(t) is an arbitrary Pareto-optimal control in subproblem I'(¥(z), T — 1),
may not be Pareto-optimal in I"(xg, T — f9).

Which means that in this case the optimal continuation of the motion in the
subproblem with initial conditions on Pareto-optimal trajectory together with initial
Pareto-optimal motion maybe not Pareto-optimal in the original problem. This
means that the Pareto-optimal solution is time-consistent but not strongly time-
consistent (see Fig. 2).

In this special problem there is one approach for constructing strongly time-
consistent solutions on the bases of Pareto-optimal solutions. The idea of this
approach is to consider all possible outcomes which may occur if at each time
instant ¢ on the time interval [#, #x + &) the control u(t) will be selected leading
to one of Pareto-optimal points in the subproblem I"(x(#;), T — z). Letfp < 11 <

<t < tgy1 < ... <t, =T be the decomposition of the time interval [tg, T],
tx+1 — tr = 8 > 0. The resulting trajectory will be not Pareto-optimal, but we shall
call it conditionally Pareto-optimal. Denote by P (x(#), tx) the set of end-points of
these trajectories for all possible controls selected in a described manner. It is clear
that

P(x(t9),20) D P(x(t1),t1) D ...D P(x(tx). tx) D ... D P(x(T), T).
And the set P(x(tp), o) is §-strongly time-consistent if we allow possible
changes of controls only in points 7, k =0, ..., n.
For the system
X =uy +u +usz, x(tp) = xo

lu;l < 1,x € R%, 1 € [to, T,

the set P (x(#p), fo) is denoted by D on the Fig. 3 (dashed region).

Fig. 3 Example of strongly xa | M,
time-consistent solution M,_—
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1.1 Cooperative Differential Game

Consider now cooperative differential games with player set N. Motion equations
have the form

)'C:f(x,ul,...,uk),xeR",uiGU,-CCompRl 2)

x(f0) = xo 3)
and the payoffs of players are defined as
T
Ki(xo, T —ty; uy,...,ux) = / hi(x(t))dt,h; >0, i € N.

fo

Denote this game by I'(xg, T — #p). Cooperative trajectory x(z), x(fp) = xo,
t € [tg, T] is defined as

n n
Jmax Y Ki(xo, T = tosur, o) = ) Kixo, T = 103 81,0, Tip) =
=l i=1

n T
= Z/ hi (X (1)dt = v(xo, T — t0; N). )
i=1"10

We suppose that max in (4) is attained. Let v(xg, T — #p; S), S C N be the
characteristic function defined in classical way as value of zero-sum game between
coalition S as first player and N\ S as second (see [6]), and E (xg, T — tg), the set of
imputations

E(xo, T —10) = {€ = {&}: )& = v(xo, T — 103 N),
i=1
& > v(xo, T —to; {i}),i € N). 5)

Denote by C(xg, T — tp) reachability set of the system (1), for y € C(xg, t — tp),
t € [tg, T'] define a subgame I'(y, T — t) of I"(xo, T — to) with characteristic
function v(y, T —t; §), S C N and imputation set E(y, T — t).

Optimality principle (solution) is a subset of imputation set

Cly,T—t)CEW, T—1)

(Core, NM-solution,. . .).
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Consider the family of subgames along the cooperative trajectory I"(x(¢), T —
t; S) and also imputation set E(x(¢), T —t) and the solution of subgames along this
cooperative trajectory, C(x(t), T —t).

For each & € C(xg, T — tp) define the imputation distribution procedure IDP [3]
B) = B1(), ..., Bi(1), ..., Bu(1))

T
s=/ B(r)dr, & € Clxo, T — 1o).
fo

The imputation £ € C(xg, T — tp) is called dynamic stable [3-5] (time-consistent)
if

t
& —/ B(t)dt € C(x(t), T —1), t € [ty, t].
fo

Definition 1 The solution C(xg, T — tp) is called time-consistent if all imputations
& € C(xg, T — tg) are time-consistent.

Definition 2 Optimality principle C(xg, T — fo) is called strongly dynamic stable
[11] (strongly time-consistent) if for each & € C(xg, T — fg) there exist IDP B(7)
such that

t
/ Br)dt® C(x(), T —t) C C(xo, T — 19),
fo

here a @ B(a € R"*, B C R")isdefinedas {a + b : b € B}.

Since as it is well known time-consistency of cooperative solutions taken from
the classical one-shot game theory takes place only in special cases it is clear
that strongly time-consistency is a very special event. Note that strongly time-
consistency has sense only for multivalued (set-valued) optimality principles (core,
NM-solution).

1.2 Transformation of Characteristic Function

Let v(y, T — t; S) be characteristic function in I"(y, T — t). Define the following
integral transformation

P VX, T —158) 3 hi(x(1))
— . _ ieN
v(xo, T —fo; 5) = A GOT_nNy 9

here v(x(t), T —t; S) is characteristic function computed for subgame I" (x(¢), T —
t) along cooperative trajectory. It can be seen that
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v(xg, T —t; N) =v(xg, T —t; N).

Define the imputation set . E(xo, T —19) and_the core under the new characteristic
function v(xg, T — to; S), C(xo, T — ty) C E(xo, T - to)_and define the integral
transformation of the imputation & € E(xo, T —ty) to & € E(xg, T — t9) as

. s,-(r)Zh,»oz(r))
éi — _ ieN dt,
V(&@), T —1: N)

to

ieN,

where £(t) € E(x(t), T —t). Similarly let E(x(t), T —t) C(x(t), T —t) be the set
of imputations and the core in subgame I" (x(¢), T — t) along cooperative trajectory
under characteristic function

r V@, T —7:8) 3 hi(x())
BERO.T — 1: 5) =f _ iV d.
t v(x(t), T —1; N)

Theorem 1 C(xq, T — tg) is strongly time-consistent.

To prove it is sufficient to take for each & € E (xo, T — tg) as fi(t)

&) Y hi(x(1))
ieN
(1) = _—,
Filt) v(x(t), T —1; N)
where £(t) € C(x(¢), T —t) is an in_tegrable selector from C(x(¢t), T —t). .
What is the connection between C and C? If there is a nonvoid intersection of C
and C, then this imputation set could be a good preferable optimality principle in
I"(xg, T — t). Introduce
v(x(®), T —1;8)

AS) = max ————,
n<t<T v(x(), T —t; N)

AN) =1.
We have
T
v(xo, T —10; S) < A(S) Zhi(f(t))dt = A(S)v(xo, T —to; N),
0 jen

v(xo, T —to; N) = A(N)v(xo, T —t9; N) = v(x0, T —to; N),

v(xo, T — to; S)

AS) > —————,
v(xg, T — to; N)

v(xg, T —t0; S) < A(S)v(xo, T —t9; N).
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Denote by é‘(xo, T — tp) the set of all solutions & = {&1, ..., &,}

Zfi > AS)v(xo, T —1t9; N), SCN, Z&' =v(xo, T —to; N).
ieS ieN

From previous considerations it follows
Y &= MS)v(xo, T —t; N) = v(xo, T — to; ).
ieS

We see that

C(xo, T — 1) C C(x0, T —19) N C(x0, T — 1)

and

CEN,T—-1)CcCE@), T—-)NCE@), T —1).

The following theorem holds.

Theorem 2

- , su)Zhi@(r»
C(xo, T —1y) D i=l

W VGO TNy 2T ©6)

for any integrable selector £(t) € C(x(t), T —t).

Proof Theorem 2 follows fror_n the inclusion é()?(t), T—1)cCGE®@, T —1)and
strongly time-consistency of C(xg, T — tp).

. From Theorem 2 it follows that for each imputation &y € C(xo, T — tp) N
C(xo, T — t¢) there exist IDP

E() Y hi(@(1)

_ i=l
PO= GO T —omy

where £(fg) = & and £(¢) is an integrable selector from C(x(t), T — t), such that

t
/ B(t)dt & C‘()E(t), T—1) C C‘(xo, T — ty). @)
1o
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Suppose that Clxo, T — 19) # (. The interpretation of (7) is as follows.
C (x0, T — tp) is the subset of the original core C(xg, T — o) and for any imputation
& e C‘(xo, T —t9) N C(xp, T — ty) from this subset of original core C(xg, T — tg)
one can construct the IDP (the imputation distribution procedure) such that if in
an intermediate time instant ¢ players for some reasons would like to switch to
another optimal imputation (§7)" € é’(i(t), T —1t) C C(x(), T —t) from the
subset of original core, they will still get the payments according to the imputation
from C(xg, T — 1p), resulting from the integral transformation of C(xg, T — ty).

2 Repeated Games

Folk theorems are well known in game theory [1, 2, 6-9]. By using the so-called
punishment strategies they show the possibility to attain in some sense preferable
outcomes. These outcomes are stable against deviations of single players. But
the natural question arises: is it possible to get “good” outcomes stable against
deviations of coalitions (coalition-proofness). Now we try to construct a mechanism
based on the introduction of an analog of characteristic function which makes it
possible (under some conditions on this newly defined characteristic function) to
get coalition-proofness for repeated and multistage games [9]. This will show us
the way of constructing strongly time-consistent optimality principles in multistage
games.

Denote by G the infinity repeated n-person game with the game I" played on
each stage. For simplicity suppose that the stage game I is finite (has finite sets of
strategies).

I'=<N;Uy,....U;,....U; Ky, ..., K, ..., Ky, >

If on stage k(1 < k < oo) strategy profile uf = (u’f, T

Prees uf‘l) is chosen, the
payoff in G is defined as

e¢]

Hi (), (), () = Y 8 K@, ) =
. k= ®)
=) Kb = Hiu(). i € N,
k=1

here ui() = (ub,....ub, ), oL wi() = @l ub ) () =
@l . uk, 00,8 €(0,1).
Here in the expression u; (-) = (ul.l, ey uf.‘, ...),i €N uf is the strategy chosen

by player i in the game I” on stage k. We suppose that on stage k when choosing uf
player i knows the choices of other players and remembers his choices on previous
stages. Thus ui‘ is function of history
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hk:(u{,...,u’]{_l;...;u- U

Formally we have to write uf.‘(hk), ie. uf‘ depends upon history h*, k = 1,....
However in this paper for convenience we shall write uf‘ instead uf.‘(hk ).
Consider the strategy profile i(-) = (u1(-), ..., u;(-), ..., Un(:)) such that

D Hi@) =max ) Hyw). ©)

ieN ieN

It is evident that such strategy profile always exists.
One can take i;(-) = (i, ..., &%, ...,) i € N such that

E Ki(b_tl,...,ﬁi,...,ﬁn)z max E K,-(ul,...,ui,...,u,,) (10)
ULyeensUjyeenyUp
ieN ieN

and since the stage games are the same (G is repeated game) we can take ﬁf‘ = u;
forall k =1, ..., n. Then from (8)-(10) we get that

> Hi) =) (Za“mm’f,...,aﬁg) =

ieN o ieN \k=1 X (11)
- Z (Zék_lKi(ﬁl,...,ﬁn)> =15 ZKi(ﬁl, ey lin).
ieN \k=1 ieN

Introduce characteristic function V(§), S C N in I" in classical sense. Then we
shall have

V(N) =Y Ky, ... iin) (12)
ieN

and it can be easily shown that the characteristic function W(S), S C N in G will
have the form

W(S) = 1%{3\/(5), S CN. (13)

Remind now the definition of strong (or coalition proof) Nash equilibrium.

Definition 3 The n-tuple of strategies (i1, ..., ...u,) = i is called strong (or
coalition proof) Nash equilibrium (SNE) if for all § C N, and all us = {u;,i € S}
the following inequality holds

oK@ = Y Kiillus). (14)

ieS ieS
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Consider now the core C in I, and suppose that C # @, and suppose also that
there exist an imputation @ € C such that

D ai>V(S), SCN, S#N. (15)

ieS

2.1 Associated Zero-Sum Games

Consider a family of zero-sum games ['y\;; with coalition N\{i} as first player
and coalition {i} as second. The payoff of N\{i} is equal to the sum of payoffs of
players from N\{i}. Denote by V (N\i) the value of I'y\; ;. Let (in\;, it;) be the
saddle point (in mixed strategies) in I'y\; ;.

Consider the n-tuple of strategies ;1 = (i1, ..., iln), and define

W(S) =max Y Ki(is; ims),
s ieS
here s = {ui, i € S}, in\s = {ii, i € N\S}. Itis clear that

W(S) > V(S), W(N)=V(N), SCN.

Suppose, that there exist the solution of the system

Za,- > W(S), Za,» =W(N) = V(N). (16)

ieS ieN

Construct now the modification G* of the game G. The difference between G
and G is in payoffs defined in stage games I" when the cooperative strategies u =
(i1, ..., uy) are used and the payoff in this case is equal to & = («1, ..., o), Where
«a satisfies (16). For all other strategy combinations the payoffs remain as in I".

The following theorem holds [10].

Theorem 3 In game G there exist 5 € (0, 1) and SNE such that payoffs in this

1
SNE are equal to o T—5 which are payoffs in G* under cooperation.

2.2 Multistage Games

Multistage game G starts from a fixed stage game /"(z;) which can be considered
as situated in the position (root) z; of the game tree G.

I'(z1)=<N; U/, ..., U",.

LUK K

ioc

LK > (17)
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For simplicity we suppose that the set of players N is the same in all stage games.
When the game G develops the infinite sequence of stage games is realized but only
a finite number of them are different since we suppose that the total number of
different stage game I"(z) is finite. As usual in multistage games we consider the
general case when the next stage game depends upon controls chosen by players
only in previous stage game. Like in previous section denote by u; (-) the strategy of
playeri in G (defined as function of histories). The strategy profile which maximizes
the sum of players payoffs in G is called “cooperative” strategy profile and the
corresponding sequence of stage games (or equivalently sequence of positions on
the tree G) “cooperative trajectory.” Suppose that for each stage game I'(z) the
characteristic function V (z, §) (in classical sense) is defined.

For each stage game I"(z) consider the family of zero-sum games I'y\; ;(z) and

corresponding saddle points [Lf\,\i, wi,and ji* = (@5, ..., if), define
Wz, ) = max ) | KF(u§. iy, s)-
Hs jes
Let

W(S) =sup W(z, S).

Suppose that

W(S) < inf W(z, N) = inf V(z, N).
V4 V4

Suppose the core C(z) is not empty in each stage game I"(z), denote by D(z) the
subcore of C(z) as set of all imputations a* = (a7, ..., &), Zaf > W(S), for
ieS
all S.
Suppose that for all z € G, D(z) # ¢ and suppose also that there exist imputation
o = (aj, ..., o)) such that

> af > W(S) for all S, (18)

ieS

i;}Zf [; af — W(S)] —A>0. (19)
1

For simplicity we shall consider the special case when V (z, N) = W(N) for all
z the previous conditions (18) and (19) can be written as

Zai > W(S) for all S, (20)
ieS
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irslf [Z o — W(S):| =A>0, 1)

ieS

since the number of different stage games is finite and we can select « the same in
all stage games.

Construct now the modification G of the game in the same way as it was done
in Sect. 1. Theorem 1 from Sect. 1 holds also for the game G*.

Theorem 4 In the game G there exist 5 € (0, 1) and SNE such that payoffs in this
SNE are equal to «; ﬁ, which are payoffs in G* under cooperation.

2.3 Time-Consistency and Strongly Time-Consistency

Consider cooperative version of game G and subgame G(z). Introduce the following
characteristic function in G and in G(z), respectively,

A 1
W(S) = mW(S).

Denote the analog of the core Cand C (2) in G under the defined above c.f.A
Strongly time-consistency in this case means that for each imputation & € C(zo)
there exist corresponding IDP (1), ..., B(I), ... such that

[
Y sk Btk @81 C @1 < CRo) (22)
k=0

It can be easily seen that if D(z) = D # 0, 13y selecting 5(k) = B € D(zx) we
can guarantee the strongly time-consistency of C(Zo).
Suppose o € C(Zp), then by definition we have

» &->W(S)=;W(S)' » &-:W(N):LW(N)
! = 1-35 i 1-35 ’
ieS ieN

Represent « in the form
o0
=) 6.
k=0

since @ € C(Zp)
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ieS ieS ieS
and

D B=WS), Y Bi=WN).

ieS ieN
Thus B € D(Zx) = D,k = 0,1,...,1,.... And we get that each imputation
o0

@ € C(Zo) can be represented in the form & = Zékﬁ(k), when (k) = B €
k=0
D(zk) =
This w111 give us also strongly time-consistency of C(zo).
We have seen that for arbitrary a € ¢ (Zo) there exist such IDP B(0), B(1), .
B(k), ... (in our case B(k) = B € D), that

1
Suppose that o’ € Zékﬁ(k) ® 81+1é(21+1). To prove (22) we have to prove
k=0
that in this case &’ € C (zo). Consider the stage [ then we can write the imputation
o’ in the form

[
= 8B + 8o,
k=0

here (k) = B € D), where a’ e é(Zl+1).
Since a” € C(Zz;4+1) we have

Dol = W(S) = —W(S) D o = W) = LW(N)

ieS ieN

and we can show that similar to previous case when o € C(Zg), @” can be
represented in the form

o0

o = Z s g7 k),

k=I+1

where /(k) =B € D,k=1+1,....
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Then we get

l 00 _ 00
o =Y 8Bk + 8 D SN gy = sk B,

k=0 k=I+1

where (k) € D, (k) = Bk) = Bk =1,.... 1, (k) = Bk) = B k = I+1, . ...
And we have

> —Z5kZﬂ,(k)+ Z 5" fith) = ZSkZﬂ,(k)—F Z 3 fik) =,

ieS k=0 ieS k=Il+1 ieS k=1 ieS k=I+1 ieS
1 _ o) _
323’<W(5)+ Z SFW(s) = ZakW(S) —W(S) W(S).
k=0 k=Il+1

In the similar way we can prove that Z alf = W(S ). This proves that o’ € C (zo0)-
ieN
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Part 11
Stackelberg Games



Incentive Stackelberg Games for m)
Stochastic Systems St

Hiroaki Mukaidani

Abstract Dynamic games with hierarchical structure have been identified as key
components of modern control systems that enable the integration of renewable
cooperative and/or non-cooperative control such as distributed multi-agent systems.
Although the incentive Stackelberg strategy has been admitted as the hierarchical
strategy that induces the behavior of the decision maker as that of the follower,
the followers optimize their costs under incentives without a specific information.
Therefore, leaders succeed in using the required strategy to induce the behavior of
their followers. This concept is considered very useful and reliable in some practical
cases. In this survey, incentive Stackelberg games for deterministic and stochastic
linear systems with external disturbance are addressed. The induced features of
the hierarchical strategy in the considered models, including stochastic systems
governed by It6 stochastic differential equation, Markov jump linear systems, and
linear parameter varying (LPV) systems, are explained in detail. Furthermore, basic
concepts based on the Hy/Hy, control setting for the incentive Stackelberg games
are reviewed. Next, it is shown that the required set of strategies can be designed
by solving higher-order cross-coupled algebraic Riccati-type equations. Finally, as
a partial roadmap for the development of the underdeveloped pieces, some open
problems are introduced.
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1 Introduction

Over the past few decades, a considerable amount of research has been conducted on
various Stackelberg games. It is well known that Stackelberg game is a hierarchical
strategy that involves a first movement by the leader and subsequent movements
by followers [1]. The basic concept of the Stackelberg game is that the leader
determines a strategy in advance and the followers optimize their costs subject to
the leader’s strategy. Finally, the leader optimizes his or her own cost based on the
strategies of the followers. Recently, useful and reliable results on the Stackelberg
games have been obtained by investigating various practical applications. For
example, let us consider the scheduling problem in a packet switch operation in
aring architecture (Fig. 1) [2].

Incoming packets on each link are stored in a finite capacity buffer and processed
by the central processor when it switches among the links according to a scheduling
policy. Packets are discarded when a buffer becomes full. The buffer dynamics of
that link are controlled locally based on the information about the state of the buffer
when the central processor is serving a particular link. For this real-world situation,
a central processor (called leader) has the ability to decide the strategy such that the
total throughput is maximized by inducing the local controllers for each link (called
follower). Specifically, we define the strategy design problem as choosing a static
output feedback control that minimizes the cost of transient around an equilibrium.
In this case, the objective function for each player that consists of each term in
the integrand penalizes transients on the queue length, queue length rate, and the
fluctuation of the loss probability, respectively [3].

The task of designing a strategy for this scheduling problem is challenging. For
example, a Stackelberg game model was used to describe the situation in which

Leader’s Control

— Follower’s Control

Uy

Fig. 1 Scheduling problem in a packet switch operating in a ring architecture
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a leader and a follower use the same solar heating system to heat a solar storage
and swimming pool, respectively [4]. A Stackelberg game model has been applied
to describe electricity trading between a utility company (leader) and multiple
electricity users (followers) [5].

In general, Stackelberg strategy is a hierarchical equilibrium solution in Stackel-
berg games. In [6], an open-loop Stackelberg strategy and a closed-loop feedback
Stackelberg strategy were developed. Closed-loop Stackelberg strategies for deter-
ministic systems have been extensively discussed for linear quadratic problems [7].
Recently, in the studies of theory and application of Stackelberg strategy, the grow-
ing interest in multi-agent, cooperative, and stochastic systems has led to extensive
research in this direction [8—12]. In Stackelberg strategy, the leader’s strategy can
induce the decision or action of the followers such that the leader’s team-optimal
solution can be achieved. This kind of strategy is called the incentive Stackelberg
strategy, and this has been extensively studied for more than 30years [13-26].
In [13], incentive problems and corresponding solutions in Stackelberg problems
based on the economic literature have been discussed partially. A new approach to
obtain the closed-loop Stackelberg solution for a class of two-person nonzero-sum
dynamic games characterized by linear quadratic dynamic games was developed in
[14]. Another approach to design the nonzero-sum closed-loop Stackelberg strategy
under the same conditions such that the leader can achieve the infimum of his/her
own criterion was discussed in [15]. In [16], an incentive Stackelberg problem
with perfect or partial dynamic information admitting optimal incentive schemes
with affine in the available information was addressed. The derivation of causal
real-time implementable optimal closed-loop incentive Stackelberg strategies for
a general class of discrete and continuous time was discussed in [17]. Sufficient
conditions for the incentive Stackelberg strategies in linear quadratic differential
games under relaxed conditions on the system parameters were obtained [18]. In
[19-21], necessary and sufficient conditions for the existence of a Stackelberg
solution for the multi-stage Stackelberg games were given. The linear quadratic
incentive Stackelberg game with multi-players in a two-level hierarchy has been
studied in [22, 23]. In [24], the three-level incentive Stackelberg strategy in a
nonlinear differential game was tackled and the sufficient condition for a linear
quadratic differential game was established. In [25], non-cooperative equilibria of
many players with multi-levels of hierarchy in decision making was studied. In
[26], the team-optimal state-feedback incentive Stackelberg strategy was developed
for two-person discrete-time dynamic games that are characterized by linear
state dynamics and quadratic cost functions. The unification of these important
results in the incentive Stackelberg problems has been provided. However, of all
existing problems and corresponding solutions, only a deterministic case has been
investigated. Furthermore, the presence of external disturbances and/or unmodeled
system dynamics over robust control has not been considered.

Recent advances in deterministic and stochastic systems on robust control
theory have resulted in revisiting incentive Stackelberg games [27-38]. In [27], the
incentive Stackelberg game for stochastic systems governed by the It6 differential
equation in a two-level hierarchy was explained and discussed for the first time.
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In [28], the incentive Stackelberg game for deterministic discrete-time systems
with deterministic external disturbance was studied. In [29], the study focused on
the single-leader-follower incentive Stackelberg game for discrete-time stochastic
systems with external deterministic disturbance as an extension of the previous
results. In [30, 33, 37], incentive Stackelberg games with multiple leaders and
followers were investigated. In particular, a novel concept of incentive possibility
has been discussed for a special case [33]. In [31, 35], the incentive Stackelberg
games with one leader and multiple followers under the Hy, constraint for the
discrete- and continuous-time stochastic systems have been investigated. In [32],
the incentive Stackelberg strategy for the infinite-horizon continuous-time Markov
jump stochastic systems with deterministic disturbance was developed. In [34],
the incentive Stackelberg game for discrete-time Markov jump stochastic systems
with external disturbance by means of static output feedback (SOF) strategy has
been addressed. In addition to the above stochastic systems, the Hy, constraint
incentive Stackelberg-Nash and Stackelberg-Pareto strategies for stochastic LPV
systems were studied [36, 38].

In this survey, incentive Stackelberg games for a class of stochastic systems
with external disturbance are explained. Although several references consider
deterministic problems, the stochastic cases are mainly reviewed here. First, after
showing a general method for solving the two-level hierarchical games by a simple
mathematical example to review this important concept, incentive Stackelberg
games with one leader and multiple followers are investigated for a class of
continuous-time stochastic linear systems with Hy, constraint. Unlike the existing
ordinary Stackelberg games, the leader is required to design an incentive Stackelberg
strategy set that can lead to the leader’s team-optimal solution and the follower’s
Nash equilibrium, and attenuate the external disturbance in the system simulta-
neously. Second, an infinite-horizon incentive Stackelberg games for a class of
Markovian jump linear stochastic systems (MJLSSs) governed by the It6 differential
equation are investigated. These games had multiple leaders and followers in a two-
level hierarchy and were investigated in line with the generalization of the existing
result found in [2]. As another important contribution, a novel concept of incentive
possibility is introduced. In contrast to the existing studies, the SOF incentive
Stackelberg strategy with Hy, constraint is studied for the first time. Conversely,
a robust incentive Stackelberg game for a class of stochastic LPV systems with
multiple decision makers is investigated. The aim in this section is to design a robust
incentive Stackelberg strategy in a linear state-feedback format with no scheduling
parameters due to the limitation of the real-time control applications. To determine
the strategy set and the related incentive of the decision makers, it should be noted
that a strategy is designed with a fixed gain and an incentive. Finally, conclusions
and suggestions for future work are presented.

Notation The notations used in this survey are fairly standard. I,, denotes the n x
n identity matrix. col denotes a column vector. ||v|| denotes the Euclidean norm.
E[-] denotes the expectation operator. E%C([O, trl, RY (5_27_-([&_, Re)) denotes the

space of nonanticipative stochastic processes y(r) € R satisfying F[ féf Ily(@)%dr]
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(IE[[OOo ly()||2dt]). M, ,, represents the space of all A = (A(1), ..., A(s)) with
A(k) being n x m matrix, k € D, where D = {1, 2, ..., s}. The component of S +
TU is defined as S+TU = (S(D+T (DU (1), ..., S()+T()U(5)). LRy, RF)
denotes the space consisting of all measurable functions u (¢, ®) : Ry x 2 — R,
which is F;-measurable for every t > 0, and E[fooo lu@)|?dt | r, = k] < o0, i €
D. I; denotes the set of admissible strategies for player P;, where a strategy set is
said to be admissible if the resultant closed-loop system is asymptotically mean-
square stable (AMSS). Finally, for an N-tuple u = (uy,...,uy) € It x --- x I'y
and for given sets I, we write

* o— % * * *
U= Uy e Uy Uiy Ui gy ey Uy,

u¥ o o= (o1 (uy), ..., uoG—1)(;_), woi (i), uoi+1)(Wjyy), - .., uon WUy))

with u; € I, where the superscript (*) is used in the optimal case. me -x stands for
a value of m x 10™*. x4 denotes indicator function.

2 The Basic Concept of Incentive Stackelberg Game

In order to summarize the incentive Stackelberg game, let us consider two-level
hierarchical games with one leader and multiple non-cooperative followers. The
hierarchical structure is depicted in Fig.2. Among multiple players P;, i =
0, 1,..., N, Pg is considered as the leader and Py, ... ,Py are considered as the
followers, under the specification that each follower acts non-cooperatively.

Team- O{nmml Solution.
o (ug, ui, ..., uy) < Jo (ug,uy, ..., u

P, Leader u, I ‘

Incentive Strategy Set
Ug; = Uo; (U;)

P, Follower u, LI Py Follower uy,

s Nash Equilib mm
Jiug, ug, .., uy) < Ji (ulo; (ugp), u; (w; )

Fig. 2 Incentive Stackelberg hierarchy
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The cost functionals of the leader and followers are given by

Jo = Jo(wo, uy, ..., un), (1a)
Ji=Ji(uo,uy,...,un), i=1,..., N, (1b)

where ug = col [ ug; - - - ugy |-
Definition 1 ([1, 18]) A strategy set (ug, uj, ..., u}) is called the team-optimal
solution of the game if

Jo(ug, ui, ..., uy) < Jouo, ui, ..., un) 2

for any ug and u;, i =1,..., N.

The framework of the incentive Stackelberg games can be described as fol-
lows:

1. The player Py announces the following strategy in advance to the players P;:
uoi = uo; (u;). 3)

2. Each player P; decides his/her own optimal strategy u}, i = 1,..., N under the
following Nash equilibrium solution concept, considering the announced strategy
of the player Py.

3. The player Py finalizes the incentive Stackelberg strategy
up; = ug; (u7) )

for each player P;, i = 1,..., N so that the team-optimal solution can be
achieved.

In order to gain a deeper understanding, a mathematical academic example of a
static game with N = 3 is solved. Consider the two-level incentive static game with
one leader three non-cooperative followers described by the following form:

Jo = Jo(uo, ur, uz, u3) = u’ Aou — bl u, (6a)
Ji = Ji(or, uy) = ui + 2ufy, (6b)
T = Doluop, uz) = u3 + 3udy, (6¢)
Tz = J3(uo3, u3) = u3 + 4ugs. (6d)

where
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uo1
uo2
uo3

The main steps to find the two-level incentive Stackelberg strategies uq; (u;) of the

players P; i =0, 1, ..., 3 are as follows:

1. Using the well-known optimization technique, the team-optimal solution of Pg

can be obtained

)

®)

uy, 4
us, 11
r uk 1| =24
= _Alpy = | F03 | = —
CE T T o
uy 11
E3
L 43 ] L —10 ]
2. Next, let us consider the two-level incentive Stackelberg strategies uo; (¢;) of the
form

uoi = uoi (ui) = ud; + i (ui — uf),

where n;; i = 1, ..., 3 are three undetermined coefficients.

Substituting «} and ufj; from (7) into (8), the following strategy set can be

defined.

4 11
uor = ugr(ug) = 7 + 0\ ur — )

11 11
up = up(uz) = T + 12 <u2 - ﬁ) ,

24 10
uo3 = ugz(u3) = 1 +n33 | us + )

3. Solve the following optimization problems:

rr;iln J1(uor (1), wop(u2), uo3(m3), uy, uz, u3)

in| 22l 2+ IAYE
= min | u — Uy — — ,
il g Ty

(9a)

(9b)

9¢)

(10a)
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n;izn T2 (o1 (u1), uoa(m2), uo3(u3), ui, Uz, u3)

—min|u3+3] 1L 4 _mp (10b)
= min )
w12 Ty
n;in%(M01(M1), uop(u2), uo3(uz), ui, uz, uz)
2ol 2 Lo 2 (100
= min - u — s
w3 T V!

such that (9) holds.
Since J;(uo1(u1), uo2(u2), uo3(u3), uy, uz, u3z) is strictly convex in u;, the
necessary and sufficient conditions for each problem above are given as follows:

N 4 11
P ur +4n11 Ta + 11 (Ml 14)} (11a)
NG 11 11
LC D WP _—\l=o, 11b
™ uz + 6n22 T + 122 (uz 14)} (11b)
075 24 10
— =2 8 - — =0. 11
2103 u3 + 8133 14-|-7733 <M3+ 14>} (11¢)
4. When u; = ul’.‘, i =1, ..., 3arechosen for Egs. (11), then
7 11
ni :_Z”*z_? (12a)
14, 1
= —mur =3, (12b)
7, 5
= —uf=—_ 12
s = goi3 13 (12¢)

Therefore, the two-level incentive Stackelberg strategies of P; are obtained as
follows:

11 153

upr = —§u1 m, (133)
1 22

uoy = —zua+ 5o (13b)
5 601

ups = —EM:; - % (130)

In fact, by the strategies (13) announced ahead of time, the cost functionals of P;
will become
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5 11 153\?
Ji(ug, uy, uz, u3) =uy +2 —§u1+m , (14a)
1 22\?2
Jo(uo, uy, un, u3) = uj +3 <—§u2 + i) , (14b)
5 5 601>
J3(uo, uy, uz, u3) = uz +4 ;8B T 336) (14c)

By using the incentive (13), the player P;’s optimal decision must be ;. Thus, the
strategies uq; (#;) given by (8) can be attained by the team-optimal condition, they
are then indeed the two-level incentive Stackelberg strategies announced by Py in
this game.

The above-mentioned problem is very difficult to solve if the matrix contains
stochastic noise as the disturbance. In such cases, the expected value based on the
appropriate stochastic process should be considered.

It should be noted that some follower may not take the optimal strategy subject
to the leader’s incentive because it would be possible to take the better strategy in
the real-life example. Therefore, it is assumed that the follower cannot take their
optimal strategies by deviating the leader’s incentive such that the leader’s team-
optimal solution is achieved.

3 Incentive Stackelberg Game with One Leader
and Multiple Followers

In this section, the incentive Stackelberg game with one leader and multiple
followers for a class of linear stochastic systems governed by the Itd differential
equation with external deterministic disturbances is explained by using the previous
result in [35]. Since the deterministic disturbances in the systems are also considered
in the games, the incentive Stackelberg strategy with the Ho, constraint is derived.
Different from the deterministic incentive Stackelberg games [13, 17, 18, 23, 24, 26],
the stochastic incentive Stackelberg game with multiple followers in the systems
involving the state-dependent noise and the external deterministic disturbances is
discussed.

The structure of the game is depicted in Fig. 3. The game is conducted under the
stipulation that the followers act non-cooperatively.

The conditions for the existence of the leader’s incentive Stackelberg strategy
with the Hy constraint are derived on the basis of the existing results for the
finite horizon stochastic H>/H, control problem [39]. It is shown that such a
strategy can be obtained by solving a set of the cross-coupled stochastic Riccati
differential equations (CCSRDEs); moreover, the strategies for the followers are
derived in a way that these strategies satisfy the requirement of the leader’s team-
optimal solution. It should be noted that the incentive is included in the hierarchical



50 H. Mukaidani

l_ Worst case disturbance V'

Stepl. Determine a team-
P, Leader °” :
optimal solution.

Step2. Design an Step 4. Attain team '\ Step2. Design an

incentive to follower., \optimal solution. incentive to follower.
o * Uyy = XU

um _7701x+77”u1 0N 770N UNN N

Step 3. Compute
Nash Equilibrium.

Pl Follower u,| ssssss2= PN Follower u

min J, (1410. (um ), ”: (“| ), V‘,xo) min J, (M:ON (MON )a ”:w (”N )a V"xo)

ol o iy Dty

Fig. 3 The incentive Stackelberg strategy with Hy, constraint

structure, and the followers act to achieve the Nash equilibrium. The stochastic
maximum principle plays an important role in the derivation of the incentive
Stackelberg strategy. Furthermore, we extend the results to the infinite-horizon case,
where, in contrast with the finite-horizon case, the incentive Stackelberg strategy set
can be obtained by solving the cross-coupled stochastic algebraic Riccati equations
(CCSARES). In this case, a simple computational algorithm based on the Lyapunov
iteration is derived to solve the obtained CCSARESs. Finally, simple numerical
examples are provided to illustrate the feasibility and effectiveness of finding the
incentive Stackelberg strategy set.

3.1 Definitions and Preliminaries

In this section, we will introduce some definitions and preliminary results on the
stochastic Hy/Hy, control and the LQ control. Firstly, we introduce the team-
optimal solution concept [1, 18], which is the essential concept.

Definition 2 ([1,18]) Let Jy(uo, u1, ..., uy) be a given cost function of the leader,
where uq denotes the leader’s control, and u;, i = 1,..., N, denotes the ith
follower’s control. A control set (u§, uj, ..., u}) is called a team-optimal solution
if

Jo(ug, uy, ..., uy) < Jo(uo, ui, ..., un) (15)

for any ug and u;, i =1,2,..., N.
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It should be noted that if Jy is quadratic form and strict convex, then a unique
optimal solution exists [1].

Secondly, a finite horizon stochastic H>/Hs, control problem is introduced [39].
Consider the following linear stochastic system:

dx(t) = [A@)x(1) + B(u(t) + E(0)v(0)]dt + A, (0)x()dw(1),
x(0) = x°, (16a)
z2(t) = eol [ C(1)x(1) D(tyu(r) ], DT ()D(t) = I, (16b)

where x(t) € R”" denotes the state vector. u(t) € E%_-([O, tr]l, R™) denotes
the control input. v(t) € E%_-([O, tr], R™) represents the external deterministic
disturbance. w(z) € R denotes a one-dimensional standard Wiener process defined
in the filtered probability space [6]. z(¢) € R denotes the controlled output. A(t)
and A,(t) are n x n dimensional matrices, B(¢) is n x m dimensional matrix,
E(t) is n x n, dimensional matrix, C(¢) is n, x n dimensional matrix, and D(¢)
is n; x m dimensional matrix, respectively. Furthermore, all coefficient matrices are
time-varying with piecewise-continuous elements.

The finite horizon stochastic H>/Hy, control problem can be stated as follows
[39]:

Given the disturbance attenuation level y > 0, the finite horizon stochastic
H>/Hs, control problem is to find an optimal state feedback control u*(z) €
£§_-([O, tr], R™) and a worst-case disturbance v*(f) € L%_-([O, tr], R"™) such
that

1. when the optimal state feedback control u*(¢) = K*(¢)x(t) is applied,

Izll10,¢41
IClo.cy= sup
ve 5‘27__([0, Bf]" RIM) ”v”[O,tf]
v#0,x"=0
J *
- sup V) <y, (17)
ve £2.([0, t 7], R™) Iy
A /E[ / ||v(t)||2dt]
0
where K*(¢) is the optimal feedback gain and
tr )
Ju(u) :=E / lz()lI"dt
0
Iy
=E [/ X Hcoxe) + uT(t)u(t)}dt] . (18)
0

2. when the worst-case disturbance v*(z) = F*(¢)x(¢) is applied, u*(¢) minimizes
the cost functional J,(u, v*) = J,(u) in (18). It should be noted that F*(¢)
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denotes the gain of the worst-case disturbance. Here, the so-called worst-case
disturbance means that

v*(¢) = argmin J, (u*, v), (19)
v

where
i
Jy*,v) =E [/O {72 - ||z(r>||2}dr] :

It should be noted that if the previous strategy pair (u*, v*) exists, then it is said
that the finite horizon control has Nash equilibrium solution (u*, v*).

Lemma 1 ([39]) Finite horizon Hy/Hso control has solution (u*(t), v*(t)) =
(K*(t)x(t), F*(@)x(t)) if and only if the following CCSRDEs (20) have solutions
X(@)=0andY(t) > 0o0n|[0, tf].
—X(1) = XA (1) + ALOX @) + AL(OX (W) A (1)
+X@)SH)X (@) + Qo(t), (20a)
—Y(0) =YW A@)+ ALY (1) + ALY ) A,1)

—y YT OY () + XSO X (1) + Qo(t), (20b)
where

X(tp)=Y(y) =0,

Af(0) = AW = SOX D) +y TOY @),
S@) :==BnB" (1),
T(1):= EQE" (1),

Qo(1) == CT()C().

In this case, the optimal state feedback control and the worst-case disturbance are
as given below.

u () = K*()x(t) = =BT () X (1)x (1), (21a)
Vi) = F*Ox () = y 2ET ()Y (0)x (). (21b)

It should be noted that when we consider the infinite-horizon case, the CCSRDEs
(20) changes to the CCSARESs. Similar results can be referred in [39] and the related
proofs can be found there. The results will be considered when we discuss the
infinite-horizon case.
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Thirdly, the existing results of the LQ control problem for the stochastic systems
in [39] is extended. Let us consider the following finite-time stochastic LQ control
problem:

min J (u), 22)
u
where

Ju) := %E[/OU xXTO0®x®) +u” (OR®u®@) + 2uT(t)U(t)x(t)}dt],
0N =0" " =0, RO=R"(1)>0
such that
dx(t) = [AOx () + BOu®)]dt + Ap(O)x)dw (), x(0) = x°.

Lemma 2 ([35]) Assume that Q(t) — UTHOR'OUG@) > 0. Suppose that the
following stochastic differential Riccati equation (SDRE) has a solution X (t) > 0.

—X(t) = XO[AW®) = BOR™'(OU®)]
+A®) - BORT OU®] X0 + AL X (1) A1)
~X)BORT 0BT )X @)+ 00) —UT R ) U@) =0.  (23)
Then, the optimal feedback control is given by
u(t) =—R'OBTOX@) +UD®)x(@). (24)

It should be noted that the solution is defined in the interval [0, 7 7].
Finally, in order to derive our results for the infinite-horizon case, the following
facts will be used.

Definition 3 ([35]) Consider the following stochastic system with multiple deci-
sion makers:

N
dx(t) = Ax(t)+ZBjuj(t) dt + Apx(t)dw(t). (25)
j=0
If there exist feedback control u;(t) = K;x(¢),i = 0, 1, ..., N such that for any

x(0) = x9, the closed-loop stochastic system (25) is AMSS, the stochastic system
with multiple decision makers is called stabilizable.

Definition 4 ([39,40]) Consider the following stochastic system with measurement
equation:
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dx(t) = Ax(t)dt + Apx(t)dw (), x(0) = x°, (26a)
2(t) = Cx(1). (26b)

Ifz(r) =0,V ¢t > 0 implies V=0, (A, A, | C) is called exactly observable.

It may be noted that exact observability of stochastic linear controlled systems
has been well documented [40].

In the next two sections, we will formulate the incentive Stackelberg game with
H, constraint for the finite-horizon case, and then solve the game formulated.

3.2 Problem Formulation

Consider a linear stochastic system governed by the It6 differential equation defined
by

N
dx(t) = [A(t)x(t) + Y [Boj(t)uoj(t) + Bj(t)u;(1)]

Jj=1

+ E(t)v(t)}dt + A,,(t)x(t)dw(t), x(0) = xo, (27a)
2(1) = col [ C(t)x(t) uo(t) ur(t) -+~ un()], (27b)
uo(t) = col [ ugi (1) -+~ uon () |, (27¢)

where B;(t) is n x m; dimensional matrix and Byg;(¢) is n X mg; dimensional
matrix, respectively. Furthermore, these matrices are time-varying with piecewise-
continuous elements.

uo(t) € L0, 71, R™), mo = YN mo; with ug;(t) € L3(10, 7], R™0I)

denotes the leader’s control input. u; () € LZ}-([O, trl, R"),i =1,..., N denotes
the ith follower’s control input. In the following, we use Py to represent the leader
and P;,i = 1,... , N to represent the ith follower. The definitions of the other
variables are the same as those in stochastic system (16).

On the other hand, the cost functions of Py and P;, i = 1, 2,..., N are given
by

Jo(uot, ..., uon, Uy, ..., uN, v)
1 Y or l T
= EE[ f {x 1 Qo(Nx() + ) [um (1) Rooi (1)10i (1)
0 4
i=1

+u] () Ro; (t)ui(t)} }dt} (28a)
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Ji(uot, ..., uoN, U, ..., UN, V)

1 . ,
= EE[/O {x" ) Qi ()x (@) + ug; (1) Roii (t)uoi (1)

+ uiT(t)Rii(t)ui(t)}dt], i=1,...,N, (28b)

where Qo (1) := CT(1)C (1), Qi(t) = Q] (1) = 0, Rooi (1) = Riy; (1) > 0, Roi (1) =
R;(t) = 0, Ryji(t) = R};(t) = 0,and Rij(t) = RL(1) > 0,i =1,..., N are
piece-wise continuous functions of time on the fixed interval [0, #5].

The leader’s strategy to which optimal response of the follower (obtained by
minimization of his own cost function) coincides with team-optimal strategy is
called incentive Stackelberg strategy, thus yielding the optimal team-trajectory [18].
In fact, the game process to determine the incentive Stackelberg strategy set is as
follows [14, 18]:

1. The team-optimal strategy is computed

i (1) = K& (0x(1), (29a)
Wity = KX(x(@), i=1,...,N, (29b)

where K (1) and K*(t) denote the gains of the team-optimal strategy.
2. The leader announces a strategy ahead of time to the followers with the following
feedback pattern:

oi (1) = woi (1, x (1), ui) = u; (1) + ;i (1) (i (1) — uf (1))
= K& (O)x(0) + nii (1) (ui (1) — K (0)x(1))
= n0i ()x(t) + nii (Ou(t), i =1,..., N, (30)

where no; (1) = K5 () — ni(O)K(t) € R™>" and n; () e RMo>m
are strategy parameter matrices. Moreover, their components are piece-wise
continuous functions of time on the interval [0, #/].

3. The followers determine their strategies to achieve a Nash equilibrium by
responding to the announced strategy of the leader.

4. The leader determines the incentive Stackelberg strategy

ug; (1) = ug; (t, x(8), u;) = ng; (Ox (1) + nj; (Ou; (1) €29

fori = 1,..., N to achieve the team-optimal solution (ug, u7, ..., u}), which
is associated with the Nash equilibrium strategy u;(t) fori = 1,..., N of the
followers.

The incentive Stackelberg game under the Hy, constraint with one leader and
multiple followers is formulated as follows:
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For any given y > 0,0 < ty < oo, find an incentive strategy (31) and a state
feedback control u}(t) = K*(t)x(t) € cé([o, trl, R™), i =1,..., N that are
associated with a worst-case disturbance v*(¢) = F;‘(t)x(t) € E%_-([O, tr], R™)
such that

1. the stochastic system (27) attains the team-optimal condition (32a) with Hy,
constraint condition (32b)

Jouyy, - ugy, Ul ..., uy, V)

=M01 .... u{&i};l ..... ix Jo(uot, ..., uoN, Ui, ..., un, %), (32a)
0 < Jy(ugys --- s ugy, Ul ..., uy, v°)

< JoUQys - ugy, U, .o Uy, V), (32b)

where

Iy
Jo(o1, - UON S U1, ., UN, V) =E[f0 {r2Ivo)? - ||z(r>||2}dt},

N
21> = xT () Qo)x(t) + > ul (yu; (1)

j=0

for Yu(r) # 0 € L2([0, 7], R™),
2. the control set (ua., u;.") e R™moitmi j =1, ..., N satisfies the inequality:

JF = Ti(ug uy), . ugy (uy), uy, .. uy, vF)
< Ji(u® o (uoi), u’;(u), v*)
= Ji((ugy 7)o g gy Wi_y)s woi (i), ug 1y Uigy)s - ugy (),

Wl oo uf g uy g, ), V). (33)

It should be noted that F; (t) denotes the gains of the worst-case disturbance.
Furthermore, it should also be noted that the leader’s strategy uo; depends on the
follower’s strategy u; because the incentive strategy set (30) holds.

It is obvious that inequality (33) defines a Nash equilibrium [1, 41], that is, the
strategy set (u&, “?) e RMoitmi j = 1, .., N constitute both the team-optimal
incentive Stackelberg strategy set with Hy, constraint of the leader and the Nash
equilibrium strategies of the followers.
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3.3 Main Results

Let us define the space of admissible strategy I; for P;,i =0, 1,..., N. For each
pair (uoi, u;) € Iy x Ij, it is supposed that the linear stochastic systems (27) has
a unique solution on [0, t7] for all initial state x9 and the values of J; are well

defined. Firstly, the team-optimal solution set with the Ho, constraint (ug;, u}, v*)

is derived. By centralizing the control inputs in the stochastic system (27), the
following centralized stochastic systems can be obtained:

dx(t) = [A(t)x(t) + B.(t)uc(t) + E(t)v(t):|dt
+ Ap(O)x()dw(r), x(0) = x°, (34a)
z(t) = col [ C()x (1) uc(1) ], (34b)
where
Be(t) := [ Bo(t) Bi(t) -+~ By() ],
Bo(t) := [ Boi(t) -+ Bon(®) |,
ue(t) :=col [ug(t) uy(t) - un()].

Furthermore, the cost functional (28a) can be changed as:

Jo(mot, ..., uoN, UL, ..., UN, V)
t
= %E[/ ! (xT(®) Qo)x (1) +uCT(t)RC(t)uC(t)}dti|, (35)
0

where

Qo(1) :=CT(1)C(),
Rc(t) := block diag ( Roo(1) Roi (1) -+ Ron (1)),
Roo(t) := block diag ( Roo; (t) - -- Roon (1)) -
By using Lemma 1, the following conditions via the CCSRDEs can be obtained:
—P(1) = P(A) + AL (O)P(1) + AL () P(1)A (1)

+P(0)S()P(1) + Qo(1), (36a)
—W() = WO A0 + ALOW (@) + AL (OW (D) A1)

—y EWOT@OW (@) + PSP (1) + Qo). (36b)
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where
P(ty) = W(ty) =0,
Ac = A@W) — Sc(OP) +y 2T (OW (@),
Se(t) := B.(OR (1) BT (1).

Furthermore, if P(¢) > 0 and W(z) > O for V¢ € [0, 7] hold, the strategy set is as
given below.

uh () = col [uh(t) wi(t) -~ uly(t)]

KX0)x(t) = =R )BT (1) P(1)x (1), (37a)

Vi) = Frx(0) =y PET W @Ox (), (37b)

where K’ (t) is the optimal feedback gain of the team-optimal strategy and
ug = col [uh (1) -+ ufy @) ],

ul; (1) = K (Ox (1) = —Rygr (1) BL (1) P()x (1),

wi(t) = K (x(t) = =Ry, ()BT (1) P(1)x (1).

Secondly, the non-cooperative Nash strategy set for the followers is derived. Define
the following matrix functions:

noi (1) = Kg; (1) — mii () K[ (¢)
= —Ro, () BL( P (1) + nis () Ry, (1) B (1) P(2). (38)

For given n;;(t), i = 1,..., N which satisfy (31), let us consider the following
optimization problem:

min  J; (u”o; (woi), u®;(u;i), v*)

uoi (i),
= min J; (™ g (m0i Ox (@) + mis (Dui (1)), w’; (wi), v*), (39)
such that
dx(t) = F(t,x,u;,n;))dt + Ap()x()dw(t), x(0) = %Y, 40)

where
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F(tv-xv Ui, ﬂii)
i= A(0)x (1) + Boi (1)[n0i (1)x (1) + nii (Dui (1) ] + Bi (t)u; (1)

+ Z |:BOJ(I) n0j (DX (1) + nj; (O (0)] + B (1)u (l)i|

Jj=1,j#i

+y 2T OW (@)X ().

In order to apply the maximum principle to this optimization problem, the following
Hamiltonian is defined:

Il 7 T
H; = E[x (1) Qi (D)x (1) + [10i ()x (@) + i (Dui (1)]" Roii (¢)

x [10i (Ox(0) + mii (Oui ()] + uf (r)R,-,»a)u,»(r)]
+al-T(t)F(t,x, Ui, nii) + ,BiT(t)Ap(t)x(t), i=1,...,N. 41)
Hence, we have the following equations:

da;(t) = —%dl + Bi (t)dw(t)

—[(Q,-m + g (0) Roii (1) 10; (t))x(r) + g (0) Roii ()i () (1)

+[A®) + Boi (o ()] @i (1)

N _ )\ 17
+ Y [BOj<r>no,-(r>+Bj(z>< o )} i (1)

j=1,j#i
Y PWOT a0 + AL, (r)}n + B (dw(0), (“22)
oH,
R 0 Roi 00 (0x(0) + i (s 0]
u;i(t)

+Rii (Ou;i (1) + Bl (i (1) = 0, (42b)

where B;(t) := B;(t) + Bo;i (t)n;i ().

It should be ensured that ug; (), u (¢), and v*(¢) satisfy the Ho, constraint team-
optimal solution of (37). Without loss of generality, since we consider the linear
stochastic system, it is assumed that

a;(t) = Zi()x(1). (43)
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60
Then, from (42b), we have
. _ T _ T
ui(t) = u; ) = K,‘ (#)x(1)

R; (1) [nﬁ- () Roii (Onoi (1) + B! (1) Z; <r>]x<r), (44)

where K f (t) denotes the optimal feedback gain under the incentive and
Rii (1) = Rii (1) + 0] (1) Roii ()i ().

It should be noted that Rii(t) is nonsingular because of R;;(#) > 0. Then, we

assume that the following condition holds:

w () = K¥(0)x(t) = ul (1) = K (1)x (1) (45)
Namely, we have
K} (1) = —Ry'(1)BI () P(1) = K] (1)
=—R;' (1) [nﬁ (1) Roii (1)n0i (1) + B (1) Z; (r)]. (46)
Therefore, from Eq. (46) we have
5 (0 (BE(0Zi (1) — Roii (1) Rygs (1) BE () P (1))
(47)

= Rii(ORy,' )BT (t)P(t) — B (1)Zi(t), i = 1,..., N.

It should be noted that 1o; (t) — i (1) Ry;' (1) B (1) P(t) = —Rggy (1) BL (1) P(t) of

(38) is used.
Furthermore, stochastic system (42a) can be changed as:

do;(t) = — [(Qi(l) + 8 () Roii () [n0i (1) + nii O K (1)]

N T
+ [A(r) + Y Boj(tymoj (1) + y‘zT(nW(r)} Zi(t)
j=1
N
+ > KT 0Bl 1z (t))x(r) + AL () B (r)}drﬂi (O)dw(r).

J=L
(48)

On the other hand, from (43), we have
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da;(t) = a";":t D + %0;’ ((;)) dx(t)

= [z (t) + Zi (1) <A<r>

N
+ > [Boj0)[mo; (1) + nj (DK O] + B (1)K ()]
j=1

+y—2T(r>W<z>>}x<z>dr + Zi()Ap()x(D)dw (D),

where
30le 1 e & azaik
doi(t) = d t+ Z d pt+ = 5 Z Z dxg0x, dxpdxg,
gq=1p=1

x1(t) ;i1 (t)

! azotik

x(t) = : ,ai(t) = : , —— =0

: : 0xq0xp

Xn (1) a;y ()

By the term-wise comparison between (48) and (49), we have

—Zi(t) = ZiA@®) + AT () Zi(t) + AL Zi () A, (1)
+ ZiOB;OR; OBl ()2 (1) + 0i (1)
— 0 (1) Roii (mi: (O R (O (1) Roiz () m0i (1),

where

A@t) = AQt) - ZBOJ(I)ROOJ(I)BOJU)P(I)
j=1
N

— Y Bi(ORy OB] P®) +y*T(OW (@),
j=1

0i(t) == Qi (t) + nd; (1) Roii (t)10: (¢).

61

(49)

(50)

We are now in a position to state the main result for the incentive Stackelberg game

with Hs, constraint.

Theorem 1 ([35]) Suppose that the solutions of the CCSRDEs (36), the matrix
algebraic equations (MAEs) (47), and the SDREs (50) exist. Then the strategy set
(31) associated with u} (t) = K[ (t)x(t) fori =1, ..., N constitute the incentive
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Stackelberg strategy set with Hy constraint as formulated in Section III, where
ng; (1) and 0} (t) are determined by using (38) and (47), respectively.

It should be noted that #g; (t) and 17 (¢) denote the required incentive.

Remark 1 1t should be noted that the unknown variables of the SDREs (50) are
Z;i(t) and n;; (). However, we have the relation from (47). Hence, it is possible to
obtain the solutions Z;(¢) and 7;; (t) by combining Egs. (38), (47), and (50).

3.4 Infinite-Horizon Case

In this section, the infinite-horizon incentive Stackelberg game with multiple
followers subject to the Hy, constraint is explained. Consider a time-invariant linear
stochastic system governed by the Itd stochastic differential equation:

N
dx(t) = |:Ax(t) + " [Bojuo;(t) + Bjuj()] + Ev(t)}dt
j=1

+ Apx(Ddw(t), x(0) = x°, (51a)
2(1) = col [ Cx(t) uo(t) ur(t) - un ()], (51b)
uo(t) = col [uoi (1) -~ uon (1) |, (51c)

where the dimension of all coefficient matrices is the same as the stochastic system
(27) and they are constant matrices.
Moreover, the cost functions are defined as follows:

Jo(uot, .., uoN, Ut, ..., UN, V)

1 [ [> Al
= EE[/O {xT(t)Qox(t) + E |:ug,~(t)R00iM0i(l)
i=1

+uf (t)ROiui(t>} }dt], (52a)
Ji(uot, ..., uoN, Ut, ..., Uy, V)
= %E[ / h {xT ) Qix (t) + uf; (1) Roiiuoi (1) + u] <r)Ruu,~<t>}dr], (52b)
0

JU(uO]""7u0N’ Ut, ..., uUN, U)

= IE[ /0 2o - ||z(t)||2}dr}, (52¢)
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where Qg := CTC, Qi = Q] > 0, Rooi = R}y, > 0, Ry = R}, = 0, Ryiij =
R};; =0,and R =R., >0,i=1,...,N.

The infinite-horizon incentive Stackelberg game with H,, constraint is formu-
lated as follows:

For any given y > 0, find the incentive strategy
uoi (1) = ugy (1) = niyx(6) + fui(0), i =1,.... N, (53)

where 7§, and n}; are the parameters to be determined, and a state feedback strategy
ui(t) =K'x(t) e L%_-(RJF, R™),i =1, ..., N thatis associated with a worst-case
disturbance v*(¢) € ﬁz}-(RJr, R"v) such that

1. the stochastic system (51) attains the team-optimal condition (54a) with Hy
constraint condition (54b)

Jo(ugy, ... ugy, Uy, ..., uy, v¥)
= min Jo(uot, ..., uon, Ui, ..., un, %), (54a)
uo1 UQON U5 un
0 < Jo(ugy, .- upy, Uy, ... uy, V)
< Jo(ugy, - UGy, U, Uy, V), (54b)
2. the control set (ug;, u}) € R™oit™mi i = 1,..., N satisfies the following Nash

equilibrium condition:
I =Ty, - Ul U, e iy, V)
< Ji(uZo;(uoi), u”;(ui), v). (535
It should be noted that if inequality (54b) holds, then we have

lIzll2
1 £lloc = sup ol <7 (56)

UEL?-,_-(]R_;_. RIMW) ”U”2
v#0, =0

Firstly, we are interested to find the solution for the infinite-horizon case. For this
purpose, we rearrange the system (51) as the same as the finite-horizon case.

dx(t) = [Ax(t) + Beue + Ev(0)]dt + Apx()dw(t), x(0) =x°,  (57a)
z(1) = col [ Cx (1) uc(t) ], (57b)

where

B.:=[ByBi--- By],
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By = [B(n BON]-

The cost functional (52a) is also rearranged as follows:
1 (o)
JMWJZEEL/ hTQOa»HJamenmﬂ, (58)
0

where

R, := block diag ( Roo Ro1 -+ Ron ) »
Roo := block diag(R()O] s ROON) .

Therefore, for the team-optimal solution with the Hy, constraint, the following
result can be obtained from [39]:
For a given y > 0, suppose the CCSAREs (59):

PAc+AlP+ ATPA,+ PS.P+ Qo =0, (59a)
WA+ AT W + ATWA, —y 2WTW + PS.P + Q9 =0, (59b)
with
Ac:=A—S.P+y ’TW,
Se := B.R.'B],
T:=EET

have a pair of solutions P > 0 and W > 0. If (A, A, | C) and (A +
Yy 2TW, A p | C) are exactly observable, then the stochastic team-optimal strategy
with Hy, constraint problem admits a pair of solutions:

K]
u*(t) = K*x(t) = —R'BT P*x(t) = Kon x(1) (60a)
c - c - c c - K* ’
1
| Ky _
v¥(1) = Fix(t) = y 2ET W*x(1), (60b)

where P = P* > 0 and W = W* > 0 are the solution set of (59).
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Secondly, by substituting the leader’s incentive Stackelberg strategy
uo; (1) = noix () + niju; (1) (61)
into the stochastic system (51) and the followers’ cost functional (52b), the
following stochastic algebraic Riccati equations (SAREs) (62a) and MAEs (62b)

can be obtained:

ZiA+ A"z + AV Z;A, + Z;B;R;;' B Z;

+ 0 — e ROii’?iiﬁ;’lniTiROiinOi =0, (62a)
0k (BEZi — Roii Rogy B P) = Rii Ry;' Bl P — B Z;, (62b)
wherei =1,..., N,
N N
A:=A=7 " BojRy;Bi;P— Y BjRyB] P+y>TW,
j=1 j=1
B; := B; + Boinii,
Qi = Qi + n& Roiinoi,
noi i= —Roos Bai P + nii Ry, B P,

A

Rii := Ri; + nl Roiinii.

From the above discussions, we can now state another important result.

Theorem 2 ([35]) Suppose that the stochastic system (51) is stabilizable, the
CCSAREs (59) admit the solution set (P*, W*) such that P = P* > 0, W =
W* > 0, and (A, A, | C) and (A + y 2T W*, A, | C) are exactly observable.
If the SAREs (62a) and the MAEs (62b) have the solution set (Z},n};) such that
Z; = Z7 > 0, the following strategy set (63) and (64) is the incentive Stackelberg
strategy set of the leader and the followers under the Hx, constraint.

up; (1) = ngx(@) +nfui(t), i=1,..., N, (63)

where 0, := — Ry B P* + 03 Ry, BT P*.
Moreover, the incentive strategies (63) and the state feedback strategies (64) form

the team-optimal solution for Jy.
wl(t) = ul (1) = —R; (3T Rowin; + BY Z)x(1), i =1,...,N. (64

One may solve the following CCSARE:s (65) instead of the independent SAREs
(62):
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EiA+ATE + Al B A, + 5BiR;;'B] 5
+0i — H&Roumiﬁ;lmTiRounm =0, (65a)
nt; (By Ei — Roii Ryy, By P) = Rii Ry B] P — Bl &;, (65b)

where

e

N N
=A+ Z Bojmno; + Z BiKj+y*TW,
j=1 j=1

Qi := Qi + n{; Roinoi,
Ki = —R;;' (n]; Roiinoi + B[ ).

It should be noted that A in CCSAREs (65) depends on Z;,i = 1,..., N. Hence,
these equations are the standard CCSARE of Nash game because =;,i = 1,..., N
exist in A. There is no doubt that the computed feedback gains K and K; from the
CCSAREs (62a) and the SAREs (65a) are the same, respectively. This important
feature comes from the team-optimal solution. Namely, since matrices Z; and &; are
constrained by Egs. (65a) and (65b) for the constant matrix P of (59a), respectively,
the same solutions are obtained. In fact, it can be observed that the same solutions
are yielded in the numerical example and it will be proved in Appendix. Finally, it
should also be noted that SAREs (62) can be solved easily as compared with the
CCSAREs (65) because there are no cross coupling terms. Specifically, although
A in CCSARE (65a) includes &;, i = 1,..., N, A in SARE (62a) does not
depend on other solutions, which means that CCSARE (65a) is a higher-order
cross-coupled equation. Conversely, SARE (62a) is independent of other SARE:s.
Therefore, it is easy to solve N independent SARE (62a) because, when one derives
Newton’s method, it is easy to derive the difference equation. It should be noted it
is quite difficult to derive Newton’s algorithm to solve higher-order cross-coupled
equations [42].
Finally, the design procedure is given below.

Step 1. Calculate the solution set P* > 0 and W* > 0 by solving the CCSAREs
(59) to obtain the team-optimal control with Hs, constraint that is described by
(60).

Step 2. By combining SAREs (62a) and MAEs (62b), compute Z}, n?; and
calculate ng, = —R&)ll.BoTi P* 4+ n;R&lBiTP*fori =1,...,N.

Step 3. Announce the incentive Stackelberg strategy ug; (t) = ng;x(t) + nju; (1)
to the ith follower, i = 1, ..., N, respectively.

The flowchart of the above mentioned algorithm for calculating the incentive is
shown in Fig. 4.
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I Start ]
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W.I.L Z;.(q+ and n(qH}A
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[lwEr —wik)|| < ¢
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set u. and v" via (49).
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Fig. 4 Flowchart of algorithm for calculating the incentive

Although the CCSARE:s (59) and the SAREs (62) seem to be very complicated,
one can solve these matrix equations by using an iterative scheme. In order to solve
the CCSAREs (59) and the SAREs (62), the following computational algorithms
that are based on the Lyapunov iterations are given [43]:

P(p+1)A£P) 4 AEP)TP(])-FI)
+AIT,P(p+1)Ap +PWIS. PP 4+ 0p=0

W(P+1)A£1’) + AcTw(P-H) + AIT,W(p+1)Ap
—y 2w TWP + Qg4+ PP S. PP =0,

(66a)

Zl-(q“)A@) +A(q)TZl_(LI+1) +A,T,Z,-(q+l)Ap
—i—Zi(q)B.(q)[ﬁ(q)]‘lé(q)TZ(q) Q(q)
(q)TR0 nl;])[R(q)] 1nl(lq)TR0”n(q) 0, (66b)

771(?+1)T(BTZ(q) ROiiRoo BOiP)

— RiRy'B P — BT 2,

wherei =1,...,N, p, g =0, 1,...,

0 ) 0 (]
pO — Z —wO — Ly = 77”:
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AP = A= S. PP 4y 2TWDP),
N N
AQ) . p—1 pT p—1pT -2
AW := A= " BojRy);Bj;P — Y _ BjRy'B] P+y *TW
j=1 j=1
_ BRI BT 7@,
B = B; + Boin,!.
A T
0\ = 0; + 77(()?) Roﬂ?é?),
(a) . —1 pT (@) p—1pT
noi = —Roo; Boi P + ;i Ry, B P,

5 T
R = Rii + 0" Roim}{.

12

P = lim PW,
p—>00
W= lim W®,
p—>00
Zi = lim 79,
q—)OO
nii = lim ﬁfiq)-
q—>00

It should be noted that the initial guess of ng)) = 77?1. has to be chosen appropriately.
It should also be noted that the convergence rate of algorithm (66) is unclear.
However, we will find from the numerical examples that this algorithm can work
well in practice.

3.5 Numerical Example

In order to demonstrate the effectiveness of the incentive Stackelberg strategy set, a
simple practical example in infinite-horizon case is investigated.

An R-L-C electrical circuit in Fig.5 is considered [31]. In this network, R;,
ri, i = 1, 2, R and L are the resistances and the inductance, respectively. The
capacitances are denoted by C;, i = 1, 2. Moreover, Eo;(¢) and E;(¢),i = 1, 2
denote the applied voltages. i () denotes the electric current in inductance L. In this
survey, the leader has the main control inputs that represent the applied voltage,
and the followers are the sub-controller corresponding to the parallel circuit, i.e.,
Eo1(2) :=u01(1), Eg2(t) :==ug2(?) and E1(¢) := u1 (1), E2(t) := ux(t).

For this system, consider Ldi(t)/dt = wv(t) of the voltage drop across the
inductor as an external deterministic disturbance. V := x, as a state, denotes
the voltage drop across the circuit. It should be noted that, in any electronic
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Fig. 5 Circuit diagram

device, thermal noise is unavoidable at non-zero temperatures. Thus, the system
can be represented as a stochastic system governed by an It stochastic differential
equation. If this noise is treated as a real-valued state-dependent Wiener process
w(t) with coefficient A, then the stochastic system can be written.

2
dx(t) = |:Ax(t) + Y “[Boiuoi (1) + Biui ()] + Ev(t)i| dr

i=1

+ Apx(®)dw(), x(0) = xo, 67)
where
A= ! ! + ! + ! By1 = By = !
= \® TR TR ) 01 = Bo2 = CrRs’
1 1 1
Bl=———, Bb=—+—, E=———, A, =0.014,
Cr Ry CrR> CrRs

Cr=Ci+Cy, Rs=R+r +nr.

It should be noted that system noise has been added to the deterministic system by
describing it stochastically in the SDE (67). It is assumed that 1% of the magnitude
of the state coefficient can be represented by a Wiener process based on stochastic
perturbations. In this problem, it is assumed that the leader will control the voltage
sources such that the team-optimal solution will be achieved, which will attenuate
the external disturbance v(¢) under the Hy, constraint. In contrast, with respect to
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the leader’s incentive Stackelberg strategy, the followers will optimize their own
costs simultaneously using Nash equilibrium strategies.

In order to solve this problem numerically, simulation data are assigned to the
parameters as follows:

Ry = 600 [], Ry =200 [], R = 1000 [], r; = 20 [Q], > = 80 [Q],
Cy = 8200 [1F], C> = 2200 [F], L = 0.01 [H].

The weight matrices of the cost functionals of the leader and followers can be
defined as

Root =2, Ropx =4, Rot =3, Rpo =2, Roi1 =4, Ropp =4,
Rii=3,Rpn=2 00=1, 01 =2, 0, =4

Next, we select y = 2 to design the incentive Stackelberg strategy set.
According the flowchart, the strategy set and incentive can be computed as
follows:

wi(t) = K¥x(t) = =R 'BI P*x(1),

v¥(t) = Fix(t) = y 2ET Wk (),

uoi (1) = no;x (1) + nj;u; (1),

uf (1) = Kix(t) = ul (1) = =R, (n} Roiingy + B] 2})x(0),

wherei =1, 2,

K, —2.8406e -2
e — | Ko | _ | —14203e-2
¢ K; ~3.4719e-2 |
K} —1.5624e-1
F = 1.5000e-2,
P* = 6.4994e-1,

W* = 6.8641e-1,
nh = 2.8782e+1,

= —6.4766,
no = 9.7088e-1,
ng, = —1.0261,

ZF =5 =1.2350,
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state

time [s]

Fig. 6 Time history

Z5; = B} =2.4801.
The result of the time history of this practical example is shown. The initial state is
set to x(0) = 1.0.

Finally, the state variable x(t) = V (¢), the voltage drop across the circuit, and
the disturbance v(¢) = Ldi(¢t)/dt are shown in Fig.6. It can be observed that
v(t) is attenuated subject to the constraint boundary of the external deterministic
disturbance under which the exponential decay of the capacitor’s voltage over time
can be obtained by using the proposed method.

If this technique is applied to the practical case, some drawbacks exist. For
example, the full state information would not be obtained for the players. In this
case, the observer based design or static output feedback strategy is reliable. As
another approach, the decentralized technique seems to be standards. In this case,
the appropriately cost functions and the constraint conditions can be considered.

4 Incentive Stackelberg Games for a Class of Markovian
Jump Linear Stochastic Systems

In this section, an infinite-horizon incentive Stackelberg dynamic game for a class
of continuous-time Markovian Jump Linear Stochastic Systems (MJLSSs) governed
by Itd’s differential equations is considered. It should be noted that in a two-level
hierarchy, this game consists of multiple leaders and multiple followers.
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4.1 Preliminary Results

Throughout this paper, we assume that (£2, F, {F;};>0, P) is a given filtered
probability space in which w(t), ¢+ > 0 is a one-dimensional standard Wiener
process, and r;, t > 0 is a right continuous homogeneous Markov process with
discrete state-space D = {1, 2,...,s}. We also assume that r; is independent of
w(t) and has the probabilities of transition

Tkmh + o(h), ifk #m,
1 4+ wgih +o(h), itk =m,

Plrigp=m|r =k} = : (68)

where

. o(h) A
h>0, lim == =0, mon >0, k#m, mx == 3 m.
m=1, m#k

The symbol g, indicates the transition rate from modes k to m from times ¢ to t +h
for all k, m € D. In order to establish the main results, the following definition and
lemmas are required.

First, the Hy/Hy control problem in an infinite-horizon is introduced. Let us
consider the following MJLSS with the deterministic disturbance v(z):

dx(t) =[A(ry)x(t) + B(rou(t) + D(ry)v(1)]dt

+ Ap(r;)x(t)du)(t), x(0) = xo, (69a)
() = [E (;‘()3 (”] , (69b)

where x(t) € R", u(t) € R™, v(t) € R™, z(¢t) € R": are the state, control input,
external disturbance and controlled output, respectively. The coefficients A, A, €
M ,.BeM,,.DeM, EeM, ,withAKk), B(k), D(k), Ap(k), and E (k)
are constant matrices of compatible dimensions, k € D.

Two associated performances can be defined as follows:
o
Ju(u, v x°, k) =E[ / lz()|1*dt | ro = k} (70a)
0

Ty 0% ) = EUO (2@ = 1z1?) ar | ro = k], (70b)

where y > 0 is a given disturbance attenuation level and it is the desired
performance assigned prior by the control designer. The infinite-horizon stochastic
H,/ Hy control of system (69) can be defined as follows [46]:
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Definition 5 Suppose that the strategy pair (u*(t), v*(¢)) € L',%_-(R+, R™) x
E%_-(R.h R™v) exists such that

(i) when v(r) = O, the closed-loop MJLSS (69) with some control u*(t) is
asymptotically mean-square stable,
(ii) the Hyo-norm of the perturbed operator L, satisfies the condition

Ju s x0) )

Ly lIZ = sup <y (71)

T (% 1 0
Uegg__(RJﬂ R™), Jy(u*, v; xY)
v£0, u=u*, x0=0

where

Tu(*; x°) := ZE[/ lz@) 1%t | ro = k]
k=1 0

Jyu*, v; x0) = ZE[/OO lv@)%dt | ro = k]
k=1 0

(iii) when the worst-case disturbance v*(¢) € L%_-(]RJF, R™) is applied, u*(t) €
E%__(RJF, R™) minimizes the cost functional (70a) with J,, (u, v*; x°, k).

Then, a solution pair (u*(z), v*(¢)) is called the infinite-horizon stochastic
H/ Hy, control strategy pair.

Clearly, the solution pair (u*(¢), v*(¢)) seems to be satisfying the Nash equilib-
rium properties

Ju@*, v x0, k) < Ju(u, v*;x%, k), k €D, (72a)

0 < J, ¥, v*; x% k) < J, (u*, v; x%, k), k eD. (72b)

If the admissible control u*(¢) € E%_-(]RJF, R™) satisfies conditions (i) and (ii), then

the infinite-horizon H,/Hs, control problem is termed an Hy, control problem.

In this case, consider that the state-feedback optimal control u*(¢) minimizes the
following cost functional:

Ju(u, v*; x0, k) = EUOO (xT®0)x@®) +u” OREHu®)}dt | rg = k},
0
(73)

where Q(k) = QT (k) > 0 and R(k) = RT(k) > 0 are constant matrices of
compatible dimensions, k € D. Then Theorem 3.1 in [46] can be written in a
simplified form adopting current notations through the following lemma for easy
application in the main content.
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Lemma 3 ([46]) For MJLSS (69) associated with cost functionals (70), suppose
that there exist solutions P > 0 and W > 0 to the following coupled SAREs:

P(k)Ac (k) + AL (k)P (k) + AL ()P (k) A, (k) + > mpm P (m)

m=1
+ P(k)B(K)R™' (k)BT (k)P (k) + Q(k) = 0, (74a)
W) Ac k) + ALK W (K) + AL (W (k) A (k)

+ 3w Wm) — y W R DK ET ()W (k)

m=1

+ P(k)B(k)R™2(k)BT (k)P (k) + CT (k)E(k) = 0, (74b)
where
Ac(k) :== Ak) + B(k)K (k) + D(k)K,, (k),
K k) := —R-' )BT (k)P (k),
K, (k) =y 2ET ()W (k).
If (A, A, |C)and (A+y2EETW, A p | C) are stochastically detectable, then the

Ho constrained disturbance attenuation problem has the following pair of solutions
satisfying the conditions of Definition 2,

W (6) = Krx(t) = Y KK)x(0)xr=k» (75a)
k=1
() = Ky (r)x(0) = Y Ky ()X (1) Xy, = (75b)
k=1

Second, let us introduce the stochastic LQ control with a jump in the following
form:

min ]E[/oo {xT(t)Q(rt)X(t) +2xT (O L(ru(t)
0

+ul (ORu@)}dt | ro = k:|, (76a)

s.t. dx(t) = [A(ry)x(t) + B(rp)u(t)]dt
+A,(r)x(®)dw(t), x(0) = xY, (76b)



Incentive Stackelberg Games for Stochastic Systems 75

where the coefficients Q(k) = QT (k) > 0, L(k) and R(k) = RT(k) > 0 are
constant matrices of compatible dimensions, k € D. In this case, the following
result is known [32, 33].

Lemma 4 ([32, 33]) For LQ problem (776), suppose that there exists a symmetric
solution X > 0 to the following SAREs:

X(k)AGK) + AT ()X (k) + AL (k)X (k) A (k)

+ " mem X (m) — [X (k) BG) + LR (k)

m=1

x [X(k)Bk) + L)' + Qk) =0, VkeD. (77)

IfQ— LR'LT > 0 and (A, Ap | vVQ — LRflLT> is stochastically detectable,
then the optimal feedback control of LQ problem (76) is

w0 = = Y RTOIX R BEK) + LE) x(0) Xr=t. (78)
k=1

4.2 Problem Formulation

Consider the following MJLSS with state-dependent noise:
M N
dx(t) = [A(n)x(r) + ) > [Brijr)uLij(t) + Brji(roupji(1)]
i=1 j=1

+ D(r,)v(t)]dt +Ap(r)x@)dw(@), x(0) = x°, (79a)

2(1) = ol [E(r)x(t) uer (t) uea(t) -+~ uem ()], (79b)

where

wei (1) = col [upiy(t) -+ upin (@) up1i(t) - upni(®)].

ur;j(t) € R"L/ represents the leader L;’s control input for the follower F; and
ur;ji(t) € R'Fii represents the follower F;’s control input according to the leader
L; in the sense of incentive Stackelberg strategy; the coefficients A, By;;, Brj;, E,
A,, and C are constant matrices of compatible dimensions, i = 1,..., M, j =
1,...,N.
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Cost functionals of the leader L; and the follower F; are accordingly given by

JLi (”Lila ce s ULiN,UF1is -+, UFNi, U] XO» k)
00 N
= E[ fo {xT(I)Qu rx) + Y [u{,-,- () RLij (reuij ()
j=1

+ ngi(t)RLFji(rt)MFji(1)] }dt | ro= k] (80a)

JFj (MLlj, e ULMj, UFj1s o s UFjM, U, xo’ k)
00 M
= E[ / {xT(nQFj(rt)x(r) +> [u{,-j (ORFLij (r)uij(0)
0 ;
i=1

+ u%,-(t)RFﬁ(rt)uF,-,-(t)} }dr | ro = k] (80b)

where Qi (k) = QT,(k) = 0, QFj(k) = Q,Trj(k) >0, Ryj(k)
= Rl]:ij(k) >0, Rpji = R%j,’(k) > 0, RLFji(k) = RZFji(k)
ZOandRFLij(k)zR,CLij(k) >0,keD,i=1,....,.M, j=1,...,N.

For an incentive Stackelberg game, leaders announce the following incentive
strategy to the followers ahead of time:

urij(t) = OLij(ro)x(t) + Op;ji (rourji(t)

=Y OLij (XD xr=k + OFji (ru i (1), 81)
k=1

where the parameters @p;;(k) and OFj;(k) are to be determined as associated
with the Nash equilibrium or Pareto optimal strategies urj; (t) of the followers for
keD,i=1, ..., M, j =1, ..., N.In this game, leaders will achieve a
Nash equilibrium or Pareto optimal solution attenuating the external disturbance
v(t) with an Hy, constraint. Infinite-horizon multiple leader-follower incentive
Stackelberg games for MJLSSs with an H,, constraint can be formulated as follows:
As introduced in [32], in an practical system, a hierarchical structure having a large
number of readers and a large number of followers is common.

For a given disturbance attenuation level y > 0, find, if possible, the state
feedback controls

’/ﬂiij(t) = Kiij(rt)x(t) = Z Kzij(k)x(t))(r,:kv (82a)
k=1
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Wi (1) = Kjir)x () = > K ()X (6) X =k (82b)
k=1

such that the following hold:

(i) The trajectory of MJLSS (79) satisfies the Nash equilibrium conditions (83a) of
the leaders with an Hy, constraint condition (83b):

JriGuly, o oouly, v 200 < iy e, v*5 x°, k), (83a)
0<Jyuly,...,uly, v55x0 k) < g,y .. uly, v x0 k), (83b)

wherei =1,..., M and
. .0
])/(Mclv ceey UeMm, U X, k)

= E[/O {y2||v(r)||2 - ||z(t)||2}dr | ro = k} v(t) #0,

M
Iz = x" O CT ) EGx @) + Y uli(0uci ().

i=1
Consider the leader’s incentive strategy (81) and the worst-case disturbance

v¥(t) € L%(Ry, R™). The follower’s decision up (1) € L3Ry, R,
i =1,..., M can be selected as follows:

(ii-a) If Nash equilibrium as non-cooperative strategy is chosen, find the Nash
strategy set such that the following inequality holds:

]Fj(ﬁﬂ;?]v e ﬁTTNs U*; x()’k) =< JF](yj](ﬁFj))’ U*; x()’ k)7 (84)
where
121:]'(1‘) = col [qul(t) quM(t)], j=1,...,N.

(ii-b) If the Pareto optimal strategy as cooperative strategy is chosen, the
following objective function should be optimized.

N
Jo(arpt, ... gy, v;x% k) = Z,OjJFj(ﬁFl, ey iipn, v3 X9 k),
j=1
(85)

wherezyzlpj:1,0<pj<l,j:1,...,N.
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4.3 Main Results

In this section, the leader’s Nash equilibrium strategy and the follower’s strategy
sets are derived.

4.4 Leader’s Nash Equilibrium Strategy

It is assumed that leaders are regarded as non-cooperative in their group,
and they use Nash equilibrium. Thus, a leader’s Nash equilibrium solutions
(Ul (@), ..., ul, (1), v*(t)) are investigated attenuating the disturbance under an
H constraint. For this purpose, let us configure the MJLSS (79) into the following
centralized system:

M
dx(1) = [A(rz)x(l) + Z Bei(rouci(t) + D(r,)v(t)i|dt

i=1
+A,r)x@®)dw(@), x(0)= %0, (86a)
2(t) = ol [E(r)x (1) uer (t) uca(t) -+ uep (1)) (86b)

where

Bei(k) = [ Brit(k) -~ Brin(k) Br1i(k) - Bpni(h) ],
i=1,..., Mandk € D.

Furthermore, the cost functional (80a) can be changed as follows:

JLi (uc,-; XY, k) = IE[ / {xT(t)QL,-(rox(t)
0
+uli ) Rei (r)ue (t)}dtl ro = k], 87
where

R.i(k) = block diag( Ry ;1 (k) - Rpin(k) Rep1i(k) -+ Rppni(k)).

In order to obtain the ith leader’s Nash equilibrium strategies with H, disturbance
control, the following result can be derived through Lemma 3.

Corollary 1 For a given disturbance attenuation level y > 0, suppose that the
following coupled SAREs have solutions P.; > 0, W > 0.
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Pei(k)Ac (k) + AL(k) Pei (k) + A} (k) Pei (k) A (k)

3 T Petm) + PogR)Sei (00 Poi () + Q1K) =0,

m=1
W (k) Ac (k) + AL (R)W (k) + AT ()W (k) A , (k)
+ ) W Wm) =y WRT k)W (k) + Qe (k) =0,
m=1

wherei =1,..., M

M
Actk) = A(k) = Y Sei k) Pei (k) + v T ()W (k),
i=1

Sei (k) := B ()R (k) BL. (),
T (k) := D(k)ET (k),

79

(88a)

(88b)

Qc (k) := > Pei(k) Bei ()R> (k) B (k) Pei (k) + CT (k) E (k).

i=1

It is assumed that (A, A, | C) and (A + y_2EETW, A, | C) are stochastically
detectable. Then, the Hy, constrained disturbance attenuation problem has the

following solutions:

i (1) = K5 (r)x(t) = Z K3 (0)x(0) Xr =k

V() = K3 r)x(t) = Y K5 ()x () X =k

k=1
where
m(k) [ —Rz,ll(k)BL,l(k)Pci(k) i
Koo — | Kiv@®) | _ R;}N(k)BL,N(km,-(k)
“ Flz(k) LFlz(k)BFlz(k)PCi(k)
Ky (k) | LFN; (k)BFNl (k) Pei (k)

KymzyﬂE(mme keD,i=1, ..., M.

(89a)

(89b)
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It should be noted that the relation between ®@p;;(k) and OF;;(k), k € D, i =
1,...,M, j=1,..., N can be derived from (81) as

OLji(k) = —Rp,; (k) B[ (k) Pei (k)
+ OFji (VR 5 (k) B j; (k) Pei (k). (90)

Using this relationship (90), the leader’s incentive strategy (81) can be written in the
following reduced parameter form:

urij(t) =— Rzilj(Vt)BLT,-j(l’z)Pci(rz)x(l) + OF;ji(r;)
x [urji () + RE b 0B () Pt 0] 1)
fori = 1,...,M, j = 1,...,N. In order to find the leader’s incentive

strategy (91), we need to determine parameter @ ;;(k), k € D. For this purpose,
optimization problems for the followers should be considered.

4.5 Follower’s Nash Equilibrium Strategy

When the followers do not cooperate with each other, the followers’ Nash equi-
librium is applied based on the leader’s incentive strategy (81) or (91) and the
worst-case disturbance, v*(¢). Centralizing (79a) with respect to the follower’s
inputs, the following stochastic system can be found.

dx(t) =[A i (r)x(t) + Bgj (ry)ii; (r>}n
+ A,,(r,)x(t)dw(t), 92)
where

apj(t) =col[upji(t) - upjm(®)],

M N
A_j(k) = AK)+ )Y Brij()OLij(k)

i=1 j=1
N
+ Y Bau(OKj (k) +y 2T W(k),
=1, ££)

Bgj (k) == [Bgji (k) -+ Bajm k)],
Byji (k) := Brji(k) + BLij(k)OFji(k).
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The cost functional (80b) of the jth follower can be rewritten as
- - - . ,0
Jrj(upij(@rp)), ... uppj(ir)), ipj, v x°, k)

:E[fo {xT(t)QFj(Vt)X(Z‘) +2xT (1) S (r)ii pj (1)

+ﬁ£j(t)Ré‘j(rt)12Fj(f)}dt‘ ”O:k:|, 93)

where
M
QFj(k) = QFjk) + Z @LTj,-(k)RFLij(k)@Lji(k),
i=1
Ry; (k) := block diag( Rp;1 (k) - - - Rojm (k) ),
Ryji(k) := RFpji (k) + @;/j(k)RFLij (k)OFji(k),
Spj (k) == [Sgj1(k) -~ Sgim k)],

Soji (k) := O] ;; () RrLij (k) OFji (k).

Hence, by applying Lemma 4, the jth follower’s Nash equilibrium strategy can be
obtained through the following SAREs.

Prj()A—j (k) + AT ; (k) Pr; (k) + AT (k) Py (k) A p (k)

+ 3 i Prj(m) — [ Prj (k) Boj (k) + Soj ()IR3; (k)

m=1

x [Pr;j(k)Bg; (k) + Spj (k)17 + QF;(k) = 0. (94)

It Orj(k) — S ()R ST (k) = 0 and (A_,-,Ap | \/QFj - SFjﬁE}SITw) is
stochastically detectable, then the follower’s Nash equilibrium strategy set is given
by

(1) = Kpj(r)x(t) = Y Kpj()x () xr=k» (95)
k=1
where j =1,..., N,
Rrj () i= =Ry () [ B () Pry k) + ST (K |

= col [I%Fjl(k) IeFjM(k)] ,
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Rrjik) = =Ry} 0 [ BL (0 Prj (0 + ST, |

In addition, we can find the follower’s matrix gain from the leader’s centralized
matrix gain (89a) as follows:

K7ji(k) = =R ;) B (k) Pei (k). (96)

From (95) and (96), we can establish the equivalence relation K}, ji (k) = K Fji (k)
through the following MAEs:

— Roji(K)Kf:;; (k) = By (k) Prj(k) + S, (k),
keD,i=1,...,M, j=1,...,N. 97)
From the MAESs (97), ®Fj; (k) can be computed through (90). Finally, the following

result can be obtained.

Theorem 3 ([33]) Suppose that the coupled SAREs (88), SAREs (94), and MAEs
(97) have solutions. Then, incentive (91) associated with (89) and (97) constitutes
an incentive Stackelberg strategy set with an Hy, constraint when the followers act
in a non-cooperative.

Remark 2 Substituting &p;;(k) from relation (90) into the SAREs (94), two
unknown matrices Prj(k) and ®pj;(k) can be obtained by solving SAREs (94)
and MAE:s (97).

4.6 Follower’s Pareto Optimal Strategy

When the followers act cooperatively, the follower’s Pareto optimal strategy is
calculated based on the leader’s incentive strategy (81) or (91) and the worst-
case disturbance v*(¢). Centralizing (79a) with respect to the follower’s inputs, the
following system can be found.

dx(t) = |:/{(r,)x(t) + Be(r,)ﬁF(t)]dt + Ap(r)x(@®)dw(?), 98)
where

ip(t) =col[ip (1) - iipn@)].

i) =col[upji(t) - upjm(@)],
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M N
Ak) == A(k)+ Y BLij(0)OLij(k) +y T (k)W (k),
i=1 j=1

By (k) := [Bg1(k) --- Bgn(k)].

In order to find the followers’ Pareto optimal strategy, we have the following cost
functional from (80b).

N
TG, v*5x% k) = ijJFj (ﬁFj, v*; x0, k)
=1

= E[ / {xT(wQ(r,)x(r) +2xT ) S(r)iip (1)
0
+ﬁF(1)1é(r,)ﬁF(t)}dt| ro =k], (99)

where

N
O(k) := Z,OjQFj(k),
j=1
Sk) :=[p1So1(k) -+ pnSon k)],
R(k) := block diag( p; Rg1 (k) - -- pxRon (k) ).

Hence, by applying Lemma 4, the Pareto optimal strategy of the followers can be
obtained through the following SAREs.

Pr(k)A(k) + A (k) Pr (k) + A}, (k) Pr (k) A p (k)

+ Y pm Pr(m) — [P (k) By (k) + S()IR™ (k)

m=1

x [Pr(k)Bg (k) + ST + Ok) = 0. (100)

If O(k) — S(k)R™'(k)ST (k) > 0 and (A, A, |/Q—SR-IST > is stochastically

detectable, then the Pareto optimal state feedback control is given by

i (1) = Kpj(r)x(t) = Y Kpj()x () xr=k» (101)
k=1

where
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Krj(k)

—p; Ry ) [ B 00 Pr(6) + ;ST 0]
= col [ijl(k) s I%FjM(k)] ’
Krji(k) = _pjflR;j‘i(k) [BgTﬁ(k)Pp(k) + ;OjSQTjj(k)]'

Using the similar step of the Nash games for the previous subsection, we can
establish the equivalence relation K ; i (k) = KFj; (k) through the following MAEs:

— 0 Roji(k)K7j;: (k) = By (k) Pr (k) + p; Sy (k),
keD,i=1,....M, j=1,...,N. (102)

From the MAEs (102), ®Fj; (k) can also be computed. We are now in a position to
state other result under the cooperative strategy for the followers.

Theorem 4 ([33]) Suppose that the coupled SAREs (88), SAREs (100), and MAEs
(102) have solutions. Then, incentive (91) associated with (89) and (102) constitutes
an incentive Stackelberg strategy with the Hs, constraint when the followers act in
a cooperatively.

Remark 3 The coupled SAREs (88) can be solved using several numerical methods
such as a linear matrix inequality technique [47], Lyapunov iterations [27], New-
ton’s method [44]. Furthermore, the SAREs (94) with the MAEs (97) or the SAREs
(100) with the MAESs (102) can also be solved using the Lyapunov iterations.

4.7 Numerical Example

In order to demonstrate the efficiency of the proposed strategies numerically, let us
consider an MJLSS with two modes. In this example, two leaders and two followers
are considered and it is assumed that the followers choose the Nash equilibrium.
The matrices of the MJLSS are given below.

—0.2 0.2
M=2 N=2,s=2, n—|:0'8 —O.81|’

Qrik) =2.50, Qra(k) =221,
Or1(k) =15, QF1(k) =3.0, k=1, 2,

09 0 0 02
Al = [1.2 —2.9}’ Ap(D) = [0.1 0 ]

0.13 0.20 031 1.20
Brii(l) = Brin(l) =
ru(l) [—0.55 0.81:|’ z12(1) [—1.25 1.02]
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pia = [0 m - 1203].
a0 e =[23195]
sra0= 02 98], e = [221921)
O s R

R (1) =2.0I, Rpi2(1) = 1.5, Ry1(1) =0.51,
Ri2o(1) =2.21, Rp11(1) =3.5, Rpip(1) = Dy,
Rp21(1) = 0.2, Rp(1) =3.01,

Rypii(1) = diag[3.0 2.0], R ri2(1) = diag[1.0 1.5],
Rrr2(1) = diag[2.0 1.2], Rpraa(1) = diag[1.2 1.5],
Rrrii(1) = diag[1.0 1.5], Rrri2(1) = diag[4.0 2.0],
Rrr21(1) = diag[3.0 1.6], Rrr22(1) = diag|[2.5 1.9],
-1 0.2 0.80
@ [—0.5 1.5]’ @ [0.2 o]’
[-0.32 0.12 0.13 3.11
BLn@ =153 —0.92]’ B = [0.53 —1.21]’
[—0.81 0.28 0.28 1.61
1@ =13 —2.82}’ 12(2) [—3.12 0.22]’
[ 0.52 0.52 0.18 —1.41
Mm@ =\ s 1.22]’ F12(2) |:0.18 2.10}’
[—2.23 1.25 1.10 1.18
Br21(2) = . B = ,
S il I 1.68] F2(2) [—2.18 1.61]
0.21 0.32
@ [0.33 0.84] @ =[23].

Rp11(2) = 1.5, R12(2) = 0.112, Rp21(2) = 0.217,
R122(2) = 1.5, Rp11(2) = 3.0z, RF12(2) =031,
Rp21(2) = 0.5, Rp»n(2) = 4.0,

Rrr11(2) = diag[1.5 1.3], Rep12(2) = 0.21,
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Rrr21(2) = 0.612, Rppn(2) = diag[1.5 1.3],

Rrr11(2) = diag[1.2 1.4], Rrr12(2) = 0.71,

Rr21(2) = 09D, Rp122(2) = diag[2.5 1.1].

H. Mukaidani

The disturbance attenuation level is chosen as y = 5. First, the leader’s state-
feedback Nash equilibrium strategies and the worst-case disturbance can be found
through (88) using the following gain matrices:

Kin@
K7D
K;ll(l)
K21 (D)

K1) =

KzZl (M
K7D
Krin()
KFyn()

K5 =

Kp(h) = [

Kin@
Kin@
Kin @
K}k;21(2)

K:l (2=

[[—1.2511e-1 3.4787e-27]
—1.3190e-1 —3.6915e-2
—3.9477e-1 1.0612e-1

—1.2425 —1.5746e-2
—6.7352e-2 —1.6364e-2
1.3711e-1 —7.6100e-2
—1.7551e-1 —6.8776e-3
7.8614e-1 —2.9681e-1 |

[ —4.5891e-1 —1.42107]
—1.7034e-1 —1.3860e-3
—4.1391e-2 —6.2093e-2
—1.8151e-1 —2.0851e-2
—3.6319e-1 —3.0927e-2
—2.6017e-1 —1.0957e-1
—1.3436e-1 —2.3530e-1

| —1.0653e-1 —1.6604e-1

2.3592e-25.1681e-3
1.8501e-2 3.5905e-3 |’

1.2847e-2 —7.5001e-27]
4.6662e-3 5.8566e-2
—3.9759e-1 —5.6783e-1
—5.2046 2.3993e-1
—5.1654e-2 2.3091e-2
—1.0087e-1 —1.0581e-1
6.9680e-1 2.1147e-1

| —4.6061e-1 —3.4329e-1
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—4.3616e-3  —1.6256
2.8844e-1 2.1600
K75 () 4.4060e-2  3.1919e-1
K% Q) = K;»n@ | _ | =8.5707e-2 —5.2935¢-2
- K%, —9.3627e-2 —1.6558e-1 |’
K7 (2) 2.4192e-1  —1.4402
—1.5050e-2 2.0614e-1
| —1.0369e-1 —2.1858e-1 |
K32 = Béigze-z 1.2445e—2:|'
2604e-2 2.8804e-2

Second, the incentive strategies (91) announced by the leaders can be determined as
follows:

[ 9.8465¢-1 5.8400
Orn(l) =
=1 403 2.7016]’

[ 3.1313e-2 1.1850e-1
Orn(l) = ’
r2 =1 ) 9308e-1 6.7643e—1:|

[—6.6324e-1 —2.2493
Or (1) =
Fa) =] 3.8222 4.5183]
Opny(l) | ~2-1088¢ +01 —1.2491e + 01
r2)=| 2.0869 11717 )"
0011 (2) [ 1:1700e + 01 1.8406¢ +01
FIRS = 1.5957¢ + 01 2.6060e + 01 |

[5.1500e-2 —5.2684e - 1
Orn(2) = ’
P23 =15 300402 —5.3342e—11|

[ 7.7338e-1 7.4665¢- 1
Ora1(2) = ’
r1@ = 5 1018e-1 2.9019e—1}

[ 15696 17622
Orn(2) = '
22 =1 3 9576e-1 —5.9039e—1i|

In fact, it is easy to verify that the proposed incentive strategy can induce the
follower to choose the desired leader’s strategy. On the other hand, it should be
noted that there does not always exist a solution set of Theorems 3 and 4. In this
case, the designers need to declare that no strategy exists.

Finally, the time histories are depicted from Fig. 7. As a result, one can find that
the asymptotic stability can be achieved even if the mode changes.
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Fig. 7 Simulation result for state

4.8 Incentive Possibility

In this section, a novel concept for incentive possibility for the incentive is discussed
for the special case. Incentive possibility is an important concept to guarantee an
existence of the incentive such as controllability for the feedback control systems.
Unless this condition holds, it is impossible to implement the incentive Stackelberg
strategy to the practical plant.

The following special case of one leader and one follower is considered because
it is easy to extend it to the general case. Let us consider the following MJLSS and
the cost functions.

dx(t) = |:A(rr)X(l) + B(rou(r) + D(rz)v(l)]dt

+A,(r)x)dw(r), x(0) = x°, (103a)
JL(w,v) = J(u, v, OL), (103b)
JF("{’ U) = J(u’ v, QF)7 (103C)

where

] o0
J(u, v, Q) = EEUO {xT(t)Q(rz)x(t) +u (R ut)

r0=k].

—i—vT(t)R(rt)v(t)}dt
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It should be noted that all of the weight matrices for the controls are the same. In
this case, the following relations are derived.

[D(K) + BK)E 0T [X (k) — P(k)] =0, (104a)
PU)AK) + AT () P(k) + AT (k) P (k) A (k)

+ Y 7 P(m) + P(k) [ Bk) D(k) ]

m=1
xR0 [ BK) DE)]" P®K) + 01tk =0, (104b)
X () Ac k) + AL ()X (k) + AL ()X (k) A, (k)

+ ) 7w X (m) — XKD (k) + SEIRER)]™!

m=1
x[X (k) DE (k) + ST + Qc (k) =0, (104c¢)
u(k) = Ak)x (k) + & (k)v(k), (1044d)

where

Ak) := K (k) — E(K)F (k)
F(k) := —=[Re()] ' [X (k) D (k) + Se k)],
F(k) := —R™' (k) D (k) P (k).
K (k) := =R~ (k)BT (k)P (k).
Ac(k) == Ak) + B(k) A(k),
Dg(k) := D(k) + B(k)E (k).
Qc (k) == Q(k) + AT (k)R(k) A (k).
Se(k) = AT () RK)E k),
Rp(k) := R(k) + ET (k)R (k) E (k).

First, if the dimension of x () and u(¢) is m = n and B~ (k) exists, the incentive
& (k) can be solved as follows:

Z(k) = =B~ (k)D(k). (105)
In such a case, the MJLSS (103a) can be changed as follows:

dx(1) = AGr)x(0)dt + A, (r)x(O)dw(t), x(0) = x°. (106)
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It is obvious that the obtained MJLSS (106) is autonomous and uncontrollable. In
particular, this is called the impossible incentive. Second, if X (k) — P (k) = 0 holds,
then the following CCSARE:s (107) can be derived from the CCSARE:s in (104c).

P)AK) + AT () P(k) + AT (k) P(R) A p (k)

+ Y mm P(m) + P(k) [ B(k) D(k) ]

m=1

xR~ [Bk) Dtk)]" Pk) + Qr (k) = 0. (107)

Therefore, if Qr(k) # Qr(k), then X (k) # P(k) holds. The fact seems to
contradict this result. On the other hand, if Q1 (k) = Qr(k), all weights for the
leader’s and followers’ cost functions in (103b) are the same. This is a weaker
solution concept in team problems, the so-called person-by-person optimality [1]
(p. 196). In this case, since X(k) = P (k) holds, Eq.(104a) is always satisfied,
the incentive is meaningless. Consequently, it should be pointed out that when the
control designers consider the incentive Stackelberg game, they should pay special
attention to the weight matrices of the cost function. It should be noted that the same
problem will hold for the multiple leader and follower.

5 Static Output Feedback Case

In this section, the incentive Stackelberg game for a class of Markov jump linear
stochastic systems (MJLSSs) with external disturbance is addressed. It should be
noted that most of the results in this section are novel. In contrast to the previous
sections, the static output feedback (SOF) incentive Stackelberg strategy with Hyo
constraint is studied for the first time.

5.1 Preliminary Results

First, the definitions of stochastic stabilizability and stochastic detectability, which
are essential assumptions in the paper is introduced.

Definition 6 ([45]) Consider the following linear stochastically controlled system
with Markovian jumps:

dx(t) = [A(r)x (@) + B(rou()]dt + Ap(r)x(®)dw(2), (108a)
y(t) = C(r)x (1), (108b)

where y(t) € R” represents the output measurement vector.
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First, system (108) or (A, B, Ap) is called stochastic stabilizable (in mean-
square sense) by SOF, if there exists a feedback control u(r) = F(ry)y(t) =
F(r)C(ry)x(t) with F(1), F(2), ..., F(s) being constant matrices, such that for
any initial state x(0) = xo, ro = k, the closed-loop system

dx(1) = [A(r1) + Br) F(r)C (1) ]x (1)dr

+A,(r)x()dw(r), x(0) = x°, (109)
is AMSS, i.e.

Jim E[|lx()]? [ ro = k] = 0. (110)
Second, under the condition that B(r;) = O that means autonomous systems,

(A, Ap) is called stable, if Eq. (110) holds.

Definition 7 ([45]) The following state-measurement system:

dx(t) = A(r)x(@®)dt + Ap(r)x(@)dw(1), (111a)

y(@) = C(r)x(t) (111b)
or (A, Ap|C) is called stochastically detectable, if there exists a constant matrix X
such that (A + XC, A ) is asymptotically mean-square stable.

In [45], it should be noted that necessary and sufficient conditions for stochastic
stabilizability and stochastic detectability are provided in terms of solvability of
some systems LMIs. Next, some useful lemmas are introduced.

Lemma 5 ([46, 47]) If (A, Ap|C) is stochastic detectable, then (A, Ap) is stable
iff the stochastic algebraic Lyapunov equation (SALE) (112a) has a unique positive
semi-definite solution P. Moreover, under the assumption that the Markov jump
stochastic system (111a) is governed, (112b) holds.

PAGK) + ATR)P (k) + AL (K) P (k) A (k)

+an5P(£)+CT(k)C(k) =0, (112a)
=1

o
JE[/ xICT (r)Cr)x)dt | ro = k]
0
= E[xT(O)P(rO)x(O) | ro = k] = E[xT(0) P (k)x (0)]. (112b)
The following lemma is an extension of the existing LQ control problem via

the state feedback for infinite-horizon Markov jump linear stochastic systems.
Furthermore, the proof can be done by using the above-mentioned Lemma 5.
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Lemma 6 Consider stochastic linear quadratic (LQ) control with jumps in the
following form:

m(il)l [J (@), x°, k)], st (108), (113a)
u(t
ut) = F(r)y(t) = F@r)C(r)x(1), (113b)

where
Ju(@), x°, k) = E[/m [x" ) Qr)x (@) + 2xT ) LGr)u(t)
0
+u” ORGHu®)]dt | ro = k:|. (114)

Suppose that x(0) is a zero mean random variable satisfying E[x(0)xT (0)] = I,.
Assume that there exist P and G that satisfy the following cross-coupled Lyapunov
type equations (CCSALTEs) and that C (k)G (k)CT (k) is nonsingular.

P(k)[A(k) + B(k)F (k)C (k)] + [A(k) + B(k)F (k)C (k)]" P (k)

+AT(R)P(K)A (k) + > mre ()
=1
+Q(k) +2L(k)F(k)C (k) + CT(k)FT(k)R(k)F(k)C(k) =0, (115a)
G(K)AWK) + BUOF (k)C (k)" + [A(k) + B(K)F (k)C (k)]G (k)

+A, ()G K AT (k) + kac(@ +1, =0. (115b)
=1

Then, SOF control is given below.

u(t) = u*(t) = F*(r)y(t) = F*(r)Crx (1), (116)
where
F*(k) = =R~ (O[B" (k) P(k) + LT ()]G () CT (k)
x[ChGICT®] .
Moreover,

J(), x°, k) > J(u* @), x°, k) = Trace[ P (k)]. (117)
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Consider the following stochastic linear system with Markovian jumps:

dx(t) = [A(r)x(t) + D(rov(®)]dt + Ap(r)x () dw (1), (118a)
z(1) = E(r)x (1), (118b)
where v(¢t) € R™ and z(t) € R represent the external disturbance and controlled

output, respectively.
The following result is already known as a bounded real lemma.

Lemma 7 ([45]) For a given constant y > 0, suppose there exists a symmetric
non-negative definite solution Z to the following cross-coupled stochastic algebraic
Riccati equations (CCSARE's)

Z(k)AK) + AT Z(Kk) + AT RO ZK) Ap(k) + > e Z(0)
=1

+y2Z(k)D(k)DT (k)Z(k) + ET (k)E(k) = 0. (119)

Then,

(1) The stochastic linear system with Markov jumps (118) is asymptotically mean-
square stable internally.

(ii)
J,
ILI = sup Loy, (120)
v e L3 ([0, c0), RM), 2
v#£0,19=0
where

() = v*() = F(r)x @) = y 2D ) Z(r)x (),

Iy = ZE[/O lz)11%dt | ro = k},
i=1

Jy = ZE[/O lv@)|1%dt | ro = k]
i=1

It should be noted that v*(¢) is called the worst-case disturbance.
In this paper, the SOF incentive Stackelberg strategy under Hy, constraint for a
class of stochastic MJLSS with multiple decision makers is solved.
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5.2 Problem Formulation

Consider the following MJLSS with multiple leaders and followers:

M N
dx(t) = [A(rt)x(t) + Z Z [BLij(rourij(t) + Brji(r)urji (1))
i=1 j=1

+ D(rt)v(t)]dt + A, (r)x()dw(t), x(0) = %0, (121a)
2(1) = ol [E(r)x (1) uc1 (1) uea(t) -+ uem ()], (121b)
Yei (1) = Cei (r)x (), (121¢)
with
wei (1) = col [up;1(t) - upin(®) up1i(t) - upni(®)],
Yei (1) = col [yLi1(t) -+ yLin @) yF1i(t) -+ yeni (D],
Cei(ry) = block diag( Cri1(r7) -+ CLin(r1) Cr1i(ry) -+ CEni(r1) ),
where uy;;(t) € R™J represents the leader L;’s i = 1, ..., M control input for
the follower F;. up;; () € R™%ji represents the follower F;’s j = 1,..., N control

input for the leader L; in the sense of incentive Stackelberg strategy. v(r) € R
represents the external disturbance. yz;;(t) € RPLJ represents the leader L;’s
output measurement vector. yr;;(t) € RPF/i represents the follower L;’s output
measurement vector. The coefficients A, Br;;, Brji, E, A, Cp;j, CFj; are constant
matrices of compatible dimensions,i =1,..., M, j=1,..., N.

Cost functionals of the leader L; and the follower F; are defined as follows:

JLl (u(,‘la LI ] uCMa v; -xoa k)
00 N
= IE[ fo {xTa)Qu(rt)x(t) +y [u{i,- (O RLij (reuij (1)
j=1
+ u,T;jl-(t)RLFj,'(r,)qu,'(t)i| }dt | ro = k}, i=1,...,M, (122a)
JFj (ﬁFl, oy lipN, 03 X0, k)

0 M
= E[ /0 {meQF,- r)x() + Y [u{,- JORFLij(ruLij (1)
i=1
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+ u;;jl-(l‘)RFj,'(}",)qul’(t):| }dl | ro = k:|, j= 1,..., N, (122b)
where

apj(t) =col[upji(t) - upjm(®)],
QLi(k) = Q1;(k) = 0, Qrj(k) = QF; (k) = 0,
Rpij(k) = R];;(k) > 0, Rpji = Rp;;(k) >0,
Rrrji(k) = RZFji(k) >0, Rrpijk) = R;L[j(k) >0,
keD,i=1,....,.M, j=1,...,N.
For an incentive Stackelberg game, leaders announce the following incentive
strategy to the followers ahead of time:
urij(t) = Frij(r)Crx(t) + Eji ) [urji(t) — Frji(r)C(r)x(1)]
= Aji(r)x(®) + Ej; (r)upji(t), (123)
where Aj; (k) = Lz/ (k)C (k) — Xz],(k) le(k)C(k).

The parameters A j; (k) and Z; (k) are to be determined as associated with the
Pareto optimal strategies ugj;(t) of the followers for k € D, i = 1,. M,
j = 1,..., N. In this game, leaders will achieve a Pareto 0pt1mal strategy
attenuating the external disturbance v(¢) with an Hy, constraint. Infinite-horizon
multiple leader-follower incentive Stackelberg games for MJLSSs with an Hy
constraint can be formulated as follows:

For a given disturbance attenuation level y > 0, find, if possible, the SOF
controls

M’Ei,-(t) = inj("t)CLij(Vt)x(l), (124a)
wpji (1) = Frji (r) Crji(r)x (1), (124b)

such that the following hold:

1. The MJLSS (121) attains the minimization of the centralized cost of (125a) with
an H,, constraint condition (125b):

N
Jr(ucl,...,ucM,v*;xO,k)=Zr,-JL,-(ucl,...,ucM,v*;xo,k), (1252)

s ey, v x0 k), (125b)

0<Jy(u CM,v %0 kY < Jy,(u

wherei =1,..., M and
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* * x, 0 : *. .0
J‘E(uc]9~--aucM9v ;X 7k)=u mlr; J‘E(“Cla"'quMav ;X 7k)7
clseees cM

M
ijzl, O0<ti<l,j=1,...,M,
=1

. .0
Jy(ucla MR uCMa U, X, k)

= E[/O {y2||v<t)||2 — ||z<r)||2}dr | ro = k] (1) #0,

M
2@ = x" O ET () E@ro)x() + ) uli (e (1)

i=1

On the other hand, consider the leader’s incentive strategy (123) and the worst-
case disturbance v*(t) € £§:(R+, R™). The follower’s decision u}ji(t)) €
E%_-(]RJF, R"Fii), j =1,..., N can be selected as follows:

2. If the Pareto optimal strategy as cooperative strategy is chosen, the following
objective function should be minimized.

N
Jo(irt, ... gy, v;x% k) = Z/OjJFj(lel, sy, v3 X0 k), (126)
=1

WhereZ?’:lpjzl,0<pj<1,j:l,...,N.

5.3 Main Results

In this section, the Pareto optimal strategies of the leaders and the Pareto strategies
of the followers are derived.

5.3.1 Leader’s Pareto Optimal Strategy

It is assumed that leaders are cooperative within their group, and they will
find the Pareto optimal strategy. Therefore, the Pareto optimal solutions
Wl (1), ..., uly (1), v*(t)) of the leaders are investigated in terms of how they
attenuate the disturbance under an H, constraint. For this purpose, let us configure
the MJLSS (127) as the following centralized system:

M
dx(r) = |:A(rt)x(t) + Z Bei(ri)uci(t) + D(r,)v(t)i|dt

i=1
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+ Ap(r,)x(t)dw(t), x(0) = xo, (127a)
2(1) = ol [E(r)x(t) uer (1) uea(t) - - uem(t)], (127b)
Uei (1) = Fei (1) yei (t) = Fei(r)Cei (r)x (1), (127¢)

wherei =1,...,Mand k € D.
Bei(k) = [ BLi1 (k) - - BLin (k) Br1i (k) -+ Beni(k) ],
F; (k) = block diag ( ', (k) - - F;\ (k) Fpiy, (k) -+ Fiy,(6)) -
Furthermore, the cost functional (122a) can be changed as follows:
JuiGuets - uen; x0, k)
o0
= IE[ f {xT(I)QLi (r)x (1) + uZ,-(t)Rci<r,>uci<r)}dt|ro = k}, (128)
0
where
Rei(k) = block diag( Ry;1 (k) - -- Ruin (k) Rupii(k) - Rupni(k))-

To obtain the Pareto optimal strategy of the ith leader under the Hy, constraint, the
following results are provided by using Lemma 6.

Corollary 2 For a given disturbance attenuation level y > 0, suppose that
there exist P., G., and Z that satisfy the following cross-coupled Lyapunov type
equations (CCSALTESs) and that C; (k)GC(k)CCTl. (k) is nonsingular.

Pe(k) Ay (k) + AL (k) Pe(k) + AL (k) Pe(k) A p (k) + Y 7ie Pe(€)

(=1
+ Y 1[QLj (k) + CLUOFL (k) Rej (k) Fej (k) Cj (k)] = 0, (129a)
j=1
Ge (AT (k) + Ayc(k)Ge(k) + A, (k)G (k) AT (k)
+ Z T Ge(t) + I =0, (129b)

=1

Z(k)Ac(k) + AT () Z(k) + AT(R)Z(R)Ap (k) + Y mie Z(€)
=1

+y2Z(k)D(k)DT (k) Z (k) + ET (k)E.(k) = 0, (129¢)
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where

M
Ayelk) = AK) + ) Bei(k)Fej (k) Cej (k) +y > D) DT (k) Z k),
j=1

M
Ac(k) = A(k) + Y " Bej (k) Fej (k)Cej (k).
j=1

FLij(k) = —[wRuif) ™ (0 BY; (k) Po() G (k) (k)
x [CL,-Ak)Gc(k)CLTij(k)]_] ,
Fiji (k) = —[7i RLgjil ™" (k) BEj; (k) Pe(k) G (k) Cj; (k)
x [CFji(k)Gc-(k)Clzji(k)]_l :
E (k)

Fe1(k)Ce1 (k)
E.(k) = .

,i=1,...,.M and k € D.
Fep (k)Cepr (k)

Then the Hy constraint SOF control problem has the following solutions:

uei (t) = ug; (t) = Fei(r)y(t) = F; (r)y (@), (130a)
v(t) = v (1) = Fy (r)x(1) = Fj(r)x(0) = y > DT (r) Z(ri)x (0). (130b)

5.3.2 Follower’s Pareto Optimal Strategy

In this subsection, each follower’s strategy associated with the incentive strategy
(123) and the incentive parameters &;;(r;) is thereby established. Substituting (123)
together with Nash strategy set (130) into MJLSS (121a) and the cost function

(122b), the following optimization problem can be obtained:

min J, (ug1, ..., UEN, V; xo, k)
Fg
= E[ /O [T (6) Qrp (r)x (1) + 2x7 (1) L, (ri ) up (1)

+ Mg(f)RFp(rt)MF(t)]dtVo = k:|, (131a)

S.t.
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dx(t) = [ Apc(r)x(t) + BFc(Vz)uF(l)]dt
+ A,(r)x(®)dw(t), x(0) = xo, (131b)
[ ur
up(t) = | | = Fpc(r)ype(t) = Frc(r1)Cre(r)x(t), (131¢)
| UrN
YF1(?) YFj1(t)
YEc(t) = : , YR (1) = : ,
YEN (1) YEjm (1)
Yrj1(t) = Cgj1x(1), (131d)

where

N M
Qkp (k) := > p;[Qrj (k) + Y AL (k) Revij (k) Aji (k)]
=1

i=1

Lo (k) :== [ p1Le1(k) -+ pyLen (k) |,

Lgj(k) : Ajrl(k)RFLlj(k)Ejl(k)

|
— —/~

- AT ) ReL (O Z 0 K) |
R, (k) := block diag (pi Rp1 (k) --- oy Ren (k) ),

RFj (k) := block diag ( RFjl (k) + Ejl (k)RFLlj(k) Ejl(k)

- Rpjp (k) + EjTM(k)RFLMj (k) E jp (k) ) ,

M N

Are(k) == A(Kk)+ Y > " BLij(k)Ajik) +y>DDT (k) Z (k),
i=1 j=1

Bec(k) := [ Bri (k) -~ Ben (k) ],
Bg;j(k) == [ Brej1(k) -~ Brejm(k) |,
Brg.j(k) := Br;j (k) + B (k) Z;j (k).

Using Lemma 6 to the above-mentioned optimization problem, the Pareto optimal
strategy set can be obtained as follows:
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Pr(k)[ Apc (k) + Bre(k) Fre (k) Cre(K)]
+[Are (k) + Bre (k) Fie (k) Cre (k)] Pr(k)

FATR) PE(OAH (0 + 3 ke Pr(0)
=1

+Lg, (k) Fee (k) Cre (k) + Cf (k) Fg () L, (k) + QF, (k)

+Cfo (k) Fi, (k) Ry (k) Fre (k) Cre (k) = 0, (132a)
Gr (k) Are (k) + Bre(k) Fre () Cre(0)]"

+[Are (k) + Bre (k) Fre (k) Cre (k) | Gr (k)

S
+A,GE()AT () + Y T GE(0) + I, = 0. (132b)
=1

Then, SOF strategy based on the incentive (123) is given below.
up(r) = ul(t) = Fl.(r)yre(t) = Fl, () Cre(r)x (1), (133)
where
Ff, () = block diag ( KL, (k) - Fiy®)),
Fl;(k) = block diag ( F;, () -+ Fl,\ ().
FLa0) = —[pj (Reji (k) + ET(0) ReLij (0 85 (k)]
x [ (Beji (k) + BLij () E ()" Pr(k)
+(0j AT (k) ReLiy (0 BT (0) |G CE (k)
x[Crji Gr()CLy; (k)]

Moreover, &;j(k), i = 1,...,M, j = 1,..., N satisfy the following linear
algebraic matrix equations (LAMESs):

&l (B j; (k) Pe(k) + Revji (k) Fi'j; (k) CLji (k)
+ Rrij (k) F;; (k) Cij (k) + BFT,-j(k)PF(k) =0. (134)

It should be noted that LAMEs (134) can be established by using the relation
() = F (k).
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6 Incentive Stackelberg Strategy for Stochastic LPV Systems

In this section, the incentive Stackelberg-Nash strategy for stochastic LPV systems
with disturbance attenuation is discussed under multiple decision makers. As
compared to previous results, the incentive strategy for a class of stochastic LPV
systems in [36, 38] was investigated here for the first time.

6.1 Preliminary Results

Consider the following stochastic LPV system:

dx(t) = [A@@)x(t) + Bu(r) + Dv(1)]dr

+[Apx(0) + Dpu()]dw(t), x(0) = x°, (1352)
() = [E(QG(;)();)‘(”} L GTG =1, (135b)

where x () € R” denotes the state vector. u(t) € R™ denotes the control input.
v(t) € R™ denotes the external disturbance. z(t) € R%T" (E(@(t))x(t) € R,
Gu(t) € R™) denotes the controlled output. w(¢) € R denotes a one-dimensional
standard Wiener process defined in the filtered probability space [6, 49, 50].
0(t) € R” denotes the time-varying parameters. r is the number of time-varying
parameters. Without loss of generality, it is assumed that the stochastic system
(135) has a unique strong solution x(¢) = x(¢, u, v, x(0)) for any u(t) = u(x(t))
and v(¢) = v(x(¢)). The coefficient matrices A(6(¢)) and A, (6(¢)) are parameter-
dependent matrices that can be expressed as

M M
AO®) =) (A, EO@®) =Y ax(t)Ey, (136)

k=1 k=1

where oy (1) > 0, Z,i”zl ax(t) = 1, M = 2" and r is the number of time-varying
parameters [51].

It should be noted that the above-mentioned descriptions are used to simplify the
context. Furthermore, for notational convenience, instead of 6(¢), 6 will be used,
with similar abbreviations used subsequently.

The following definition of stochastic stability will be required.

Definition 8 ([S1]) A stochastic LPV system governed by Itd’s differential equa-
tion (135) is mean-square stable if the trajectories satisfy

Jlim E[lx(®)|I*1=0

for any initial condition.
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The Hy norm, an essential assumption here, is introduced in [S1].

Definition 9 ([51]) The Hy, norm of the stochastic LPV system (135) with mean-
square stable is given by

J.
2 z
v e L2.([0, 00), RM), ¥

v£0,x9=0

where

J.=E [/m ||z(t)||2dt} , Jy:=E [/OO ||v(t)||2dt] )
0 0

Lemma 8 ([36, 38]) Let us consider an autonomous system (135) with u(t) = 0.
For a given attenuation performance level y > 0, if there exists amatrix Z = ZT >
0 satisfying the following linear matrix inequalities (LMIs) (138), the stochastic
LPV system (135) is mean-square stable with ||L||s < y below x° = 0.

i (Z) ET Lg
Ex —1I,, 0 | <0, (138)
L, 0 -R,

wherek =1,..., M, ¥ (Z) := ZAx+A{ Z+ALZA,, R, :=y*1,,— DI ZD), >

0,Ly,:=D"Z+DlZA,
Moreover, the worst-case disturbance is given by

v*(1) == R, Ly x(0). (139)

On the other hand, the standard linear quadratic control (LQC) problem for a
stochastic LPV system with v(#) = 0 or D = 0 in (135a) is given [32, 48].

Definition 10 ([32, 48]) Let us consider the stochastic LPV system with v(r) = 0
in (135a). The following cost performance is defined by

J(u, x° =E[foo [x" () 0x (1) +uT(t)Ru(t)]dt], (140)
0

where Q = Q7 >0, R=RT > 0.
In this situation, the LQC problem is to find a fixed state feedback control

u(t) = Kx(t) (141)

such that the quadratic cost functional (140) is minimized.

The following result can be obtained using a technique similar to that in [48].
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Lemma 9 ([36, 38]) If there exist a matrix X > 0 and Y satisfying the LMIs (142)

EvX.Y) X YT XAT
X -0 0 O lcok=1..m (142)
Y 0 —-rR7' 0
A, X 0 0 —X
where
En(X,Y):= A X + XAl + BY +YTBT,
K = )?)_(_1,
then
J(u, x% <E[xT )X 'x(©0)]. (143)

It should be noted that the result obtained corresponding to Lemmas 8 and 9 is a
sufficient condition.

6.2 Problem Formulation

Consider the stochastic LPV system governed by Itd’s differential equation with
multiple decision makers defined by

N
dx(t) = [A(G(t))x(t) + Z [Bojuoj(t) + Bjuj(t)]

j=1
+Dv(t)}dt + [Apx (@) + Dpu() [dw(t), (144a)
_ | E@@)x(®)
z(t) = [ G } (144b)
where
Gouo(t)
- Gru (1)
Gi(t) == ) ,
Gyun(t)

uo(t) = ol [ ugr (1) - - uon () |,

uo; (1) = Koix(),
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Go := block diag(Gm S GON) )
Gojuoi (t) € R™% Gu;(r) € R™4.

up(t) € R™ my = Z?]:l mq; with ug;(t) € R™% denotes the leader’s control
input. u#;(¢) € R™,i = 1,... , N denotes the ith follower’s control input. In the
following, we use P to represent the leader and P;,i = 1, ... , N to represent the
ith follower. Other variables are defined by stochastic equation (135). It should be
noted that G; does not depend on a time-varying parameter because the controlled
output can be chosen by the controller designer. Hence, without loss of generality,
assume that GiTGi =1ly,, i =0, 1,...,N,my = Zj-v:lmzoj, G; € R&ixmi,
Furthermore, without loss of generality, to remove this dependence on x (0), suppose
that x (0) is a zero mean random variable satisfying E[x(0)x” (0)] = I,.
The cost performances are defined by

Jo(uo ut, ... un, v, x°>=EUO [y2||v<t)||2—||z<t)||2]dr}, (1452)

Jo(uo, ut, ..., uy, v, x°)

© N
i=1

+u (t)ROiui(f)] }dt}, (145b)
Ji(uy,...,un, v, xo)
= E[/oo (xT(®Qix) + uiT(t)R,-,'u,-(t)}dt}, (145¢)
0

wherei =1,..., N, Qo := 0, Qi = 0T > 0, Rooi = R}, > 0, Ro; = R}, > 0,
R,’i = Ri]lj > 0

At first glance, there seems to be no input from other players. However, since the
state after implementing the feedback strategy depends on the control inputs of all
the players, the left-hand side of the cost function can be represented as Eq. (145¢).

The infinite-horizon incentive Stackelberg-Nash strategy with the H, constraint
for the stochastic LPV system (144) is defined as follows:

For any given y > 0, find a fixed state feedback strategy set u;(t) = uj-(t) =

K x(1) € L3.(10, 00), R™),i =1,..., N such that

1. the leader announces a strategy that minimizes the cost function (145b) ahead of
time to the followers with the following feedback pattern.

uo; (1) = up;i (x, u;) = noix(t) + niu; () (146)
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fori =1,..., N, whereno; € R™*" and n;; € R™0i*™ gre strategy parameter
matrices.

2. For the closed-loop stochastic LPV system, Hx, norm conditions hold such that
Jot, ..o udy, v, x0) > 0and ui(t) = ul(t) = KFx(t).

3. When the worst-case disturbance v*(t) is implemented in (144), u;(t) = uj(t),
i =1,..., N satisfies the following Nash equilibrium condition (147):

Jiuy, ... uy, v, x9)

0
/L (7S PN T 1T T P 5V TN R B 147)

In other words, first, solve the optimization problem (148a). Second, find v(t) =
v*(t) such that inequality (148b) holds when the team-optimal strategy set
ui(t) = u;‘(t) is applied. Finally, find n;; = ani and u;(t) = ul-T(t), where
ug;i (t) = u(*;l. () +nii(u;i(t) — u;"(t)) such that the solution set of the optimization
problem (148¢) is u;r(t) =ul(t).

Joug, uy, ... ux, v, x%)

= min Jo(uo, ui,...,uy, v*, x%), (148a)

UQ UL, U
0 0
0 < Jyug,ul,....uy, v, x°) < Jy(uy, ul, ..., uy, v, x°), (148b)
J,-(u;, ...,uITV, v*, xY)
0
< T, ul ey, oY, X0, (148c¢)

The reasons for introducing a fixed gain while introducing the LPV system is based
on the following two concerns. First, when the incentive has a variable structure, the
optimization problem to be solved is a bilinear matrix inequality (BMI), which is
very difficult to solve, or at worst, the solution might not exist. Second, for mounting
on-board computers, such as smart meters, the next generation of electric meters,
there are some cases in which only a fixed gain can be implemented because the
control program must be downsized owing to the limited memory area and the
performance limitations of the central processing unit.

In the next section, we derive the solution of the above-mentioned problem, the
Hyo-constraint Nash strategy.

6.3 Main Results

First, the team-optimal solution set with the H, constraint is derived. By centraliz-
ing the control inputs in the stochastic LPV system (144), the following centralized
stochastic systems can be obtained:
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dx(t) = [AOt)x(t) + Beuc(t) + Dv(t)]dt
+[Apx(t) + Dpv(1)|dw(?),

| E@@)x(@)
z(l)—[ Gouto (1) }

ue(t) = col [ug(t) uy(t) -+ un ()],
where
B, := [B() By - BN],

By := [B()l BON]’
G :=block diag (Go G| --- Gy ) .

Furthermore, the cost functional (145b) can be changed as:
Jo(uo, uy, ... uy, v, x°)

- E[ [ " wew +ul (r)Rcucm}dr},
0

where

R. := block diag ( Roo Ro1 - -- R()N) ,
R()Q := block dlag ( R()Ol v ROON) .

Using Lemmas 8 and 9, the following conditions can be obtained.

H. Mukaidani

(149a)
(149b)

(149c¢)

(150)

Theorem 5 ([36]) Let us consider the stochastic LPV system (144) with multiple
decision makers u;(t) and the deterministic disturbance v(t). For a given attenua-
tion performance level y > 0, assume that there exists a solution set for the real
symmetric matrices X > 0, Yy, and W > 0 such that the following CCMIs are

satisfied:

rE«(x,y) x yT XAIC
X -0, 0o o
Y 0 —-R' 0 |~

A X 0 0 -X

©.(W) EY, L;W
Exi _InZ 0 <0,
L Lyw 0 —Ryw

(151a)

(151b)
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wherek =1,..., M,
Ev(X,Y) = Ap X + XA?Vk +B.Y +Y"B!,
OL(W) := WAk + Af W+ ATWA,,

Ap = A+ DF}, A, =A,+ D,F},

N
Agr = Ar+ Y [BojK§; + B K71,
j=1

N
Zn =ny, + Z(mZOj + mzj)»

j=1
T
Ek
G()KS<
Egi:=| GiIKY |,
GNKX,
K*
K(?k Kgl
-1 1 .
K =YX ' = : , KS = : ,
c: K

o p—1
Fy =R,y Lyw,
Ryw :=y*l,, — D) WD, >0,
Lyw:=D"W+ D WA,.

Then, the following controllers comprise the team-optimal strategy set:

uh (1) = Kgx(@), i =1,.... N, (152a)
ui(t) = Kix(t), i=1,....N, (152b)
Vi) = Fyx(t) = Ry Lywx(2). (152¢)

Furthermore, the optimal cost bounds are given by
Jowi, ... uly, v¥, 2% <E[xT ()X 'x©)] = Tr[x . (153)

As the next step, the conditions of the existence of the follower’s strategy set and
the incentive are derived. The following LQC problem with the incentive (146) and
the worst-case disturbance (152c¢) is considered:
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T T T t * .0
iUy, oo Uy i Uy g Uy, VT, X))

= E[ foo (xT ) Qix(t) + uiT(t)Riiui(t)}dti|, (154)
0

where u;, J # i means the follower’s strategy under the use of the incentive.
In this case, the stochastic system with the incentive (146) is given below.

(155a)

dx(t) = [A_iyx(t) 4+ Bpiu;i (1) ]dt + Apx(H)dw(?),
(155b)

ug; (t) = noix(t) + niiu; (1),

where

N N
A_iy@@®) := A@W)+)_ Bojno; + » ByKj+DF;
j=1 j=1,j#i

M
=Y A in,
k=1

By == B; + Boinii,

noi := Ko; — ni K.
Theorem 6 ([36]) Let us consider the stochastic LPV system (144) with multiple
decision makers u;(t) and the deterministic disturbance v(t). For a given attenua-

tion performance level y > 0, assume that there exists a solution set for the real
symmetric matrices X,; > 0 and Yy; such that the following CCMIs are satisfied:

If there exists matrix X,; > 0 satisfying the LMIs (156):

énk(Xni, Vi) X YnTi XﬂiAITJ
_ -l
Xm Qi 0_1 0 50, k= s M, (156)
Yyi 0 —R; 0
ApXyi 0 0 =Xy

where
T

énk(Xniy Yni) = A—iner]i + XniAZ,'nk + BniYni + Y,ITl'Bm':
Ty xl
K =YuX, .
Then, the following controllers comprise the team-optimal strategy set.

ul(t) = Kj;x(0), i =1,....N. (157)
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Moreover, we have
T T 0 -1
JiCuy, ...ouy, v5, x ) < Tr[X, ;1. (158)

Finally, the incentive is given below.

woi (1) = noix (1) + 1)u; (1), (159a)
noi = Kg; —nf; K)o i=1,...,N, (159b)
K} = K,jl., i=1,...,N. (159¢)

It should be noted that the limitations and the disadvantages of the approach is
that there does not always exist a solution set of Theorems 5 and 6.
Finally, calculation of n;; is considered. Let us define the following matrix:

X' = Py (160)

Through the use of the relation K,; = K );l =YX - = Y, Py; and application of
the Schur complement, the original optimization problem with the constraint (156)
can be changed to the following optimization problem:

min Tr [Pyi], s.t. Ag(Ppi, Kyi) <0, (161)

Py Koo Kyt
where
A(Pyiy Kpi) i= Poi(A_ink + ByiKyi) + (A_igk + Bpi Kyi)" Pyi
+ ATPiA, + Qi+ KL Rii Ky

This optimization problem can be solved using the Karush—Kuhn—-Tucker condition.
The following Lagrangian L is considered.

M
L = L(Pyi, Kyi) =Tr [Pyi] + ZTI' (G Ak (Pyi, Kyi)l, (162)
k=1

where G is the symmetric matrix of the Lagrange multiplier. Using the KKT
conditions, we obtain
GnkAk(Pni, Kni) =0, (163a)
Gk >0, (163b)
Ak(Pniv Kni) <0, (163¢)
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M
oL _ -
=L+ Y [ApGuAL + (A ik + ByiKyi) G

3Py P
+G (A + By Ky)'] =0, (163d)
M
1 oL
5 = (B Pyi + RiiKyi) Y Gpi =0. (163¢)
2 0Ky P

It immediately follows that the generalized stochastic Lyapunov equations (163d)
have a unique positive definite solution G,r > 0. Hence, we have BnTl. Py +

R,-,-K:;i = 0. Furthermore, using R;; > 0 K;i = —R;lB,]Tl. Pyi. On the other
hand, using the relation of (159a), we have K = K;i & —(RiiKF + Bl Py) =
n;fiT B()Ti Py, i =1,...,N. Finally, if P,; By; is nonsingular, n;; can be computed

using the following equation:

n; = —(PyiBo) " (KT Rij + PyiBi), i =1,..., N. (164)

6.4 Numerical Algorithm for Solving CCMIs

In order to construct the team-optimal strategy set (152), we must solve the CCMIs
(151). It should be noted that since these matrix inequalities are coupled, the process
is very complicated even if an ordinary iterative scheme such as Newton’s method is
applied. In this section, a numerical algorithm relating to semidefinite programming
problems (SDPs) is considered.

First, the numerical algorithm for solving the CCMIs (151) is given.

Step 1 As the first step, choose any weight p; for the cost function (148c) and solve
the following SDP.

minimize o©, (165)
subject to
_El(c())((Xo), Y) X‘Oj] yOT xO© AT,
o 0 ,g;l 8 <0, (166a)
| AuX©@ 0 0 —xO
??(;? iTX(g))} =0, (166b)
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wherek=1,..., M,

EQx,v) = 4 XO 4 xOAT 4+ BY© 4 yOT gl

KO — Y(O)[X(O)]_l.
Choose any y and solve Z (0), where

zOA+ATzO + ATZOA4, +y2zO9DD" 2V + E"E =0,

. | M . | M . | M
A::N;Ak, A,,::N];Apk,E:N];Ek,

FO — )/_ZDZ(O).

Step 2 Solve the following SDP.

minimize o?, 167)
subject to
_E]((p)(X(p),Y(P)) x» y»T X<p)A[T,k
» —o-!
);w) Qoo _1‘;_1 8 <0, (168a)
c
Aka(p) 0 0 —_xw»
"o xT(0
al? x
S —x(@))} <0, (168b)

wherep=1,2, ..., k=1,..., M,

— T
_,_.‘l(f’)(x(l’)’ Y(p)) — A(If’;x(P) + X(p)A;Fk) + ch(P) + Y(p)TBCT,

AP = A+ DFPD,

(p)
K(()p)
K% Y(P)[x(ﬂ)]—l
'(p)
Ky
(p)
» Ko
P .
Ky’ = :
K(P)

ON
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Step 3 Solve the following SDP.
minimize Tr [xT 0)ZPx (O)] ,
subject to

O, (W) W(p)E]((P)T W(p)AIT;k
El(cp)W(P) —1I, 0 <0,
Apkw(p) 0 —ww

where p=1,2, ..., k=1,..., M,
T _
O, WPy .= A%’Igw(m + W(p)A(Iflg +y2pDT,
N
AL = Ac+ Y 1Bo; K + Bk,
j=1
E = El (Gok{™)T (GiK)T - Gy ],

F® .— )/_ZDT[W(p)]_l.

(169)

(170)

Step 4 If the algorithm converges, then X(?) — X, ¥ — Y and W — W
as p — oo. These are the solution of the CCMIs (151), STOP. That is, stop if any
norm of the error of difference between the iterative solutions of (168), (170) and the
exact solutions of the CCMIs (151) is less than a pre-specified precision. Otherwise,
increment p — p + 1 and go to Step 2. If the algorithm does not converge, declare

that the algorithm has failed.

Second, the numerical algorithm for solving the LMIs (157) is given.

Step 1 As the first step, choose any initial guess 7*) and solve the following SDP.

minimize g7,
subject to

T &) v (p) v(p) (P (T (p) 4T
Eg Xy 07 Xy Yy Xy Apk

(p) -1
X -0, 0o 0 |_,
v, 0 -k, 0
Ap X o 0 -xp

[ xT(0)
| x(0) —xP =0,

(171)

(172a)

(172b)
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where p=1,2, ..., k=1,..., M,
2P w(p) y(P)y .— AP y(p) (P AT Py o y»T p(PT
g XYy = A0XP + XD AT + B Y + v P BT
N
() ._ (D)
AR = Ak+ZBojan + DF*,
j=1
(p) . (p) (p)
B =[B" - By ],
-1
Bl»(,';) =B + Bomi(,P ),
-1
moi = Ko — iKY

ii

Step 2 Compute the following equation:
-1
n? = —([Xf]l’)]_lBOi> (pi KR + (X1 B,»). (173)

Step 3 If the algorithm converges, then Xf,p ) X, and nEip ) 5 niias p — oo.
These are the solution of the LMIs (157), STOP. Otherwise, increment p — p + 1
and go to Step 2. If the algorithm does not converge, declare that the algorithm has
failed.

6.5 Numerical Example

A simple numerical example is investigated to demonstrate the efficiency of our
proposed three strategies. The system of matrices is as follows:

Alz[_l'% 2 ],A,,lzo.ml,

-1 —1.55
~136 0
Az_[ " _]‘55] Ap = 0.14,,

a1(t) = sin? t, ar(t) = cos? t,

10 10
B = B =
ol [14.15]’ 02 [0.21.32]’
oL L] gt 0]
1.22.65 0.4 1.32

0.1 20
01 e 5a=[2]
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Go=[12 12], G =Gy =1,

20 10
Q‘Z[oo.s}’ QF[oz]

Roor =212, Rooz =412, Ro1 =31, Rop =21y,
Ry =20, Ry =31.
The disturbance attenuation level y is chosen as y = 5. The CCMIs (151) are solved

by using the algorithm of the previous subsection. The strategy set that attains the
Pareto optimal solution with the Hy, constraint is given below.

cr _ [ ~1.0225e-1 ~1.5130e-1
17| —8.2875e-2 —3.5027e-1 |’
ki _ | ~1.6941e-1 —6.2288e-2
27| 2.6458e-2 —2.7170e-1 |’

kr _ | ~1:5739%e-1 —~1.8579%-1
OL™ 1 83182e-2 —8.5420e-1 |’

xr _ [ —8:6710e-2 ~1.0561e-2
271 1.3229e-2 —1.3585e-1 |’

F*=[3.7110e-3 1.3905¢-3].

The incentive (164) and the related matrices are given below.

 [—7.4267e-1 ~7.6536e-1]
T=1 57613¢-2 —6.9769¢-2 |
 [—3.9285e-1 —4.6462e-2
2= 98427e-2 4.0154e-1]"
_ [—3.3440e-1 —4.8297e-1]
T1=1 63514e-2 ~7.3710e-1 |
 [—1.6417e-1 —4.1802e-2
2= 2.0032e-2 —1.7314e-2 |

p _ | 45636e-1-5.0334e-3
T —5.0334e-3 1.8747e-1 |’

The proposed SDP algorithm converges to the required solution with an accuracy of
1.0e-7 after eight iterations. The algorithm based on SDPs is easy to implement in
MATLAB. However, it should be noted that there is no proof for the convergence of
the SDP algorithm.
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Finally, after announcing this incentive strategy (160), the strategy set of the
followers can be computed. Indeed, it can be observed that the matrix gain K

equals K Tl., i =1,..., N after the followers have made a decision. Namely, it can
be confirmed that the followers are induced to the team-optimal solution eventually.

7 Conclusion

The incentive Stackelberg game under the Hy, constraint for the stochastic systems
has been reviewed. Unlike the existing deterministic Stackelberg games [13-26],
the stochastic incentive Stackelberg game has been studied for the first time in this
work. Table 1 summarizes the recent contributions by the author. It should be noted
that the results in Sect. 5 are novel because the SOF incentive Stackelberg strategy
with H, constraint is investigated for the first time. In this survey, it has been shown
that the proposed incentive Stackelberg strategy set can be computed by solving a set
of cross-coupled stochastic Riccati-type equations or linear matrix inequalities. The
leader’s team-optimal solution with the Hy, constraint can be achieved eventually
under this design. As an important feature of the incentive Stackelberg games, it
is worth noting that multiple followers are subjected to Nash equilibrium or Pareto

Table 1 Recent results in Stochastic Incentive Stackelberg games

Reference Model Player Feedback type Robustness
Journal [27] CSS ML SF

Journal [35] CSS MF SF Hy control
Journal [31] DSS MF SF H, control
Journal [33] CMIJSS MLF SF

Journal [34] DMIJSS SLF SOF H, control
Proc. [28] DDS MF SF Hy control
Proc. [29] DSS SLF SF Hy control
Proc. [30] CMIJSS MLF SF

Proc. [32] CMIJSS MF SF H,, control
Proc. [37] CMIJSS MLF SF H, control
Proc. [36] SLPV MF SF Hy control
Proc. [38] SLPV MF SF Hy, control

CSS: continuous-time stochastic system, DSS: discrete-time stochastic system, DDS: discrete-
time deterministic system, CMJSS: continuous-time Markov jump stochastic system, DMJSS:
discrete-time Markov jump stochastic system, SLPV: stochastic linear parameter varying
systems, ML: multiple-leader, MF: multiple-follower, SLF: single-leader-follower, MLF: multiple
leader-follower, SF: state feedback, SOF: static output feedback

It should be noted that in [36], the followers consider Nash equilibrium solutions, and in [38], the
followers consider Pareto optimal solutions. It should also be noted that the IEEE Control Systems
Letters (L-CSS) offers the opportunity for authors to not only publish a paper in the journal but
also to present the same paper at the flagship conference of the IEEE Control Systems Society: the
IEEE Conference on Decision and Control (CDC).



116 H. Mukaidani

optimal conditions via the imposed incentive, whereas the leader achieves a team-
optimal solution under an H, constraint.

The incentive Stackelberg game is an important long-standing research area;
however, there are still unsolved problems. First, the existence condition of the
incentive needs to be discussed more deeply. For example, if the decision maker’s
input u; is a set of multi-variables and the related incentive parameter 7y; is a scalar
case, it is easy to observe that there exists no solution. Furthermore, to the best of our
knowledge, incentive Stackelberg games for stochastic systems in cases other than
LQ have not been investigated. Consequently, proof of the existence and uniqueness
of the incentive Stackelberg strategy set in such systems will be challenging. Thus,
it is expected that these problems will be addressed in future studies.
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Social and Private Interests Coordination = M)
Engines in Resource Allocation: System G
Compatibility, Corruption, and Regional
Development

Olga I. Gorbaneva and Gennady A. Ougolnitsky

Abstract This paper analyzes conditions of the system compatibility in the static
game-theoretic models of resource allocation between social and private activities.
We describe administrative and economic control mechanisms providing system
compatibility and formalize them as static Stackelberg and inverse Stackelberg
games. Descriptive and normative approaches to the modeling of corruption in
resource allocation in the hierarchical control systems are proposed and imple-
mented. Applications to the problems of regional development are outlined.

Keywords Social and private interests - SPICE-models - Social welfare
functions - Price of anarchy - System consistensy - Administrative and
economical mechanisms - Descriptive and normative approaches.

1 Introduction

The problem of coordination of private and social interests plays a key role in
the analysis of economic relations. There are several directions of research in this
domain considering the resource allocation.

Economics of public goods [6, 7] studies their production and the respective
cost distribution. A pure public good is consumed by all participants of a system
independently of their contribution to its production. This differs it from a pure
private good which can be distributed and sold. Samuelson [26] defined the pure
public good as providing non-excludable and non-competitive profits to all members
of a society on the local, regional, or national level. Warr [27] proved that if
private agents participate in a voluntary production of a public good then this
production does not depend on the redistribution of the income. Bernheim and
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Bagwell [5] and Kemp [18] extended this result for the case of several public goods.
Bergstrom et al. [2] improved the result as follows. A small redistribution of material
goods between investing consumers does not change an equilibrium quantity of
the public good but an essential redistribution changes the set of investors and the
equilibrium distribution as well [2—4]. Some recent results are presented in [9, 17].

It is necessary to notice a seminal paper by Germeier and Vatel [10] which is
improperly ignored by the majority of publications in this domain. In this paper
a game in normal form is studied where the payoff functions are convolutions by
minimum of two terms. The first one represents a private interest of the player and
the second one represents the same common interest of all players. It is proved that
in natural conditions this game has a Pareto-optimal Nash equilibrium. This line of
research was continued, for example, in [19].

Control mechanisms of the resource allocation are analyzed in the theory of
control in organizational systems [8, 20, 21]. A set of the strategy-proof mechanisms
of resource allocation is proposed.

An important place belongs to the phenomenon of corruption in resource
allocation between purpose (social) and non-purpose (private) interests in the
hierarchical systems [16].

At last, in regional development the issues of resource allocation arise in
the context of relations between the federal and regional (or regional and local)
administrations as well as in the trans-frontier unions and state-private partnerships
[25].

Our approach to the problem is based on the following assertions and assump-
tions [11-13].

1. There are n agents. Each of them allocates his resource between his private
activity and the production of a social good.

2. Then the social good is divided between the agents in given or controlled shares.
This defines the difference between the social good and the pure public good.

3. The payoff function of each agent consists of two summands. The first one
represents the agent’s income from his private activity and the second one is
his share in the social good.

4. A concept of system compatibility is introduced which characterizes the degree
of coordination of private and social interests in the system quantitatively.

5. Real economic organizations are system compatible very rarely. So, a special
agent (Center) is introduced which represents the social interests (maximizes the
social welfare) and tries to ensure the system compatibility.

6. The Center (social planner) controls the agents by two methods. First, she can
restrict the amount of resource assigned by agents to their private activity (admin-
istrative mechanisms, compulsion). Second, she can determine their shares in the
social good (economic mechanisms, impulsion). From the mathematical point of
view, these control mechanisms are formalized as Stackelberg games or inverse
Stackelberg games [1, 22, 23]. We call such models Social and Private Interests
Coordination Engines (SPICE-models).

7. We distinguish administrative and economic corruption [14]. In the case of
administrative corruption, the restrictions on the set of feasible strategies of
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an agent can be weakened in exchange for a bribe. In the case of economic
corruption, a bribe permits to increase the share of an agent in the social good. In
both cases corruption is treated as a feedback on the control bribe variable that
creates an inverse Stackelberg game.

The rest of the paper is organized as follows. In Sect.2 the SPICE-models for
two and several players are defined and the conditions of system compatibility
are analyzed in the cases of independent players, hierarchy, and cooperation.
In Sect.3 economic and administrative mechanisms of system compatibility are
introduced. Section 4 is dedicated to the economic and administrative corruption
in resource allocation. In Sect.5 the SPICE-models are applied to the problems
of regional development. The economic, administrative, and resource allocation
control mechanisms are considered. The last section concludes.

2 SPICE-Models and Conditions of System Compatibility

In the basic setup, SPICE-models are static games in normal form which formalize
the following situation. There are n agents, each of them allocates his resource
between his private activity and the production of a social good. Then the social
good is divided between the agents in given or controlled shares. This defines the
difference between the social good and the pure public good. The payoff function of
each agent consists of two summands. The first one represents the agent’s income
from his private activity and the second one is his share in the social good. A concept
of system compatibility is introduced which characterizes the degree of coordination
of private and social interests in the system quantitatively.

The games are considered for different information structures. First, we consider
a standard setup with independent players who choose their control variables
independently and simultaneously, and the solution is a Nash equilibrium. Second,
a hierarchical setup is considered where a solution in the sense of Stackelberg is
searched. Third, the case of cooperation is analyzed where a team solution which is
Pareto optimal is attained.

The cases of SPICE-models with two and several agents are considered sequen-
tially.

2.1 SPICE-Models with Two Agents

The model has the form

gi1(ur,up) = p1(ry —uy) +s1(uy, uz)c(uy, uz) — max,

g (uy, up) = pauy, ry — up) + s2(uy, uz)c(uy, uz) — max .
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There are evident restrictions 0 < u; < r; and conditions for the functions p;, b, ¢

opi opi s; dc .
PiZO,—SO, ZO,S[ZO,—ZO,—ZO,IZI,Z.
81,{,' au#i aui au,-

Here r; is a number of resource of the i-th agent, u;—a share of this number
assigned for the production of a social good (the agent’s control), p;—a function
of the income from private activity of the i-th agent, s; is a share of the agent in the
social good; ¢ is a production function of the social good.

Unlike the Germeier—Vatel model [10] we use a linear convolution of the
functions which represent private and social interests. In fact, they are production
functions widely used in mathematical economics. Namely, we use power functions
pi(-) and c(-) with a positive exponent less or equal than one. The following ways
of distribution of the social good between the agents are considered:

1. aconstantone s; = 5,50 =1 — 53

2. a proportional one 5| = i

ujtuy”

uji —
uyituy’ 52 =

2.1.1 Independence
An economic system consists of two equal agents Ay and A, having numbers of
resources r;, i = 1,2. A share u; is assigned for the production of social good,

the rest for a private activity. The structure of the system is presented in Fig. 1. The
model is a game in normal form in which a Nash equilibrium is searched:

g1(ur, up) = p1(r1 —uy) + s1(uy, u)c(uy, uz) — masx,

go(uy, up) = pa(ry — uz) + sp(uy, uz)c(uy, uz) — max,

with constraints 0 < u; < r;.

Ay A

s{uy,uz) 1-s{ug,uz) Palrz-uz)

pilri-wy) {
x{

cluy, uy)

Fig. 1 The structure of the modeled system in the case of independence
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The functions p; and ¢ are production functions: p; = p1(r1—uy1), p2 = pa(ra—
uz), ¢ = c(u1 + uz). Here we suppose that the production of a social good depends
on summary investments. The set of Nash equilibria is found for power production
functions [11].

2.1.2 Hierarchy

Now suppose that two agents are hierarchically subordinated. Center A; has a
resource . She transfers a part u1 of it to the agent A; for the production of a social
good using the rest for a private activity. In turn, A assigns a part u, of the received
amount u for the production of the social good using the rest for his private activity.
Both agents receive a share from the produced social good (Fig.2). The model is a
two-player Stackelberg game in the form

g1(ur, uz) = p1(r(l —u1)) + sc@rujuz) — max,

&1, uz) = pa(rur(l —uz)) + (1 — s)c(rujuz) — max,

with constraints 0 < u; < 1, i=1, 2. The set of Stackelberg equilibria is found for
power production functions. It is shown that from the point of view of the production
of a social good independence is better than hierarchy [11].

i As o
o “
pa(1-us) S(usiz)
Uy
1-uz
Az
4
pAUL1-u2) 1-s(ug,uz)
uz
cluy, t)

Fig. 2 The structure of the modeled system in the case of hierarchy
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2.1.3 Cooperation

Here we consider two subcases: independent and hierarchical cooperation. In the
case of independent cooperation, two equal agents A; and A, have amounts of
resource r; and assign a part u; for the production of a social good whether the
rest is used for a private activity. These agents form a coalition, join their resources,
have the summary payoff function, choose their strategies, and then divide the total
payoff together (Fig. 3). The model is an optimization problem that leads to a team
solution which is Pareto-optimal. In the case of independent cooperation, two agents
are initially hierarchically subordinated. Center A; has a resource r. She transfers
a part u; of it to the agent A, for the production of a social good using the rest for
a private activity. In turn, A assigns a part uy of the received amount u for the
production of the social good using the rest for his private activity. Then the agents
form a coalition, join their resources, have the summary payoff function, choose
their strategies, and then divide the total payoff together.
The model is an optimization problem

go(ur, uz) = p1(r(1 —wuy)) + po(rur(1 —uz)) + c(rujuz) — max,

uy,uz

with constraints 0 < u; < 1 that leads to a team solution. The results are presented
in [11]. The influence of the information structure to resource allocation is shown
in Tables 1 and 2. Thus, the tables show that from the point of view of a social
planner:

1. independence is more preferable than hierarchy;
2. creation of coalitions is more preferable in both subcases of independent and
hierarchical coalitions.

Fig. 3 The structure of the ry-uy AUA Uz

modeled system in the case of =" TR —

independent cooperation pilrs-us) pa(ra-uz)
Uy, uz

L 4

c(us, uz)
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Table 1 Structural influence

Aspect of comparison Independence | Hierarchy

Amount of the resources assigned for the production of a social Greater Less
good (variable u;)

Probability of complete individualism (all resources of both Less Greater
agents are assigned for their private activities)

Probability of partial individualism (all resources of at least one | Less Greater
agent are assigned for his private activity)

Table 2 Cooperation influence
Non-coalitional | Coalitional
Aspect of comparison system system

Amount of the resources assigned for the production of a | Less Greater
social good (variable u;)

Probability of complete individualism (all resources of Greater Less
both agents are assigned for their private activities)

Probability of partial individualism (all resources of at Greater Less
least one agent are assigned for his private activity)

2.2 SPICE-Models with Several Agents

Now consider SPICE-models with several agents. The respective game in normal
form is

gi(uy, ... up) = pi(ri —u;) +sicuy, ..., u,) — max (D

n
1, Ji:s5; >0
O0<u; <rj,r; >0,s; >0, si=4 - 7 Ji=1,...,n. )
! o ! ;J {O,Vl:sizo,

Here N = {1, ..., n}—a set of players; U; = [0, r;]—a set of feasible strategies
of the i-th player; r;—a number of resources of the i-th player; g; (u1, ..., u,)—a
payoff function of the i-th player; g; : U — R, U = Uy X ... x Uy; pi(ri — u;)—
a function of income of the i-th player from his private activity; c(uq, ..., u,)—a
function of the production of a social good; s;—a share of the social good allocated
to the player i; s;c(u1, . . ., u,)—the i-th player’s payoff from using the social good.

Function ¢ increases monotonically by all u;, c(0,...,0) = 0, functions p;
increase monotonically by (r; — u;) and decrease monotonically by u;, p;(0) = 0
(when u; = r;); if s; > 0, then u; > 0.

Introduce a social welfare function

gluy,...,up) = Zgj(ul, e Up) = ij(rj —uj)+c(uy, ..., up). 3)
=1

j=1
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Denote NE = {uf\lf)E, ...,uf\,’(f}—a set of Nash equilibria in the game (1)—(2),
Smin = mMin{g(u(iY). ... g )] gmax = Maxyey g(u) = g(™™). Then the

price of anarchy in the model (1)-(2) is equal to

gNE
PA = Smin 4)

8max

It is evident that PA < 1. If it is close to one, then the efficiency of equilibria
is high and the need in coordination in the model (1)—(2) is small or absent at all
(when PA = 1); the less P A, the less the need in coordination.

System Compatibility Introduce the following

Definition 1 The model (1)—-(3) is system compatible if IuNE € NE : uNE =

max
u .

As the analysis shows, in the majority of cases PA < 1, i.e. an egoistic behavior
of the agents leads to non-efficient equilibria. It is evident that if PA = 1 then the
model is system compatible. Introduce the following sets:

I = {i : u; = 0}—a set of individualists (they assign all resources for their
private activities).
C = {i : uj = ri}—a set of collectivists (they assign all resources for the

production of a social good). Then the following main result holds.

Theorem 1 ([13]) Ifn > 2 and p;(0) = 0, c(0) = O; functions c, p; are increasing
and concave, then the system compatibility holds only if there is a partition of the
set of agents on two classes: individualists and collectivists (N = [UC, INC = ).

3 Control Mechanisms of System Compatibility

The condition of system compatibility is satisfied rarely by itself, and it is necessary
to use control mechanisms to ensure it. Suppose that maximization of the social
welfare is the objective of a specific agent (Center, Principal, social planner,
mechanism designer) who can exert influence to the other agents to achieve this
goal. The Center can exert influence to the sets of feasible controls (administrative
mechanism, compulsion) or payoff functions of the other agents (economic mecha-
nism, impulsion). Denote the first possibility by U; = U;(g;) and the second one by
gi = gi(pi, u;). Both methods of control may not use or use a feedback by control.
In the first case—a Stackelberg game (a Germeier game of the type I"1) arises, in
the second case—an inverse Stackelberg game (a Germeier game of the type 172).
Thus, there are four types of the mechanisms which are presented in Table 3 [24].

Definition 2 A control mechanism in the model (1)—(3) is system compatible if the
best response of the agents to this mechanism makes the model system compatible.
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Table 3 Control mechanisms

Without a feedback With a feedback (inverse
The Center’s influence (Stackelberg game, I'1) Stackelberg game, I"2)
To the sets of feasible Administrative impact without | Administrative impact with a
controls of the agents a feedback ¢g; = const feedback ¢; = ¢q; (u;)
(administrative, compulsion)
To their payoff functions Economic impact without a Economic impact with a
(economic, impulsion) feedback p; = const feedback p; = p;(u;)

Table 4 Control mechanisms in SPICE-models

Without a feedback With a feedback (inverse
The Center’s influence (Stackelberg game, I'1) Stackelberg game, I"2)
To the sets of feasible Administrative impact Administrative impact with a
controls of the agents without a feedback feedback g; (u;) < u; < q;(u;)
(administrative, compulsion) | ¢; < u; < gi.,qgi, qi = const
To their payoff functions Economic impact withouta | Economic impact with a
(economic, impulsion) feedback s; = const feedback s; = s; (u;)

Economic control mechanisms are implemented in the SPICE-model (1)-(2) by
a choice of the values s; by the Center. For administrative mechanisms it is supposed
additionally that the Center can restrict feasible controls of the agents:

gi <u;j <q,i €N. )

Then the control mechanisms presented in Table 3 can be specified for the model
(1)—=(3), (5) as follows (Table 4).

3.1 Economic Mechanisms

Mechanisms Without a Feedback Suppose that Vi s; = const. The first order
conditions show that an internal system compatibility in this model is impossible:
all players should be pure individualists or pure collectivists (Theorem 1).

Mechanisms with a Feedback Now assume that s; = s;(u;) or s; = s;(u). The
first order conditions show that an internal system compatibility in this model is
possible only if

as; (u)
Bu,-

cu) =[1— s,-(u)]%,i e N. (©6)

Two approaches are used for the further investigation: an empirical one and a
theoretical one. The empirical approach analyzes the methods of distribution of
the total income widely spread in practice. Consider, for example, a method of
proportional distribution
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%4 Im:u, >0
si(u) = { Zjenui’ "
0, otherwise.

Theorem 2 ([13]) The mechanism of proportional distribution is system compati-
ble only if the function of production of a social good is linear:

Theorem 3 ([13]) A mechanism of distribution can be system compatible if the
function of production of a social good is symmetrical by u_;.

Corollary 1 The mechanism of uniform distribution

1 max
oo max, Ui = U;
si(uy = { V=gt TR o,
0, otherwise,

is not system compatible.

Other economic control mechanisms are also possible. For example, the mechanism

1
] _ ) TFu=r;1° uip =ri,
i) { 0, otherwise, ™
allocates the social good only between pure collectivists. Notice that in this case all
players have only two rational strategies: Vi : U; = {0, r;}, so that mechanism (7)
reduces a SPICE-model of the general type to the SPICE-model with binary sets of
strategies.
Now let us formulate the problem of control mechanisms design in a general
form. Assume that the Center maximizing the function of social welfare (3) reports
to all players with payoff functions (1) a control mechanism

1 max
T —maxy, Ui =u; T,
si(u) = | =t U T, (8)
0, otherwise.
Then the payers’ payoffs are equal to

(. _ ,,max (™ u_j) . __ ,,max
gi(u) = pilri = ui™) + =] Wi = Wi
pi(ri —u;), otherwise.

It is evident that U; = {0, u"™™} because if u; > 0, u; # u™ then g;(u) =
pi(ri —ui) < pi(r;). Therefore, the mechanism (8) also reduces a SPICE-model of
the general type to the SPICE-model with binary sets of strategies.

The problem is that player i in the moment of his decision does not know u_; and
theset {j :u; = u?‘ax}, respectively. So, it is not simple to estimate an efficiency of
the mechanism (8) (to compare the payoffs) in the general case. One can assert that
the best response of player i to the mechanism (8) has the form
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max max (™ u_)
up Vu_j € Uy pi(ri) < pi(ri —up™) + o —m s
ugpt _ i i |J.uj_uj | (9)
. = max .
l 0, Vu_i€U_i pi(ry) = pilri —u™) 4+ Sl
! lJ mj=uj |

i.e. one of the feasible strategies dominates the other and is therefore the dominant
one. But a question about the best response is open if for different #_; the signs of
inequalities are different (i.e. both strategies are non-dominated).

Denote K = |{j :uj = url?‘a"}| and consider the mechanism

1 max
Si(”)Z{K’ ! i i=1,...,n.

0, otherwise,

The main trouble is that the value K is unknown because it is impossible to calculate
the number of players who agree with the Center’s requirements (u; = u;") in
advance. The value of K can be estimated approximately given that for the player
who agrees with the Center it is profitable that the number of the same players be as
small as possible.

Step0. Denote L = {i : u; = u™}, K = |L|. Numerate the players by
decreasing of p;(r;). The set L does not include the players for whom p; (r;) >
pi(ri —ui™) + %c(u‘lnax + ud™ + .+ up®). Let the first approximation of
the value K be Koy = n.

Step 1. Denote #™*! = (3%, 43 4M) Denote L the set of players for
P L) n play
whom last inequality is wrong, K1 = |L1].
Step 2. Then find #™>2 = (0,0, ...,0, u,rf‘f’;(zlﬂ, ..., u™*2) a5 a vector max-
———
n—Kj
imizing the value of the function g¢(0,0,...,0, uy—k,+1, ..., u,). Form a set

L, of those agents from L for whom the inequality p;(r;) > p;(r; — u;naxz) +
Kilc(urnaxz L+ umaxz 44 u,“,“a"z) is wrong, Ko = |L3]|.

n—Ki+ n—Kij+2
Step 3. Then find amax3 — (0,0,...,0, ug‘f’}gﬂ, e u;“a“) as a vector max-
——— 2
VL*KZ
imizing the value of the function go(0,0,...,0, up—g,+1, Un—Ks+42, - - -, Un),

form a set L3 of those agents from L, for whom the inequality p;(r;) >
pi(ri — u"3) 4 Kch(umaX-? +u™*3 L+ w3 s wrong.

n—Kor+1 n—Ko+2
Stepi. AndsoonforL; i=4,5,.. :) until K; = K;_1. In this case the algorithm
stops and the last found value #™**' is the optimal solution.

Notice that in the case of a linear function of the production of a social good each
agent knows his critical value K* such that for K < K* it is profitable for him to
agree with the Center. Then the problem is solved in one step.

llustrate the work of this algorithm on numerical examples.

Example 1 Suppose that there are n=10 agents with linear functions of private
income, and the production of a social good is described by a linear function, too.
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The coefficients are equal, respectively, to p; = 20, p» = 18, p3 = 16, ps = 14,
ps=12,ps=10,p7 =8, ps =6, pg =4, p1o =2,c =15,and all r; = 2.
Then the social welfare function has the form

80 =202 —u1) + 182 —u2) +16(2 —u3) + 142 — uq) +12(2 — us) +
+10(2 — ue) + 82 —u7) +6(2 —ug) +4(2 — ug) +2(2 — uyo) +
+15(; + up + uz + uqg + us + ue + u7 + ug + g + u19),

and the payoff functions of all agents are
15
8i =I7i(2_ui)+E(ul +up +uz + us +us +ue + uy + ug + ug + uip).
Maximization of the social welfare function gives

ymax _ {29 pi <¢,

! 0, pi >c.

In this example it means that

max__,,max___  max__ ., Mmax __  max __ ,,max __ _ max __ ,maxXx ___ max __ ,max __
ul=uy =uy =0 Uy =us s = Uy =ug o =ug s =uUg o =uyy = 2.
C
NE _ 2, K < E,

For each agent ' * =
£ ! 0, K > ﬁ.

It can be seen that the first, seclzond, and third players agree with the strategy
u; = 01if K is greater than 15/20, 15/18, and 15/16, respectively. Given K is the
integer, these players agree with the Center’s strategy for any K. The players four,
five, six, and seven agree to assign all their resources r; = 2 for the production
of a social good if K=1 (i.e., if each of them will receive the total social good).
The player eight agrees to assign all resources for the production of a social good if
K < %, or K < 2 (he is ready to share the social good with only one other player).
The condition for the player nine is K < % < 4, or he is ready to allocate the
social good between three players. At last, for the tenth player K < % < 8, or he
is ready to have six partners. Now from four numbers K=1, K=2, K=3, K=7 we
choose those which correspond to the number of players pretending for the social
good. When K =1 this number is equal to ten that is impossible. When K =7 this
number is equal to four, K=2—six, K=3—five. Thus, the only acceptable variant
is K=7. In this case

gouNE)=20-2418 - 2416 - 2414 -24+12-2+10-2+8-2+6-24+4-2 +
+15(0+0+0+0+0+0+0+0+0+2)=246<g0(uma")=318.
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Example 2 Suppose that there are n=35 agents, all functions are square roots. The
coefficients are equal to p; = 14.7, p» = 14.5, p3 = 14, ps = 13.5, ps = 13,
¢ = 10.5, and all r; = 2. Then the function of social welfare has the form:

90 = 1472 —u1 + 14572 —us + 142 — 3 + 1352 — ug + 13y/2 — us +

+10.5V/u1 + uy + us + ug + us

and the agents’ payoff functions are

10.5
gi =Pi\/2_ui+7x/u1 +ur +uz + ug + us.

Estimate the value K. Start from the maximal value Ko = 5. Calculate u"®*: u7™* =
0.0063, uy™ = 0.0601, u5™ = 0.1916, uy™ = 0.3185, ug™ = 0.4407, and

& =104.1076.

If the agents agree to assign for the production of a social good the number of
resources that is optimal to the center, then they share the produced social good
equally, otherwise the agent does not participate in the consumption of the social
good. So, each agent compares his payoffs in these two variants:

g1 (™, u™™) = 22.8744 > 20.7889 = g1 (0, u™"),
g2(uy™, w5y =22.3134 > 20.5061 = g2(0, u™5"),
g3(uy™, uT§%) =20.9447 > 19.7990 = g3(0, u™5"),
ga(ug™, u™) = 19.6239 > 19.0919 = g4(0, u™3"),

g5 (U™, ™) = 18,3512 < 18.3848 = g5(0, u™Y).

So, only the fifth player refused to collaborate with the Center, and the social welfare
max max max

function becomes equal to go(u"**, u3 U3 uy™, 0) = 103.6415.
The next approximation of the value K is K 1 = 4. In this case the following
strategies of the agents are optimal for the Center:

= 0.1104, uy™ = 0.1614, u5™ = 0.2860, uy'™* = 0.4063, us™ =0
and the agents’ payoffs are

g1 (P2 ymax2y — 22 7844 > 20.7889 = g1 (0, u™*?),
g2y ™2 M2y = 222387 > 20.5061 = g2(0, u™5*?),
g3 (™2 ™2y = 20,9062 > 19.7990 = g3(0, u™3*?),
ga (™2 ™32y — 19,6201 > 19.0919 = g4(0, u™?),
g5 (™2 M2y — 18,3848 = 18.3848 = g5(0, u™¥*?).
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Here the agents from one to four agree with the Center, and her payoff is
Qo(u¥X2 X2 yMax2 1 max2 ) = 103.9343. Thus, the final estimate is K=4.

The theoretical approach is based on Germeier’s theorem [15].

Theorem 4 ([13]) If functions of the private payoff and the production of a social
good are powers with an exponent less or equal than one, then the economic
mechanism is system compatible.

3.2 Administrative Mechanisms

Now suppose that the Center can constrain the sets of feasible controls of the agents.
Consider only a case of the Stackelberg games without a feedback (I"1) because
the case of feedback (inverse Stackelberg games, I"2) is more applicable for the
formalization of corruption which is considered later. Then the model (1)-(3) takes
the form

8i(Gi, gi,u) = pi(ri —u;) +sic(u) - max, q; <u; <g;,s; €[0,1]; (10

20(G, g, w) =Yy  pj(rj—u;)+c() - max,0 <G < g <ri,i € N.(11)
JEN

It is evident that if the possibilities of the Center are unrestricted then there is a
trivial solution g; = g; = u;",i € N. Therefore an adequate setup of the problem
of system compatible control mechanisms design requires a consideration of the
Center’s cost. Then (11) takes the form

20(G. G.u) =Y pj(rj —u;)+c)—C@G §) > max,0< G < g <ri,i €N,
jenN

where C(g, q) is the continuously differentiable and convex by all arguments
Center’s administrative control cost function.

Definition 3 An administrative mechanism g™**(g™**) is weakly compatible if
u = g™ € NE(@™) and go(q, g, ¢™™) = maxgmw<y, <y, 80(q, 1, u) (respec-
tively, u = g™ € NE(@™) go0(q. 4, ¢™) = maxo<y, <gm> g0(0, g, u)).
Theorem 5 For an administrative mechanism in the model (10)-(11) g™ <
umax S é_max.
L 1

Proof To find u[™* it is necessary to solve the system of equations —p/ (r; — u;) +
c'(u) = 0, to find " —the system —p/(r; — §;) + ¢'(q) = C(% (¢,q) > 0, and
to find g/"**—the system of equations —p!(r; — g;) + ¢'(q) = C{’j (g,q) < 0. The
same function in the left-hand part in all three cases decreases, and the values in the
right-hand part are strictly ordered. Therefore, g™ < u™* < g™**. O
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Corollary 2 It is senseless for the Center to restrict the agents from above.

In fact, Theorem 1 says that ulN E u}na", and with consideration of the Theorem 5,
max

u™ < g"*, Therefore, the right side of the inequality g; < u; < g; is evident.

Thus, only models with restrictions from below are considered:

8i(gi,u) = pi(ri —u;) + sic(u) - max, q; <u; <r;,s; €[0,1]; (12)
go(g,u) =Y pj(rj —u;)+c(u) — C(g) > max,0 < g; <rj,i € N.(13)
JEN

As cost functions we use linear C(q) = Y~ | @;q;, quadratic C(q) = Y, a;q?,

and hyperbolic C(g) = ZlNzl r‘?"_"(; functions. A case of absence of the costs

8i(gi,u) = pi(ri —u;) +sjc(u) — max, q; <u; <r,s; €[0,1];

go(g.u) =Y pj(rj—u;)+c(u) > max,0 <q; <ri,i €N
jenN

means that the Center maximizes the social welfare function which is already
analyzed in Sect. 2.2. In that case the agent’s optimal strategy without consideration
of the condition g; < u; < r; is u?, and the Center’s optimal strategy is g; = u;"**.
It is proved in Theorem 1 that u"** > u*; therefore, the agent’s optimal strategy
with consideration of the condition g; < u; < r; is u; = g; = u"* that gives the
system compatibility.

Theorem 6 An administrative mechanism in the model (12)—(13) is weakly com-
patible if for any i € N one of the following conditions is satisfied.:

n
Arg max |:Pi(ri —uj) + sic (Z Mz>i| =

i=1
n n

Arg ;ngl)‘g [2} pi(ri —gqi) +c¢ <2} ql-) - C(q)]
1= 1=

or

n
Arg max [Pi(ri —u;) + sic (21: Mi)] >,
i=
n n
Arg max [2} pilri —qi) +c¢ (Z%‘) - C(q)] > ri.
i=

i=1

Proof Find the Nash equilibrium. The best response of an agent to the Center’s
strategy is
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* *
u,, qi <u; <ri,

n
w=1q. ¢> wi, uj= Argumél;} |:Pi(”i —u;) + sic (ZM;)} .

ri, ou; > i=1
From the Center’s point of view the optimal strategy of the agent is

kk kk
I/ll- ,Qi<“i <r,

— *%
Ml - %’7 Qi > ui ’

i, u* > r;.

ui* = Arg max [Z pi(ri —uj) +c¢ (Z Mi) - C(q)} :

i=1 i=1

There are unique values u? and u?* due to negativity of the second derivatives of
the functions g; and go, and u[™* > ulN E (Theorem 1). Three cases are possible:

1. u; =r; = q; = 0 and go decreases by ¢;;
2. qi <uj <ri = qi =0;
3. u; = q; = the optimal g; is found as a solution of the problem

qf = Arg glg;g [Z pi(ri —qi) +c <Zqz') — C(q)] ,

i=1 i=1

and finally
g, 0 <qf <ri,
gF=40 0> q;,
ri, o qf >

4 Corruption in SPICE-Models

An author’s approach to the modeling of corruption in resource allocation in the
hierarchical control systems is proposed in [14]. It is worthwhile to distinguish
administrative and economic corruption. A hierarchical control system with cor-
ruption includes three levels: principal, supervisor, and agents (Fig. 4).

The principal is not corrupted and controls the agents’ activity by an influence
to their sets of feasible strategies or payoff functions. But in fact the principal
delegates his functions to the supervisor who can weaken in exchange for a bribe
from the agents the administrative requirements (administrative corruption) or
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Fig. 4 ‘I‘A blergrchlcal coptrol Principal (P)
system “‘principal-supervisor-
agents”

| Supervisor (S) ‘

economic requirements (economic corruption). In real organizations there are many
supervisors; we consider only one for simplicity.

4.1 Economic Corruption in SPICE-Models

Suppose that without corruption a social good c(u) in the model (1)-(3) is
distributed between the principal, the supervisor, and the agents in the proportion
19, 19, > i sjo., where 10 + r0 4+ > i s? = 1. In the case of economic corruption
the supervisor increases a share of the agents in a social good at the expense of the
principal:

n n
t=1"=Y "8;.r=r"+) b;sj.si =5+ (1 —b)si.i €N, (14)
j=1 j=1

and for the new shares of distribution (14) the conditions ¢ + r + Z’}Il sjp=1,
0= 18 >0,r0+ 31 b;8; < 1,5 = s+ (1—b) < 1,i € N should be
satisfied. Here 6;—an increase of the share of a social good for the i-th agent, b;—
a share of “kickback” of §; to the supervisor from the i-th agent. Then the model
(1)—(3) takes the form

gs(b.8.u) = [r"+ ) " b;8jlc(u) - max,0 < & < 1; (15)
j=1

gi(bi, 8i,u) = pi (r,-—ui)+[s?+(1—bi)5i]c(u) — max ,i=1,...,n, (16)

0=<b;<1,0=<u;<r;

where gg, g; are payoff functions of the supervisor and the i-th agent, respectively.

The model (15)-(16) can be analyzed by two approaches: descriptive and
normative. In the case of descriptive approach the form of a bribery function §; (b;)
is supposed to be known, and the agents play a game in normal form where the
strategies are pairs of control variables (b;, u;). In the normative approach the
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function §; (b;) is built as the optimal strategy of the supervisor in a game of the type
I'2 with the agents.

Let us use the descriptive approach with linear and power functions §; (b;) which
are widely spread in the literature. Consider the model in general form:

8i(bi, ) = pi(ry —ui) + [s) + (1 = b)Si o)1 _uj),i=1,...,n.
j=1

The first order conditions determine the optimal value b; as the solution of the
equation —4§;(b;) + (1 — bi)Slf (bj) = 0. Note that the optimal value does not
depend on u;, and the conditions 10 — >i=18j > 0, 0+ di—ibid; < 1,
S = s? + (I — b;)8; < 1,i € N should be satisfied, or the optimal solution is
situated on the boundary of the feasible domain.

Let u; € Arg max [pi (ri —up) + [0+ (1 = BHSGDe(X"_, u,-)].

Thus, the system compatibility is possible only when u; = 0 or u; = r;,
otherwise s; = 1.

In the normative approach define the principal’s payoff function

gp(M):ij(rj—uj)—i—c(u)—)max 17
j=1

and consider the model (16), (17). The condition of system compatibility takes the
form u* = u™¥*, where u = (u1, ..., uy), u* is a Nash equilibrium in the game
(15), gp (u™) = max, gp(u).

The following method of the model investigation based on Germeier’s theorem
[15] is proposed. First, the values u*, umax and the values s? such that u™, umax
are as close as possible are calculated. Second, a solution of the game I"2 between
the supervisor and the agent is built: Sl.P =0, E ={b =0} L; = pi(ri —
u?) + sic(}_; ey u;)—the maximal agent’s payoff in the case of punishment, u} €

Arg max,, [p,- (ri —u;i) + 356(27:1 ”./)]'

n
K, = i bis; = = *
2 rrg?xbrglgi r—i—; 8 | c(u) Ir}sgx[rc(u)] re(u™)

i

n
K = max max max r—l—ijSj c(u)
j=1

8; ui i

with constraint p; (r; — u;) + (s; + (1 — b;)é;)c(u) > pi(ri — u?) + sjc(™)
To determine K it is necessary to solve a maximization problem with two
variables: b; and §;. The above constraint gives the dependence of b; on §;:
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b1 — pi(ri —u¥) — pi(ri —ui) + si [c(XCjen ) — ey ui)] .

6iC(ZiEN ui)

Substitution of this value into (r + 21}21 bj> c(u) + Z;l‘:l pj(rj —uj) implies

the maximization problem with one variable &; with constraint 7 _; 8; < 1—ro—
0
2j=18)

Example 3 Suppose that there are three agents, and all model functions are linear

with coefficients p;y = 4, pp =6, p3 =15, ¢ = 14. Letr; = 2,r = 0.02. Then a
social good production function takes the form:

g0=4Q2 —u1) +6Q2—up)+ 152 —u3z) + 14 + uz + u3).

First, the principal maximizes the social good production function that implies
ul™ = 2, up™ = 2, uz™ = 0. The respective agents agree with the values if
s1 > %, sy > %, any s3. Let s = 0.3, 50 = 0.43, 53 = 0, r = 0.02. Due to
s1 + 52 < 1 the system compatibility is possible. Therefore, u} = 2, u; = 2,
u3 = 0, and the total payoff is equal to 14(2 + 2) = 56, the principal’s payoff
go = 15-2+ 14(2 4+ 2) = 86, the agents’ payoffs g = 0.3 - 14(2 + 2) = 16.8,
g2 =10.43-14(2+2) =24.08, g3 = 15-2 = 30.

Now the supervisor solves her problem. She founds K, = 0.02-56 = 1.12. Then

K| = msaxmaxmax[(0.0Z + b181 + b2dy + b383) - 14 - (uy 4+ up + u3)]

uj i

with constraints

0.03+ 1 —=b1)d1) - 14 (w1 +u2 +u3) +42 —uy) > 16.8,
0434+ (1 = b2)82) - 14 - (u1 +uz +u3) +6(2 — uz) > 24.08,
(1 =b3)d3 - 14 - (u1 + uz + u3) + 152 — u3) > 20,

that implies
b | 0.3[56 — 14(uy + up +u3)] —4Q2 — uy)
=1 — — €,
! 81 - 14y + uz + u3)
b | 0.43[56 — 14(uy + upy +uz)] — 6(2 — uy)
=1 — €,
? 52 - 14(u) + uz + u3)
30—-152 —
by=1— (2 —u3)

83 - 14(uy +us +uz)

Substitution into the supervisor’s payoff function gives
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K= r%axmax[(0.02+(l —€)(61+82+683) - 14 - (u1 +ur +u3) —
i uj

—0.3[56 —14(u1 +ur +u3z)] —4Q2 —uy) —0.43[56 — 14(u; +uy +u3)]
—6(2—uy) —15u3] = Irgaxmax [(0.024 (1 —€)(61+862+683) - 14 - (uy +uz +u3z) —
i uj

—16.84+4.2(u; +uy +u3) +8—4u; —24.08+6.02(u1 +upy +uz) + 12 — 6uy —
—15u3] = n}saxmax [(0.024 (1 —€)(61 +82+63) - 14 - (ug1 +uz +u3) —
i Ui

—20.88 +6.22u1 +4.22us — 4.8u3]

and the optimal values are: §; +3,+353 = 1—-0.2—-0.3—-0.43 = 0.25,u; = u’f =2,
u = uy = 2, uz = uj = 0. Follow the algorithm, set §; = 0.125, 6 = 0.125,
83 = 0. Then K| = maxs; max,; [(0.024+(1—¢€)-0.125)-14-4—20.88+-6.22-2+4.22-
2] =7(1—€)+1.12 > K>, the agents choose the controls b1 = by = b3 = 1—¢, and
their payoff functions take the values g; = (0.3+¢€-0.125)-56 = 16.847¢ > 16.8,
g2 = (0.43+4€-0.125)-56 = 24.08 +7¢ > 24.08, g3 = 15-2 = 30. The principal’s
payoff is equal to go = 15 -2 + 14(2 4 2) = 86.

4.2 Administrative Corruption in SPICE-Models

The analysis of the administrative corruption is based on the SPICE-model in the
form

gs(e,b,u) =rcu) + ijpj(rj —uj) — max,0 < ¢ < g;; (18)
j=1
gi(€i, bi,u) = (1=b;) pi(ri—u;)+sic(u) — max yi=1,...,n. (19

0=<b;<1,qi—€; <u; <r;

The principal bounds a choice of the agent u; from below by the value g; but
the supervisor weakens the bound on the value ¢; in exchange to the “kickback”
b; pi (ri — u;) from the agent’s payoff.

As in the case of economic corruption, a bribery function €; (b;) can be defined
in two ways. The descriptive approach means that it is given, while in the normative
approach it is calculated as an optimal guaranteeing strategy in a game /2
of the supervisor with the agents. It is natural to suppose that ¢;(b;) increases
monotonically on the segment [0,1], €;(0) = 0, €; (1) = g;.

The value ¢; in the model (18)—(19) is determined by the principal. Then the
supervisor defines only a form of the function ¢;(b;). Except the variable b;, this
function may contain additional parameters which depend or do not depend on the
supervisor’s actions. If a parameter is controllable by the supervisor, she can choose
an optimal value of it. An agent solves the following optimization problem:
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n
uj (b)) € Argmax | (1= by)pi(ri —ui) + sic()_u;)
j=1

or with the consideration of constraints

ur (b)), qi —ei(bi) <uj(b;)<ri,
ui =19 qi —€bi), qi —eibi)>uibi),
ri, ui(bi) > ri.

In the case of the second branch the agent has no need to diminish the bound ¢;. In
the case of the first branch it is necessary to find the value b; such that ¢; — €; (b;) =
u;.“(bi). A greater bribe is senseless because u; > g; — €;(b;). If from the very
beginning u; (b;) > g;, then b; = 0.

In the normative approach to the model

n
gp(e,b,u) = c(u) + ij(rj —uj) —> max,0 < g; <r;
j=I1
n
gs(e.b.u) = re() + Y bjp;(rj —uj) — max, 0 < € (b;) < gi:
j=1

gi(ei,bi,u) = (1 =bj)p;i(ri —u;) +sicw) > max,0 <b; <1,q; —€;(b;j) <u; <r,

i=1,...,n
Germeier’s theorem is applied [15] similar to the previous paragraph that gives

el-P =0;E; ={b; =0}; L; = pi(ri — u}) —i—s,'c(Z u?)
ieN
n

K>, = ; bin:(ri —u; — —
2 me?x inIlel;;li re(u) + Zl ipj(rj —uj) mé?x[rc(u)] rce(u)
/:

n
K| = maxmaxmax | rc ipi(ri —u;
1= maxmaxmax | re@) + 3 b;p;(ry = uj)
Jj=1
with constraint (1 — b;) p; (r; — u;) + sic(u) > p;(ri — u?) + sic(u®).
To determine K it is necessary to solve a maximization problem with two
variables: b; and §;. The above constraint gives the dependence of b; on §;:

_ pi(ri —ui) — pi(ri —uf) +si [c(XCjeny ui) — iy u)] .
pi(ri — u;)

b;

i
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Substitution of the value into the expression rc(u) + Z;lz 1 bipj(rj —uj) gives a
standard optimization problem. If necessary (u; < g;), then its solution gives the
optimal value €;, otherwise (4] > g;) €; = 0. Thus, an agent needs the supervisor’s
help only if u} < g;.

5 SPICE-Models in the Regional Development

Consider an application of the SPICE-models to the problems of the development
of trans-frontier territories. There are two equal agents A1 and A, with a common
frontier. Each of them has a number of resources r; and rp, respectively. The
resources are assigned to their private economic activities and to the development of
the trans-frontier territory (joint projects) in a ratio. Payoff functions of the agents
consist of two summands: a private income and a share of the income from the joint
project. The resources r; and r, may be fixed by a Center of the development of the
trans-frontier territory who disposes a number of resources R. The Center can also
determine the shares of the agents in the joint income or control a distribution of the
resources by each of them.

The system is presented in Fig. 5. The payoff function of each agent has the form

8i(ri,si,u) = pi(ri —u;) +sjc(uy +up) - max,i =1, 2,

where p;(r; — u;)—a private income of the i-th agent (from the activity on his
territory); c(u1, up)—a common income from the joint projects (their activity on
the trans-frontier territory); s;—a share of the i-th agent in the common income.
For the purposes of control and coordination of the egoistic interests of the agents
they organize a Center (or this can be done by a control agency of the higher
level, for example, the federal state) and delegate her some administrative and/or
economic power. Thus, the Center can use the following control mechanisms:

Fig. 5 Coordination of

interests in the problem of
control of trans-frontier Coordinator
territories

r

Agent 1 Agent 2
(region) (region)

r'y A

qq<=u, 1 <=4, S2

c(ug+uy)
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1. an administrative one when she fixes the lower bound g; for the private use of
resources (g; < u; < r;) that incurs her control cost. In this case the Center’s
problem has the form

golg,r,s,u) = g1(r1, s1, u) + ga(r2, s2, u) — C(q1, g2) — max
with one of the constraints:
0<qgi=r;0<si<Lsi+s2=10=<r=<1,ri+rn=R,;

2. an economic one in two variants:

(a) the Center fixes a share s; of the agent in the common income;
(b) she allocates a number of resources r; to the each agent.

So, we have a hierarchical game of the Center with two agents (in fact, several
agents are possible).

5.1 Administrative Control Mechanisms

The hierarchical game-theoretic model takes the form:

go(u) = g1(u) + g2(u) — max, (20)
gi(ri,u) = pi(ri —u;) + sic(u1 +uz) — max, 21

with constraints:
0<gi<ri,q <ui<r,i=12. (22)

Notice that the Center’s payoff function go(x) does not depend explicitly on her
strategy g but a choice of g restricts the sets of feasible strategies of the agents that
can increase her payoff. It is assumed that the production functions p;(-) and c(-)
satisfy the following conditions (on the example of p;(-)):

. pi() =20, pi(-) =0;

. pi(+) is continuous and increases monotonically, i.e. plf(~) > 0;

. pi(+) is concave, i.e. p/'(-) < 0;

. pi(k) = A%p;(-), where « is a coefficient of elasticity of the production process
(assume for simplicity that @1 = a2 = o, 0 < o < 1 because the territories have
close natural and economic characteristics).

AW N =

These properties are widely used in the economic research and are represented
by power functions with an exponent less or equal than one. Thus, four variants are
convenient to analyze:



142 O. I. Gorbaneva and G. A. Ougolnitsky

. functions p;(-), c(-), are linear;
. functions p;(-) are linear, and the function c(-) is a power one with an exponent
strictly less than one;
3. the functions p;(-) are power ones with an exponent strictly less than one, and
the function c(+) is linear;
4. the functions p; (-), c(-) are power ones with an exponent strictly less than one.

N —

Theorem 7 Suppose that in the model (20)—(22) the functions p;(-), c(-) are
increasing and concave, p;(0) = 0, ¢(0) = 0, and all functions are not in the
same time power ones with an exponent strictly less than one. Then Nash strategies

of the agents coincide with the Pareto-optimal strategy of the Center: ulN E_ u,
Proof
ui, 0 <u? <,
ul =10 ur<o0, . (23)
Fi, oul >
u*, 0 <u™ <,
gi=u;™* =1 0, u* <0, . (24)
ri, ur* > r
where

As far s; < 1 then sic’ (37— ui) < ¢ (37—, ui), therefore, s;c’ (31 ui) —
pi(ri—ui) < ¢ (X7 ui) — pi(ri —ui). Let f(u;) = sic’ (30—, ui) — pi(ri —uy),
guj) = (X7 ui) — pi(ri — u;). The functions f(u;) and g(u;) decrease,
therefore, their inverse functions also decrease. Thus, the value of the mapping of
the point O in the greater function g(u;) is not less of the respective value of the
point O in the lesser function f (u;). Therefore, the Nash strategy of the agent i with

consideration of the condition ¢; < u; <r;isu; = q; = u;"™.

5.2 Economic Control Mechanisms

In this case the model (20)—(21) is investigated with constraints

0<s;<1,s1+s =1 25)
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Denote for convenience s = s, s = 1 — s. If at least one of the functions p; (-)
or c(x) is linear, then the following algorithm of investigation is proposed.

Stage 1 Found all Nash equilibria in the game of agents (21). If there are two
agents, then not more than nine Nash outcomes are possible. The outcomes are

separated from each other by the curves (sic’ (Z?:l u,-) — pi(ri — ui))_1 0) =
0 and (sic’ (X7 ui) — pi(ri — u,-))_l (0) = r;. Each outcome is defined by the
1. one of the inequalities

following two conditions:
-1
( ) — pi(n —Ml)) 0) <0,

-1
0<( (Z )—pi(rl—ul)) ©0) <ri

—1
( s1c (Z i) — pi(n —M1)> 0) > r1;
i=1
holds,

2. and one of the inequalities

n —1
(szc/ < ui) — ph(r — Mz)) 0) <0,
n —1
< (szc’ (Z ui) — phlry — uz)) 0) < r,
i=1

(<

Call these inequalities the conditions of feasibility of an outcome.

S

-1
Mi) — ph(r — Mz)) 0) > ry.

1

holds.

Stage 2 Solve the Center’s optimization problem (20), (25). As in the previous

stage, if there are two agents, then not more than nine Pareto-optimal out-

comes are possible. The outcomes are separated from each other by the curves
-1 -1

(¢ (i ui) = piri —up) ™~ (0) = 0and (¢’ (X7 ui) — pj(ri —u)) ™ (0) =

r;. Each outcome is defined by the following two conditions are satisfied:
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1. one of the inequalities

n —1
(c’ (Z ui> — piri — ul)) 0) <0,
i=1
0 -1
0< (c/ <Z Mi) — pi(ri — ul)) 0) <n
i=1

n —1
(C’ (Z ui) — pi(r — u1)> 0) > ri;
i=1
holds;

2. and one of the inequalities

; -1
(szc’ (Z ui> — ph(r2 — uz)) 0) <0,

i=1

0 -1
0< (szc/ (Zu,) — py(ra — Mz)) ©0) <ra,
i=1

; -1
(szc’ (Z ui> — phlra — uz)) 0) > r
i=1

Call 1 and 2 the conditions of optimality of an outcome. Consider that u*** > u?}
we receive not more than 25 possible combinations of the outcomes (uT, u’z‘) and
(uIIl?.lX uIIl?.lX)

1 Uy )

holds.

Stage 3a In the specific case when the conditions of feasibility do not depend on the
Center’s control variables s, the problem is solved by an enumeration of all possible
25 variants.

Stage 3b If the conditions of feasibility depend on the Center’s control variables,
then the outcomes are ordered by decreasing of the Center’s payoff function, and the
conditions are checked for them sequentially. At least one outcome which satisfies
the conditions exists, for example, when s; = 0, s, = 1.

If the model is analytically intractable, then the values of s are chosen by the
following enumeration: for a given s from 0 till 1 with a given step the outcomes
which satisfy the conditions of feasibility and optimality are chosen, and then it is
determined
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¥ = Arg max max go(ui(s), u2(s)),
sel0;1]u; eD;

where D; = {u; (s)|u;(s) = Arg maxo<u,(s)<r; & ()}

Example 4 Suppose that there are two agents, the common interest is expressed by
a linear function, and the private interests are described by power functions with an
exponent less than one. The respective coefficients are p; = 3, p» = 5, ¢ = 4,
a=1/2,r1=2,rn=2.

The agents’ payoff functions are

81 =3vV2—uy +4s(uy +uz),
g2 =5v2—ur+4( —s)(uy + uz).

The Center’s payoff function is

g0=3V2—u; +5v2 —uy +4(uy + uz).

The agents’ strategies which are optimal for the Center (Pareto-optimal):

= () 2O ey (S 103
8 6412 8 64
and it is seen that the system compatibility is unavailable. It is only possible to
maximize the price of anarchy.

[/\2 [/N\2
The Center’s payoff is gg = 3 (%) +5 (%) +4. “96# = 18.125.

The Nash-strategies for the agents:

_ 9 3 _ 25 _ 5
JNE _ {2 642> 5 7 32 JNE _ {2 64(1—5)2’ s <1 gf’
= 2" Wy E =

uy
O, ng— 0, 1—v

S

Thus, in dependence of the value of s three outcomes are possible:

1. (2 - 22— L) if 3~ <s<1-— or (with precision up to 0.001)

6452 64(1—s)2 8[
0.265 < s < 0.558.

2. (2 O) ifs>1-— 8 75 Or (with precision up to 0.001) s > 0.558.

5
82’

4 457"
3. (O; 2 — m) ifs < 52 O (with precision up to 0.001) s < 0.265.

In the case 1 the Center’s payoff takes the form
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/ | 25
5 22— — | =
6452 © 64(1 — )2 64 6452 7 &l —s)z)

= + +16 ’ 25
T 8s 8(1—s) 1652 16(1 —s)2’

This function attains its maximum when ﬁf 7 ~ (.436 that satisfies the relation

3 5 s . N
s <5< 1— A The Center’s payoff is equal to go = 16.25.

In the case 2 the Center’s payoff takes the form

9 9
3,/ sV2+a(2-—).
80=3 gz T5V2+ ( 64s2>
5

This function attains its maximum when s = 1 that satisfies the relations > 1— Ik

The Center’s payoff is equal to go = % + 52+ 8 ~ 15.633.
In the case 3 the Center’s payoff takes the form

25 25
=3 )= i3/aq4(2-—2 ).
80 641 —s2 V2t ( 64(1—s)2)

This function attains its maximum when s = 0 that satisfies the relation s < %.
The Center’s payoff is equal to go = % + 342+ 8 ~ 13.805.
Thus, the maximal value of the Center’s payoff function by s is attained when
V3
V345

is PA = % ~ 0.897. The respective strategies of the agents are: u; = 2 —

—3(422/3) ~1.262,up =2 — %ﬁ ~ 0.770, and their payoffs

~ 0.436 and is equal approximately to 16.25, and the price of anarchy

3(4 + v 5) V3
— + 12 — /15) ~ 6.120,
81 Nl f( 15) ~
5(4 + «/ ) NG
12 — V/15) ~ 10.130.
&= f f( 15) ~

5.3 Mechanisms of Resource Allocation

At last, in the context of the model (Fig. 5) the Center can give subsidies for some
joint projects of the development of trans-frontier territories. Another example is an
implementation of the projects of state-private partnership.
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In this case the Center allocates to each agent a number of resources r;. The
whole received common income is divided among the agents. The model is the
hierarchical game (20)—(21) with constraints

O<r<l,rnmn+rn=1. (26)

Denote r1 = r, r = 1 — r. The algorithm of investigation is similar to the one
described in the previous paragraph. Consider a numerical example.

Example 5 Suppose that there are two agents, the common interest is expressed by
a linear function, and the private interests are described by power functions with an
exponent less than one. The respective coefficients are p; = 3, p» = 5, ¢ = 4,
a=1/2,s1 = 0.4, s, = 0.6. The agents’ payoff functions are

g1 =3Vr —uy + 1.6(u; + us),
g =5V1—r —uy+24u1 + us).

The Center’s payoff function is

go=3Vr —ui +5y1 —r —uy+4u +us).

The agents’ strategies which are optimal for the Center (Pareto-optimal):

9 9 25 39
umax_{r—@,r>a, umax_{l—’—av’<a’

1 - 9 2 -
0, rfm 0, rza

Thus, three outcomes are possible:
9. 25\ :¢ 9 39.
1. <r—a,1—r—a>lfm<r<a,
9.0); 39.
2. <r— a,o) if r > o4°
. 25 : 9
3. (O,l—r—@>1fr§a

and it is seen that the system compatibility is unavailable. It is only possible to
maximize the price of anarchy. The Nash-strategies for the agents:

9 9
uNE _ 1T T 103 "= 02 ,NE _
1 0 N :
’ = 1024

Thus, two outcomes are possible (in dependence on the value of r):

9 . ; 9 .
1. (r — 10'24,0) ifr > 1575

S 0N i 9
2. (0;0)if r < 1024-
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In the case 1 the Center’s payoff takes the form

9 1
=3 —— +5/T—r+4(r—- — VI—r+4r — —
g0 =73 102 +35 r+ (r 1024) 5 r+4r s

This function attams its maximum when r = 6—4 ~ (0.609 that does not satisfy the
relation r > m. In the case 2 the Center’s payoff takes the form go = 3.4/7 +

S4/1—r.

This function attains its maximum when r = % ~ 0.265 that satisfies the
relation r < ﬁ. The Center’s payoff is go = +/34 ~ 5.831.

Thus, the maximal value of the Center’s payoff function by r is attained when
r= % and is equal approximately to 5.831, and the maximal value of the Center’s
payoff when r is fixed (absence of control) is equal to 6.126; therefore, the price
of anarchy is equal to PA = % ~ (0.952. The respective agents’ strategies are:
u1 = 0, up = 0, and their payoffs are

Y
34 /34
34 /34

6 Conclusion

The paper is dedicated to the problem of coordination of private and social interests
in resource allocation. The previous results are presented together with the new ones.

In the considered SPICE-models all agents divide their resources between their
private activities and the production of a common social good. Respectively, the
payoff functions include both an income from the private activity and a share in the
produced social good.

A function of social welfare is defined here as the sum of payoff functions of
all agents. Then the key problem is system compatibility. It means that egoistic
solutions of the agents (for example, their dominant or Nash strategies) in their
totality maximize the social welfare. In other terms, the price of anarchy in
the system should be as close to one as possible. It is proved that the system
compatibility is attained only if the agents are divided into two sets: individualists,
who assign all their resources to the private activities, and collectivists, who allocate
all their resources to the production of a social good.

It is quite evident that the condition is a very strong commitment which does not
hold in real economic and organizational systems as a rule. That is why special
administrative and economic control mechanisms are necessary to provide the
system compatibility. A specific agent (Center) is appointed as a social planner
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who solves the problem. In SPICE-models the Center can bound from below the
sets of feasible strategies of the agents to restrict their egoism (administrative
control mechanisms, compulsion) or fix the shares of the agents in the social good
(economic control mechanisms, impulsion). Some results about the properties of the
mechanisms are presented in the paper.

We consider corruption in hierarchical organizational systems as a feedback by
the value of bribe (a bribery function) that leads to the inverse Stackelberg games. In
the case of administrative corruption, the restrictions on the set of feasible strategies
of an agent can be weakened in exchange for a bribe. In the case of economic
corruption, a bribe permits to increase the share of an agent in a social good. In
the analysis of corruption we use a descriptive approach when a bribery function
is given from the experience, and a normative approach when the value of bribe is
determined as a solution of an optimization problem or a game. The results about
the connection of corruption with system compatibility are presented in the paper.

One of the most prospective domains of applications of the SPICE-models is
the regional development, namely the problems of trans-frontier cooperation, state-
private partnership, and others. Here it is also natural to introduce a Center for
coordination of the agents. The economic, administrative, and resource allocation
control mechanisms of such coordination are considered.
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Games on Graphs and Networks



A Multi-Stage Model of Searching for )
Two Mobile Objects on a Graph ik

Vasily V. Gusev

Abstract We are dealing with a search game where one searcher looks for two
mobile objects on a graph. The searcher distributes his searching resource so as
to maximize the probability of detecting at least one of the mobile objects. Each
mobile object minimizes its own probability of being found. In this problem the
Nash equilibrium, i.e. the optimal transition probabilities of the mobile objects and
the optimal values of the searcher’s resource, was found. The value of the game in a
single-stage search game with non-exponential payoff functions was found.

Keywords Search theory - Game theory - Search model - Search on the graph -
Dynamic search - Multi-stage game

1 Problem Statement and Notation

Numerous search models have been developed. In discrete-time models, the search
will most often be run on a graph. We assume there is one searching player and two
hiding players. In [5], on the contrary, there were several searchers and only one
hider. The paper [2] considers a game of search for an immobile object on a cycle.
In this article the graph is a tree and the hiders are mobile. The assumption in [1] is
that hiders can turn around and move backwards. Here, we are dealing with mobile
players who do not return to the nodes they have already been to. There are also
studies [4] where the target is singular, but some noises make the searcher believe
there are several mobile objects. Sometimes, special pathways are analyzed, e.g.
Eulerian paths [3], to investigate the optimal strategies. Probability recalculation
can yield Bayesian search models [6]. A more complete account of search-related
literature can be found in [7].
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Consider a multi-stage non-cooperative search game with three players (two
mobile objects and a searcher) on a tree graph. The mobile objects are hiders
numbered as first and second. Both mobile objects take start from the root vertex of
the graph. We assume the searcher is watching the graph from above. At one stage
each mobile object moves independently from one another from vertex i (mobile
object’s position) to vertex j with some probability. At one stage it is possible to
move only across one edge out of the set E. The searcher is assumed to know the
initial position of the mobile targets. Each next position of the hiders is unknown
to either the searcher or the other mobile object. The game proceeds from step k to
step k-1. The mobile objects do not return to the vertexes they have already been to.

Let G = (V, E) be a fixed-root directed tree without loops, where V is the vertex
set, E is the edge set. All vertices of the graph are numbered; the root of the tree is
denoted by zero. E = {(i, j)},i, j € V, where (i, j) € E is a directed edge of the
graph G. If (i, j) € E, then vertex j is called descendant of vertex i. Denote by L
the set of leaf vertices G. Define for any vertex j the offspring set ch(j) of vertex j.
We imply two restrictions for the set E: 1.Vj e V,j #03li e V : (i, j) € E; 2.
@i,i)¢ E.

The vector of vertices (i1, i, ..., k), where Vj =1,2,..., k —1:(ij,ij11) €
E, will be termed the path in the graph G. The length of any given edge is
1, |1, 42, ...,0x)] = k — 1 is the length of the path (i1, is,..., i), V(i j) €
E|(, j)| = 1. Let there be (0, i1, i2,...,ik), (0, j1,..., j) so we can infer that
Vi,jeL:|0,i,...,i)| =10, ji,...,Jj)| = n is the maximum length of a path
in the graph G. In a multi-stage game the number 7 is called the number of stages
in the multi-stage game. v(k) = {ili € V,3ip, ..., ix € V : [0, 02, ..., ik, 1)| =k}
is the number of vertices situated at distance k from the root.

Image the following situation. It suffices for the searcher to locate at least one
mobile object, after which the search stops. The mobile objects seek to minimize
their own probability of being captured.

At stage 1 (last stage), let the first mobile object occupy vertex g and the second
one vertex [; g, 1 € v(n — 1), g # . Define the game

L, 8,1, @, @) = (I, 11, 111; P(g), O(D), W(g) UW(); Hi(-), Ha(), H3(")),

where I, I1, 111 are the players. P(g), Q(l), ¥(g)UW (!) are the sets of the players’
strategies. Let us determine the set of strategies for the first mobile object.

Ve e VAL: P(g) =1 (picchiolpi =0, Y pi=1¢,
iech(g)

where p; is the probability that the first mobile object will move from the
ancestor of vertex i to vertex i. (p;)iech(g) 18 the vector of dimensionality ch(g).
If3i € ch(g) : pi =1, then (p;)iech(g) is the first player’s pure strategy, otherwise
it is mixed. P(g) is the set of strategies of the first player when at vertex g. For
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brevity, the notation p(g) = (pi)iech(g) 1S introduced. Let us now describe the set
of strategies for the second player.

VieVAL: Q) =1{@pjehmlar =0, Y qj=1¢,
jech(l)

where g; is the probability that the second mobile object will move from the
ancestor of vertex j to vertex j. (q;) jecn() is a vector of dimensionality 2(g). Q(l)is
the set of strategies of the second player when at vertex /. For brevity, the notation
q() = (q}) jechq) is introduced.

Denote by @ the searcher’s budget. ®, is the share of Phi distributed among the
vertices with the parent g. The budget allocated to a clique is distributed among
vertices in the clique, i.e. ® = deV\B ,, Ziech(g) cigp = ®; = ¢g > 0.
A game model with a distribution of resource is presented in [8]. Below is the set of
strategies for the searcher.

Vg e VAL:W(g) = { @icchiplor = 0: ) cipi = @y ¢,
iech(g)

where ¢;,i € ch(g) is the searching resource allocated for the retrieval of a
hidden object to vertex i; (¢i)icch(g) is the vector from ¢;,i € ch(g) and the
searcher’s strategy; ¢; > 0 is the cost of a unit resource allocated to vertex i;
> ech(g) Ci®i is the costs the searcher spent on detecting the mobile objects among
descendants of vertex j. W(g) is the set of strategies for the searcher when one or
both mobile objects are at vertex g; W(g) U W(/) is the set of strategies for the
searcher when the first mobile object is at vertex g, while the second one is at vertex
1. For brevity, the notation ¢(g) = (¢;)iecn(g) is introduced.

Suppose that the detection probability of, respectively, the first or the second
mobile object at vertex i is 1 — e~ % provided that the mobile object is at vertex
i. The searching capacity of the resource ¢; is determined by the factor ; > O.
The probability of not detecting, respectively, the first or the second mobile object
at vertex i then equals e %%,

2 Single-Stage Game

Let us determine the players’ payoff functions at stage 1.

Hi(1, p(g),9(@) = Y pi(l —e %),

iech(g)
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Hy(1, g, o) = Y qj(1 —e %),

Jjech(D)

Hy(1, p(8), q(), 9(2), o) = Y > pigj(l — e ¥97%%),

iech(g) jech(l)

p(g) € P(g),q() € Q(), p(g) € W(g), p() € ¥(D), (D

Viech(g),Vjech(l):pi>0,q; >0,¢; >0,¢9; >0, ()

doopi=1Y =1, ) cpi=0, Y cjpj=d, 3)
iech(g) jech(l) iech(g) jech(l)

where H(-), H2(-), H3(-) is the probability of detecting the first, the second, and
at least one mobile object, respectively. The first mobile object moves from vertex
g to anew vertex i, (g, i) € E with probability p; > 0, Ziech(g) pi = 1. Similarly,
the second mobile object moves from vertex [ to j, (I, j) € E with probability
4; = 0. Y jeenyt = 1.

The searcher, in turn, allocates a budget of ®,, ®; to the search for at least one
mobile object, with &, allocated for searching among descendants of vertex g, and
®, for searching among descendants of vertex /. The budget @ is used to purchase
resources ¢; > 0,i € ch(g) at ¢; > 0 per unit resource, and all of @, is spent.
Likewise, the budget ®;is used to purchase resources ¢; > 0, j € ch(l) at¢; >
0 per unit resource, and &; is fully spent. Since the first mobile object moves to
vertex { with probability p;, and the searcher channels ¢; resources to i, hence
pi(1 — e~ %%) is the probability of detecting the first mobile object at vertex i;
q;j(1 —e™i%) is the probability of detecting the second mobile object at vertex j;
piqj(1 — e~ %%~%i%j) is the probability of detecting at least one mobile object in
the situation where the first mobile object has moved to vertex i, and the second one
to vertex j.

All components of the game I'(1, g,/, ®,) have now been defined for the
situation where the mobile objects are situated at different vertices. If at stage
1 the mobile objects both occupy the same vertex g, the following notations are
introduced:

(1, g, ®g) = (I, 11, 111; P(g), Q(g), ¥(g): H1(), Ha(-), H3("))

Hi(1, p(g),0(e) = Y pi(l —e %),

iech(g)

Hy(1,q().9(8) = Y qj(1 —e %),
J€ch(g)
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Fig. 1 Graph G o
by %)

pi p.'t ps pﬁ
® ® o ®
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Hy(1, p(), (), (@) = D Y pigj(l—e %%,

iech(g) jech(g)

p(g) € P(g),q) € O(), p(g) € ¥(g), 4

Vi,j€ch(g):pi>20,q; 20,0, 20,¢0; 20, 3)

dopi=1 ) qi=1 ) cip=0,. (6)
iech(g) jech(g) iech(g)

Example I Consider the graph in Fig. 1. Probability p; > 0,i € V \ {0} is written
at each edge. It denotes the probability of the first mobile object moving to vertex
i from the ancestor of vertex i. Then p2; 1 + p2; =1, j = 1,2,...,7. Similarly,
gi > 0,i € V\ {0} is the probability of the second mobile object moving to vertex i
from the ancestor of vertex i. Theng2; 1 +¢q2; =1, j = 1,2, ..., 7. The following
equalities are true:

ch(0) = {1,2}, ch(l) = {3,4}, ch(2) = {5, 6}, ch(3) = {7, 8},
ch(4) = {9, 10}, ch(5) = {11, 12}, ch(6) = {13, 14},
B={7,8,...,14},v(1) ={1,2},v(2) = {3,4,5,6},v(3) = {7.8, ..., 14}

6
Z Q; = D, cr91 + 292 = Do, 393 + c494 = D1, 595 + c6ps = P2,
i=0

c797 + cgpg = D3, copg + cr0910 = P4, c11911 + 129012 = Ps,

c13¢13 + c14914 = .
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If there exists a Nash equilibrium in the game I'2(1, g, [, @, @), then there are
strategies p*(g), ¢* (1), ¢*(g), ¢*(I), such that the inequalities

Hi(1, p(g), ¢*(8)) = Hi(1, p*(g), 9" (g)¥p(g) € P(g),
Hy(1,q), ¢* (1)) > Ha(1, g* (1), ™ (D)Vq (1) € Q),
H3(1, p*(8). " (D), 9(), 9" (D) < H3(L, p*(8), ¢* (D), " (8), " (D)Ve(g) € ¥(g),
H3(1, p*(2), " (D), ¢*(8), (1)) < H3(1, p*(8), 4" (D, ¢™(8), " D)V () € WD),
hold, so denote H{'(1, g, ®¢) = Hi(1, p*() ¢ (&), Hy (131, @) = Ha(1,q* (D),
(;;3”‘(?1),7& [, ®q, @) = H3(1, p*(8), ¢* (D), ¢*(8), ¢* (D).

Similarly, in the game I'y(1, g, ®,) we are interested in the Nash equilibrium,
i.e. such players’ strategies p*(g), ¢*(¢), ¢*(g) for which the inequalities

Hi(1, p(g), 9*(8)) = Hi(1, p*(g), 9" (g))Vp(g) € P(g),
Hy(1,4q(g). ¢™(g)) = Ha(1,4%(g), 9™ (g)Vq(g) € O(g),
H3(1, p*(g), 4" (g), v(g)) < H3(1, p*(8), ™ (1), 9" (g))Ve(g) € ¥(g),

hold. Denote H3 (1, g, ®g) = H3(1, p*(g). 4*(8). ¢*(8)).

3 Multi-stage Game

Let us now define the game I';(k, g, [, ®g, ®;), I'1(k, g, D) at stages 2,3, ..., n.
Let at stage k = 2, 3, ..., n the first and the second mobile objects occupy vertices
g,l € v(n — k — 1), respectively.

The players’ payoff functions have the form

Hitk, p(8),¢(@) = Y pi(l—e %)+ Y pie ¥ Hi(k —1,i, ),
iech(g) iech(g)

Hyk, q), o) = > qi(l—e %)+ Y qje % Hi(k—1,j,®,),
jech(l) Jjech()
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Hy(k, p(8), (1), ¢(2), o) = Y Y pigj(1 — e “#%%0)4

iech(g) jech(l)

+ Y > pigje T H (k — 1., j, @i, ®)).
iech(g) jech(j)

The variables are bound by restrictions (1)—(3). Let at stage k =2,3,...,n — 1
both mobile objects occupy the same vertex g € v(n — k + 1). Consider the game

Li(k, g, @) = (I, 11,111 P(g), Q(q), ¥(g): Hi(-), H2(), H3(-))

at this stage. The players’ payoff functions have the form

Hitk, p(8),¢(8) = Y pi(l—e %)+ Y pie ¥ Hi(k —1,i, ),
iech(g) iech(g)

Hyk.q(2).9@) = Y pj(l—e %)+ Y pje ™ Hf(k—1,j ),
Jjech(g) Jjech(g)

H3(k, p(8),q(8), ¢(8)) = Z Z piqj(1 — e %9i~ei%iy 4

i€ch(g) jech(g)

+ > pigie O HF (k — 1,0, &)+
iech(g)

+ 3> pigge N (k— 1,1, ], D)),
iech(g) jech(g),i#j

The variables are bound by restrictions (4)—(6).

If there exists a Nash equilibrium in the game I'i(k, g, ®x), then denote
Hl*(ka g5 qu) = Hl (k’ p*(g)a (p*(g))v Hz*(kv gv q)g) = HZ(k» q*(g)v ‘P*(g))a H;(k7
g, ©g) = Hz(k, p*(8), ¢*(8), 9*(2)).

If there exists a Nash equilibrium in the game I'2(k, g, [, ®,, ®;) and the respec-
tive optimal strategies for the players coincide, then denote H3* (k,g,1, Pg, ) =
Hs(k, p*(g), g* (1), *(8), ™ (1)), where (p*(g), g*(g), ¢*(g)) is the equilibrium
in the game I'2(k, g, 1, g, O)).

4 Existence of Equilibrium

Before looking for equilibrium one has to be sure it exists. The most popular tool
for proving the existence of equilibrium is the Nash theorem, for which convexity
of payoff functions is essential.
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Claim I The function f(xi,...,x) = Y i, Z;Zl bijje”“%~=4%i s convex
downward on the set D = {(xl, o Xxp)]xi =0, Z?zl CiXxj = <I>} sai,¢i > 0,b;; €
[0; 1].

Proof 1t is obvious that the function y = e* is convex downward on the set

€ (—o00; 400), then exitd-—a < X1 4 (1 —w)e2,Ya € [0;1],Vx1,x2 €
(—00; 400).

Letx = (x1,...,x),y = (J1,..., ¥r). One can show that Vx,y € D holds
flax+ (A -a)y) <af(x)+0A—-a)f(y),ae[0;1]

flax+ A —a)y) = flaxi + (1 —a)yr,...,ax, + (1 —a)y,) =

roor
= Z Z bije_“i(O‘xi+(1_a)yi)_“j(‘“j"‘(l—ﬂt)yj) _

i=1i=1

roor
— Z Zbiiea(—aixi—anj)+(l—a)(—ajyj—ajyj)

i=1i=1

r r
< 373 bijlae T 4 (1 — @)e ) =

i=1i=I

=af()+dA-a)fy).

The above equalities and estimates hold for Vx, y € D. Hence, f(x)in D is convex
downward by definition. O

Lemma 1 There exists a Nash equilibrium in the games I'1(k, g, ;) and
ok, g, 1, @g, D).

Proof The functions Hi(k, p(g), ¢(g)), Ha(k, q(g), ¢(g)) are linear on p;, q;,i €
ch(g), respectively. —H3(k, p(g), q(g), ¢(g))is convex upward. Since the players’
payoff functions are convex and continuous, and the set of strategies is a compact
convex set then, according to the Nash theorem, there exists an equilibrium solution.

O

5 Solution for a Single-Stage Game

Now that we know equilibrium exists (Lemma 1), let us find the value of the game
for a single-stage game by non-linear programming methods.

Theorem 1 The following equalities are true in the game I'y(1, g, 1, ®g, O;)
) -
H*(]’g,dD):]—exp(—gci>,H*(l,l,<D1):l—exp —Lt—,
1 & Z[ech(g) DT,- Z Zjech(l) T;

@ o
H*(l,g,lan‘,qDI)Zl—exp - £ [T L 7 .
3 / Ziedt(g) o Zjech(l) #
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Proof Write down the Kuhn—Tucker conditions.

l—e % —y; + A1 =0,i € ch(g);
1 —e % —sj+ 1 =0, € ch(l);

U D jecny Pidje T — wi +cid3 = 0,1 € ch(g);
@j Diech(e) Pidje T —wj+¢jhg =0, ) € ch(l);
Ziech(g) pi=1
Zjech(l) qj =1;

Ziech(g) cigi = @y;

Zjech(l) cjpj =

piui =0;
qjvj =0;
piw; =0;
pjwj =0

Pi>qj, Qi Qj,ui, vj, wi,w; >0,i €ch(g),jech().

Suppose that p;,qj,¢i,¢; > 0. Thenu; = s; = w; = w; = 0 Vi €
ch(g), j € ch(l). Having solved the system of equations were get that p* =
ci/ai x cjlaj x Dy /i x O/
Zma‘h(g) C,,,/Olm ’ q] - Zmech(l) C,,,/O(m ’ (pi - Zmech(g) c”l/am ’ 90] - Zma‘h(!) Cm/am ’
Since the resultant transition probabilities of the mobile players and the numerical
value of the resource are non-negative, there is no need to consider other cases of
the sign of the variables u;, s;, w;. Substituting the resultant values of the variables

into the players’ payoff functions we get the required proof. O
Theorem 2 The following equalities are true in the game I'1 (1, 0, ®)

H¥(1,0,®) = H3(1,0,®) = 1—exp<z_—¢ci JHF1,0,0) = 1 —
iech(0)

o
—29
exp|\ =————= ).
(Ziech(()) (xll)

Proof Write down the Kuhn—Tucker conditions.

1 —e %% —uy; + A1 =0,i € ch(0);

1—e %% —v; + 1 =0,i € ch(0);
zaiPiCIie_2ai(pi + o ZjECh(O)’i;ﬁj (piCIj + iji)e_aiWi_ajo_
—w; +¢ciA3 =0,1 € ch(0);

Ziech(O) pi=1
Dicchoydi = 1
Yiecho) Ci%i = P

piu; = 0;
givi =0;
piw; = 0;

Di>qi, @i, Ui, Vi, si > 0,i € ch(0).
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Suppose that p;, gi, ¢; > 0. Then u; = s; = w; = OVi € ch(0). Then from the first
. In(+1 o
2|ch(0)| )l equations of the system we get .1 = Az, ¢ = —%. Substituting
. D — — D/
the resultant values of ¢; into Y ;) ci9i = ® we find that ¢} = o €7

Substitute ¢ hi into the remaining equations of this system.

[0 4] 20
—exp\l——=—— | | 2rigi + Z (piqj +pjgi) | + A3 =0;
Ci Zjech(O) ci/a jech(0)
o 2P
—pi+qg)=—2-exp|l =]
Ci Zjech(O) ci/ai

The right-hand part of the equation is independent of i, hence Vi, j € ch(0) :
%f(p,- +qi) = ‘Z—]’_(pj + ¢g). Since the sum of probabilities is 1, we find that p} =

ci /o ci/di

vi-4i = 2 2 jecho) €ile vi. where 0 < y; <2 2 jech) Cjlaj’ Z;eeh(O) Vi I
Substituting the resultant values of p¥, g, ¢} into the payoff functions we get the
required proof. Note that the optimal strategies of the players are interdependent.
Since the mobile objects do not know exactly whether they share the same vertex,

the players will choose such y;, i € ch(0) for which p¥ = ¢ = % holds.
Jjech(©) €j/%j
0

Example 2 Let us solve a single-stage game for the graph G shown in Fig. 2. The
values of the parameters c;, «; are set in Table 1.

The mobile players were initially deployed at vertex 0. Their next positions
could be either in the same or in different vertices (both in the first, both in the
second, one in the first, and the other one in the second). It follows from Theorem 3
that the searcher need not know how many mobile players there are in the Ist

and 2nd vertices to distribute the searching resource, he just allocates a budget of
L Pg/ai

(pl - Zmeeh(g) Cm/a"l’

of ¢ see Table 2. For mobile objects occupying different vertices or the same

i € ch(g),g € {1,2} to vertex i. For the numerical value

Fig. 2 Graph G P el2
4@ 7@ 8 @ o“
1 o [ e 7
0
o ) w .
5 6 9 10

Table 1 Values of parameters c¢;, o;

i 1 2 3 4 5 6 7 8 9 10 11 12
o 0.9 0.3 0.4 0.5 0.8 0.2 0.6 0.5 0.7 0.2 0.8 0.5
ci 7 4 2 6 8 2 5 3 4 1 8 5
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Table 2 Values of p;, ¢;

i 3 4 5 6 7 8 9 10 11 12
pi |0.110 [0.265 |0.220 |0.220 |0.185 |0.163 |0.155 |0.136 |0.273 |0.273
@; | 5514 4411 2757 11,029 3676 10,894 7782 27,237 6809 |10,893

vertex their })robablhtles of transition to vertex i are calculated by the formula
o

P = e T 8 shown in Table 2.
mech(g) “m/%m

6 Solution of the Game for a Linear Graph

Let L, 41 be a linear graph with n 4 1 vertices, where n is the number of stages. We
assume that at stage k the mobile objects are at vertex k + 1,k =n,n —1,..., 1.
Initially, both mobile objects are at vertex n4-1. Since the graph is linear, the players
move to the next vertex with probability 1. For convenience we assume that a budget

of ®;,i =1,2,...,nis allocated to the i’ vertex.
Theorem3 In the game T'i(n,n + 1,®,) Hi(n,n + 1,®,) = 1 —
X G i 41, ) = Hi(n 1, ®y) = 1 — & 2215 ¥ polds.

Proof Note that for a linear graph vectors p(k), g(k) consist of one component
Dk—1, qk—1, Tespectively.

Hs(1, p1,q1, ¢1) = p1gi(1 — e %191),
Since p; = g1 = 1, c191 = @y, then

_9
Hi(1,2, @) =1-—¢ a ",

H3(2, p2, g2, ¢2) = p2qa(1 — e *%2) + prgae™ P2 HY (1,2, ®y),

%2

22 _2%
C2¢2(1_e 2

L3l (%2 o1
Cl(b]):l—e 2(62<I>2+01<D1).

Y]
Hi2.3. @) =1—¢ 2% 4o
At the k" stage we have

Hs(k, pi, gk, ox) = prgr (1 — e %) + prgre™ " H3' (k — 1, k, ®r_1)

%k @, _2%

k—1 o
HEk k41, @) = 1— 20 % o 20 % (12T 5 %) _ 2T G0
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When k = n we get Hi (n,n + 1, ®,) =1 — ¢ 2Tim G ¥ Following the same

reasoning we can find that H{(n, n+1, ®,) = H) (n,n+1, ®,) = 1—e —Xi- ‘z
O

Knowing the probability of detecting at least one mobile object within n stages,
the searcher can distribute the budget ® optimally, e.g. by maximizing H; (n,n +
1, ®,) using the variables ®; > 0,i =1,2,...,n,Y /_, & = ®.

Claim 2 The highest probability of detecting at least one mobile object on a linear

&
—2® max -+

graphis Hi(n,n +1,®) =1—¢  i=lon”

_2 n 0‘, . ) n 0‘, . n %CD
Proof 1 —e¢ Lista® L ax o —e Zl‘t’—>max<i>e 2lic g
min & =23

@—)mlnéz % @; — max. Let 2 =_rriax oL
i=1,...n"

We deem the value of j to be fixed. Since we find the maximum of the linear
function with the restrictions ®; > 0,i = 1,2,...,n, Z:’ 1P = D,50 ; =
{0 i # 72<I>=max (:—l’

,and then H3(n,n +1,®) =1 —¢ =l
®,i=j.’
In other words, for the detection probability to be the highest possible, the entire
budget is allocated to a single vertex for which the fractlon ,i € V\ {n}is the
highest. O

—
%

i=1 ¢ i=1 ¢

, as was to be proved.

7 Solution for a Two-Stage Game

It follows from Theorems 3 and 5 that in a single-stage game the optimal
probability of detectmg the first and the second mobile objects, respectively, is

1—-1—e Z’E‘h@‘ /4 . where g is the vertex in which the mobile object is
%
situated. Denote B, = e ><@ealei Then Hi(l,g, ®g) = Hj(l, g ®p) =
1 — Bg, Hy (1,8, ®g) = 1— B2, Hi (1, 8,1, Dg, D)) = 1 — BB
Let the mobile objects at the second stage be at vertex g, g € v(n — 2), then
the players’ payoff functions in the game I'1(2, g, @) =(/, 11, 111; P(g), O(q),
W(g); Hi(-), Hy(-), H3(-)) will have the form

Hi2.p(g).p(g) = Y pil—e @)t Y pe it

iech(g) iech(g)

Hi(Li, ®) =1= )" pie %4 " pie®¥(l—p)=1= Y Bipie ™%,

iech(g) iech(g) iech(g)

Hy (2, p(8), 9(@) =1~ > Pigie™ ™%, H3(2, p(g), q(g), 9(g)) =
iech(g)
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Do D (= e T 1 Y pigie M HT (k — 1,1, ;)

iech(g) jech(g) iech(g)

+ Y Y pige T H (= 1, ), @4, ®)) =
i€ch(g) jech(g).i#]

=1— > Y pigpe T Y pigie (1 = )+

iech(g) jech(g) iech(g)

+ Z Z pigje” Mm% (1 — BiBj) =

iech(g) jech(g),i#j

2 —20;¢; =00
=1= Y Bpgie™ ¥ = 3 3 BiBipigje Y.
i€ch(g) i€ch(g) jech(g),i#]j

Optimal strategies can be found using non-linear programming methods.

Theorem 4 Optimal strategies in the game I'1 (2, g, @) have the form

by +
L | @e/a 1 Xjeme i Inp;

i T ) — |
Lieme @, % LjeMe a o

ci/o .
1 1 M .
pi= Sjemp il € (8);

0,7 ¢ M(g).
where M (g)—is the number of vertices for which ¢; > 0,i € ch(g).

Proof Note that the functions Hy (2, p(g), ¢(g)),
H>(2, p(g), ¢(g)) are symmetric with respect to the variables p;, ¢;, wherefore
pi = q;Vi € ch(g). Write down the Lagrangian functions.

Li(p(), ¢* (@), U, k) = 1= > Bipie % = Y " pu+a [ Y pi—1],
iech(g) iech(g) iech(h)
La(p*(8), 9(), W, h2) = =1+ Y BH(p})Pe ¥4

iech(g)

+ Z Z ﬂiﬂjp;kp;xfe—ai%—ajw_ Z w;p; +Ao Z Ci(pi_q)g

iech(g) jech(g),i#j iech(g) iech(g)
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Write down the Kuhn—Tacker conditions required for finding the minimum of the
functions L;(-), L2(-), and deem ¢ = ¢;, p/ = p; for the sake of brevity.

—Bie %% —u; + 11 =0,i € ch(g);
—20i B} pe Y — 20 i pie T Y Y i gy i BijET I —
—w; +cirr =0,i € ch(g);
piui = 0;
piw; = 0;

Diech(g) Pi = 1;
Diceh(g) Ci% = P
Di, @i, Uj, W; = 0.

Transform the system of equations to the form

—Bie™ % —u;j + 11 =0,i € ch(g);
—2a; i pie” ¥ (Zjech(g) ﬂjpjefa””') —wj +ciry =0,i € ch(g);
piu; =0;
piw; = 0;
Ziech(g) pi = 1;
Ziech(g) cipi = Dg;
Di» @i>ui, wi > 0.

1. Consider the case where p; > 0, ¢; > OVi € ch(g). Then u; = w; = OVi €
ch(g), Bie %% = Ay, @i = —aii (Ink1 — Ing;). Since Ziech(g) cipi = O4, TO
—Inh1 Yicenie) o T Dicen(s) o nBi = Pg.

¢
o = D /at B 1 Zjech(g) OT';I”IB./ L Ing;
i = TR gt
Zjech(g) a__ji o Zjech(g) O‘_./i

o

Find the values of p;,i € ch(g).

—20;Bipie” | D Bipje Y | —wi+cirta =0;
jech(g)

—2a; pir Z Apj | +cira =0;
Jjech(g)

20i A3 pi = cira;
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a; pi A2
—— =5 = const;
Ci 2k1

GiPi _ %iPlvi, j e chg).
Ci Cj

Since the Y_; () Pi = 1, We get p; = %

Since the resultant values of ¢; are not always below zero, we also need to
consider other cases.

2. Denote by M(g) the set of vertices for which ¢; > 0. Since @, is positive,
M(g) is a non-empty set. Then Vi € M(g) : w; = 0. We also assume that
Vjevin—-2)\M(g) : w; > 0, then ¢; = 0. The system of equations then
takes the following form:

—Bie %% — i+ 211 =0,i € M(g);
—Bj—uj+r=0,j€vin—2)\ M),
akﬁkpgke*"‘k‘”k _ aiﬂipéiefaiw[ ik, i€ M(g);
—2aBjp; (Zkech(g) ﬂkpke—‘”“) mwiteha =0
Diceh(g) Pi = 1;

Ziech(g) Ci¢i = CDg;
piu; = 0.

Let pi > 0,i € M(g),pj =0,j € ch(g)\ M(g). Thenu; = 0,i € M(g),
Wedeemu; > 0, j € ch(g) \ M(g). The system can be rewritten as

—Bie Y% 42 =0,i € M(g);

—Bj—uj+r1=0,j€ch(g)\ M(g);
akﬂk}’ﬁffuk(ﬂk — Ol;ﬂil’iiefa’w ki€ M(g);
wj = cjA;

Yiemg Pi =L
ZiEM(g) cipi = Dg.

From the equation S;e~% % = X| we get that ¢; = _al,- (Inh1 —IngB;),i €
M (g). Find the value of A1 by analogy with point 1,
¢
o D/ 1 2 jeMe) & mBj Ing;
$i = T T

Djeme w; % DjeMip) oy &
o ci/ai

pi= ZjeM(g) cjlej

then ¢; = 0. If Ay — B; < 0, then it follows from point 1 that ¢; =

, where p; is greater than zero. We find thatif A1 — 8; > 0,
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—aij (ln)q - ln,Bj) > 0, hence j € M(g). The final form of the solution is

cj +
0 D, /a; 1 2 jemig) a_';l”ﬂj Ing;
= TP Cj — ,
Yiemw s, Y LjeM o o

ci/oi .
1l 1 M .
pi = | Sieww 7" € ®):

0,i ¢ M(g).
O

The challenge is that one needs to know in advance which values of ¢; > 0 are
positive. The problem is solved just by searching through the values of ¢;.

There is a peculiarity to be observed in the solution. If the searcher allocates
a resource of ¢; > 0 to vertex i, then the mobile objects also choose this vertex
with non-zero probability. It would be logical for the mobile objects to move to the
vertices to which no searching resource is allocated. The targets, however, do not
move to such vertices, since the detection probability at the next stage would be
rather high.

Example 3 Let the graph G be shown in Fig. 3, ¢;, o; parameter values as set in
Table 3.

At the first time instant both mobile objects are at vertex zero. Imagine a situation
where the searcher is ordered to allocate at least one unit resource to the putative
position of the mobile objects (i.e., ¢; > 1,i = 1,2,...,9). Set & = 100. How
should the searcher distribute the budget to maximize the probability of detecting
the mobile players? We first need to find the optimal transition probabilities. Since
it is stipulated than a non-zero resource is allocated to each vertex, then according

to Theorem 3 the values of p;,i = 1,2, ...,9 have the form
c1/ay c2/an
P1= 4 2, G 0,24; po = oo o 0, 12;
a T Tay atote
Fig. 3 Graph G Py 0
1 g
[ ] -9 3
® & & & &
4 5 & 7T 8 9
Table 3 Values of i 1 2 3 4 5 6 7 8 9

t ,’ .
PArametets ¢, & @ 09 08 03 05 04 07 02 08 09

¢ |9 4 8 5 8 7 9 6 3
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c3/a3
P=g—a o =064
Z2+2
c4/aq 1 cs/as 2 c6/6 2
Pi=g s =P g  a=P=% =17
at+Z 3 ata 3 e+d
c7/aq 9 cg/ag 9 c9/ag 4
P11 == 7 = 77 P8 = 7 o — 172 P9= 7 o — Ta°
wtg aeta 13 ate 13
o1 = Di/ay Py 5_<D1/015_<D1 6 = Dy/a5 29
— 1 5 — Tz = i . s — T~ = & — =5
ot 15 mta 12 ot T
o = Qr/a; Py P3jag 3P ) — P3/a9 4D
=% g -7 E g o= 5= w9 = a0
wtg —ta 26 ate 39

The values of 81, B2, B3 will have the form

1 =exXp\—¢ T |'P2=eXP\ ¢ [ o |'P3=eP |\~ o
343 542 A+E

The values of the variables ¢1, @2, @3 are calculated by the formulas

L <_Llc> L a (_%> 1+ 4 <_Lsc>
4 S 6 7 8 9
o= 2o/ L BN ats) M\ atm) TN wta)

a4 9 448 a4 948
a|+a2+a3 o1 a1+az+a3

+1 b
a\EeE

C_1<_L)+C_2(_ ) >+C_3<_L>
C4 C5 66 (‘7 6‘8 69
o Cor0 1 A \TEE) T ) T\ S

< £ o (4l (X a
a]+a2+a3 a2 011+ +0!3

£ _ccpl(‘ +C_2 - q)zc +C_3 _%
w1 @ \TEeE) e \Tgez) Te TRy ) |

T a4 4 a &
a1+a2+a3 a3 +
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1 (OR!
TolTwEra
o3 @‘i‘a—g

One can also check that 61(p1 + C2<p2 + c3p3 = Dg.. Simplifying the values
20 6493 3dg 249
P15 92, ¢3’Weget9"1 R+ R+ e = TR~ S+ 3R 93 =

2% + 22 75 + 22% - 3362(1753 Since Bje~ %% = A1, the probability of detecting at least

one mobile player is

Do BTN N BiBipfpje T =

iech(g) i€ch(g) jech(g),i#]

Z (p)°Af — Z Z p;"pjkzz — 22,

iech(g) iech(g) jech(g).i#j

—00+Y 123 2 I .
where A1 = exp S o . The searcher seeks to distribute the budget
j=1,2.3 q
so as to maximize the detection probability, i.e. the magnitude 1 — )»%. To achieve
this it suffices to minimize —®o+ ;53 %lnﬁj =Py & 2 329

find @y, ..., O3 itis enough to solve the linear programming problem

(o o, 32d;3 .
90— — — — — —— — min
3 11 13

20, 199 6403
0 — 8 d+ o = 1
3% & P 2493
00+ 106 — 50 + 5%
29 20, 20, 3693

3 t5 T3~ 3

> 1,

> 1

Slese 4+

]’
1,
ls

[}
S
(8

=k

=
=
=
=
=
=

L,
L,
L,

~
I
¢8|

O+ D + Py + &3 = 100.

Its solution results in &y = 28,677, &; = 15,000; &, = 38,500; 3 =
17, 823.
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8 Solution for a Multi-stage Game

Having solved the single-stage game, one can proceed to a game with two stages.
Knowing the solution of the two-stage game, one can get the solution for the
three-stage game and so forth by mathematical induction. At each stage the payoff
function retains its form, enabling the solution of the multi-stage game.

Theorem 5 Let both mobile objects be at vertex g at stage n. Then, the optimal
strategies for the players have the form

+

.
ot = | el 1 Xjemee) 7,1 | b
i c; Ci T
Yjem(p o 4 DjeMig) o &

ci/aoi . .
-t M
pi= S iem i € M(s);

0,i ¢ M(g),

where M (g)—is the offspring set of vertex g, for which ¢; > 0.

Proof Note that the optimal probabilities of detecting players in a two-stage
game can be transformed to the form H(2,g, ®,) = H) (2,8, Pg) = 1 —
By, Hy (2,8, ®g) = 1 — ﬂg2. A three-stage game is therefore solved analogously
with a two-stage game. Applying the same reasoning to each stage, we are led by
induction to the solution at stage n written in the form analogous to the solution at
stage 2, as was to be proved. O

9 Solution for a Single-Stage Game with an Arbitrary
Detection Probability

In most studies the detection probability of a target was equaled to 1 — e~ %%,
If the amount of the resource is sent to infinity, such detection probability will
tend rapidly to 1. In practice, however, where the resource amounts are great, the
methods and algorithms of tracking a mobile object may not be as simple, i.e.
other functions setting the capture probability should be considered instead of the
exponential detection probability.

Let f(a;p;) be the probability of not detecting an object at vertex i. The higher
the ¢;, the lower the probability of not detecting the object. We therefore believe that
f (i) is a strictly decreasing function. If the resource amount allocated to vertex
i equals zero, the non-detection probability equals 1, i.e. f(0) = 1. The property
of probability dictates that the inequality f(«;¢;) > 0 must hold. The value of the
function f(o;¢;) # OVg; because f(w;¢;) is strictly decreasing.
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Let H(P, W) = Y ! pif(aigi),pi = 0,¢; > O, p1+p2+ ...+ ps =
Lcipr+...+cppon <@

Theorem 6 Let f(x) be a differentiable on the interval [0; +00), convex
downward, strictly decreasing function. Then, for the zero-sum game ' =
(I, 11; P,V; H(P,WV)) the value of the game and the equilibrium point have
the form

= —. Q. = —
Yicig  Xicig

H*(P*,W*) = f —ncp o |- P = Gl gr = B/

it
Proof To find the equilibrium point we write down the required Kuhn-Tacker
conditions.

—f(aigi) = Ui + A1 =05
o;pi [/ (i) — Wi + cira = 0;
Uipi =0;

Wipi = 0;
p1+...+l7n:1§
cipr+ ...+ cnpn = s
pi, i, ui, Wi >0

where i = 1,2, ..., n. Note that there is a minus in front of f(«;¢;) in the first n
equations of the system, since the maximum is found from the variables p;.

IfVi : Up = W; =0, TO f(a;jpf) = Ay. Since f(x) is a strictly decreasing
function, there exists an inverse function f~!(y). Then o; <pl = =), 7

ar /710 Since YL cipf = @, 10 f7100) = e SO0 =

f<%> Al o= f(%) Given the equality f(a;@]) = A1, we get

i=1 q; i=1 o

H*(P*,W*) = Y" | piflaip) = M Y pi=nm=f <Z" o ) . Value

1 _ D/
or =Ll = 2o

jla]

Find p}. o; p¥ f'(cti@}) = —cira, i p} f’ <Oli . %) = —ciha, f’ ( & = )
j=1a; j=1a;

——L5 - X2. The expression on the left in the last equality is independent of i,

acjn ')‘220126;*‘)‘2:'“: C” - X2. Since Y 1 \pf =1, we get

pi = ff/;“l The resultant values of p}, ¢, and U; = W; = 0 Vi satisfy all the

Jj=1 o
equations in the system. Since the optimized function is convex and restrictions on
the variables are linear, the eventual solution represents an equilibrium point. O
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The Impact of Product Differentiation )
on Symmetric R&D Networks s

Mohamad Alghamdi, Stuart McDonald, and Bernard Pailthorpe

Abstract This paper examines the impact of product differentiation on an R&D
network. We find that when firms produce goods that are complements or inde-
pendent, R&D expenditure, prices, firms? net profits and total welfare are always
higher under price competition than under quantity competition. When goods are
substitutes, R&D expenditure and profits are higher under quantity competition
than under price competition. Also, when goods are substitutes and products are
sufficiently differentiated, then total welfare is higher in the Bertrand equilibrium
than under the Cournot equilibrium. Beyond this threshold level of product differ-
entiation, Cournot competition is superior in terms of social welfare. The paper
finds that the key threshold level of product differentiation, determining the relative
superiority of the Cournot and Bertrand equilibrium when goods are substitutes,
depends on the cost efficiency of R&D and the number of collaborative partnerships
that firms participate in relative to the size of the network. We show that when goods
are substitutes, if the network is dense so that the number of partnerships is large
relative to the number of firms operating in the market, then the threshold value of
the product differentiation parameter can be small.
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1 Introduction

There is substantial literature in economics that concentrates on the effect of
imperfect appropriability of knowledge acquired from the innovation process
(spillover) on the incentive to innovate (e.g., [2, 5, 6, 15, 18, 21, 23, 24]). This
non-tournament R&D literature has tried to provide an answer to what extent
research alliance, such as research joint ventures (RJVs) and research cartels, can
facilitate knowledge transfer and cost sharing so as to promote R&D activity in a
way that is welfare enhancing. However, in this literature spillovers are typically
treated as being symmetric, impacting on all firms to the same degree. When
asymmetries are introduced, the models tend to involve only a small number of
firms, with very specific assumptions regarding the costs and productivity of R&D.
As a consequence, this literature on research consortia does not provide an adequate
answer to the problem of quantifying the direction and extent to which R&D activity
spills over to outside firms.

One approach that can address this important question is to combine concepts
from network theory with the economic theory of R&D, so as to explicitly model
R&D alliances by using a network (e.g., [7-9, 17, 22, 25, 26]). Within this class
models, this paper examines the relationship between cooperative R&D agreements
and market structure in an oligopolistic setting, with linear demand and product
differentiation. As in [9] firms strategically form bi-lateral collaborative links with
competing firms, for the purpose of sharing knowledge generated from the R&D
process. The aim of this chapter is to examine the effects of three factors: structure
of the market, cooperative links and knowledge spillover on R&D investment and
profit of firms, and their effects on strategic stability of R&D agreements and on
welfare.

This paper shows that there are qualitative differences between Cournot and
Bertrand competition in terms of R&D effort, profit, and total welfare. These
differences depend on the differentiation degree and number of cooperative links.
If products are complements, Bertrand competition dominates Cournot competition
from the perspective of the firm, since profits are always higher. However, if goods
are substitutes, firms’ profits are always higher under Cournot competition. This is
because R&D effort is higher in Bertrand competition if goods are complements,
but lower if goods are substitutes. In terms of welfare, price is lower and production
is always higher under Bertrand competition than under Cournot, regardless of
number of firms and type of product (complement or substitute), and structure of
the network. Moreover, when goods are complements, it is found that Bertrand
competition is socially preferable because total welfare is higher than under
Cournot.

Our result confirms that consumer surplus is always higher under Bertrand
competition, which is consistent with [12]. However, total welfare is higher under
Bertrand competition except if goods are substitutes and the network is dense, in
the sense that the majority of firms are connected. This result stands apart from the
conventional wisdom that Bertrand competition delivers higher welfare [20]. This
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result extends prior works by Singh and Vives [20], Hackner [10], Hsu and Wang
[12] and indicates that the structure of the network is a matter in the comparison
between Cournot and Bertrand in terms of the total welfare.

Within the non-tournament R&D literature the evidence regarding the welfare
effects of R&D alliances are quite mixed. For example, under Cournot competition,
it is known that R&D cooperation raises both equilibrium R&D investments and
social welfare, when the spillover rate in R&D is high [16, 23]. However, [24] has
shown that when the spillover rate is not high predictions regarding the welfare
effects of R&D cooperation are not as conclusive. He shows that cooperative R&D
reduces both equilibrium R&D and social welfare for intermediate spillovers and
that cooperative R&D reduces the investments but has ambiguous effects on social
welfare for low spillovers. More recently [11] have provided a comprehensive
study on the impact of product differentiation on the non-tournament R&D model,
complementing the study in [8] for R&D networks. Our paper extends their results,
showing that when goods are substitutes, there is a threshold effect in the presence
of R&D networks that determines the relative welfare optimality of Bertrand versus
Cournot competition.

2 The Model

This paper focuses on an oligopolistic market in which firms produce a horizontally
differentiated good using an ex ante identical production technology. Prior to
competing in the product market, each firm has the opportunity to invest in the
R&D of a cost-reducing technology. Firms also have the opportunity to choose
to share this R&D by forming a bi-lateral agreements with other firms. As in [9],
these bi-lateral agreements can encompass loose and informal agreements, such as
memorandum of understanding, as well as more formal agreements specifying the
sharing of research costs and ownership of intellectual property, such as research
joint ventures. These bi-lateral R&D agreements between firms define a network of
collaboration—an R&D network—in which the firms constitute the network nodes
and the bi-lateral R&D constitute the edges of the network. The sequence of play
between competing firms in this model, which leads to the formation of this R&D
network, will follow that of [9]:

The First Stage Each firm chooses its research partners. Firms collaborate by
forming bi-lateral (or pairwise) links between themselves and other firms. The firms
and the cooperative links together characterize a network of cooperation in R&D.

The Second Stage Given the R&D network, each firm chooses the amounts of
investment (efforts) in R&D simultaneously and independently in order to reduce
the cost of production. The R&D effort across the network determines the effective
R&D of each firm.
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The Third Stage Given the R&D investments of each firm and the effective R&D
effort (as determined by the R&D network), firms now compete in the product
market by setting quantities (Cournot competition) or prices (Bertrand competition)
in order to maximize their profits.

The structure of the individual components of this model is now defined formally
below.

R&D Networks Throughout this paper an R&D network G is defined as an
undirected graph (N, E) composed of a set of nodes N(G) = {1,2,...,n}
representing the population of firms operating in this market, and a set of edges
or links E(G), where each link ij in this set represents a RJV agreement between
firms i and j € N. If |[N| = n is the number of nodes and |E| = m is the
number of links, the density of the network G is D = 2m/n(n — 1). The set
N; ={j € N;ij € E(G)} is the neighborhood set of firm i and is the set of firms
participating in RJV agreements with firm i [13]. The number of firms participating
in RJV agreements with firm i is given by k; = |N;|, the degree of node i (i.e., the
number of edges incident to node /). The maximum and minimum degree are given
by kimax (G) and ki, (G), respectively, and denote the highest and lowest number
of collaborations by any firm in the R&D network.

This paper focuses on symmetric R&D networks, in which each firm forms an
identical number of R&D agreements. Formally, a symmetric R&D network of size
k, G, is an undirected graph (N, E) in which each node (firm) has the same degree
k (i.e., foreachi € N, N; = k). In the network theory literature the R&D network
G, is called the k-regular network, where k denotes the common degree size. The
complete network, K, is a graph such that for any pair of firms i, j € N, there exists
a RJV agreement linking them. In our notation G,_; = K, i.e., complete network
is a symmetric R&D network in which each firm (node) has n — 1 connections. The
empty network, E,, is composed of firms investing in R&D, but not co-operating;
therefore, E,, = Gy.

Demand Side There are n differentiated products. The utility function of con-
sumers is a generalization of the quadratic utility function given by Singh and Vives
[20] and Hackner [10],

n n
1
U(quqz,...,qn):ag qi—z(ai q,-2+2/\2 qz-qj)+m, -1<i=<1.
i=l1 i=l1 J#
(D

Here the demand parameter ¢ > 0 denotes the willingness of consumers to pay
and @ > O is the diminishing marginal rate of consumption, while g; is the
quantity consumed of good i and m measures the consumer’s consumption of all
other products. Without loss of generality, it is assumed that « = 1 to simplify
the analysis. The utility function is concave function, so the first order condition
determines the optimal consumption for good i. The inverse demand function for
each good i is given by
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plle (%7‘]27~~"]n)=a_%_)\sza l=1727-"7n5 (2)
J#
where the domain of A is as denoted in (1). The demand equation for good i is

(I=wa— 0+ 0—=2)0)pi +13 ;. pj
(I—=2M)A+@—1Dir)
i=1,2,...,n. (3)

qi = Di(pi, p2, ..., pn) =

’

Goods are substitutes if A > 0, if A < O they are complements and they are
independents if A = 0. If A = 1, the goods are perfect substitutes and if A = —1,
the goods are perfect complements. !

Supply Side The supply side of this market is composed of n oligopolistic firms,
where each firm in a market produces a single differentiated product. The profit of
the i’th firm is defined by the following expression:

wi = (pi — c)Di(pi, p2, - pp) —yxXF, i=1,2,....n, 4)

where ¢; is the marginal cost, x; is the R&D investment of the i’th firm, and )/xi2 is
the cost of investment in R&D, with y > 0 measures the rate of change in the cost
of R&D. We follow [9] and characterize firm i’s marginal cost by

ci=max30,6—xi— Y xj—pu Yy x, i=12....n, 5)
JeN; kAN

where ¢ is the marginal cost of production, x;, x; and x, k, j # i, denote the cost-
reducing R&D investment of firm i, its partners, and its competitors, N; is the set
of firms participating in a joint venture with firm 7, and p € [0, 1) is an exogenous
parameter that captures knowledge spillovers acquired from firms not engaged in
a joint venture with firm i. Since the quasi-linear utility function (1) is measured
in money, total welfare must be given by U (as defined by (1)) minus the sum of
production and R&D costs:

n

TW =U(@q1 42 .an) = 3 (cidi = ). ©)

i=1

IThe differentiation degree also measures the competition rate between firms. When goods are
complements or independent, firms are in a weakly competitive market. Whereas, if goods are
substitutes or homogeneous, firms are in a competitive market where increase A — 1 leads to
increase the competition intensity between firms.
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Stability and Efficiency of R&D Networks The study of R&D cooperation under
the network game involves the concepts of pairwise stability and efficiency. The
pairwise stability depends on firms’ profit functions and it is a necessary condition
for strategic stability as shown in [14]. The definition of the efficiency of a network is
given as follows and is determined by the total welfare generated from that network.

Definition 1 (Pairwise Stability) For any network G to be stable, the following
two conditions need to be satisfied for any two firms i, j € G:

1. Ifij € G, m;(G) = (G —ij)and 7;(G) = 7; (G —ij),
2. Ifij ¢ G and if 7;(G) < 7;(G + ij), then 7;(G) > 7;(G + ij), where ;(-)
and 77 (-) denote the profits firm i and firm j as defined by Eq. (4).

G —ij is the network resulting from deleting a link ij from the network G and
G + ij is the network resulting from adding a link ij to the network G.

Deﬁnitioq 2 (Network Efficiency) Network G is said to be efficient if no other
network G can be generated by adding or deleting links, such that TW(G) >
TW(G), where T W (-) denotes total welfare as defined in Eq. (6).

Strategic Complement and Substitute Players’ strategies are said to be strategic
complements (substitutes) if the best response of player i to the choice of player j
is increasing (decreasing) in the choice parameter of j [3]. Amir and Jin [1] note
that under linear demand, in Cournot competition, production quantities are called
strategic complements if firm j raises its output and the other firms increase their
prices. This is translated into the expression ngj_ > 0 for all goodsi # j.In Bertrand

competition, prices of the products are called strategic complements when firm j

raises its price, the other firms increase their outputs. In other words, % > 0 for all
J

i #].
Under Cournot competition, from the inverse demand function, g% = —A.
J

Then, if A > O, % < 0 which means if goods are substitutes, the quantities are
J

strategic substitutes. Whereas if A < 0, % > (0 which indicates that if goods are
J

complements or independent, the quantities are strategic complement.
Under Bertrand competition,

(I=Ma—0+0 =20 pi+r3 ;P dg A
gi = ap;

(1 —=2)(1+ (m—1)1) apj 1=+ @m-Dr) "

Then, if A > O, % > 0. This indicates that if products are substitutes or
J

independent, then the prices are strategic complement. However, if ﬁ <A<0

(see Proposition 4), then g% < 0. This means that if products are complementary,
J

then the prices are strategic substitutes.



The Impact of Product Differentiation on Symmetric R&D Networks 181
3 Cournot Competition

This section studies the impact of product differentiation on the R&D network under
Cournot competition. Substituting the inverse demand function, Eq. (2) into Eq. (4)
gives the profit function for firm i

ﬂi=(a—qz'—)»ZQj)qz'—Ciqz'—inz, i=1,...,n. (7N

J#
The best response function for firm i, g; = (a —c¢; — A Z#i qj)/2,i=1,2,...,n,
can be derived from the first order maximizing condition for Eq. (7). The Nash

equilibrium output for each firm i in the product market stage game is then derived
by solving the resulting system of best response functions:

L @=a—Q+ =DV +1Y ¢
4 = Q2= ((n— Dr+2) '

®)

To find the Nash equilibrium profit, the equilibrium output (8) is substituted into the
profit function which gives

2
n*:|:(2—k)a—(2+(n—2))\)ci+kzj¢ic]'j| ' o)

i Q=M (n—Dr+2)

Let the effort of firm i in the R&D network G be x; and other firms that linked
to firm ¢ with subscript r invest x, in R&D. Also, the remaining firms n — k — 1,
that are not linked to firm i, are represented with subscript p and invest x, in R&D.
Thus, there are three structures for the production cost function defined in Eq. (5):

¢ =¢—x; —kx,, cr=E—xr—Zx1, csz—xp—le. (10)
leN, leN)

Substituting these cost functions into the profit function (9) results in the expression
of the profit of firm i as a function of the R&D investment decisions of itself, its k
collaborators, and other n — k — 1 firms contained in the network:

T =

[Q-1)@=0) + 2+ (1 = (D)W +h((n — R+D)4+2)xr — Ak + D) i—k=Dxp]*
5 —yx; .
(@=m(0n = Dr+2))

an

The Nash equilibrium of the R&D stage game can be derived by solving the
resulting system first order conditions derived from the profit maximizing problem
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of each firm i/ and results in a symmetric Nash equilibrium. The Nash equilibrium
for the R&D stage game is expressed by the following formula:

R&D Effort

o ((n—(k+2)A+2)@—70) 12

(= Da+2 Q- —k+ (1 — (k+2)x+2)

By substituting this effort function into the cost, quantity, profit, and total welfare
functions, the following equilibria are obtained:

Cost Function

. ey ((n—1Dr+2°2 =1 — (k+1)((n — (k+2) 2 +2)a 03

y((n—Da+2)7Q =1 — (k+ (1 — (k+2) A +2)

Quantity Function

= y2—=1)((n = DA +2)(a—7) a4
y((n—Dr+2)° Q=1 — (k+ D((n— k+2)r+2)

Profit Function

y[re-n2e-0i+2 = (0 - k+20)2+2)| @22
= s

(= Dr+2)’@ =) = k+ D((n = (k+2))x+2)]2

5)

Total Welfare Function

ny [)/(2 (= DA+2)> B+ (1 — D) = 2((n — k +2)% + 2)2] (@a—2o7?
TW* = .

2
2[y(@ = Dr+2°C =0 = k+ D(0 = (+2)2+2)]
(16)

The R&D efficiency parameter y measures the cost effectiveness of firm-level
R&D investment. Lemma 1 shows that to obtain a positive level of investment in
R&D, which also satisfies the sufficient conditions of the Nash equilibrium, the
R&D efficiency parameter y must exceed a threshold that depends on the size and
structure of the market, the level of cooperation between firms within the R&D
network.
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Lemma 1 (R&D Efficiency Parameter) For Cournot competition with n firms
participating in a k-regular R&D network and spillover parameter u = 0, R&D
parameter y must satisfy the following condition:

y > max

(k+ 1) ((n — (k +2)A +2)a [ (n—(k+2)r+2 T
( :

dn—r+2)2—n Le=Dr+2)2-2)
a7

The proof is given in the Appendix 1.

The next lemma concerns the impact that A has on the Nash equilibrium output.
The condition in the lemma implies that when firms produce complementary goods,
the overall size of firms participating in the R&D network is restricted by the degree
of complementarity between products. In particular, when firms produce perfect
complements there can be no more than three firms in the R&D network.

Lemma 2 (Substitution Degree) For Cournot competition with n firms participat-
ing in a k-regular R&D network and zero spillover, the substitution degree should
satisfy the following condition:

2

A > .
1—n

The proof is given in the Appendix 1.

The Proposition 1 provides a characterization of R&D investment under Cournot
competition. It considers three cases: Case 1 shows that there is a negative
relationship between R&D effort and the product differentiation degree A. Cases
2 and 3 show the impact of the cooperative activity level k on R&D expenditure.
Case 2 shows that if goods are complements or independent, then firm-level R&D
expenditure will always increase as k increases. Case 3 shows that this relationship
will hold when goods are substitutes if A < A. However, if A > A, firm-level
R&D expenditure decreases as k increases. Case 2 can be regarded as an extension
of Proposition 1 in [9], which focuses exclusively on the case of independent
markets. However, Case 3 shows that product differentiation degree is important
for determining the impact of the level of cooperation. When A > A, the effect
described in Proposition 2 of [9] occurs, where R&D investment declines as k
increases. Moreover, the threshold level of A depends not only on # and k, but also on
y, the parameter which governs the cost efficiency of R&D. When combined with
Lemma 1, Case (3) of Proposition 1 shows that when goods are substitutes there
is a non-linear relationship between A, y, n, and k. Most importantly, when A > 0
positive levels of investment in R&D are sustainable only when firms participate in
cooperative research agreements.

Proposition 1 (R&D Effort) For Cournot competition with n firms participating
in a k-regular R&D network,
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1. The R&D investment of firms declines as the differentiation degree A increases.

2. When outputs are strategic complements, then R&D investment is increasing as
the cooperative activity level k increases in the R&D network.

3. When outputs are strategic substitutes, if the substitution degree ) < A, then
R&D investment increases with k. For A > A, R&D investment decreases with
k—see Example 2 in Appendix 2.

The proof is given in the Appendix 1.

Note that the lower bound A for Case 3 of Proposition 1 depends on the size
of the network n. Let G, and Gy, be symmetric networks with &k and k3 links,
respectively. Assume k| > ko and substitute k; and k» into the effort function (12).
Then, by assuming (@ —¢) =1,

(ki = k2)((n = (k1 +2)2 +2)

x*(Gry) —x*(Gp,) = 5
y((n=DA+2)"2—=2) — ki + D((n — (k1 +2)) A +2)

<(n — (a+2)h+2) =A@ = D) = Di+ 2))2

' y((n=Dr +2)° Q=)= (ks + D((r—(ka + 2)) 1 +2)
(18)

For Eq. (18), we have for the numerator that

((n = (ki +2)A+2)((n — (k2 + )1 +2) < yAQ2 = V)((n — DA +2)% .

Since ((n — (k +2))A + 2) increases as k — 0, then it is maximized when k; = 1
and kp = 0. This implies

4<(n=3n+2)((n—Dr+2) < yA2—=2)((n — Dr+2)".

The expression on the right-hand side yA(2 — A)((n - Dr + 2)2 depends on
the network size n, the substitution degree A, and on the effectiveness y. From
Lemma 1, the last parameter y depends on values of n and A. This means that finding
a lower bound A for Case 3 in Proposition 1 depends on n, where n associates with
A to determine the value of y.

The next proposition shows that the profit of firms is highest for the case
of complementary and independent goods, when the R&D network is complete.
However, it is important to note that by Lemma 2, the overall size of network
n <2—1/xwhen A < 0. This implies that although it is natural to think in terms of a
grand coalition of firms conducting R&D on a collection of complementary goods,
the actual size of the grand coalition may be small. When goods are substitutes
and the market size is small, for example, three firms, profit increases as activity
level k increases, which means the highest return is obtained when firms form a
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complete network. However, if the sizes of the market and the substitution degree
are not small, there is a level of cooperation ke at which the profit of all firms is
maximized. In [9], Propositions 2 and 7 concern the profit of firms for independent
and homogeneous goods. Those propositions are generalized in cases (2) and (3) of
the following proposition.

Proposition 2 (Profit of Firms) For Cournot competition with n firms participat-
ing in a k-regular R&D network and zero spillover,

1. The profit of firms declines when the substitution degree A increases.

2. When outputs are strategic complements, the profit is increasing as the coopera-
tive activity k increases.

3. When outputs are strategic substitutes, if the size of the market n and the
substitution degree A are not small, then there exists an optimal level of
cooperative activity 0 < k < n — 1 in which the profits of firms are maximized.”

The proof is given in the Appendix 1.

Proposition 3 states that the complete network where all firms cooperate is the
stable network regardless of the size of the network and the competition intensity
between firms. This means the incentive of firms to invest in R&D always increases
when cooperative links increase. This result extends the results of Goyal and
Moraga-Gonzalez for independent and homogeneous goods stated in Propositions 2
and 6. Also, this result confirms results of [8] stated in Proposition 3.1 and
Theorem 3.1.

Proposition 3 (Stability of R&D Networks) For Cournot competition with n
firms participating in a k-regular R&D network and zero spillover,

1. When outputs are strategic complements, the complete R&D network is uniquely
stable network.

2. When outputs are strategic substitutes, the complete R&D network is stable
network.

The proof is given in the Appendix 1.

The next proposition shows that total welfare decreases as the substitution degree
increases. This indicates that social benefit is maximized when firms are in a
differentiated product market, whereas the opposite occurs in product markets where
goods are substitutes. Concerning the efficiency of R&D networks, the proposition
states that the complete network is the unique efficient network when goods are
complements or independent. When goods are substitutes, the effect of activity
levels depends on the market size and substitution degree. If market size is small, for
example, three firms, then the complete network is efficient. In contrast, if the size

2The size of the lower bound X relies on the market size n. If n = 3, the profit of firms incggases as
the cooperative activity level k increases for all A. For n > 4, the profit is maximized at k. where
the threshold value of A such that the result acquires depends on n—see Table 1 in the Appendix
2.
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of the market and the substitution degree are not small, for example, when n =5
and A > 0.9, the total welfare is maximized at the activity level 0 < k. <n — 1.

Proposition 4 (Total Welfare) For Cournot competition with n firms participating
in a k-regular R&D network and zero spillover,

1. The total welfare declines when the substitution degree A increases.

2. When outputs are strategic complements, the total welfare is increasing as the
activity level k increases.

3. When outputs are strategic substitutes, if the size of the market n and the
substitution degree A are not small, then there exists a cooperative activity level
ke < n — 1 in which the total welfare is maximized.>

The proof is given in the Appendix 1.

Note that the impact of the activity levels on the total welfare (Cases 2 and 3
in Proposition 4) generalizes the results of [9] for independent and homogeneous
products (Propositions 3 and 8, respectively). However, the result differs from [8]
for homogeneous goods. They found that complete network is the unique efficient
network when goods are homogeneous (Proposition 3.3). In addition, Proposition 4
when taken with Proposition 3 shows that the conflict between stability and
efficiency occurs when goods are substitutes and this depends on the size of the
market, with the disparity increasing when the market size increases and as goods
become closer substitutes.

4 Bertrand Competition

Under Bertrand competition, it is shown that for the product market stage game, the
Nash equilibrium price and quantity for good i are given by

(1-=2)Q2+@2n—-3HN)a

*

P @n =3+ 2) (- 3)r +2)
N A4+@ =202+ mn -2 )c; +1(1+ 71 —2)1) Zj#i cj 19)
(@n =31 +2)((n —3)1+2)
and

. 14+ m =2 (1=2)(2+@n—=3)1)a
TENTEH0r N ) | (@ =+ 2) (- 3)r+2)

3Note that if the market size n = 3, the total welfare increases as the activity level k increases for
all A. If n > 4, the total welfare is maximize(Lat k. where 0 < k. < n — 1. The threshold value of
X such that the total welfare is maximized at k. changes with n—see Table 1 in the Appendix 2.
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2430 —=2r4 > =5+ 50 )i —A(1+( —2)2) Y ¢
B (2n —3)%+2)((n —3)1 +2) '
(20)

The Nash equilibrium profit for the i’th firm is derived by substituting Eqgs. (19)
and (20) into Eq. (4)

. (A=0)(1+ (- Da) (1 =M2+@n—3))a
= I+ (-2 (@n =31 +2)((n — 31 +2)

2
.xl' .

(24300 = D + (P =5n+532) e = A(1+ =20 ¥ e; |
(2n =31 +2)((n — 31 +2)
(21)

Now, assume the cooperation between n firms in R&D represented by a
symmetric network where each firm has k links (activity level) and spillover is set
at zero (8 = 0). Let x; denotes the effort of firm i and x; is the effort of each firm
linked to that firm i. Also, let x,, be the R&D effort of the remaining n — k — 1 firms
in the network. The Nash equilibrium for the R&D stage game is expressed by the
following formula:

R&D Effort

T((n—2)A+1)(a —©)

y(@n=3)% +2)((n — DA+1) (=31 +2)° — k+ D((n = DA+ 1)T
(22)

x* =

where T = ((n —1n-3)—(n—-2)(k+ 1)))»2 + (3(n -2)— k)k+2. Substituting the
R&D effort Eq. (22) into the other economic variables yields the equilibrium cost,
quantity, and profit functions that are expressed in the following equations:

Cost Function

B ¢y (2n=3)2+2)((n—DA+1)((n—3)A + 2)2 —(k+D(n =21+ 1)Ta

o (@r=342) (=D + D (=3 +2) = (k + D((=2)r + 1) T
(23)

*

Quantity Function

. y(14+ @0 —=21)(2+ @n—3)1)(24 (n —3)A)(a — )

(@ =3r+2)((i=Da + 1) ((1=3)n +2)* — (k+ D((—2a + )T
(24)
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Profit Function

y(1+(n—2)k)[(1—X)(1+(n—I)A)M—Tz(l—i-(n—Z))L)](a—E)Z
T= )

[y((zn—3)x+2) ((n—1a+1)((n=3)a+2)" — (k+1)((n—2),\+1)T]2
(25)

where M = y(2 + (2n — 3)A)2(2 + (n — 3))\)2.

Total Welfare Function

yn(1+(n—2)A)[(3+(n—4)k)(H—(n—1)k)M—2(1+(n—2)A)T2](a—E)2
TW* = .

2
2 [)/((2n—3))»+2)((n—l))»+l)((n—3))»+2)2 - (k+1)((n—2)/\+1)T]
(26)
The following proposition puts a restriction on the values of the R&D effec-

tiveness parameter (y). This is done in order to have non-negative results in all
economic variables under Bertrand competition.

Lemma 3 (Effectiveness Parameter) For Bertrand competition with n firms par-
ticipating in a k-regular R&D network and zero spillover, the effectiveness (y)
should satisfy

(k+1)((n—2)2+1)Ta
e(@n=3)1+2) ((n—Da+1)((1=3)242)"

( 14+(n—2)A )[(nz—(5+k)n+(2k+5))x2+(3(;1—2)—k)/\+2}2
(1-1)(+@n—-DAr) (2n=3)A+2)((n=3)A+2) '

y>max{

27

The proof is given in the Appendix 1.

The demand function (3) in Bertrand competition is not well defined for homo-
geneous goods and the second order condition for maximizing the profit function
is not satisfied for some values of the substitution degree. Thus some restrictions
on the differentiation degree need to be made for this type of competition.* These
restrictions are captured in the following proposition:

Lemma 4 (Substitution Degree) Under Bertrand competition with n firms, the
values of the substitution degree are restricted as follows:

4See also [10, 20] and [12]. These papers stated these conditions.
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1. For an oligopoly market (n > 2), the demand function (3) is well defined, if the
substitution degree \ # 1 and A # ﬁ

2. The second order condition for maximizing profit ( %;? ) is satisfied if A > ﬁ

The proof of this proposition is straightforward and a sketch is provided. Case (1)
is for two firms in a market, where the equilibria cannot be calculated if goods are
perfect complements or substitutes. This case is not discussed in this dissertation
since the focus is on oligopolistic markets. For oligopolistic markets, case (2)
implies that equilibria cannot be identified analytically under Bertrand competition
for perfect substitute goods (homogeneous goods) or if goods are complementary
and the substitution degree A = ﬁ Case (3) indicates that for complementary
goods (—1 < A < 0), if the number of firms increases, then the substitution degree
should increase to O (i.e., independent goods); otherwise, the second order condition
for maximizing profit is not satisfied. In other words, the substitution degree is
decisive in determining the size of the market. This problem does not appear when
goods are independent or substitutes. The substitution degree is restricted only when
goods are complements (A < 0). To investigate case (3), the demand function (3) is
substituted into the profit function (4),

(I=2a—0+®m—=2M)pi +13;4Pj 5
i = (pi — ¢ — VX .
(I=2)((n—Dr+1)
The second order condition is satisfied if

—2(1 4 (n —2)1)
(1 =2)((n = Dr+1)

This implies that the substitution degree should satisfy the condition A > ﬁ

In general, the observations in Bertrand competition are similar to those reported
for Cournot competition. This does not indicate that the results are the same, but that
comparative static behavior of the R&D network in Bertrand competition is similar

to that under Cournot competition.

Proposition 5 (R&D Effort) For Bertrand competition with n firms participating
in a k-regular R&D network and zero spillover,

1. R&D effort declines when the substitution degree A increases.

2. When prices are strategic substitutes (i.e., when goods are complements), the
R&D effort increases as the activity level k increases.

3. When prices are strategic complements,

(a) For independent goods, the R&D effort increases as the activity level k
increases.
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(b) For substitute goods where substitution degree is not small for small size of
market n, R&D effort declines as the level of cooperative activity k grows.

The previous proposition indicates that when firms in a market compete by
setting the price of their product, the R&D effort varies with different structures
of the market and cooperative network. The proposition states that the R&D
effort of firms decreases as the substitution degree increases. This means that
the R&D investment of firms reaches the highest rate when they are in highly
differentiated product markets, whereas the investment is expected to reach the
lowest rate when firms operate in highly substitute product markets. The second part
of Proposition 5 states that when the prices are strategic complements and goods
are independent, the expenditure of firms on R&D attains the maximum amount
when R&D collaboration takes the form of a complete network. However, when the
goods are substitutes, if the substitution degree is not small when » is small (e.g.,
if n = 3, A > 0.4), then R&D effort declines as the cooperative activity increases.
This means that when goods are substitutes, the expenditure of firms on R&D in a
complete network is at its lowest level. As in Cournot competition, determining a
lower bound A such that item 3 acquires is a problem. If n = 3 and y = 2, the R&D
effort decreases as the activity level k increases for A > 0.3. If n > 3, the R&D
effort decreases as the activity level increases for A > 0.2.

Proposition 6 (Profit of Firms) For Bertrand competition with n firms participat-
ing in a k-regular R&D network and zero spillover,

1. The profit of firms declines when the substitution degree A increases.

2. When prices are strategic substitutes, the profit of firms increases as the activity
level k increases.

3. When prices are strategic complements,

(a) For independent goods, the profit of firms increases as the activity level k
increases.

(b) For substitute goods, if the size of the network n and the substitution degree A
are not small, there is an optimal level of activity, 0 < la, < n — 1, for which
the profit of firms is maximized.®

Proposition 6 shows that firms prefer investing in highly differentiated product
markets since they can obtain higher profits. Also, if the prices are strategic
substitutes, firms collectively are expected to form a complete R&D network of
cooperation regardless of the size of the market to obtain higher profit and this is
true if the prices are strategic complements and goods are independent. Figures in

5 As in Cournot competition, determining a lower bound A such that item 3 acquires is based on the
number of firms—see Example 2 in the Appendix 2.

SNote that, the smallness of A such that the profit function is maximized at kb depends on the size
of the market n. If n < 5, the profit of firms increases as the cooperative activity level k increases
for all A. If n = 7, the profit is maximized at k;, for A > 0.4 and if n = 10, this result acquires for
A > 0.3 (see Table 1 in Appendix 2).
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the Appendix 2 show different values of the activity level for which the profit of
firms is maximized with different sizes of the market and substitution degree. For
substitute goods, maximizing profit function with respect to activity level k depends
on the market size. If the market size is small (n = 5), the profit is maximized at
k = n — 1. However, as long as both the market size and substitution degree are
not small (e.g., n = 7 and A > 0.5) there exists a level of collaborative activity
0 < kp < n — 1 for which all profits are maximized. This activity level ky, will vary
with the size of the market and the degree of substitution between firms’ products.

Proposition 7 (Stability of R&D Networks) For Bertrand competition with n
firms participating in a k-regular R&D network and zero spillover, then

1. When prices are strategic substitutes or strategic complements where goods are
independent (i.e., & < 0), the complete network K, is uniquely stable network.

2. When prices are strategic complements where goods are substitutes (). > 0), the
complete network K, is stable network.

3. When goods are homogeneous (A = 1), the empty network E,, is uniquely stable
network.

The Proposition 7 concerns the incentive of firms to cooperate in R&D. It shows
that for firms, the desirable network in differentiated product markets (goods are
complements or independent) is obtained when each two firms in the network agree
to collaborate in R&D (a complete network K},), i.e., the complete network is stable.
Also, since the profit increases as the cooperative activity level k increases (item 2
in Proposition 7), the complete network K, is uniquely stable. When goods are
substitutes, the complete network is stable. However, proof of the uniqueness seems
a problem since there are arbitrary firms in a network and the proof of the stability
needs to consider each link between any two firms. The problem appears if an
additional (existing) link between any two firms is added (deleted) where then the
equilibria should change and consequently, the profit of these firms will also change.

However, when the goods are homogeneous, the empty network (E},) is uniquely
stable network. This is because each firm seeks to reduce its price to the minimum
price (cost of production) to take the market demand. Since this is attained by co-
operating in R&D, firms attempt to delete their links to the firm with minimum
cost and this yields in the end to an empty network. These results for differentiated
and homogeneous goods are consistent with the results of [8] (Proposition 3.2 for
homogeneous goods and Theorem 3.1 for differentiated goods).

Proposition 8 (Total Welfare) For Bertrand competition with n firms participat-
ing in a k-regular R&D network and zero spillover,

1. Total welfare declines when the substitution degree ) increases.

2. When prices are strategic substitutes, the total welfare increases as the activity
level k increases.

3. When prices are strategic complements,
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(a) For independent goods, the total welfare increases as the activity level k
increases.

(b) For substitute goods, if the substitution degree (1) is not small for small size
of market n, then there exists activity level, 0 < kp, < n — 1, in which total
welfare is maximized.’

Propositions 7 and 8 highlight that the conflict between stability and efficiency
of networks does not appear when prices are strategic substitutes or when prices are
strategic complements and goods are independent. However, if goods are substitutes
and the substitution degree increases beyond a threshold, then the conflict between
stability and efficiency occurs. According to Proposition 8, social welfare under
Bertrand competition decreases as the substitution degree A increases. This indicates
that the marginal social benefit for cooperation of firms in R&D is increasing
when firms are operating in differentiated product markets, or when firms produce
independent or complementary goods. However, when the goods are substitutes and
the substitution degree is larger than a threshold value, then the complete network
is not efficient. There exists an activity level 0 < k; < n — 1 for which total welfare
is maximized. The threshold value of the substitution degree parameter A depends
on the market size n. If n = 3 and A < 0.9, then the total welfare increases as
the activity level k increases. However, if n = 5, the total welfare is maximized at
kp, for A > 0.5.If n = 10, the result acquires for A > 0.2. Table 1 in Appendix
2 shows values of &, for different sizes of n and A. Goyal and Joshi [8] use a
different model from the model presented in this paper. However, they found that

Table 1 Activity levels for which the profit and total welfare are maximized in Cournot and
Bertrand competition

Type of Size of the | Effectiveness | Substitution degree
competition | market y A2 =0.1 A=03 A=0.5 A =09
Activity level k k k k k k k k
Cournot 3 1 2 2 2 2 2 2 2 2
5 2 4 4 4 4 4 4 2 2
7 2 6 6 6 6 4 4 4 4
10 2 9 9 7 7 6 6 6 5
20 2 19 (19 |13 |12 |12 |11 |13 |10
Bertrand 3 2 2 2 2 2 2 2 0
2 4 4 4 2 4 2
2 6 6 6 6 4 4 6 2
10 3 9 9 7 7 6 5 8 4
20 3 18 |18 12 |12 |12 |10 |16 |9

"The threshold value of the substitution degree A such that item 3 holds depends on the market size
n.If n =3 and A < 0.9, then the total welfare increases as the activity level k increases. If n = 5,
the total welfare is maximized at k;, for » > 0.5. If n = 10, the result acquires for A > 0.2. Table 1
in Appendix 2 shows values of k;, for different sizes of n and A.
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the complete and the empty networks are not efficient see [8], Proposition 3.4. Our
results complement and complete their results.

S Comparison of Cournot and Bertrand Equilibria

When comparing Cournot and Bertrand competition for differentiated goods, it is
found that R&D investments of firms for complementary goods are higher when
there is price competition. However, if goods are substitutes, firms spend more
on R&D under Cournot competition. The result in R&D effort is consistent with
[19] for a duopoly market where goods are substitutes. Also, Bertrand competition
always yields lower prices and higher output. This indicates that the consumer
surplus is always higher in Bertrand competition irrespective of the size of the
market and the structure of the market and the network. This result coincides with
results of [4, 19, 20] for duopoly, and with the result of [12] for oligopoly. Moreover,
if goods are complements, it is found that Bertrand competition is preferable for
firms because profit is higher than under Cournot. However, if goods are substitutes,
Cournot competition is more profitable. This result is consistent with [20] for a
duopoly market and with [10] for an oligopoly market. We also find that when goods
are complements, the total welfare under Bertrand competition is higher than under
Cournot competition. When goods are substitutes and the substitution degree is high
(e.g., n = 10 and A = 0.9), the social benefit is high under Cournot competition,
but only if the structure of cooperation in the R&D networks is dense (i.e., firms
have a large number of collaborators k relative to the size of the network). Figure 1
illustrates the comparison between Cournot and Bertrand competitions.

Proposition 9 (Comparison Between Cournot and Bertrand Competition) For
n firms participating in a k-regular R&D network with zero spillover, the following
are the differences between Cournot and Bertrand equilibria for complementary
and substitute goods:

1. R&D effort of firms is higher and the cost is lower in Bertrand competition
if goods are complements, whereas if goods are substitutes, the R&D effort is
higher and the cost is lower in Cournot competition.

Network Connectivity Cournot and Bertrand are identical
v
A v ) )
Highly Connected Network v v TWe > TW,
~
TW, > TW. W, > TWY v
v
Ty > Te Te > T v
v
qy > qc qp > qe v v
Ty > Te Te > Ty v w
»- Differentiation
A<O0 A=0 A>0

Complementary products Independent products Substitute products degree (})

Fig. 1 Cournot versus Bertrand for differentiated goods
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2. For all kinds of products, the output under Bertrand competition is higher than
under Cournot competition. This indicates that the consumer surplus is higher
and the price is lower in Bertrand competition than in Cournot competition.

3. Profit of firms is higher in Bertrand competition if goods are complements,
whereas if goods are substitutes, the profit in Cournot is higher.

4. Total welfare is higher in Bertrand competition if goods are complements and
this statement is true for substitute goods except if the substitution degree is very
high and the activity level k is not small.®

The proof is given in the Appendix 1.

6 Conclusion

This paper examines the impact of product differentiation on an R&D network. This
paper shows that there are differences between Cournot and Bertrand competition
in terms R&D effort, profit, and total welfare. The variations between the two
competition models depend on values of the substitution degree and number of
cooperative links. If products are complements, Bertrand competition is a dominant
strategy, because profit of firms under Bertrand competition always exceeds profit
under Cournot competition. Firms are expected to invest more highly in R&D than
under Cournot competition. However, if goods are substitutes, firms’ investment and
return are high under Cournot competition. For production of firms, price is lower
and production is higher under Bertrand competition than under Cournot regardless
of number of firms and types of products (complement or substitute), and structure
of the network.

This result confirms that consumer surplus is always higher under Bertrand
competition, which is consistent with [12]. In terms of social benefits, total welfare
is higher under Bertrand competition except if goods are substitutes and the network
is dense, in the sense that the majority of firms are connected. This result stands apart
from the conventional wisdom that Bertrand competition delivers higher welfare
where goods are homogeneous [20]. This result extends prior works by Singh and
Vives [20], Hackner [10], and Hsu and Wang [12] and indicates that the structure of
the network is a matter in the comparison between Cournot and Bertrand in terms
of total welfare. Our results can be seen as supporting [11], which have provided a
comprehensive study on the impact of product differentiation on the non-tournament
R&D model and complementing the study in [8] for R&D networks. Our paper
contrasts with these results, showing that when goods are substitutes, there is a
threshold effect that determines the relative welfare optimality of Bertrand versus
Cournot competition.

8The smallness of the activity level depends on the sizes of the market and the substitution degree.
Example 3 in the Appendix 2 shows that for ten firms when A = 0.9, the total welfare in Bertrand
is higher than in Cournot if the activity level k < 4.
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Appendix 1

Proof of Lemma 1

Proof This restriction on values of the effectiveness is made by satisfying the
following conditions:

1. The effort function should be non-negative (x* > 0). Then, from the effort
function (12), the effectiveness () should satisfy

_ K D(0 = k+2)%+2)
(n—Dr+272-2

2. The cost function (13) should give non-negative results. This is obtained if

_ k4 D0 = (k+2))2 +2)a
T —-Dr+2’2—n)

3. The second order condition for maximizing profit function (‘3772’ < 0) is satisfied
if

[ (n— (k+2))r+2 T
(m=Dr+2)2-n ]~

Since a > ¢, the requirement set by condition (1) is achieved by satisfied
condition (2). When goods are either complements or independent (i.e., A < 0), then
condition (2) is necessary and sufficient for R&D effort to be positive valued and
for the second order condition to be satisfied. However, when goods are substitutes,
conditions (2) and (3) are together important in determining the level that y must
attain for investment in R&D to be positive and satisfy the second order conditions
set by the Nash equilibrium of the R&D stage game. |

Proof of Lemma 2

Proof For appropriate values of R&D effectiveness y determined by Lemma 1, the
denominator of output function (14) is always positive. However, the numerator,
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y(2 — A)((n - Dr+ 2) (a — ©), can be either zero or negative. To show this, set
A =2/(1 — n) and substitute this into the quantity function (14). The result is zero,
which means firms do not produce in the market. When A < 2/(1 — n), the quantity
function gives negative outcomes. To see this, assume A = 3/(1—n) < 2/(1—n) and
without loss of generality set a — ¢ = 1 (a — ¢ must always be positive; otherwise,
firms will not produce). By substituting A = 3/(1 — n) into the output function (14),

* —y(2n+ 1)

= < 0.
yn+ 1)+ (k+1)(n—3k—4)

q

Hence, A > 2 |

1-n"

Proof of Proposition 1

Proof

1. Let xj{l and xj{z be the R&D investments of firms in two distinct R&D networks,
Gy (A1) and G (1,) that are, respectively, associated with substitution degrees X1
and Ay, such that A1 < X, and satisfy Lemma 2. Without loss of generality, we
set A and A1 > 0 and (a — ¢) = 1. Assume that y satisfies Lemma 1, so that
R&D is non-negative and maximizes profit at the Nash equilibrium. To compare
xj{l and x;fz, we take the difference between them,

x;»kl _x;»kz = 2 z
y((n=Dr1+2) " Q2=r) =+ ( (n—(k+2)) 1142)

@—12) (= (k+2)M1+2) (1= Da+2)°
(7 ((1=12242)*@=12) — (e D( (1= (k4+2)) 22+2))

Q=11 ((n—(k+2)2242) (n— D)1 42)
(y((n — Daa42)@=22) — (k+1)( (n—(k+2)) ,\2+2))

We require for A; > 2/(1 —n), i = 1,2, each part of x] — xJ to be positive.
Since A1 < Ao,

Q2= 22)((n = (k+2)r1 +2) < 2= ) ((n = (k +2)r2 +2), (28)

where the right-hand side of the inequality (28) equals the left-hand side if the
activity level k = n—1. This means as k — 0, the difference between the left- and
right-hand sides of (28) increases. Also, ((n — DAz 4+2)% > ((n — DA; +2)?
and the difference between the right- and left-hand sides depends on the size of
the market n and the difference between A; and A,. For each n and A; < Ao, it
can be found that
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@ = 22)((1 = (k +2)h1 +2)(( — DAz +2)°
> @ =) = k+2)h +2)((n — Dar +2)°.

To prove that this inequality holds, consider the following three cases in terms
of the values of the cooperative activity level k:

(@) If k = n — 1, the right- and left-hand sides of (4.14) are equal. Since
A1 < Ao, then ((n — DAy + 2)2 > ((n— DA + 2)2. This means the previous
inequality is proved.

(b) Ifk =n-2, (n—(k+2))q+2) = (n—(k+2)k2+2). Since0 < A1 <Ay <1,
and1 < (2—2x)) <2fori =1,2and (n — DAy +2)% > ((n — DAy +2)%
This proves the inequality.

(¢) Ifk <n—2,since A < Az, then (n — (k+2)A1 +2) < (n— (k+2)A2 +2).

Now, since the difference between the two sides in (28) increases as k — 0, let
k = 0. The task is completed by showing that

@=12)((=2)h1+2) (1= 1)a2+2)* > Q=A)((1=2A2+2) (=11 +2)° .

If the difference between A; and A, is large where 0 < A; < X, then
((n—Dra+2)% > ((n — DA; + 2)? and this proves the last inequality. If the
difference between 1| and A, is small, then the difference between (2 — A,) and
(2 — A1) and between ((n —2)hy + 2) and ((n —2D)h + 2) is small. This means
that (2 — Az)((n —2)A + 2) <2- M)((n -2y + 2) with a small difference
that depends on the network size n. Since ((n — 1)Ay + 2)? > ((n— DA+ 2)2,
the inequality holds.”

2. The second result is proved by showing that when goods are complements
or independent, then x*(Gy,) > x*(Gi,) where Gy, and Gy, are symmetric
networks with k1 and k; links, respectively. Assume k1 > kj and substitute k1 and
k> into the effort function (12). Without loss of generality, assume (¢ —¢) = 1.
To compare between x*(Gy,) and x*(Gy,),

k1—ko
Y ((1=)A+2)22=2) — i+ ( (1—(k142)) A+2)

[ ((n=t1+2))242) (1o +2))3+2)

(G —x*(Gr,) =

y (1= DA+2)>2=2) — (a1 ( (n — (k2 +2)) 1+2)

yx(z—)\)((n—l)wrz)z
y((=DA+2)7Q2=2) = (a+ D)((n — (ks +2) A +2)

9This result does not occur if the substitution degree A — 1 and the cooperative activity level k is
small. However, the main aim of item 1 in Proposition 1 is to show that in each network structure,
the R&D effort in a weakly competitive market (A < 0) is higher than in a competitive market
x> 0).
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In the case when goods are independent (A = 0), the fraction (18) becomes

k1 — k2

¥ (Gly) = (Gy) = [y — i+ D]y — o+ D]

’

as k; > ko and the effectiveness y > % (from Lemma 2). This implies x*(Gy,) >
x*(Gg,).

For complementary goods (l%n < A < 0), the numerator in the fraction (18)
is positive where ((n — (ki + 2))k + 2) > 0 fori = 1,2 (via Lemma 2). The
denominator is always positive from Lemma 1. This means x*(Gg,) > x*(Gg,)
and then the result (2) follows.

3. When goods are substitutes where A > 0 is not small for n small, the proof is
completed by showing that

(=i +2)r+2)((n = G2 +2)2+2) < ya@ =) (1 = Dr+ 2)2.

Since A > 0, the term on the left-hand side in the previous inequality decreases
as the cooperative links ki and k> increase. Also, for any ko < k1 < n — 1,

((n — (ki +2))A + 2) ((n — (k2 +2))h + 2) < ((n e 2)2.

On the right-hand side, if 0 < A < 1,then 1 < (2 — X) < 2. Also, the
right-hand side is affected by smallness of A, particularly when n is small. Thus,
for A > 0 not small where the effectiveness y is chosen to be sufficiently large
(Lemma 1), the inequality is proved and this implies that x*(Gg,) < x*(Gx,).

Proof of Proposition 2

Proof

1. Let r{ and 7} be profits of firms that are associated with differentiation degrees
A1 and Ay, respectively, such that A} < Ap. Let A;, A > Oand (@ —¢) = 1. Itis
found that

sign{nf—-n3) = sign{;/2[yz(z—xl)z(z—xz)z((n—1)A1 + 2)2((11—1))»2 + 2)2

. ((n — D2 = AD(( = D1 +42) +4))

+ @ = AD((n = Dag +2)2((n — (k +2))32 +2)
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: [((n —(k+2)h +2)Py — 2 — Ak + 1)P2]
+ Q2= 22)((n = Dz +2)*((n — (k +2)11 +2)
(@ =322k + DPs = (1 = K+ 201 + 2)&]]} :
(29)
where
Pr=y@— ) (0= D +2)7 =20k + D((n — (k +2)A1 +2),

Py =2y —2)((n = Dra+2)* = (k + D((n — (k +2)22 +2),

Py =2y — A ((n — DA1+2)° = (k+ D((n — (k +2)A1 +2)
and
Py=y@2—=22)(0n = Dha+2)7 =20k + D((n — (k +2))h2 +2).

Since A1 < Ao, then ((n — 1))»24—2)2 > ((n— A +2)2. Also, from Lemma 2,
the expressions Pj, P», P3, and P4 are positive.

Note that since the negative term in Pj is multiplied by 2 where A1 < A3, then
P> > Pj. Similarly, we have P3 > P4 in most cases. Also, these expressions P;
fori =1, ..., 4 are multiplied by other terms and that makes the square brackets
that contain them small or have different signs. In contrast, the first expression

Y22 = A2 = A)*((n — Day +2)°

(= Da2 +2)>((0 = D2 = 2)((1 = DGt +72) +4))

is a multiplication of square and positive functions. This implies | > 75 which
means the profit function decreases as the substitution degree A increases.

2. The second result can be verified by showing that when goods are complements
or independent, if the activity levels k; > kp, then 7*(Gy,) > 7*(Gy,). Let
(a —¢) = 1 and substitute k; and k3 into the profit function (15).

If goods are independent (A = 0), then

y@dy — D[4y — ko + 1)* = (4y — (k1 + 1))°]
(4y — (ki + D)’ (4y — (k1 + D)’

N*(le) - 7T*(Gk2) =

From Lemma 1, the effectiveness y > 7. Since ky < k1 < n — 1, 7*(Gy,) <
7*(Gr).
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If goods are complements (% < A < 0), the required task is to show that
7*(Gy,) > n*(Gy,) for ky > k. It is found that

sign(7*(Gyy) = 7 (Gry)) = sign{ ((n = DA +2)
[v@ =W (=13 +2) (3((n + k2)2—22k2 + 1)
+ @4 =)0 — (ki +2)h+2))
—2((n — (ky +2) +2)((n — (ky + 2))A + 2)]
+ Q2= M(AB+k +ky —n) —2))
(G + D((n = Gy +2)2 +2)
+ (k + (01 = (2 + 202 +2)) |- (30)
For ) < 0, then A (A(n+k2)—2(2k2+1)) > 0and (4—1)((n—(k1+2))A+2) > 0.

Also, since 2= < A < 0,then 2 < (2 — 1) < -2 Since ((n — DA +2) > 0
and the effectiveness y is large, particularly when A < O (Lemma 1), then

Y@ =001 = DA +2) (10 + k)r = 22k + 1)
+@ =2 — ey + 20 + 2))

—2((n — (ki +2)2 +2)((n — (k2 +2))A +2) > 0.

The expression (2— 1) (A(3+k; +ka—n) —2) ((k1+1) ((n— (k1 +2))A+2) + (k2 +
D((n— (k2 +2))A+2)) < 0since A(3+k; +kz —n) —2 < 0. However, because
of the term y((n — DA+ 2)2 with large effectiveness y, *(Gy,) > n*(Gy,).

3. When goods are substitutes (A > 0), the proof is completed by showing that
7*(Gp—1) < w*(Gy—2). Substituting k = n — 1 and k = n — 2 into the profit
function (15) results in

y(a — )P [y((n —Da+2)° - 1]
n*(Gn—l) = s

[y((n —Dr+2)° = n]2

y(a — 7P [7/(2 —02((n— Dr+2)" — 4]
n*(Gn—Z) =

2 2
[y(z — (= r+2)" =2 — 1)]

For comparison between the previous two profits, it is found that
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sign(m*(Gu_1) — T*(Gy_2)) = sign{y((n —Dr+2)?

Ty ((n = DA+2)*((2n — DA? = 4nh. +8)
— (22 —4am* —n+ 1) +4@2n+ D))

+4Q2n — 1)]. 31)

When A > 0, the sign of the expression ((2n — 1)A> — 4n) + 8) changes with
the size of the market » and the substitution degree A. If n and X are not small, it is
found that (2n — 1)A2 —4nx + 8 < 0 and because of the term y ((n — 1)A + 2)2,
7*(Gp-1) — 7*(Gp-2) < 0.

Proof of Proposition 3

Proof

1. When output is a strategic complement (A < 0), Proposition 2 (item 2) shows that
the profit function (15) increases as the activity level k increases. This implies
that the complete network K, is uniquely stable.

2. When output is a strategic substitute (0 < A < 1), the required task is to prove
that 7*(G,,—1) — n*(G,—1 — ij) > 0.

Here the procedure to prove the stability of the complete network is adopted
from Goyal and Moraga-Gonzalez. The second condition of the stability of
networks (Definition 1) is satisfied since no link can be added to the complete
network. Thus, the proof is completed by showing the first condition. This means
in the complete network, a single link between any two firms will be deleted and
if the gain of at least one of the two firms after deletion decreases, the complete
network is stable. Let G,—; denote to the complete network, the profit of each
firm i in that network is

y(a—072[y ((n — Dr+2)* —1]
[y (n—Da+2?—n]

7*(Gp1) =

Assume that the link between firms i and j is removed. Then, the resulting
network is G,—1 — ij. Now, in the network G,_; — ij, there are two types of
firms. The first type is firms i and j linked to n —2 firms and the second type is the
remaining firms with each having n — 1 links. For symmetric solutions, the effort
of the remaining firms is denoted by x,, and the effort of each firm in that group is
denoted by x,. The cost function for firmi in G,—1 —ijis¢; = c—x; —(n—2)x)p
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and by symmetry, the cost ¢; can be found. Also, the cost function for firm r is
Cr=C—X —Xi —Xxj — (n—3)xp.
Thus the profit function for firm i is

(2—1)(a—70) + 2x;—A(n—1)x; 4+ (n—2) (2—x)x,,T .

TT; (Gn—1—1j) = |: (2_)L)((n—1))\ + 2) a

Similarly, the profit of firm j can be found. Also, the profit of each firm r from
the group of firms that have n — 1 links is

2—M(a—0c) +2x; +2x; + 2—M)xr + (n—3)2—M)xp i|2 —yx2

* i) —
7 (Gp_1—ij) |: -1 ((n—Dxr+2) .

From the profit function for firm i in the network G,_1 — ij, the first order
condition is

2(Q2 = M)a—72) +2x; — An — Dx; + (n — 2)(2 — M)
— (@ =0 ((n = DA +2)) % =0.
Similarly, the first order condition for firm r is
(2= 2@ —70) +2x; +2x; + 2 — M)x,
+(n—3)2—1)xp) —y2 =) (1 — DA +2)’x, =0.

By symmetry x; = x; and x, = x, and by doing some substitution, the R&D
efforts of the different types of firms are

5 (G = i) = S5 @ =Ny @ - 1A 2],

—C

X5(Goy — i) = “T[y%z 0 — 4+ 1],

where
0=r2-0'"A° — 22— A (A — H(n - 2) + 4n)
—4yA(r(n — 1D* —4) +4(n* —n —2)

and A = (n — 1)1 + 2. By substituting these R&D effort equations into the profit
function of firm i in the network G,_1 — ij, the optimal profit function of firm i
becomes
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. Ny (a — )
7 (Gt — 1)) = ;
((n— DA +2)"B}
2
. [(Bl +2yQ2— (n— DAYy 2 — 1?4 —2) + Bz)
—4y2(2 = )2 A5(y (2 — 1)2A — 2)2] ,
where

Bi =32 — 1A% —y22 = W)2AP (h(h — H(n — 2) + 4n)
— 4y A(r(n — 1)? —4) +4(n* —n - 2),
and
By=(n—2)(y*2—1*A —d4m + ).

Without loss of generality, let (a — ¢) = 1. To compare between the profits of
firm i in networks G,—1 and G,,—1 — ij,

nj*(Gn—l) - nj*(Gn—l —1ij)
1

((yA2 —n) ABl)2

|:yA2(Blz(yA2 S D) +47202 = 02AY A% — )Py (2 — 1)2A — 2)2)

2 2
- (yA2 - n) (31 +2yA2Q2 — (n— DA(y 2 — 1)2A —2) + Bz) ] .
(32)

For homogeneous goods (A = 1) with y = 1, the previous fraction becomes

4n" +15n°—4n>—20n* + 3003 + 8n2 +2n+3

T[i*(Gn—l) _n;k(Gn—l_ij) = (I’l2 Tnt 1)2(713 +4n2 “on + 1)2

(33)

The last fraction is positive which implies that 7 (G, 1) > 7/ (G,—1—ij). Note
that, for homogeneous goods, the result has been shown by Goyal and Moraga-
Gonzalez [9].

Now, the required task is to prove the statement for 0 < A < 1. Note that,
theterm 2 — (n — DA < 0if A > n%] This means that as the network size n
increases, the term 2y A2(2 — (n — 1)k)(y (2 —1)2%A — 2) is negative for most
values of A. Also, the expression Bj decreases because of the negative terms
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where \(A —4)(n —2) +4n > Oand A(n — 1)2 —4 < 0if A < ﬁ which
means that as n increases the previous term is positive for most values of A.

In contrast, the first expression on the second line of Eq. (32), y A? (Blz(y A%—
D44y 2—n)2A%y A2 —n)2(y (2—1)2A— 2)2), is a sum and multiplication of

square functions. This means that the numerator of 7*(G,—1) — 7 (G,—1 — ij)
is positive which implies 7(G,—1) > 7 (G,—1 — ij).

Proof of Proposition 4

Proof

1. The total welfare function is defined by the quantity and the profit functions

n

2 n
(1= A<
TW*:TZ%*Z—FE Zq,* + Z”i*
i=1 i=1

i=1

——
Consumer surplus(CS) Industry profit

Since the profit function declines with growing the substitution degree, the proof
is completed by showing that the quantity function also decreases with growing
the substitution degree.

Assume that there are two quantities of output g} and g5, for two different
values of the substitution degree A1 and Ay, respectively, such that 0 < A1 < Aj.
The required task is to prove that gf" > g5. Without loss of generality, assume
(a —¢) = 1 and for comparison between the two quantities, it is found that
g} > q; if and only if

y(n— D2 —ADQ2 = ADQ2 = 22)((n — DAz 4+ 2)((n — DAy +2) >

(k+1) [(Z—M)((n—l)/\l +2)((n—(k +2))A2 +2)

— 2= 1) ((n = Daz +2)((n — (k +2)h1 + z)} .
(34)

Since A1 < Ap, then (A» — A1) > 0. This means that the left-hand side of the
inequality (34) is positive. Also, for each n, the term on the right hand of that
inequality is maximized when the activity level £ = 0. However, the right-hand
side consists of subtraction of two positive functions compared to the expression
on the left-hand side, which is multiplication of positive functions. This proves
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the inequality (34) which means that the quantity of production declines as the
substitution degree increases.

2. The second result is proved by showing that when the output is a strategic
complement (A < 0), if the activity levels k; > ky, then TW*(Gy,) >
TW*(Gk,). Let (@ —¢) = 1 and substitute k; and k> into the total welfare
function (16).

If goods are independent (A = 0), then

ny 6y — D[(4y — (ka + 1) — (4y — (k1 + 1)’]

TW(Gr,) — TW(Gry) =
' ’ [4y — (ki + D] [4y — (ko + D]

Since k1 > ky where y > 7 (Lemma 1), then TW*(Gy,) > TW*(Gy,).

2

Now, this result is shown for complementary goods (1=, < A < 0) for any

ki1 > kp. It is found that

sign{TW(Gy,) — TW(Gp,)}
= sign{ ((n—Dr+2) [2y(2 —M)((n = Dr+2)

[r(te+ D60 = 2(0 = DA+3) + (@0 = (2 + 202 +2))

+ (= (ki + 200 + 2)((2 —0)((n = 1)x +3) +/\)]

—4((n = (k1 +2)A 4+ 2)((n — (k2 + 2)A + 2)]

+Q2=MAG+ki +k —n) =2)((n — DA +3)

(k4 D(( = ki +2)3 +2)
+ ke + (0 = (ka +2)2 +2)) } (35)

Since A < 0, then (ko + 1)(A — 2)((n — DA+ 3) < 0. Forany 0 < ky <
n—1, ((n — DA+ 3) > ((n — (ky + 2)X + 2) and this implies (ko + 1)(A —

2)((n — DA+ 3) + ((n — (k2 + 2))A 4+ 2) < 0. This means ,\((kz + D —
2)((n = DA+ 3) + ((n — (ko + 2)4 + 2)) ~ 0. Also, it can be found that
((n = (ki +2) +2) ((2 (= DA+3) + x) - 0.

Other terms in (35) are negative, but since ((n — DA+ 2)2 > ((n — (k1 +
2D)A+ 2) ((n —(ky+2)A+ 2) and the effectiveness y is large, particularly when
A < 0 (Lemma 1), then TW(Gyg,) > TW(Gy,).
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3. When the output is a strategic substitute (. > 0), the proof is completed by
showing that TW*(G,—1) < TW*(G,—3). Let (@ — ¢) = 1, then substituting
k =n —1and k = n — 2 into the total welfare function (16), respectively, yields

ny [y @+ im— 123G+ (n—1Da) —2]

TW*(Gp—1) =
2[y @+ —Da)? —n]’

9

ny [yQ—12Q+rm— 1) G+ (n— 1) — 8]

TW (Gp) = >
2[y2 =2 @2+ @m—DM?—2(n — 1]

For comparison between the two total welfare functions,

TW*(Gp_1) — TW*(Gy_2) = 4 2
2[y @+ r(n — 1))? —n]

[y @+ — DV (Fi + F2) —8C2n + 1)]
[ye-n@+rn—1)2—2m—-1]

where
Fi =2y 2+ (n — D> (n(n — 13
+(143n — 21222 —2(n + 3 + 12) 82+ (n— i)
and
Fy=((n— DA +3) (4(1 —2n) + 4nn — n2A2) .

Assume A > 0 and n is not small, it is found that F; < 0 because n(n — 1)A> +
(143n—2n)A% —=2(n +3)1+12 < 0, whereas F, > 0. Since the effectiveness
y is sufficiently large (Lemma 1) with the term (2 + A(n — 1))2, Fi—F, <0.
This implies TW*(G,—1) — TW*(G,—2) < 0 and the result follows.

Proof of Proposition 3

Proof The restriction of the effectiveness is based on satisfying the following
conditions:

1. The R&D effort (22) should be non-negative. Thus, it can be found that
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N k+D((n —2r+1)T
(@n =31 +2)((n = DA+ 1)((n =3 +2)°

2. The cost function (23) should be non-negative which means effectiveness

. k+1((n —2)r+1)Ta
T E(@n =3 +2) (= D+ 1) ((n =31 +2)

5

3. The second order condition for maximizing profit function (227’; < 0) is satisfied
if
14+ (-2
y >
=214+ 7r—-Dr)
[ (n* = G +bn+ Qk+5)r% + (3(n —2) — k)i + 2}2
(@n=3)A+2)((n—3)x+2) '
Since a > ¢, condition (2) dominates condition (1). |
Proof of Proposition 9

Proof The proof of this proposition depends on the functions of all variables in
both competitions for symmetric networks. Also, these statements are proved for the
case when the network is complete (k = n — 1). The comparison between Cournot
and Bertrand competition has studied by Singh and Vives [20], Hackner [10], Hsu
and Wang [12], and Qiu [19]. The difference between former works and that in this
paper is that the comparison of Cournot and Bertrand competition is made using
R&D networks. Moreover, items 1, 2, and 3 in Proposition 9 are not affected by
the activity level k, but they are affected by the values of the differentiation degree
A. Item 4 in the proposition is affected by both the differentiation degree A and the
activity level k. The total welfare in Cournot exceeds the total welfare in Bertrand
if the substitution degree is very high and the activity level is not small and this is
not consistent with [12]. Therefore, it is sufficient to prove item 4 by assuming that
k=n-—1.

For simplicity, the statements are also shown by assuming that (a —c) = 1. Note
that to have positive equilibrium output in Cournot competition, the substitution
degree should satisfy A > ﬁ (Lemma 2). Also, in Bertrand competition A >

ﬁ because of the second order condition for maximizing the profit function

(Lemma 4). This means that A > ﬁ is the sufficient condition to ensure

appropriate equilibria in both competitions. Moreover, to have non-negative results
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for all economic variables, assume that effectiveness (y) is appropriate for both
competitions together. '

1. The task here is to prove that for complementary goods, the R&D effort in
Bertrand competition is higher than in Cournot competition. The opposite rela-
tionship holds for substitute goods. Denote the Cournot and Bertrand equilibrium
efforts by x and x;, respectively. By substituting k = n — 1 in the R&D effort
functions in Cournot and Bertrand (Egs. (12) and (22), respectively), this yields

*

X = ! 3 )

y((n = Dr+2)" —n

(1= ((n—2r+1)
y((n=Dr+1)((n =3 +2)" —n(l =) ((n —Dr+1)

*_
xb—

To compare between the two efforts, calculate the difference between them which
yields

yA3(n — 1)?
y((n—Dr+2)°—n

* *
xc—x =

n—=2)A+2

' y((n—Dr+1)((n =3 +2)" —n(d =) ((r —Dr+1)
(36)

For complementary goods (ﬁ < A < 0), the previous fraction (36) is negative
because A} < 0. This means x < x; which indicates that the R&D effort
is higher and the cost of production is lower in Bertrand competition than in
Cournot competition.” For substitute goods (A > 0), the fraction (36) is positive
i.e., x; > x; which means that the R&D effort is lower and the cost is higher in
Bertrand than in Cournot if goods are substitutes.

2. Let g} and g; denote quantities of production under Cournot and Bertrand
competition, respectively. For any value of the substitution degree such that
A > ﬁ, proved that g; > ¢Z. Let k = n — 1 in ¢} and ¢;. To compare
the quantities of production under Cournot and Bertrand competition, calculate
g — q;- This yields

ya2(n—1)
y((n—Dr+2)°—n
y((n =3 +2)((n = DA +2) —n((r —2)A + 1)

' y((n = Dr+1)((n —3)Ar +2)2 —n((n -1+ 1)1 e
(37)

* k _

qde —4qp =

10From Lemmas 1 and 3, let y > max {y., y»} where y. and y,, are the effectiveness in Cournot
and Bertrand competition, respectively.

USince ¢* = ¢ — (k + Dx*, if x} > x¥, then ¢ < ¢ where ¢ and ¢} are the equilibrium cost in
Cournot and Bertrand competition, respectively.
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For A > ﬁ, each term in the previous fraction is positive and because the
effectiveness y is large,

y((n =3 +2)((n = DA +2) > n((n —2)r+1).
This makes the previous fraction always negative, which indicates that ¢ < g .
This means that the output and then consumer surplus are higher, and the price
is lower in Bertrand competition than in Cournot competition.!?
3. Let m, and m;, denote the profit functions in Cournot and Bertrand, respectively.

By substituting k = n — 1 in the profit functions in both competitions, calculate
7. — mp which yields

sign{re—mp} = sign{ ([ (=D + 1) ((1=Di + 2) (-2 + 2)(@=3)2 +2)*
+nn=2)(1 = 2)((1=2)% = 2) ((1=2 + 1) PR =12
- y[((n —Da+ 1) (=31 +2)
A =02((n= D+ 2) (- 2a + 1)2]);/2] .

The required proof is that 7, < mp, for A < 0. Thus, the proof is completed by
showing the following inequality

230 = 1272 ((n = DA+ 1) (0 = DA+2)* (00 = D2 +2) (1 = D2 +2)°
+ i —2)((n—2r—2)A — 1)((n — DA+ 1)] <

y[((n—m + 1) (=3 +2)" — A= DX ((=Dr+2)" ((n — 22 + 1)2]
(38)

Note that the term n(n —2)((n —2)A —2)(1 = A)((n —=2D)Ar+1) < 0if A < 25,
which depends on n. This means that if A < O, the previous term is always
negative. However, forany ;— <A <1,

yz((n — DA+ 1)((n — Dr+ 2)2((n —2D)A+2)((n =31 + 2)2
+nn—2)((n—2)r—2)(1 =) ((n—2)r+1) >0,

because of large effectiveness y and quadrature. With the term A3(n — 1)2 < 0,
the left-hand side of the inequality (38) is negative and lower than the right-

12Consumer surplus CS* = IZA s lql (Z ~149)) 2 and since ¢ < qy.then CS} < CSy

where CS? and CSj are consumer Gurplue in Coumot and Bertrand competition, respectively.
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hand side. This yields 77 < m;. If goods are substitutes (A > 0), for
increasing n, n(n — 2)((n — 2)» — 2)(1 — A)((n — 2)A + 1) is positive for
a large range of A. Also, the left-hand side of the inequality (38) is positive
and higher than when A < 0. Whereas the right-hand side is reduced by the
term (1 — 1) ((n — DA + 2)* ((n — 2)A + 1)? which makes the right-hand side
lower than the left-hand side. This yields 77 > 7, which means that the profit
in Cournot competition is higher than under Bertrand competition if goods are
substitutes.

4. For total welfare, let T W} and TW;‘ be the total welfare in Cournot and Bertrand,
respectively. Let k = n — 1, then

ny [y @+ 0= D2 (01— DA +3) - 2]
TW = ;

‘ 2[y(2+(n—1)x)2—n]2

B y(1+ @ =122+ 0 =30’ B+ ¢ —42)
ny(1+ @0 —2)1) [ 21+ (= 22)(1 — 22

TW; = ; ;
2 [y(l + (= DA+ (= 32) —n(l+ (0 —2A)(1 - A)]

Assuming that goods are complements (A < 0), prove that TW> < TW;. To
show this, the following inequality should be substantiated:

[ @+20i=1)* ((1=12+3) 2] [y (1 + =DR) @ + (1=3)2)*=n(1=2) (1 + (n—z),\)]2
< (14 @=22) [y (1+ G=D2) 2 + (1=32)* (3 + (1=42) =2(1 + (1=22) (1-1)? |
re +A(n—1))2—n]2 : (39)

Note that each term in square bracket in the previous inequality (39) is positive
because of quadrature or because of A > ﬁ and the large R&D effectiveness
parameter (y). Also, each term is an increasing function with respect to the
substitution degree (A). This means for small A < 0, each term in the previous
inequality is small. Assume »n large, then the term

[y(l (= DA)2+ 0 =3 —n(1 =1+ ¢ — 2),\)]2 , (40)

on the left-hand side of the inequality (39) is very small because of n(1 — 1)

compared to [y (2+A(n — 1))2 —n]? on the right-hand side. This makes the left-hand
side small, then TW} < TWI;‘ .
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For substitute goods (A > 0), assume that goods are high substitutes. Then each
term in the previous inequality is high and the previous term (40) becomes very
large. This reverses the above inequality, then TW; < TW}. |

Appendix 2

Example 1 (Activity Levels) For a = 120 and ¢ = 100, the following example
provides cooperative activity levels ¥ and k for which the profit and total welfare are,
respectively, maximized in Cournot and Bertrand competition for different values of
substitution degree. Note that the effectiveness (y) is for A € [0.1, 0.9].

If n > 3, then the profit function and total welfare for substitute goods are
maximized at different intermediate activity levels k and k, respectively. In Cournot,
see Propositions 2 and 4 on pages 185 and 186, respectively. In Bertrand, see
Propositions 6 and 8 on pages 190 and 191, respectively.

Cournot competition with three firms Cournot competition with five firms
‘‘‘‘‘‘‘ - =0= 2=0.1 - =0- 3=0.1
‘‘‘‘‘‘ +=0= 2=0.2 =0~ 2=0.2
28r - a” (=A- =0.3 18 A= 2=03
26k =7 - =0= 1=0.4 =0- 1=0.4
o - =~k= A=0.5 - =k= %=0.5
T T
L L
@ ©
[a) [a)
3 3
i i
0 0.5 1 1.5 2
Cooperative activity level Cooperative activity level
Cournot competition with three firms 140 Cournot competition with five firms
- =O= %=0.1 -=a-2=0.1
0= 2=0.2 A | -0-7=02
A= 3=0.3 120 - =A-2=0.3
=0- 1=0.4 ‘=0-1=0.4
- =k=2=0.5 - k= 4=0.5
100
5 g s
o o
60
40
20
0 0.5 1 15 2 0 1 2 3 4
Cooperative activity level Cooperative activity level

Fig. 2 R&D effort and profit of firms under Cournot competition with three and five firms
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Bertrand competition with three firms Bertrand competition with five firms
2 - =0=1=0.1 0942 [ - . a- =O- 2=0.1
‘=0=-=02( [ . ETITr=es -0- 1=0.2
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Fig. 3 R&D effort and profit of firms under Bertrand competition with three and five firms

Example 2 (R&D Effort for Small Size of Market) In Cournot and Bertrand compe-
tition, let a = 120 and ¢ = 100. Figures 2 and 3 show R&D effort for A > 0.1. With
n = 3, y = 2 in Cournot competition and y = 3 in Bertrand competition. With
n =35, y = 3 in Cournot competition and y = 5 in Bertrand competition.

R&D effort does not decrease when the activity level increases if the sizes of
the market n and the substitution degree A are small as in this example. See item
(3) in Proposition 1 under Cournot competition and in Proposition 5 under Bertrand
competition.
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Table 2 Comparison between Cournot and Bertrand competition

Variables | Effort (x) | Cost (¢) | Quantity (¢) | Price (p) | Profit (x) | Total welfare (T W)

A <0 Xe < Xp Ce>Ch | Ge < qp Pe>py | <mp [ TWe<TW,
r=0 Xe = Xp Cc=¢Ch |G =qp Pe=pp |We=mp ([ TW.=TW,
r>0 Xe>Xp | Ce<Ch [ Ge <qp pe>py me>mp |[TWe>TW, ifdA— 1

and the network is dense

Comparison between Cournot and Bertrand Comparison between Cournot and Bertrand

C—JCoumot C—] Cournot
[—JBertrand [—JBertrand

R&D effort

-0. o Cooperative activity level . .
Differentiation degree P 4 Differentiation degree Cooperative activity level
Comparison between Cournot and Bertrand Comparison between Cournot and Bertrand
C—Jcourmot 4 C—Jcournot
C—JBertrand X100 C—JBertrand

Total welfare
~
h

0
L 0.8 0.7
-01 o Activity level 060504030201 0_91 0

Differentiation degree Differentiation degree Activity level

Fig. 4 Comparison between profit under Cournot and Bertrand for A = 0.8, 0.85, 0.9, and 0.95

Example 3 (Cournot and Bertrand Competition) Table 2 summarizes the impact
of A. Figure 4 shows the outcomes under Cournot and Bertrand competition for
a=120,¢c =100,n = 10, —0.1 < A < 0.8, and y = 21. Figure 5 shows the total
welfare under Cournot and Bertrand competition for a = 120, ¢ = 100, n = 10,
0.8 <X <095 andy =2.
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Comparison between Cournot and Bertrand for A=0.8 Comparison between Cournot and Bertrand for 1=0.85
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Fig. 5 Comparison between welfare under Cournot and Bertrand for A = 0.8, 0.85, 0.9, and 0.95
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A Global Optimization Approach to )
Nonzero Sum Six-Person Game S

Rentsen Enkhbat, S. Batbileg, N. Tungalag, A. Anikin, and A. Gornov

Abstract The nonzero sum six-person game has been examined. It is well known
that nonzero sum n-person game reduces to a nonconvex optimization problem
(Enkhbat et al, IGU Ser Mat 20:109121, 2017). Based on Mills’ result (Mills,
J Soc Ind Appl Math 8(2):397-402, 1960), we derive a sufficient condition
for a Nash equilibrium. To find a Nash equilibrium numerically, we apply the
curvilinear multistart algorithm (Gornov and Zarodnyuk, Mach Learn Data Anal
10(1):1345-1353, 2014) developed for nonconvex optimization. The algorithm was
tested numerically on six-person game. The game data was generated by “Gamut”
(website: http://gamut.stanford.edu/db/generators.html). The number of variables of
the reduced optimization problems was varied from 29 to 33. In all cases, Nash
equilibriums were found.

Keywords Nash equilibrium - Nonzero sum game - Mixed strategies -
Curvilinear multistart algorithm

1 Introduction

Game theory as a part of operations research plays an important role in science
and technology as well as in decision theory. There are a lot works devoted to
game theory [7, 9-14]. Most of them deal with two person games or nonzero sum
two person games. The two-person nonzero sum game was studied in [4, 5, 12]
based on D.C programming [1]. The three-person game was examined in [3] by
global optimization techniques. So far, less attention has been paid to computational
aspects of game theory, especially n-person game.
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This paper examines nonzero sum six-person game. The paper is organized as
follows. In Sect.2, we formulate nonzero sum n- person game and show that it
can be formulated as a global optimization problem with nonconvex constraints.
An algorithm to finding a Nash equilibrium for nonzero sum six-person game was
proposed in Sect. 3. Section 4 is devoted to computational results.

2 Nonzero Sum n-Person Game

Consider the n-person game in mixed strategies with matrices (4,, ¢q =
1,2,...,n) forplayers 1,2, ..., n.

Denote by D), the set

p
Dp={weR Y uj=1, 120 i=1.....p) p=kiky.... .k
i=l1

A mixed strategy for player 1 is a vector x! = (xll,x;, ...,x,ll) € Dy,, where
xl.l represents the probability that player 1 uses a strategy i. Similarly, the mixed
strategies for g-th player are x4 = (x{, x3, ..., x,’fq) € Dy,, q =1,2,... n. Their

expected payoffs are given by for 1-th person :

k1 ko kn
1 .2 ny __ 1 1.2 n
filx x5, x") = Z Z Zailiz..‘inxilxiz'“xin
i1=1i=1 in=1
and for g-th person
ki ko kn

1 2 ny __ q 1.2 n
JoGx xo,x") = E E Qi iy i X Xiy - X

it=lir=1  ip=l
q=172,...,n.

Definition 1 A vector of mixed strategies x? € Dkq, qg=1,2,...,n is aNash
equilibrium if
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fl(i1,£2,...,i”) > fl(xl,iz,...,i”), vx! € Dy,

fGL 2L ") > fq(x x4 x5, Vxd € Dy,
=1 =2 2 n n

a(X0, X5, X)>fn(x X5, x"), Vx" € Dy,.

By definition, we have

AGLE2, .5 = max, sleny, fixel, 72,000 L3,
fq(il,iz,...,i”) = MaXyiep,, fq()?l,iz,...,)Eq_l,xq,)f‘ﬁl,...,)Z"),
fn()’zl’izs s 7in) = maXX"EDkn fn(ils-;éza s 7in711xn)'
Denote by
k1 ko q+l
g—1_g+1 n A
ZZ Z Z Z i\iy...iy 11 tz xiq—lxiq+1 s X, =
i1=1li=1 ig—1=ligy1=1 in=1
A 1 .2 -1 1
2 i, x?x T ) = g (x|x )

ig=12,...,ky, q=1,2,...,n

For further purpose, it is useful to formulate the following statement.

Theorem 1 ([2]) A vector strategy (X', %2, ...,%") is a Nash equilibrium if and
only if

fa(®) = @i, (X|9) (1)
for
=GR
ig=1,2,...k,
g=1,2,...,n

The proof is similarly [8].

Theorem 2 ([2]) A mixed strategy X is a Nash equilibrium for the nonzero sum n-
person game if and only if there exists vector p € R" such that vector (X, p) is a
solution to the following bilinear programming problem :
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n n
max F(x, p) = Y _ fyx', 2% ....x") =) pg )
(x,p) — e
subject to :
0i, (xX|x9) < pg, ig=1,2,... k. 3)

The proof is the same as in [2].

3 The Curvilinear Multistart Algorithm

In order to solve problem (2)—(3), we use curvilinear multistart algorithm in [6].
The algorithm was originally developed for solving box-constrained optimization
problems; therefore, we convert our problem from the constrained to unconstrained
form using penalty function techniques. For each equality constraint g(x) = 0, we
construct a simple penalty function ¢(x) = g2(x). For each inequality constraint
q(x) < 0, we also construct the corresponding penalty function as follows:

. _|o, ifg(x) <0,
Q(x)_{qz(x), if g(x) > 0.

Thus, we have the following box-constrained optimization problem:

fo) = f) +§Z£’i()€) +%Z(§j(x) — m}}n,
i j

X:{xeRn|ﬁ§xi§x_i, i=1,...,n},

where y is a penalty parameter, x and X are the lower and upper bounds. For
original x-variables the constraint is the box [0, 1]; for p-variables box constraints
are [0, py]. Values of p, are chosen from some intervals. An initial value of a
penalty parameter y is chosen not too large (about 1000) and after finding some
local solutions we increase it for searching another local minimum.

The proposed algorithm starts from some initial point x! € X. At each k-th
iteration the algorithm performs randomly “drop” of two auxiliary points ¥ and %2
and generating a curve (parabola) which passes through all three points x*, !, and
%2. Then we generate some random grid along this curve and try to found all convex
triples inside the grid. For each founded triple we perform refining the triple minima
value with using golden section method. The best triple became an initial point for
local optimization algorithm, the final point of which will be an initial point for the
next iteration of global method. Details are presented in Algorithms 1 and 2.



A Global Optimization Approach to Nonzero Sum Six-Person Game 223

Algorithm 1 The curvilinear multistart algorithm
1

Input: x' € X—initial (start) point; K > O—iterations count; § > 0; N > 0; &, > 0—
algorithm parameters.
Output: Global minimum point x* and f* = f(x*)

s fork < 1, K do f* < f(xb)

generate stochastic point ' € X

generate stochastic point ¥2 € X

generate stochastic a-grid:

R

=0 <..<0; <-0<0<d6<aiy1<..<any=1
5: Let X (o) = Projy (a2 (()?1 +i2)/2—xk)+a/2 ()?2 —)?1) +xk) where Projy (z) -
projection of point z onto set X.
/note that (—1) = &', (1) = 22, £(0) = xF.
6 ff < f*
7: ak <0
8: fori < 1, (N —2)do
/IConvex triplet
9: if f(¥(e)) > f(E(ei41)) and (& (ai41) < f(F(@it2)) then
//Refining the value of minima using
//Golden-Section search method with accuracy &4

10: a’,ﬁ < GoldenSectionSearch(f, o, otj41, ®i42, €q)
11: if f(£(k)) < f¥ then

12: fE < fGR@b)

13: ok «— ok

14: end if

15: end if

16: end for

//Start local optimization algorithm
17: k1 LOptim(% (aX))
18: end for
19: x* « xk
20: f* « f(xb)

Algorithm 2 The local optimization algorithm

Input: x' € X—initial (start) point; &, > O—accuracy parameter.
Output: Local minimum point x* and f* = f(x*)
1: repeat
2: df =k — Projy (x¥ — V£(x%))
/[Perform local relaxation step, for example, with using standard convex interval capture

technique.
3: x*H = argmin f(x* + ad*)
a>0
4: until [x*+! — xF||; < ey

4 Computational Experiments

The proposed method was implemented in C language using the GNU Compiler
Collection (GCC, versions: 4.8.5, 4.9.3, 5.4.0), clang (versions: 3.5.2, 3.6.2, 3.7.1,
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3.8), and Intel C Compiler (ICC, version 15.0.6) on both GNU/Linux, Microsoft
Windows, and Mac OS X operating systems.

We have tested the proposed algorithm on following nonzero sum six-person
games. Then problem (2)—(3) is formulated as:

ki k ke 6
ZZZ Z Aiiy...ig 1| 12 Zpl_)max “4)

ii=lir=1  ig=1 \g=1 i=1

k1 ko q+1

g—1_g+1 6
ZZ Z Z Z i\iy...iy !1 lz xiq—lxiq+l e Xig = Pq o)

i1=1li=1 ig—1=lig41=1 in=1
ig=12,..., ke, g=1,2,...,6.
The proposed algorithm was applied for numerically solving of problem with 6

players. In all cases, Nash equilibrium points were found successfully.

Problem 3.1 We generated random 6-player game with GAMUT [15] with size
(2 x3 x3x4x4x)5) (totally 27 optimization variables) and the algorithm found
3 Nash equilibriums:

Points x‘; )2 F*
1 x{ = (0.16,0.84) 67.70 | 5.02¢e-06
x5 =(0.8,0.2,0) 58.30
x5 =1(0,0,1) 64.30
x; = (0.86,0,0.14, 0) 67.18
x5 =(0,0.98,0,0.02) 73.97
x¢ =1(0,0,0,1,0) 62.71
2 x{ = (0.02,0.98) 48.77 | —3.55e-06
x5 = (0.72,0.28, 0) 50.78
x5 =1(0,0,1) 55.46
x; =(0,0.2,0.8,0) 58.61
x35=(0,1,0,0) 58.72
x¢ = (0,0.58,0.37,0.05,0) |73.49
3 x{ = (0.51,0.49) 48.77 | —1.30e-06
x; =(1,0,0) 50.78
x5 =1(0,0,1) 55.46
x; = (0.76,0.05, 0, 0.19) 58.63
x3 =(0,0.88,0,0.12) 74.14

x; = (0.05,0.03,0,0.92,0) |58.86
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Problem 3.2 We generated random 6-player game with GAMUT [15] with sizes
(4 x5x5x%x4x3 x2) (totally 29 optimization variables) and found three solutions:

*

Points xiq Pq F*
1 x{ =(0.81,0.19, 0, 0) 55.32 | —1.02e-05
x5 =(0.24,0,0,0,0.76) 52.30
x5 =(0.52,0.14,0,0.05,0.29) |53.87
x3 =(0.45,0,0.33,0.22,) 53.06
x;=(0,0,1) 58.50
x¢ = (0.37,0.63) 54.62
2 x{ =(0,0.84,0.03,0.14) 49.36 | —2.42e-06
x3 = (0.06,0.32,0.35,0.26,0) |51.89
x5 =(0.53,0,0,0.47,0) 53.45
x3 = (0.31,0.35,0.16, 0.17) 51.76
x5 = (0.32,0.68, 0) 51.56
x¢ =(0.6,0.4) 48.28
3 x}=1(0,0,0,1) 47.22 | —1.00e-04

x5 =(0,0.11,0.41,0.14,0.34) |28.88
x3 = (0,0.16,0.63,0,0.21) 46.00

x} = (0.180.000.780.04) 56.14
x: = (0,0, 1) 48.13
x; = (0.12,0.88) 45.88

Problem 3.3  We generated random 6-player game with GAMUT [15] with sizes
(5x2x4x3x6x7)(totally 33 optimization variables) and found three solutions:

*

Points xiq )2 F*
1 xf =(0.15,0,0,0.34,0.51) 53.18 | 5.48e-02
x;=(0,1) 59.33
x3 =(0,0,0.02,0.98) 59.33
x; = (0.210.610.17) 38.67
x$=1(0,0,0,0,1,0) 52.60
x¢ = (0,0.30,0.17, 0, 0.48, 0.05, 0) 58.18
2 x{=(0,0,1,0,0) 52.30 | —9.72e-05
x5 =(0.5,0.5) 36.41
x3 = (0.63,0,0.37,0) 51.49
xy = (0.11,0.08,0.81) 44.43
x$ =(0.37,0.02,0,0,0.14, 0.47) 54.44
x¢ = (0.03,0.2,0,0.04,0.18,0.13,0.43) | 44.86
3 x{ =(0.06,0.22,0.4,10.31, 0) 49.62 | 1.64e-02
x5 = (0.16,0.84) 48.69
x3 =(0.76,0,0,0.24) 56.47
xy = (0,0.45,0.55) 50.66
x5 =(0.35,0.11,0.14,0.18, 0.22, 0) 51.93

x¢ = (0.36,0.0, 80, 0.24,0.19, 0.12, 0) 50.38
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Problem 3.4 Game [15] with sizes (2 x 6 x 6 x 3 x 5 x 3) (totally 31 optimization
variables) and found solutions:

P

Points | x', Py F*
1 xf =(0.73,0.27) 43.07 | —7.00e-05
x5 =(0.23,0.23,0.22, 0, 0.3, 20) 49.73
x;3 = (0.21, 0.06, 0.6, 20, 0, 0.1) 51.62
X =(1,0,0) 52.36
x$ =1(0,0.23,0,0.77,0) 48.31
x¢ = (0.36,0.28, 0.36) 50.86
2 x{ = (0.820.18) 51.3 | —6.17e-05
x3 =(0,0.38,0.05,0,0.31, 0.26) 51.37
x5 =(0.26,0,0.43,0.13,0.09,0.1) | 52.24
x; =(0.03,0.63,0.34) 49.42
x$ =(0.16,0.43,0.25, 0.1, 60) 48.88
x¢ =(0.4,0.31,0.25) 48.77
3 x{ = (0.43,0.57) 47.35 | —1.04e-04
x5 =(0.12,0,0.33,0.2,0.36, 0) 51.0
x5 =(0.24,0,0.04,0,0,0.71) 49.83
x; =(0.9,0,0.1) 51.52
x$ =(0.37,0.52,0,0.11, 0) 48.16
x¢ =(0.77,0.23,0) 50.32

Problem 3.5 Game [15] with sizes (3 x 5 x 5 x 2 x 6 x 4) (totally 31 optimization
variables) and found solutions:

3

Points | x', Py
1 x{=1(0,0,1) 56.86 | —1.18e-04
x5 =(0,0,0.41,0,0.59) 81.04
x3 =(0,1,0,0,0) 79.20
xy=(1,0) 67.57
x5 =1(0,0,0,0.82,0,0.17) 58.63
x¢ = (0,0.57,0.28, 0.16) 65.37
2 xf =1(0.25,0,0.75) 86.12 | —1.28e-04
x5 =(0.25,0,0,0.75, 0) 76.68
x3 =(1,0,0,0,0) 65.84
x;=(0,1) 67.11
x5 =1(0,0,0,1,0,0) 64.69
x¢ =(1,0,0,0) 76.99
3 x{ =(0.32,0.59, 0.09) 29.90 | 6.64e-05
x5 = (0.18,0,0.38,0.4,0.04) |53.91
x3 =(0.87,0,0,0.13,0) 47.53
xy = (1,0) 38.6
x5 =1(0,1,0,0,0,0) 56.87
x¢ =(0,0,0.63,0.37) 45.18
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An Infinite-Horizon Mean Field Game of @)
Growth and Capital Accumulation: A e
Markov Chain Approximation Numerical
Scheme and Its Challenges

Chee Kian Leong

Abstract In this paper, we characterize an infinite-horizon mean field game of
growth and capital accumulation. We present a Markov chain approximation scheme
(Kushner, Numerical methods for non-zero-sum stochastic differential games:
convergence of the Markov chain approximation method. In: Chow PL, Yin G,
Mordukhovich B (eds) Topics in stochastic analysis and nonparametric estimation.
The IMA volumes in mathematics and its applications, vol 145. Springer, New York,
2008, pp 51-84) as potentially useful for obtain the numerical e-Nash equilibrium
solution to the infinite-horizon mean field system of equations and highlight some
of the key challenges in implementing the scheme.

Keywords Mean field games - Markov-chain approximation - €-Nash
equilibrium

1 Introduction

Games of growth and capital accumulation have been studied extensively in
economics (see, for instance, [17, 21]). Typically, such models are analyzed as
infinite-horizon models, since economic growth is essentially a long-run phe-
nomenon in economics. In this paper, we analyze an infinite-horizon mean field
game of growth and capital accumulation and consider the challenges of applying a
numerical scheme to solve the game.

Mean field games deal with a population of players so large that each player’s
action becomes asymptotically negligible. In the past, such games are modeled as
static games, such as continuum population games (see [3, 23]), or as network games
[2] and classical transport models [6, 7, 24]. On the other hand, the mean field
game approach, pioneered by Jovanovic and Rosenthal [15] and developed further
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by Huang et al. [11, 12] and Lasry and Lions [18-20], is a dynamic one solved
typically within the Hamiltonian—Jacobi—Bellman framework, with the system state
being described by the statistical or probability distribution of the population of
individual states, namely the mean field, hence the term mean field games.

In recent years, mean field games have been applied in economics. For instance,
Lucas and Moll [22] have applied mean field games to examine the role of human
capital whereby individuals invest resources to improve their human capital relative
to other individuals in the labor market, while Chan and Sircar [5] analyze Bertrand
and Cournot games in the production of exhaustible resources. Other applications
include dynamic oligopoly models [1, 25], heterogeneous agent macroeconomic
models [8, 9] and auction theory [4, 14].

The mean field games of growth and capital accumulation we study in this
paper were first studied by Huang and Nguyen [13]. Our current paper is distinct
from Huang and Nguyen [13] in a number of aspects. We opt for an infinite-
horizon economic growth model since economic growth is essentially a long-run
phenomenon. Further, in their paper, Huang and Nguyen [13] make the assumption
that the coefficient of the relative risk aversion is equal to the capital share,
which vastly simplifies the mean field system of equations and its solution. While
mathematically and analytically useful, such assumption may not be economically
tenable since there is no a priori reason that the coefficient of risk aversion is
equal to the capital share. In our paper, we do not resort to this assumption.
This results in a mean field system of equations based on the original set of
parameters of the model. However, solving an infinite-horizon mean field games
can be particularly challenging, even when a numerical scheme is involved, since
unlike the finite-horizon games considered in Huang and Nguyen [13], there is
no boundary condition for the infinite-horizon mean field games. We propose a
numerical scheme based on the Markov chain approximation scheme [16] to derive
the e-Nash equilibrium in the mean field game. Yet the implementation of this
scheme can be challenging. Some of these challenges are discussed in this paper.

This paper is organized as follows. Section 2 presents the infinite- horizon mean
field game of growth and capital accumulation. Section 3 outlines its solution.
Section 4 presents a potential numerical scheme to solve the infinite-horizon mean
field game and also discusses some of the difficulties. Concluding remarks are
presented in Sect. 5.

2 Mean Field Games of Growth and Capital Accumulation

Consider an economy with households and firms. The economy has an aggregate
production function, with the aggregate output (¥) being produced according to
technology

Y, = f (K¢, Lt)
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where the aggregate capital K, = >, ki and aggregate labor supply L, =
p li. In intensive form, this may be written as y; = f (k;), where y, = Y; /L,
and k;, = K, /L;.

There is a finite population of n households, which are heterogeneous in their
capital stock, denoted by k' for the ith household. Each household i determines
its optimal consumption by solving the intertemporal utility maximization problem
with a constant discount rate p

o0
maxE/ e Plu (c;,ctE) dt
e 0

where ¢! is consumption of the ith household and ¢ is the expected consumption
in the population. Hence, each household compares its consumption relative to the
expected consumption in the population and thereby derives utility.

Household i owns capital k’, which is provided to the firms in the economy and
earns a competitive interest rate r, which is determined by the aggregate capital in
the economy, that is, K. At the same time, it supplies labor l}' competitively at the
wage rate w, which again depends on the aggregate labor supplied in the economy,
that is, L;. Denote kf) are the given initial capital stock for household i. Capital is
accumulated via the Ito stochastic differential equation (SDE)

dk! = [w+rk' — c'\dt + ok'dW'!

where d W is the increment of a standard Wiener (white noise) or Brownian motion
process W, independently and identically distributed across households, while ok’
can be interpreted as the uncertainty associated with the capital stock.

All firms are identical, so we assume a representative firm which solves the
(aggregate) profit maximization problem

rlr(laLfo(K, L)y—(r+46)K —wL

where A is fixed productivity (for simplicity, we assume A = 1), K is the capital,
L labor supply, f(-) is an increasing and concave production function satisfying the
Inada condition, 8 depreciation rate and r + § can be interpreted as the user cost
of capital. This problem can be simplified by recasting the optimization problem in
intensive form and normalizing L to 1. In equilibrium, we can characterize k as the
expected value of k!, given some probability density function g (k!):

k= /k"g (k) dk'

It is possible to specify this in terms of higher moments of g (ki ), but for
simplicity, we will only consider the first moment of this distribution.
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Since ¢ does not appear in the objective function and the state dynamics, we are
dealing with an infinite-horizon autonomous mean field game.

Next, we characterize the equilibrium wage and capital rent in terms of this
expected value as follows:

@ = fk) — kf' k),
7= f'tk)— 8.
Using these equilibrium values, we obtain the household’s Hamilton—Jacobi—
Bellman equation (HJB)
2

pV(k)—%ka (k) = max {u (¢) + Vi (k) [@ + 7k —c]} . €]

The distribution of capital is described by the Fokker—Planck—Kolmogorov
(FPK) forward equation

agagk) = _aa_k (1w gm0+ %;—;g OF @
where
pk (k) = +7k — T (k)
and

Tl =g (Z“E) 3)

is the optimal consumption choice derived from the HJB. The feedback control
0] (k|uk) can be interpreted as the best response for any individual household with
respect to the infinite population, which is represented by the measure pX. Together,
these equations form the mean field system of equations for the infinite-horizon
mean field game of growth and capital accumulation.

3 Solution

There are a variety of solution concepts to mean field games. Huang and Nguyen
[13] employ the Nash certainty equivalence principle [11, 12]. For discrete-time
population dynamic games with Markov decision process, Weintraub et al. [25]
also obtain the closely related concept of oblivious equilibria. Like differential
games, the characterization of the information in a mean field game is important.
There are various ways to characterize information: (1) an open loop control will
be solely a function of the information set containing the time and the initial
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state of that agent or of the global initial state; (2) a Markovian (closed loop or
feedback) control will be a function of current time and the current state. Open-loop
strategies are necessarily static in nature; however, in mean field games with a large
number of small players, open-loop strategies could be useful as an approximation.
The different specifications of the information structure lead to different solution
methods and concepts in the mean field game literature.

Another issue is the information available to an individual agent about other
agent’s dynamics. Typically, an agent has information on its own dynamics (more
specifically, the structure and parameters of the dynamic optimization problem), but
the uncertainty about other agent’s dynamics is captured in the form of a probability
distribution over the population of agents. Thus the individual agent is not able to
identify precisely the dynamics of another specific individual agent. In this case, the
agents will determine their best response in reaction to the best responses of all other
agents based on the system dynamics. Consequently, while the agent can determine
the population control strategy, it cannot determine the specific control action of any
other particular agent, since the state distribution of the latter is not available to the
first agent.

For our infinite-horizon mean field game of growth and capital accumulation, we
consider the e-Nash equilibria, which can be characterized as follows.

Consider a set of households #;, 1 < i < n,letC" =C; xCy x ... xCy
denote the joint admissible consumption space, where each space consists of a set
of consumption strategies ¢;, 1 <i < n. A joint consumption strategy is denoted by
c=1(c1,€2,...,Cn).

Definition The joint strategy ¢* = (CT, e, c,”;) is an €-Nash equilibrium, for
some small € > 0, if

sup Ji (c;,c*;) < Ji(cf.c%y) < Ji(cf, b)) + €

Ci

Thus, we are saying that when all households except for household i conforms
to the optimal consumption strategies c* ;, the unilateral deviation of household i
will yield a gain of at most €. When € = 0, we obtain back our closed-loop Nash
equilibrium.

In practice, the approach to solving the mean field game involves specifying some
functional forms for u (¢;) and F(K;, L;). We can specify a CRRA utility and a
Cobb-Douglas production function as follows:

E\ _ 1 Ct =y 0
M(Cf,ct)—l_y CtE , ¥V >
Fk) =K, o >0

with ¢ > 0.
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As such, we obtain

where k is obtained via the FPK forward equation for the distribution of capital

g @) 0 ot 9?2

it vl [ @)8(B]+7§8® )

for some probability distribution g (E) where
p@®=1-)k +7ak —Fs—Tk)
and
C = (i), 5)

To obtain the optimal ¢ (k), we can solve the HBJ equation in two stages, similar
to that adopted by Huang and Nguyen [13]. In the first stage, we assume that ¢ is
fixed as ¢ and solve for the optimal ¢ given c. In the second stage, we use the
optimal ¢ to write the state equation

dk' = [0 +Tk! — & dt + okidW!

while imposing the consistency condition ¢ = ZlNz 1 é.

If Vi (k, t) > 0 holds, then the maximum value of

mcax{l_ly (c%)l—y+vk k,1) [(l_a)kg-i-(akf‘_l —5)2—6]}

will be given by

1

1—y -y
&= |:<CE> Vi (k) }
We use this value to rewrite the HBJ as follows:

2 y=1
o _ E\ 7 =t
PV (k) = - Vaa (k) =1 () 7 Vi )

I—y

Ve (h) [(1 )k + (ak“’l _ 5)2] ,
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and the capital accumulation SDE:

dk = {w +rk— [(CE)IV Vi (k)]_y } dt + okdW.

Huang and Nguyen [13] employ an ansatz with boundary conditions to obtain
their solution to their finite horizon problem. However, this is not possible for
infinite horizon problems because of the lack of boundary conditions. Moreover, the
ansatz approach introduces two new variable functions, both of which the economic
intuitions may not be so evident.

4 Markov Chain Approximation Scheme

In this section, we consider a numerical approach based on the Markov chain
approximation scheme [16] to derive the e-Nash equilibrium in the mean field game.
In a nutshell, this Markov chain approximation scheme involves three parts:

. We replace the state space with a finite grid.

. The partial derivatives of V are substituted with their finite differences.

3. We approximate the stochastic state trajectory using a Markov chain whose
transition probabilities are derived from the characteristics of the state process.

DN =

First, define R} as the h-grid on R":

n
R} = {k k= Zz,-e,-h}

i=1

for some integer z; and unit vector e; in the ith direction.
We use the following rules for approximating the partial derivatives

V(kteih)—V (k)

fw+7rk—¢>0
Vk(k):{m
h

ifw+7k—¢ <0

V(k+eih)—V (k—eh)—2V (k)

Vi (k) = W

Define the interpolation interval

h2

h —
At" (k,c) = 0n (.0’
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where
n
On (k) =0 +h Y | +7Fk—¢|.
i=1
Next, define the transition probability functions in the Markov chain
a? ~ o A
Stw+rk—¢
O (k, ©)
"(k,k+eih+ejh) =a" (k,k —eih —ejh)
=0

7"k, k +eih) =

"k, k +eih —ejh) = 7" (k,k — e;h + eh)
=0

h2

ot (k k) = ———

O (k, ©).

Substitute and rearrange terms to obtain the following equation

pV(k)—7

[V(k+elh) V (k — e;jh) —2V(k)]
h2

| 2
= BI[Vk ()17 + Vi (k) [(1 —a)k* + (akafl — 5) }
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by setting 8 = — and using the appropriate Vi (k). For instance, if i + 7k’ —¢& >
0, we have
g (k) o2 [V (k+eih) —V (k—eh)
12"V .
[ +2 o S8 V=3 =

1
+,8<CEV(k+eiZ)—V(k))ﬁ+g§lk)

V(k+eh).

This equation can be solved as the fixed point problem of a discrete-state dynamic

programming operator
V(k)y=T (k)

with the operator I" contracting.

The Markov chain obtained from the scheme described earlier will provide a
converging approximation of the value function for the player i [16]. To establish
the fixed point, Howard’s policy improvement algorithm [10] may be employed.
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Finally, the c£* obtained using this numerical scheme could be substituted back
1

to obtain ¢ (k) = [(CE *) 1=y Vi (k)] 7 , with which the FPK equation can be solved

to obtain the distribution of the capital in the economy using some appropriate
capital distribution function g (k).

Despite its attractiveness, implementing this numerical scheme is not without
its difficulties. The first is a grid dimensionality issue. The scheme is particularly
sensitive to the fineness of the grid and may not easily converge to a solution.
Another issue is the appropriate initial choice of c£. The choice is currently arbitrary
and the numerical scheme is not yet robust to different choices of ¢£. This can
be particularly problematic, as in some simulation runs, the numerical scheme
converges to the initial value of ¢£. Once the c£* is obtained, solving the FPK
requires another assumption about the capital distribution function g (k). Deciding
on the appropriate capital distribution function is important since different choices
of g (k) will result in different economic interpretations.

5 Concluding Remarks

In this paper, we consider an infinite-horizon mean field game of growth and capital
accumulation. Finding the e-Nash equilibrium solutions to the infinite-horizon mean
field games can be particularly challenging, even when a numerical scheme is
involved, since unlike the finite-horizon games considered in Huang and Nguyen
[13], there is no boundary condition for the infinite-horizon mean field games.
Ideally, the mean field system of equations should be solved together and updated
accordingly. In practice, the numerical scheme generally starts with the solution
to the HBJ problem, followed by the FPK problem. In this paper, we present one
possible numerical scheme based on the Markov chain approximation scheme [16]
to derive the e-Nash equilibrium in the mean field game. However, the imple-
mentation of this scheme involves some challenges, such as grid dimensionality
issue and appropriate choices of initial values and the capital distribution functions.
Consequently, finding an appropriate and robust numerical scheme to solve infinite-
horizon mean field games remains a challenging research question in the mean field
games literature.
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