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Preface

The content of this volume is mainly based on selected talks that were given at the
“International Meeting on Game Theory (ISDG12-GTM2019),” as joint meeting of
“12th International ISDG Workshop” and “13th International Conference on Game
Theory and Management,” held in St. Petersburg, Russia on July 03-05, 2019. The
meeting was organized by St. Petersburg State University and International Society
of Dynamic Games (ISDG).

Every year starting from 2007, an international conference “Game Theory and
Management” (GTM) has taken place at the Saint Petersburg State University.
Among the plenary speakers of this conference series were the Nobel Prize winners
Robert Aumann, John Nash, Reinhard Selten, Roger Myerson, Finn Kidland, Eric
Maskin, and many other famous game theorists. The underlying theme of the
conferences is the promotion of advanced methods for modeling the behavior that
each agent (also called player) has to adopt in order to maximize his or her reward
once the reward does not only depend on the individual choices of a player (or a
group of players), but also on the decisions of all agents that are involved in the
conflict (game). In particular, the emphasis of the ISDG12-GTM2019 conference
was on the following topics:

* Cooperative games and applications

* Dynamic games and applications

* Pursuit-evasion games

* Dynamic networks

* Stochastic games and applications

* Market models

* Networking games

* Auctions

e Game theory applications in fields such as strategic management, industrial
organization, marketing, public management, financial management, human
resources, energy and resource management, and others.
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In this volume, two sorts of contributions prevail: chapters that are mainly
concerned with the application of game-theoretic methods and chapters where the
theoretical background is developed.

In the chapter of Petr Ageev and Svetlana Tarashnina, a three-player hierarchical
game with perfect information modeling the competition on telecommunication
market is considered. The Nash equilibrium is found and the results are illustrated
on an example.

In the chapter of Sadettin Haluk Citci and Kubra Uge, dynamic Bertrand
competition in mixed oligopoly where a private firm competes with a social welfare
maximizing public firm is considered. The corresponding game-theoretic model is
constructed and it is proved that under some conditions the game possesses the
unique Bayes equilibrium in dominant strategies.

In the chapter of Denis Fedyanin, the version of Tullock rent-seeking game is
considered. The results provide insights into the impact of reflexive analysis on the
properties of information control. In the most simple case, the Nash equilibrium is
found and its properties are discussed.

In the chapter of Ekaterina Gromova and Anastasiya Malakhova, a special
differential 3-person cooperative game on network is considered. For finding
solutions in such class of games, the characteristic function must be calculated.
There are different approaches for the definition of this function. The authors use
classical Neumann—Morgenstern approach and found the values of this function in
explicit form.

In the chapter of Igor Konnov, the problem of finding the optimal performance
of a composite system taking in account the possible external interference and
corresponding protecting measures. In general, the problem can be formulated as
a parametric zero-sum game. The author proposes an inexact penalty method for
the solution which can be applied also to more general cases.

In the chapter of Alexei Korolev, the network game-theoretic model with
production and knowledge externalities and stochastic parameters is considered.
The explicit expressions for the dynamics of a single agent and dyad agents in the
form of Brownian random processes are derived and the qualitative analysis of the
solutions is provided.

In the chapter of David A. Kosian and Leon A. Petrosyan, the new type of
characteristic function for the cooperative games with hypergraph communication
structure is proposed. The value of the characteristic function for each coalition is
computed as sum of the cooperative payoffs of players from this coalition under an
additional condition that players outside the coalition are cutting links with coalition
members. Is it proved that the corresponding game is convex.

In the chapter of Nikolay A. Krasovskii and Alexander M. Tarasyev, the
algorithm is developed for finding the value function of the zero-sum setting for
differential dynamic bimatrix games on an infinite time interval. The results are
illustrated on nontrivial and interesting example of 2 x 3 bimatrix game. The
construction of the value functions of both associated zero-sum games is provided
and a feedback strategy of the first player is found.
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In the chapter of Suriya Kumacheva, Elena Gubar, Ekaterina Zhitkova, and
Galina Tomilina, the effect of information spreading about future tax audits is
considered using an evolutionary game approach. The scenario analysis has shown
that the propagation of information about the possible audit may increase the tax
collection.

In the chapter of Denis Kuzyutin, Ivan Lipko, Yaroslavna Pankratova, and Igor
Tantlevskij, the problem of time consistency of cooperative solutions in dynamic
multicriterial games is considered. The variation of a known IDP technique which
guarantees the no negativity of stage payments necessary for the realization of time-
consistent solutions is proposed. Results are illustrated on interesting examples.

In their chapter, Mario Alberto Garcia Meza and Cesar Gurrola Rios considered
conditions under which the cooperation between companies may give better results
than competition. While substitute goods hardly find solution for cooperation, in the
article the examples are given on how the complementarily can achieve such results.
The existing time-consistency problem in cooperation is not considered.

In the chapter of Ekaterina Orlova, the one-shot cooperative game model of
Eurasian gas network is considered and different solution concepts such as the
Shapley value, core, and nucleolus are compared. Among other topics, the effect
of liberalization is studied. Many interesting examples based on real data analysis
are presented.

In the chapter of Dmitry Rokhlin and Gennady A. Ougolnitsky, the continuous-
time dynamic game in the case of one leader and one follower is considered. The
conditions for the existence of Stackelberg solution are derived and the solution
is found in explicit form in a game-theoretic model of a nonrenewable resource
extraction problem.

In the chapter of Ovanes Petrosian, Maria Nastych, and Yin Li, the differential
game model is applied to analyze the world oil market. The looking forward
approach is proposed to take into account dynamically updating information. To
model the situation on different time intervals, non-cooperative and cooperative
approaches are used. The numerical simulations based on open access date are
presented.

In the chapter of Simon Rothfuf3, Jannik Steinkamp, Michael Flad, and Soren
Hohmann, the game-theoretic approach is used to model the interaction of humans
and automated assistant systems. The goal is to design emancipated cooperative
decision-making systems capable of negotiating with humans. Two game concepts:
event-based game and game model based on war of attrition are proposed for
describing the negotiation process.

Alexander Sidorov in his chapter tries to show on developed mathematical
models that in some cases the typical presumption of the most economic theories
that free entry is desirable for social efficiency may not be always true. He considers
the one-sector economy with horizontally differentiated good and one production
factor-labor with special classes of utility functions.

Igor Shevchenko in his chapter considers a classical game of obstacle tag
proposed first by R. Isaaks in his book. The solution of the game in the sense of
saddle point is not known although many papers are published on the subject. The
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author proposes the strategy for the pursuer which allows him to choose the geodesic
lines and evaluates the guaranteed results for this strategy.

The ISDG12-GTM2019 program committee thanks all the authors for their
active cooperation and participation during the preparation of this volume. Also,
the organizers of the conference gratefully acknowledge the financial support given
by the Saint Petersburg State University. Last but not least, we thank the reviewers
for their outstanding contribution and the science editor.

Saint Petersburg, Russia L. A. Petrosyan
Petrozavodsk, Russia V. V. Mazalov
Saint Petersburg, Russia N. A. Zenkevich



Contents

1  Competition as a Hierarchical Multistage Game .......................
Petr Ageev and Svetlana Tarashnina

2 Information Exchange in Price Setting Mixed Duopoly................
Sadettin Haluk Citci and Kubra Uge

3 Reflexive and Epistemic Properties of the Tullock Rent-Seeking
GAIE . ... s
Denis Fedyanin

4  Solution of Differential Games with Network Structure
in Marketing ...... ... i
Ekaterina Gromova and Anastasiya Malakhova

5  Penalty Method for Games of Constraints...............................
Igor Konnov

6 Adjustment Dynamics in Network Games with Stochastic
Parameters ... ...
Alexei Korolev

7  New Characteristic Function for Cooperative Games with
Hypergraph Communication Structure..................................
David A. Kosian and Leon A. Petrosyan

8 Minimax Generalized Solutions of Hamilton-Jacobi Equations
in Dynamic Bimatrix Games .....................ooi
Nikolay A. Krasovskii and Alexander M. Tarasyev

9  Analysis of Economic Behaviour in Evolutionary Model of Tax
Control Under Information Diffusion....................................
Suriya Kumacheva, Elena Gubar, Ekaterina Zhitkova, and Galina
Tomilina



10

11

12

13

14

15

16

17

Contents

Cooperation Enforcing in Multistage Multicriteria Game: New
Algorithm and Its Implementation ....................................... 141
Denis Kuzyutin, Ivan Lipko, Yaroslavna Pankratova, and Igor

Tantlevskij

Complementarity of Goods and Cooperation Among Firms in
aDynamic DUuopoly...........cooiii s 161
Mario Alberto Garcia Meza and Cesar Gurrola Rios

Cooperative Solutions for the Eurasian Gas Network.................. 173
Ekaterina Orlova

Optimal Incentive Strategy in a Continuous Time Inverse
Stackelberg Game .......... ... 201
Dmitry B. Rokhlin and Gennady A. Ougolnitsky

The Looking Forward Approach in a Differential Game Model
of the Oil Market with Non-transferable Utility ........................ 215
Ovanes Petrosian, Maria Nastych, and Yin Li

Cooperative Decision Making in Cooperative Control Systems

by Means of Game Theory .................ccooiiiiiiiiiiiiiin.. 245
Simon Rothfuf}, Jannik Steinkamp, Michael Flad, and S6ren

Hohmann

Social Inefficiency of Free Entry Under the Product Diversity ........ 267
Alexander Sidorov
An Alternative Pursuit Strategy in the Game of Obstacle Tag ........ 283

Igor Shevchenko



Contributors

Petr Ageev Saint Petersburg State University, St. Petersburg, Russia
Sadettin Haluk Citci Gebze Technical University, Kocaeli, Turkey
Denis Fedyanin V.A.Trapeznikov Institute of Control Sciences, Moscow, Russia

Michael Flad Institute of Control Systems (IRS) at Karlsruhe Institute of Technol-
ogy (KIT), Karlsruhe, Germany

Ekaterina Gromova Saint Petersburg State University, St. Petersburg, Russia
Elena Gubar Saint Petersburg State University, St. Petersburg, Russia

Soren Hohmann Institute of Control Systems (IRS) at Karlsruhe Institute of
Technology (KIT), Karlsruhe, Germany

Igor Konnov Kazan Federal University, Kazan, Russia

Alexei Korolev National Research University Higher School of Economics,
St. Petersburg, Russia

David A. Kosian Saint Petersburg State University, St. Petersburg, Russia

Nikolay A. Krasovskii Krasovskii Institute of Mathematics and Mechanics UrB
RAS, Yekaterinburg, Russia

Suriya Kumacheva Saint Petersburg State University, St. Petersburg, Russia
Denis Kuzyutin Saint Petersburg State University, St. Petersburg, Russia

National Research University Higher School of Economics (HSE), St. Petersburg,
Russia

Yin Li Saint Petersburg State University, St. Petersburg, Russia
Ivan Lipko Saint Petersburg State University, St. Petersburg, Russia

Anastasiya Malakhova Saint Petersburg State University, St. Petersburg, Russia

xi



xii Contributors

Mario Alberto Garcia Meza Universidad Juarez del Estado de Durango,
Durango, Mexico

Maria Nastych National Research University Higher School of Economics,
St. Petersburg, Russia

Ekaterina Orlova RANEPA, Moscow, Russia

Gennady A. Ougolnitsky I.I. Vorovich Institute of Mathematics, Mechanics and
Computer Sciences of Southern Federal University, Rostov-on-Don, Russia

Yaroslavna Pankratova Saint Petersburg State University, St. Petersburg, Russia
Ovanes Petrosian Saint Petersburg State University, St. Petersburg, Russia

Leon A. Petrosyan Saint Petersburg State University, St. Petersburg, Russia
Cesar Gurrola Rios Universidad Juarez del Estado de Durango, Durango, Mexico

Dmitry B. Rokhlin I.I. Vorovich Institute of Mathematics, Mechanics and
Computer Sciences of Southern Federal University and Regional Scientific and
Educational Mathematical Center of Southern Federal Universit, Rostov-on-Don,
Russia

Simon RothfuB Institute of Control Systems (IRS) at Karlsruhe Institute of
Technology (KIT), Karlsruhe, Germany

Igor Shevchenko Pacific Branch of the Russian Federal Research Institute of
Fisheries and Oceanography, Vladivostok, Russia

Far Eastern Federal University, Vladivostok, Russia
Alexander Sidorov Sobolev Institute of Mathematics, Novosibirsk, Russia

Jannik Steinkamp Institute of Control Systems (IRS) at Karlsruhe Institute of
Technology (KIT), Karlsruhe, Germany

Igor Tantlevskij Saint Petersburg State University, St. Petersburg, Russia
Svetlana Tarashnina Saint Petersburg State University, St. Petersburg, Russia

Alexander M. Tarasyev Krasovskii Institute of Mathematics and Mechanics UrB
RAS, Yekaterinburg, Russia

Galina Tomilina Saint Petersburg State University, St. Petersburg, Russia
Kubra Uge Gebze Technical University, Kocaeli, Turkey

Ekaterina Zhitkova Saint Petersburg State University, St. Petersburg, Russia



Chapter 1 )
Competition as a Hierarchical Multistage e
Game

Petr Ageev and Svetlana Tarashnina

Abstract We investigate the process of competition on the market of telecommuni-
cation services between three firms: the leader, the challenger and the follower. In
this work we construct a model of competition between three players in the form of a
multistage hierarchical non-zero sum game and compare it with our previous model
of competition between three players in the form of a multistage non-hierarchical
non-zero sum game. Compared to previous model, a hierarchical component was
introduced. As solution of the game we find a subgame perfect equilibrium. We
illustrate and compare the results with an example for three companies working on
the Saint-Petersburg telecommunications market with the same initial conditions as
in the previous work.

Keywords Hierarchical game - Subgame perfect equilibrium - Competition
model - Telecommunication market

1.1 Introduction

Competition between three companies on the market was investigated. All firms
have different types: the leader, the challenger and the follower. The leader is a
company that prevails on the market and acts in three main directions:

* expansion of the market by new customers attracting and new areas finding;
* increasing its market share;
* protecting business from attacks by defensive strategies.

The challenger firm is a company that does not lag far behind the leader of the
market and tries to become the leading company by using attacking strategies. The

P. Ageev (P4)) - S. Tarashnina
Saint Petersburg State University, St. Petersburg, Russia
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follower firm is a company that pursues following others companies policy and does
not risk achieved market positions. This firm uses strategies aimed to expand its
market share, but those that do not cause active opposition to competitors.

In paper [1] the competition on the market is presented by a multistage decision-
making model. At the first stage, the decision is made by the leader. At the next
stage, taking into account the leader’s strategy, the decision is made by the company-
follower. At the same time each firms pursues its own goals during strategy
selection.

First of all, we introduce a hierarchical component into the game, that was
described in [2]. The hierarchy is introduced by player decision prioritizing, who is
located at a higher hierarchical level relative to the opponent located at a lower level.
Let the leading company be located on the first, the most important hierarchical
level, the challenger company—on the second, the follower firm, respectively, on
the third level. Thus, at the same hierarchical level there is only one player (firm).
Mentioned hierarchy component means that the leader and the challenger choose
their strategies consistently compared to the previous model, where the leader and
the challenger companies act simultaneously. Due to the challenger is located at a
lower hierarchical level, this company taking into account both the leader strategy
and subscribers preferences, while the leader taking into account only subscribers
preferences. In our model at the first stage, the leader decides which services should
be offered to subscribers and chooses service price. Since the leader company is
located on the first hierarchical level, we believe that when this firm make a decision,
player takes into account only the preferences of subscribers and tries to satisfy of
as many of them as possible. At this stage of the game, part of subscribers make
their choice in favor of the leader.

At the second step of the game, the challenger company makes a decision about
telecommunication services that should be offered and chooses its price. During this
choice, the challenger company takes into account the preferences of subscribers
and the leader strategy. At this step, part of subscribers choose the second player.

At the next step of the game, the follower firm, taking into account the choice
of competitors, decides what should be offered to potential customers. At the same
time, the follower company seeks to retain old subscribers and, if possible, attract
a part of competitors clients. At this step, the remaining part of subscribers makes
their choice. Suppose that at the start of the game, all subscribers are informed about
all tariffs that operators able to offer.

We assume that each customer must choose one of the telecommunication
services (tariff). If a customer decides to keep old tariff, we believe that he chooses
the appropriate relevant company service. The leader and the challenger aim to
maximize their profits by attracting some of the competitors’ customers. The
purpose of the follower is to maximize profit and to save his customers without
negative reaction of competitors.

We formalize this problem of competition on the telecommunications market
between three companies as a hierarchical nonzero-sum game. As a solution of this
game we consider a subgame perfect equilibrium (SPE) [3-5]. Example is given
and discussed in the paper. The obtained solution allows each company to develop
a long-term strategy to maximize its summing payoff.
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1.2 Game Formulation

We introduce the following assumptions:

1. Firms are informed about subscribers preferences.

2. As a profit we will understand the difference between the price of the service
and the unit costs for it; the profit can only be positive.

3. The income from the sale of a certain service is determined by quantity of
subscribers who have decided to use this service, and corresponding price.

4. Service price is the total cost of services, which should be paid by subscriber
per month.

5. Telecommunication service is a certain tariff consisting of a services package.
For example, a tariff consists of v minutes for all outgoing calls, b gigabytes of
Internet and z outgoing SMS messages. Further, the number of outgoing SMS
messages is omitted from consideration, since to date SMS messages have been
replaced by so-called messengers.

6. Since quite often subscribers use the Internet for outgoing calls, and the demand
for such tariffs is higher, telecommunication operators set the price for the
Internet tariffs higher despite the fact that the unit costs for such services is
much lower.

7. We assume that the same type services unit costs are equal for the same
company.

8. Let the fixed costs for operator are equal for all of the offered tariffs.

9. The fixed costs for larger companies are higher than their competitors have, and
the unit costs are lower.

10. Subscribers are informed about services which may be offered by any player.
11. The situation on the market when different firms offer similar tariffs for the
same price is not possible.

We denote by Fi the leader, F> is the challenger and F3 is the follower. Let N =
{F1, F», F3} be the set of players—telecommunication companies, which provide
services on the market.

Let I = {1,...,m} be the set of services (tariffs) that are offered on the
telecommunications market. Each element of i, € I is specific type of service. This
service will be called the service type i,, offered by any firm.

Denote by I1, I and I3 subsets of I, which contain the offered services,
respectively, by the leading firm, the challenger firm and the follower firm. Assume
that LULUL =Tand 1N NI3 =0.

Let the following quantities are known:

o cll.C is the price of service i for the player Fy, where i € I} and k € {1, 2, 3};

e g; is the unit costs of service i;

* fi is the fixed costs (i.e. costs that are not depends on the services scope) for the
player service Fi, k € {1, 2, 3}. At the same time, the fixed costs are constant.
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We denote by J = {1, ..., n} the set of subscribers using the services offered
on the market. Each element j € J is a certain subscriber (customer). We assume,
that subscriber chooses one of the firm services, based on his internal preferences,
which are specified by splitting the set J into two subsets J7 and Jp. Jr includes
subscribers, who mainly think about low price during selection an operator. In turn,
Jr is divided into J7, Jr, and J7,. Jy; consists of subscribers, who mainly think
about low price and about number of minutes for outgoing calls within the tariff.
Jr, is subscribers, who pays attention to the low price and the volume of Internet
traffic provided within the tariff. J7,—set of subscribers, who need a balanced tariff
in terms of the internet traffic and the number of minutes for outgoing calls. The
subset Jp contains “conservative” subscribers. They are subscribers who are not
able to change operator, because it is a problem for various reasons, for example,
they are corporate users. The following expressions hold:

Jr Ui Urn =Jr, (1.1)
Jr, N Jn, NIy = 0. (1.2)

We suppose that J = Jr U Jp, JT N Jp = (. It means, that one subscriber able
to choose only one firm. If he has several SIM-cards, we say that, in terms of our
game, these are different subscribers, because spending for different SIM-cards is
unique. We have

=y =nunuss. (1.3)

Expression (1.1) describes the distribution of the subscribers set between players at
the initial stage of the game. Let the following relations hold:

PN Jr| = 13 N drl > 179 N Jrl,
PN Jpl > 1IN Jp| > 1IN Tpl.

We assume that subscribers from the Jp N J,? always choose the player k, where
k € {1, 2,3}, and the service that the operator k offers at the moment, regardless of
the offered tariff. '

By the strategy of player F, where k € {1, 2, 3}, we define s,’(’ = (cl. s Vi blk ),
i, € Ix. We denote the set of strategies Fy by Sy = {s" . i, € I}. Obviously, the
player strategy is characterized by the following indicators: the price ck the number

of minutes v , the number of gigabytes for the mobile Internet bk
Let 1ntr0duce the subscriber j € J preference relationships for services offered
by firms F and F;.

For subscriber j € J we say that the strategy (Cil, i ”) of the firm F

is preferable to the strategy (cl.zp, vl.zp,bizp) of the firm F,, ie. (cl.l, iz’biz) b
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(¢, v? b?p) if the following condition hold:

ip’ Vip’

l—a)x 7 4+ax <(Il—a)x J +ax .
- ; 100 x b} - ; 100 x b7

For subscriber j € J N Jr; o = 0, for subscriber j € J N Jr, o = 1, for subscriber
jeJnNipa= ; Similarly for the opposite case.

If it holds:
cl el 2 c?
I-a)yx T+ax " =U-a)x L tax "
v} 100 x b} v, 100 x b2

we assume that subscribers will choose an operator with a higher market status.
The process of identifying preferred strategies by subscribers is carried out in
pairs for players, i.e. firstly for the leader and for the challenger, then for the leader
and for the follower, as well as for the challenger and for the follower.
We introduce the switching function V; (s,i’).

i 1, if i, is preferred service for subscriber j;
Vi(s)) = .
0, otherwise,
i.e., the function characterizes the preference for the subscriber j € J of the service
i, € I offered by the player Fj, compared to all other types of services that are
offered on the market. For regular subscribers, i.e. for j € J N Jp:

Vi(si) = 1foralli € Iy, k € {1,2,3}.

We assume that the services are selected by subscriber for a month in advance.
Let introduce the value g; (s;{’) = (cl’.‘r — a;, ), which characterizes the profit of a
company Fy by the subscriber j when the firm uses strategy s,i’. The i, service,

which offers a larger amount of Internet traffic is designated as ifh. The service,
which offers a greater number of minutes for outgoing calls is designated as /""",
Balanced service is designated as ifhmm. Taking into account of assumption 6, we

obtain the following inequality

l’é’b iﬁbmnt l-:rmt
gilsy ) > gj(sy ) > g;i(sy ) >0,

fork € {1,2,3},i, € Iy, j € J.
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Denote by Gk(s,i’) the total profit of firm k from customers j € Jp N J2, which
choose the service i, i.e.

Ge(s) =Y gi(s),

jelpnJ?

where k € {1,2,3}and i, € I.
The payoff functions in [2] were defined by the following way:

HiGsY sy I ==fi+ Y gils)) x Vi(s{) x (1= Vi(sy)) + Gi(sy),
jedrnJo

wherei; € I1, i, € I.

Hy(s\' sy I =—fH+ Y gi(sy) x Vilsy) x (1= V;(s\)) + Ga(sy),
jedrnJo

where i; € I1,ip € D.
Hy(s{l sy 55, 10 = = fat
ix ix il i.l? ix
+ D gl x Vilsy) x (1= Vi(s1)) x (1= Vi(sy) + Ga(s5),
jedrnJo
wherei; € I1,ip € I, is € I3.

We transform these payoff functions for the case of a hierarchical non-
antagonistic game. For the leader we have:

HiG), I =—fi+ Y0 giGi) x Vi) +Gits),
jeJrnJo

where i; € 1.
For the challenger we have:

Hysy % Ih ==+ > i) x Vi(sy) + Galsy),
JeIrnO\J}

where i; € I1,ip € D.
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For the follower we have:

Hy(s5, 00 I ) = —f3 + > 2j(s3) x Vi(s§) + Ga(sy),
JeIrnUN\U{UL))

wherei; € I1,ip € I, is € I3.
The payoff functions expresses the total profit of players taking into account
changes in income due to the loss and acquisition of subscribers.

Vi + Vi) + Vit <1, irelh, ipe b, ise I, j €. (1.4)

Inequality (1.4) shows that it is not possible that for the subscriber j € J two
services are the most preferable at the same time compared to each other.

The game leader is determined by the number of subscribers available to the
company at the beginning of the game. At the end of the game, in the case of equality
of the subscribers for several companies, the leader is determined by the amount of
total profit. Since, ceteris paribus, the follower firm can both play along with the
leader firm and play along with the challenger firm, for definiteness, we assume that
player F3 plays along to player Fj.

Thus, the competition on the telecommunications market can be formalised in
the form of non-zero sum game I:

I'=<N, 8, $8,83, Hi, Hy, H3 > .

1.3 Nash Equilibrium

We assume that for the same strategy type for the same player the value g; (s,’;’) will
be greater for the strategy s,’(’ , if this tariff has greater volume of the services. That

is, if i1 and i are “Internet” tariffs, than the value of g; (s,’(l) will be greater if the
service i1 offers larger package of Internet traffic. This is due to the fact that when
the volume of the service increases, the price for it increases, while the unit costs
according to the assumptions for the same type services are the same.

We build a subgame perfect equilibrium in the same way as shown in the

paper [2].

Theorem 1.1 In a non-zero sum two-stage game I' =< N, S1,$, S3, Hy,
Hy, Hy > the strategies sy, s3, s; lead to a subgame perfect equilibrium if the
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next inequalities (1.5) are fulfilled:
Do Vi)
jedrnJo

Z Vi(s7) + wi

jedrnJo

g(s7) = x g(s1),

Z V; (séz) + wy
Jelrn(INJTh ;
g(s3) = o x §(s7), (1.5)
Z Vi(sy) + w2
JeIrnUINI)

> Vi(s2) + w3
jeIrnUNJUL))

> Vj(s3) + w3

jedrnUON\JUI))

g(st) > x g(s%),

forVs2 € (S1), Vs € (Sa), Vs € {S3), where wy = |Jp N JQ|, k € {1,2,3).

1.4 Results Comparison

In order to compare the results, we use the same strategies and the same conditions
(for example, the initial distribution of subscribers between operators), presented
in [2].

We assume that I} = {1, 2}, L, = {3,4}, Iz = {5, 6}.

* Tariff 1 contains 200 min of outgoing calls, 2 GB of Internet traffic. Fixed costs
fl1 are equal to 70, the unit cost a; is equal to 60.

* Tariff 2 contains 100 min of outgoing calls, 6 GB of Internet traffic. Fixed costs
le are 70, the unit cost a; is 50.

 Tariff 3 contains 200 min of outgoing calls, 3 GB of Internet traffic. Fixed costs
f32 are equal to 60, the unit cost a3 is equal to 70.

* Tariff 4 contains 150 min of outgoing calls, 5 GB of Internet traffic. Fixed costs
f42 equal to 60, the unit cost a4 equals to 60.

e Tariff 5 contains 150 min of outgoing calls, 4 GB of Internet traffic. Fixed costs
f53 equal to 50, the unit cost as is 70.

 Tariff 6 contains 100 min of outgoing calls, 7 GB of Internet traffic. Fixed costs
f63 equal to 50, the unit cost ag equals to 60.



1 Competition as a Hierarchical Multistage Game 9

Let J = {1,2,3,4,5,6,7,8,9,10,11, 12, 13, 14, 15, 16, 17}. Divide J7 into
three sets Jr, Jr, and Jy,. We have Jr; = {1,2,3,4,5}, J, ={6,7,8,9}, Jpy =
{@}.

The set Jp includes customers 10, 11, 12, 1314, 15, 16, 17.

Let JP N Jp = {10, 11, 12,13}, J9 N Jp = {14, 15,16}, JI N Jp = {17}.

Assume that

JNJr ={1,4,6,9), JYNJr ={2,57}, J{nJr={3,8).
Let us move on to the strategy sets: S1 = {sll, s%}, Sy = {szl, s%}, Sy = {s31, s32},
s = (300, 1), s? = (330,2),
51 =(310,3), 57 = (320,4),
st =(320,5), s7 = (340, 6).

Thus, Table 1.1 shows the initial data and conditions.

Then, according to the tariff preference rules, we get the following results.
Table 1.2 presents the results of the subscribers distribution between players,
depends on used strategies.

Figure 1.1 shows the constructed subgame perfect equilibrium and players
payoffs.

Then, the game situation, when in the node 1 player F; chooses the strategy sll,
in nodes 2 and 3 player F, chooses the strategy s%, and in nodes 4, 5, 6, 7 player
F3 chooses the strategy s32, is the subgame perfect equilibrium, which is written as

[(s1); (53); (53); (53); (53); (53); (53)]-

Table 1.1 Baseline data

Firm Strategy ~ Tariff  Fixed costs ~ Unit costs Minutes  Gigabytes  Price
Leader S 11 1 70 60 200 2 300
Sl2 2 70 50 100 6 330
Challenger S21 3 60 70 200 3 310
52 4 60 60 150 5 320
Follower S31 5 50 70 150 4 320
53 6 50 60 200 7 340
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Table 1.2 Distribution results

Strategy Customers Customers Customers Payoffs
profile  of firm F; of firm F» of firm F3 (Hy, H>, H3)
shosd ) (1,2,3,4,5, 10,11, 12,13} {14, 15, 16} {6,7,8,9, 17} (2090, 660, 1200)
s2,s3,51 {6,7,8,9,10,11,12,13}  {1,2,3,4,5, 14,15, 16} {17} (2170, 1860, 270)
si,s3,s3 {1,2,3,4,5,10,11, 12,13} {6,7,8,9,14,15,16} {17} (2090, 1760, 200)
52, 53,53 {6,7,8,9,10,11,12,13}  {1,2,3,4,5, 14,15, 16} {17} (2170, 2020, 270)
stoshos? {1,2,3,4,5,10,11, 12,13} {14, 15, 16} {6.7,8,9, 17} (2090, 660, 1350)
52,53, 52 {10, 11, 12,13} {1,2,3,4,5,14,15,16} {6,7,8,9, 17} (1050, 1860, 1350)
st,s3,s2 {1,2,3,4,5,10,11, 12,13} {14, 15, 16} {6.7,8,9, 17} (2090, 720, 1350)
s2, 53,52 {10, 11, 12,13} {1,2,3,4,5,14,15,16} {6,7,8,9, 17} (1050, 2020, 1350)
2090 2090 2090 2090 2170 1050 2170 1050
660 660 1760 720 1860 1860 2020 2020
1200 1350 200 1350 200 1350 200 1350
A
(s) () (s (s) \ ()
F3
F2
F

Fig. 1.1 Subgame perfect equilibrium

1.5 Conclusion

Thus, we obtain that the strategies included in the subgame perfect equilibrium
coincide with those that were found in [2]. One of the reasons for this result is the
fact that in our previous work the Jr set was divided into J7, and Jr,. In our new
game formulation, the set Jr; was added, but according to the initial conditions,
it is initially empty. However, from the result interpretation point of view, it is
fundamentally different compared to the previous one, since in this case we see
that the challenger company generally loses achieved market position and becomes
a follower on the market, while the follower firm becomes a challenger.
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Chapter 2 )
Information Exchange in Price Setting Shethie
Mixed Duopoly

Sadettin Haluk Citci and Kubra Uge

Abstract Consider a dynamic Bertrand competition in mixed oligopoly, where a
private firm competes with a social welfare maximizing public firm. Firms produce
substitute products, face stochastic demand and each firm receive noisy signals
on common stochastic demand. In this mixed oligopoly, we examine incentives
of public and private firms to share their private signals through an independent
trade agency and we characterize equilibrium outcomes. We established two main
effects of information sharing: information sharing increases production efficiency
by enabling firms to predict stochastic demand shocks better. However, more precise
signals increase power of private firm to capture consumer surplus and lowers social
welfare. In Perfect Bayesian equilibrium of the mixed oligopoly game, private firm
shares all signals it receives with the public firm, whereas public firm shares no
information with the private firm. The market outcome is never optimal: it satisfy
neither of informational efficiency, production efficiency and allocative efficiency.

Keywords Mixed oligopoly - Information sharing - Information acquisition -
State owned enterprises - Stochastic demand

2.1 Introduction

Do firms in oligopolistic markets share information sufficiently or are oligopolistic
markets informationally efficient? This question has become more important in the
last decade as firms have started to use big data more intensely and competitive
intelligence activities have started to be more central in firm activities. Framingham
[3] reports that big data and business analytics revenues were 189 billion dollar
in 2019. An example better crystallizing the argument is competitive intelligence
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system adoption of the European unit of Cisco Systems [1]. Cisco initially started
to use this system to acquire information on firm demand, industry demand and
competitors’ activities. Meanwhile, Cisco voluntarily disclosed some of information
is gathered.

Acquiring and sharing information on demand and cost conditions is extensively
analyzed for pure oligopolies in the literature. Early contributions to the literature
were made by Ponssard [10], Novshek and Sonnenschein [9], Clarke [2], Fried [4],
Vives [11] and Gal-Or [5]. In the following years, many other studies have been
added to the literature such as Haraguchi and Matsumura [6], Myatt and Wallace
[8]. The literature showed that information sharing behaviors of firms extensively
depend on the type of competition (Cournot or Bertrand), types of products and
nature of uncertainty (whether it is cost of demand uncertainty). When uncertainty
is on common demand parameters, firms tend to share all information they have
with each other if they compete in quantities and goods are complements or if
they compete in prices and goods are substitutes [11]. The results are reversed if
uncertainty is on cost parameters.

This study extends prior literature by examining firms’ incentives to acquire and
share information on stochastic demand in mixed oligopolies. Mixed oligopolies,
characterized as the competition between private firms with a public firm whose
objective is not solely profit maximization, exist in many oligopolistic markets. 10%
of world 2000 largest publicly listed firms are identified as state-owned enterprises
[7]. State owned enterprises represent 62% of Russia’s stock market capitalization.
Therefore, a sizeable part of economic activities are maintained in mixed oligopolies
rather than in pure oligopolies. This study focuses on mixed oligopolies to extend
the information sharing literature in this direction.

Specifically, we consider a mixed duopoly where a private firm competes a la
Bertrand with a social welfare maximizing public firm. Firms produce substitute
products under common demand uncertainty and each firm receives an observation
sample on uncertain demand parameter. In this model economy, firms play two-
stage game and decide the extent of information to reveal with the other firm in
the first stage and decide pricing in the second stage. In equilibrium, private firm
always shares all information it has, whereas social welfare maximizing public
firm shares no information. These actions are dominant strategies for both firms.
Moreover, we established that the market outcome is never optimal: it does not
satisfy informational efficiency, production efficiency and allocative efficiency.

2.2 Model

We study a dynamic model economy where a social welfare maximizing public firm
(firm 1) competes with a private firm (firm 2) in prices. In the economy, there are
two differentiated, substitute goods, produced by each firm. To derive closed form
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solutions, utility function of consumers is assumed to be quadratic, strictly concave
and symmetric in the quantity of the goods.

Bat +2vqi1q2 + Ba3

Ugqr, q2) = a x (q1 +q2) — ) 2.1)
The specified utility function yields linear demand functions:
pr=a—=pBq —yq,
P2 =a—yq — Bq, (2.2)

where ¢ > 0, B > y > 0 and the assumption y > 0, guarantees that the goods are
substitutes. Accompanying consumer surplus can be defined as follows:

CS=U(q, q) — Y2, pidi»

42y q192+B43
CS=ax (g +q) = P IEE _pg— pag. (2.3)

To simplify the model, without loss of generality, marginal costs of both firms
are assumed to be zero. As a result, the profit function of the private firm is equal to:

T2 = pP29g2,

m = (o —yq1 = Bg2) X q2, (2.4)
and total producer surplus is equal to:

PS = p1q1 + p2g>. (2.5)

Both firms are assumed to be risk neutral. The private firm aims to maximize
solely its profit function. However, the public firm takes into account both its
own profit function, private firm’s profit function (producer surplus) and consumer
surplus. Public firm aims to maximize social welfare, defined by the following
equation

— 20*(B —y) — B(p} + P) +2ypip;

208> —v?) '
The crucial part of the model is that we model uncertainty in demand and allow
firms to choose information sharing about this uncertainty. Specifically, following
to Vives (1984), we assume that demand intercept, « is a random variable and is
normally distributed with mean @ and variance V(«). Each firm starts to game with
n; independent observation sample (#1, #;2, %3, - . . , tin), Where tijx = o + u;; and
u;i’s are independent and identically distributed random variables. Their mean is
Zero, variance auz and independent with «.

(2.6)
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There is an independent trade agency that collects the observation samples. Firm
1 (public firm) receives n observation sample and allows the trade agency to reveal
Aing observation where 0 < Ay < 1. Also, Firm 2 (private firm) receives n;
observation sample and allows the trade agency to reveal A,ny observation where
0 < Ay < 1. There are L1nj + Aany observation sample in the common pool after
each firm shares A;n; observation it has.

As aresult of this information sharing process, each firm observes a private noisy
signal for the random variable «. The equation of signals is given as

Ajnj

5 = (n, Y n/)(Zu,k—i—Zu]k) i=1,2. 2.7

We have bivariate, normally distributed error terms with zero means for s;, where
vi = 02/(ni+xijnj)and o1 = ((Ain1+Arana)/(n1+ron2)(na+ring))o2, implies
thatv; > 012 >0, i =1,2.

With these assumptions, we define following equations: E («|s;) = (1—¢;))a+1;s;
and E(sjls;) = (1 —dja +d;s;, with t; = V(a)/(V(a) +v;) and d; = (V(a) +
o12)/(V(a) +v;),1=1,2,i # j, where | > d; > t; > O since v; > o012 > 0.

The equations imply that signals give more precise information about the demand
intercept as the variance decreases. The conditional expectation formula is as the
following:

E(alsi) = (1 —tp)a + tis;. (2.8)

If the precision of the signals increase, #; increases because when ¢; increases
E(«|s;) gets closer to s; than «. Also, #; increases as v; increases because t; =
V()/(V(x) + v;). While the signal goes from being perfectly precise to being
completely imprecise, v; goes from 0 to oo and #; goes from 1 to 0. Last, all of these
are common knowledge.

Public and private firms play two-stage game. Timing of the game is as follows:
in the first stage, both firms receive private noisy signal about the uncertain demand
parameter. Each firm decides the amount of observation to share with its competitor.
Then, the independent trade agency collects these observations and distributes these
observations. In the second stage, given their received signal s;, based on their
collected and received information about uncertain demand, each firm decides price
to charge. The game ends at the end of the second stage.

2.3 Analysis

In this section, we determine Perfect Bayesian Equilibrium of the model. We start
to solve model using backward induction. Equilibrium price strategies in the second
stage are derived by establishing convergence points of “I think that he thinks that I
think...” type model.
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Public firm maximizes following expected social welfare function with respect
to pi.

2.9

2038 —y) = B(p} + p7) +2ypip))
ESW|s1) =FE ( 262 — p2) [s1]) -

While private firm maximizes following expected profit function with respect
to pa.

20a(B —y) — Bp2+vp1)
E(malsy) = E (” Por) =Pty m). 2.10)
B~ —v?)
So, the best response functions for each firm are as follows:
p1(s1) = % E(pa(s2)ls1)
and
(pals2) = E (“P3)777153). @.11)
This yields following equations:
14 B—v 14
sy =" ( Ex(@ls2) + ) Ex(pi(snlsa)| s1>. 2.12)
p 28 28

After some messy calculations, we obtain following best response function in
terms of exogenous variables:

J/(IS—J/)< 282 ) J/(ﬁ—V)< 282

pi(sy) = 282 282 — 2 @+ 282 282 — y2d,d»

) dita(s1 — @)
(2.13)

and we can re-write expected social welfare function as the following:

E(SW|s1) = 2(8 —y) E(@®) — B E(pi(s1) — B E(p2(s2)Is7)

1— [
2(82 —y?)
2y E(pi1(s1) p2(s2) |S1):|- (2.14)

Again, after proper substitution and calculations, we derive expected social
function in exogenous terms:

(SWis1) = 28— y)(V(a) +a°)

1
2(B? — J/z)[
—B (X% + X2 2V () + o)+ 22+ Z2 2 dX(V() + vl))

+2 (X1 Zi+ Xe 23 di (V@) +on) |, @219)
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_ 2 2 _ _ 2 2 —y - 2 2
where X| = V(fﬁzy) 2,32/37;/20" Xy = V(fﬂz”) 2ﬁ2752d1d2d1’ and Z; = ﬂzﬂyazﬁz’iyz,

_Bv 28
22 =25 apyna; L . : .
Then, we make a similar analysis to derive best response function and expected

profit of the private firm in exogenous terms. We already derived the following
function for the best response function of the private firm:

pa(s2) = E <a(ﬂ - ;; Trp ‘Sz) . (2.16)
This yields,
_B-v Y Y
pa(s2) = 25 Ez(a) + 26 Ey (/8 E1(p2)>- (2.17)

After proper substitution and calculations, we derive best response function of
the private firm in exogenous terms.

—y_ 287 — ) 2p2
men="""a 2’6 , + P Y e —ad ) ﬁz . (2.18)
28 28—y 2B 2B% — y=didy
Or we can re-write this function in linear form as follows:
p2(s2) = Z1 + 12 Z2(s2 — @). (2.19)
Then, the expected profit of the private will be equal to:
E(mals2) = ! 22+ 72 2(V(a) + v) (2.20)
ﬂzsz—ﬂz_yz 1 2 b o 1%) . .

So far, we derived best response functions of both firms and corresponding
expected values of their objective functions by solving each firm’s equilibrium price
decisions in the second period. The derived conditional expected values of both
firms’ objective functions, E(SW|s1) and E(m3|s2), show how these functions are
related to the signals s; and s». Now, following the backward induction, we turn to
the first period and derive their information sharing decisions in the first period of
the game. The following lemma summarizes our first result.

Lemma 2.1 An increase in the precision of private firm’s information, or in the
precision of public firm’s information, or correlation of signals unconditionally
raises expected profit of private firm.

Proof The following equations show the derivative of expected profit of private
firm with respect to the precision of private firm’s information (v7), the precision of
public firm’s information (v1), and correlation of signals (o12).

0E(malsy) _ 1 (; +0(B =) V(@? (V(e) +v1)? ﬂ2)>

221
dv2 4 & =mB+y) 22D
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where ¢ = B2 (V(@)? + (v + 1) V(@) + viv2) and n = 1 y% (V(@) + 012)?
The derivative, °F (”2“2) , is always negative for all values of the parameters. As a
result, an increase in the precision of private firm’s information, the decrease of the

variance (vy), raises the expected profit of the private firm.

0E (m2]s2) _ <,32 YEV(@)*(B = v)(V (@) + v2)(V (@) + v)(V () +012)>
4

vy C—m3B+y)
(2.22)

Then, as long as y # 0, aE(”Z‘VZ) < 0. As we assumed that goods are substitutes
(y > 0), then the derivative is negatlve.
Last,

IE(mals2) <ﬁ2 Y2V(@)?2(B = y)(V(e) + v2)(V(e) + v1) (V(a)+012)2)
T2

do12 C—-m3B+y
(2.23)

The assumption 8 > y > 0 guarantees that the derivative is positive, SEQZ?Z‘SZ)

0. As a result, the increase of the correlation of the signals raises expected profit of
the private firm. |

The first lemma summarizes that the increase of all kind of information in the
pool has a positive effect on the expected profit of the firm. The reason of this result
is simple. There are two effects of the increase of the information: the first one is
the output adjustment effect. More information leads firms to adjust to shocks and
increases efficiency. Evidently, through this effect, more information in the market
has tendency to increase the expected profit of the private firm. The second effect is
that: when the firm is price setter, more information leads greater scope to extract
consumer surplus. As, the private firm solely aims to increase its profit, through this
effect, more information again has tendency to increase the expected profit. Hence,
as more information has positive impact on profit through both channels, the net
effect is also positive on the expected profit.

The next lemma summarizes the effect of more information in the market on
social welfare.

Lemma 2.2 An increase in the precision of private firm’s information, or in the
precision of public firm’s information, or correlation of signals unconditionally
lowers expected social welfare.

Proof The derivative of the expected social welfare with respect to relevant
parameters are as follows:

DE(SWIs1) _ 51; ((c + B — 1) V@? (V(@) + 012)2 5) , (2.24)

av| ¢ —n?
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where B2(V (@)% + (v1 + v2)V(a) + vivp) = ¢ and %y2(V(a) +o12)2 =1
GESWIs)

Then the derivative with respect to v; is positive, ov,

IE(SWls)) _ 1 <(V(oe) +v)? (B = )? V@? (V(@) + 012)? ﬁ3)
v 4 & —mn? '

(2.25)

Similarly, the derivative with respect to vy is positive, aE(ggl‘”) > 0. That
implies an increase of the precision of information, a decrease in vy or vy, lowers
expected social welfare.

IE(SWls1) _ 1 <(§ +n) (V@) +012) (V(@) + 1) (B =) V(@)? ﬁ)

do12 4 ¢ —n?
(2.26)
Last, the derivative with respect to op2 is negative, aE%ivl‘;‘”) < 0, which
completes the proof. |

The reason behind the results summarized in Lemma II stems from the trade-
off between increasing production efficiency versus increasing power of capturing
consumer surplus. As the Lemma I shows more information in the market leads
greater scope to extract consumer surplus of the private firm, this leads overall fall
in the social welfare.

Lemma 2.3 An increase in Aj lowers v; and v; is independent of A;, i = 1,2,
j#i
Proof Equation is as follows:
o
v = , (2.27)
ni+Aajn;
v; is inversely related to A j, while independent of ;. |

Lemma 24 IfA; < 1,i =1,2, j # i, then o1 increases with A;, while if A; = 1,
then o017 is independent of A;

Proof Equation for oy, is as follows:

A A
op=  mtden) o (2.28)
(n1 + Aanp)(n2 + Arny)
Now fori =1
d A —1
o1 (A2 — Dnina > (2.29)

= — o, .
oA (n1 + rnp)(ny + Anp)? "
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If Ap = 1, the derivative is 0, if Ap < 1, then the derivative is positive.
Similarly fori =2

d A —1
o _ (A1 — Dnng . o2. (2.30)
A2 (n1 + Aanz)(ny + Any)
If &1 = 1, the derivative is 0, if A1 < 1, then the derivative is positive. |

The previous two lemmas, Lemma III and Lemma IV show effects of increasing
the number of observations in the pool on variance, v; and correlation of signals,
o12. After these lemmas, the next corollary summarizes net effect of information
sharing on expected profit of the private firm and expected social welfare.

Corollary 1 More information sharing in the pool increases expected profit of the
private firm while decreases expected social welfare.

Proof Lemma I together with Lemma III and Lemma IV imply that increase in
Ai, i = 1,2, has increasing effect on expected profit of the private firm. Similarly,
Lemma II together with Lemma III and Lemma IV imply that increase in A;, i =
1, 2, has increasing effect on expected social welfare. |

Table 2.1 summarizes the net effects of more information sharing and channels
in which more information affects expected profit and social welfare.
The next proposition summarizes main result of the paper.

Proposition 1 Suppose goods are substitutes. Then the two-stage Bertrand game
has a unique Perfect Bayes Equilibrium in dominant strategies. There is partial
information pooling: the public firm does not share any information, while private
firm completely shares all information it has.

Proof As corollary shows, more information in the pool increases expected profit of
the firm in all cases, independently of the best response of the public firm. As a result,
dominant strategy of the private firm is to share all information it has. Conversely,
more information in the pool decreases overall expected social welfare in all cases.
Thus, no information sharing is the dominant strategy for social welfare maximizing
public firm. ]

An important remark is that although one of the firms is social welfare maximiz-
ing public firm, the market outcome is never first-best optimal. As there is partial
information sharing, the market outcome does not maximize production efficiency
and does not enhance informational efficiency.

Table 2.1 Fifects of bt wl Emt ESW|
information sharing on

expected profit and social ot Emt  ESW]
welfare At v Em 1 ESW |

ot Emft ESW|
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A relevant question here might be whether public firm may choose not to use the
information that the private firm provides. As less information in the information
pool has always social welfare increasing effect, one may argue that public firm may
choose not to receive information provided by the private firm. If ex ante the public
firm could guarantee that it would not use the information shared by the private firm,
it would choose not to use the information shared by the private firm. However,
once the private firm puts observations it has to the information pool and shares
them, the public firm ex post cannot guarantee that it will not use the information
that the private firm shares. Because as more information has always positive effect
on enhancing production efficiency, once received the information shared, the best
the public firm can do is to use this information. Hence, the public firm uses all
information shared in equilibrium.

Last, we compare equilibrium outcomes established in mixed oligopoly with the
ones in pure oligopolies. In a very similar two stage duopoly setting, Vives [11]
analyzes informational equilibrium outcomes for a pure duopoly. The information
setting and production functions of the firms are same in that paper with the ones
assumed in this study. Vives [11] establishes that if goods are substitutes and
firms compete a la Bertrand, in Perfect Bayesian equilibrium of the game, both
private firms share all information that they have with each other. This implies
that information sharing behavior of private firm does not change according to
whether it competes in a pure oligopoly market or in a mixed oligopoly market.
However, behavior of the public firm is totally different as we showed in this study.
In sum, although there is full information sharing in a pure oligopoly with Bertrand
competition, informational equilibrium is characterized with partial information
sharing in mixed oligopoly. Thus, comparing with equilibrium outcomes in pure
oligopoly, mixed oligopoly yields less information efficiency and less production
efficiency but still enhances social welfare.

2.4 Conclusion

We have considered informational outcomes in a mixed oligopoly, where a private
firm competes with a social welfare maximizing public firm. We analyzed firms’
incentives to share and diffuse information when firms produce substitute products
and compete in prices under stochastic common demand shocks. It seemed there are
two main effects: information sharing increases production efficiency by enabling
firms to predict stochastic demand shocks better. The other effect is to increase
power of capturing consumer surplus. For private firm, both effects work in the
same direction and gives incentive to private firm to share all private signals it
received with the public firm. As a result, in equilibrium, private firm always share
all information it has. For the public firm, which aims to maximize social welfare,
production efficiency motive gives it tendency to share information. However, as
more information also increases private firm’s power of capturing consumer surplus,
this second effect leads public firm to not to share the information it has. In
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equilibrium, the second effect dominates the first one and as a result, in order to
reduce private firm’s power of capturing consumer surplus, the public firm shares
no information with the private firm. Hence, the equilibrium is characterized with
partial information sharing.

There are several lines to extend the analysis of this study. We have considered
only Bertrand competition with substitute goods. The prior studies on the informa-
tion sharing in pure oligopolies show that equilibrium outcomes heavily depend
on type of goods and type of competition. Thus, extending analyzes for Cournot
competition and for complement goods will be beneficial. Another line of research
may focus on the effects of privatization with taking informational outcomes into
account. This line of research may establish important policy implications.
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Chapter 3 )
Reflexive and Epistemic Properties Shethie
of the Tullock Rent-Seeking Game

Denis Fedyanin

Abstract This study sets out to investigate the impact of information control in the
Tullock rent-seeking game. The game itself is constructed by using a normal form
and making suggestions on the agents’ believes and knowledge. We found domains
of parameters where monotonicity of the impact holds too. Together, these results
provide valuable insights into the effects of reflexive analysis on the properties of
information control.

Keywords Parametrized equilibrium - Epistemic models - Informational
structure - Social interaction - Opinion - Tullock - Rent-seeking - Control

3.1 Introduction

Players discuss parameters of the competition for a prize and compete by making
costly investments. Players have initial beliefs, types. Communication between them
could be fruitful or not.

We analyze how we should change beliefs or parameters of the competition
(game) to get higher investment (action) or utility for the given player. Our
investigation splits into several parts. We should be able to model the beliefs, should
be able to predict the results of the negotiations of players based on their primary
types, expectations and available communication, and should be able to find the
equilibria [4, 5].

The critical part is types and uncertainties. Epistemic games [10], epistemic
logic [2, 14, 15], k-level epistemic models [7], reflexive models, fuzzy logic [8],
and numerous other directions have been developed during years and have many
results. In our case, we use a particular type of structures. The structures are simple,
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symmetric, and fruitful. We avoid fuzziness by using a specific variety of standard
uncertainties.

Communication and belief interaction is also an object of investigations in
opinion dynamics models, and they could be considered sometimes like judgement
aggregation [11]. There are many problems and successes with the aggregates of
preferences like the social choice domain [1]. Social cognitive maps are also close
to our method. The uniqueness of our paper is in a sophisticated approach. Other
models of negotiations like auctions could be used here too. We have chosen the
simplest from the unusual for us models.

The game-theoretical part is based on the known Nash equilibriums of the purest
form of our game. It is an exciting game by itself, and we are sure that it still
hides many secrets to be discovered. Our uniqueness is that we reshape basic
games with three parameters into a game with more settings. Though they have
symmetric properties, the standard methods of solving these games could not be
directly applied without preliminary investigations.

3.2 The Model

First of all, our research is based on a fundamental concept on the Nash equilibrium
and rent-seeking game where higher investments increase the probability of winning
the prize [12, 13]. There are applications: competition for monopoly rents, invest-
ments in R&D, competition for a promotion/bonus, political contests. A formal
model is the following. Set of players N = {1, ..., n}, strategies x; > 0,Vi € N,
utility function

x%

ﬁ: ! M—X[,ViEN.
Zjeij'[

Restrictions
M>1,0<a<l1.

The parameter M is the amount of the resource that is given and should be split
among agents; the parameter « is the measure for the probability of winning for the
agents with small actions. If « is very large, then the probability of winning for the
agents with small actions is smaller.

The very vital part is that we allow payers do not have the same belief about the
parameters of the game. It makes the difference with a classic Tullock game. We
add the classic game as one of the cases (Game 1) to compare the results and show
how our method of using control could be applied to this case.

We have two types of players and two types of communication (available or not),
and we analyzed all possible combinations. It leads us to the four unique blends of
types and communications for analysis. We have suggested epistemic models for all
of them and calculated equilibriums for the first three of them.
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We suggest the following algorithm to classify which model suits specific cases
in the real world.

1. Is there a difference in beliefs and real value of the parameters «, M, n. If there
is no, then the Game 1 should be used, and Nash equilibrium will be the solution
for parametrized equilibrium.

2. If there is a meaningful social interaction among agents? If there is no, then
we should use Game 2 to find a solution since the game splits into the separate
Games of type 1. The difference with Game 1 is that parameters «, M, n in these
games will differ, and the combined output actions would not necessarily form a
Nash equilibrium in Game 1. Thus the values of utilities would not obligatorily
coincide with the values of utility functions in Game 1. Trust is crucial since
it could be communication, but all lie. It means that there is no meaningful
communication since agents could choose a strategy just to discard incoming
messages.

3. Are all agents stubborn, or they all want to come to a consensus? It is not a
complete list of alternatives, but our next models correspond only to these two
extreme cases. If the agents want to come to a consensus, we suggest using a
model 3 that is a De Groot model—the linear model of opinion modification.
It leads us to a Game 1 -like a model when we have a single belief about the
parameter, but since it is the result of some negotiations, we should take into
account the social influences of agents. In case all agents are stubborn, then we
should use Game 4. It is the most complicated model. We do not investigate this
game in this paper but mention it since it is a part of a general method.

We have considered the decision rules to choose which game should be used.
These decisions are schematically shown in Fig. 3.1.

We will use a more generic version of the Nash equilibrium that is informational.
It is very similar to the standard Nash equilibrium but takes into account informa-
tional structure in agents’ representations of the game. The formal definition can be
found in [9].

Reflective game I'; is a game described by the following tuple:

I't ={N, (Xd)ien, fiien, I}, 3.1)
Fig. 3.1 The decision tree Coincide?
representations of the L A¥ ot
classification of the games by ¥ \
the types of belief dynamics W Game 1 (original)
// \

e
Stubborn?

3.Personalily

L’I \:\

Game 2 Game 4

Game 3
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Fig. 3.2 An example of a (M,n,a)
simple informational
structure that is similar to
Harsanyie types approach [6]
(My,nqy,0q) - (Mi,ng,0q) - (My,ng, o)

/

N / \\ -
VAV

structure for the Game 1 Plaver 1 }o JiMmnal o] Player 2

N

where N is the set of real agents, X; is the set of valid actions of the i th agent, f;(-)
is its target function, i € N, I—informational structure or belief representations
(Fig.3.2).

3.3 Epistemic Models of Beliefs

We use Chkhartishvili-Novikov notations for belief representations [9]. In brief,
it is the graph of possible worlds (rectangles) and images of agents (circles).
Some images coincide with real agents, and others are just phantom agents.
Term ‘phantom agent’ is a feature of Chkhartishvili-Novikov notations for belief
representations. A possible world is connected to an image of an agent iff the world
contains the image of the agent. An image of an agent is connected to a potential
world iff the agent considers this world possible. We will use this notation in this
paper. For example, two agents and a single possible world are shown in the Fig. 3.1.
It is the simplest case—the informational structure for a game in the normal form
where Nash equilibrium directly coincides with equilibrium in the reflexive game
(Fig.3.3).

3.4 Properties of the Equilibria for the Games 1-3

3.4.1 Game I: Players with Common Knowledge

We have to find a solution for the system of the best responses (BR) of the players.
x{ =BR(x*,M,n,a);...;x;, = BR(x*,, M,n, ).

This solution gives us equilibrium.



3 Reflexive and Epistemic Properties of the Tullock Rent-Seeking Game 29

Actions of agents are

*k n .
x; = 5 aM;Vi e N.
n
Furthermore, monotonicity could be found by an analysis of the following deriva-

tives.

0 -1 0 -1 d 2 —
x.*:n a > 0; x*:n M=>0; xf= naM<O.
oM™ n? da ! n?2 on! n3

Utility functions are

n—m-—1a
fix™ = ) M.
n
Futhermore, monotonicity could be found by an analysis of the following
derivatives.

ad n—mn-1a 0 n
apg 1) = 2 >0, fih==", M<0.

1—ayn—-2n—m-— 1)0{)M -

0.
n3

d o
g 1) =

3.4.2 Game 2: Players Without Communication

A brief example of this model is the following. Let there are Ann and Bob. Ann
watches the TV channel, and there is a claim that there is a storm nearby. She could
think that it is such important news that everyone should know it. Bob does not
know anything about the storm and feels that nobody thinks that there is a storm.
Both of them are wrong in detail but make actions as they are right. We can model
this situation to see Fig. 3.4 for Chkhartishvili-Novikov representations of beliefs of
such agents.

Fig. 3.4 The informational

structure in Player 1 }- 1 (M,n,a)} + Player 2
Chkhartishvili-Novikov form
for players without
communication Plaver 2 \/ o Ma, ns, 0 o Plavis
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We have to find a solution for the system of the best responses (BR) of the
players.

x{=BR(x*,M,n,a);...;x, = BR(x*,, M,n, a);

*1 *1 . .okl *1 .
xl ZBR(-X_laMlanlaal)a-'-axn ZBR(-X Mlanlaal)a

—n’

*J *J . ) *J .
X" =BR&Z,Mj,nj,a;);...;x," =BR(x_,,Mj,n;,a;j);
*n *n . Lok *n .
-xl ZBR(-xflaMnannaan)a-'-axn _BR(-xfnaMnannaan)a
* *1, Lok *n1
x1=x1,...,xn=xn.

This solution gives us equilibrium.
Actions of agents are

Moreover, monotonicity could be found by an analysis of the following deriva-
tives.

ad i — 1 a a
xl-*znl o > 0; X =0; x =0.
oM; nl2 oM; oM
a —1 a a
xl*—nl M; > 0; x'=0;,  x=0
Rt nl2 oo o
ad 2 i ad
X = 3n, aiM; < 0; x'=0;,  xf=0
on; n: on; on
Utility functions are
x¥
filx™) = oM —xis
ZjeN xj'[
| o
ni— . .
* ( n alMl) ni —1 :
fix™) = | oM — 2 o;M;,Ni € N.
nie .
ZjeN( an_ “/Mj) !
J

Futhermore, monotonicity could be found by an analysis of the following deriva-
tives.
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Real-world properties are the following.
| o
e <nln"2 aiMi) 0
i(x7) = > 0;
om nj—1 “
D jen 2 @M
J
1 o 1 o
_ ni—
, <mn.2 mMi> ZjeN( " oszj> (lna—zjeNlnaj)
3 fitx™ = 1 ! M > 0;,Vi € N.
o

nj—1 “\?
D jeN " ajM;

Belief properties are the following.

L
aM,-f’(x)_

o o o
ni—1 a—1 nj—1 ni—1 2a—1
a(’nz oz,-) M; (ZjeN<JnZ, an/))_Ol(ln? oc,-) M;
i j i
: M
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Fig. 3.5 The informational structure in Chkhartishvili-Novikov form for players with communi-
cation and consensus

o
2 ni—1 oM
0 kY nj—1 ,aa a(""zal 1)
fix™) = Mj) « M >0
80{]‘

n2 J J | ay 2
J nj=l ar.
(ZjeN( 2 “/M/) )
J

Properties of beliefs about a number of agents are the following (Fig. 3.5).

o 1 a—1
L N
(n;lzlcxiM;> (0[ij)“0(< an ) (2—1/1/')

t J

! ay 2

3 nj—

n; (ZjeN( = 0‘ij> )
J

a—1 o o
i—1 2—n; j—1 i—1
5 ((YiMi)“Oé<"”_z ) ( ”;) (ZjeN (n;? O‘J‘Mj> - ("”_z OfiMi) )
ﬁ(x*) — 1 1 1 M_
on; nj-1 ay 2
DjeN n? oM

a—1
np—1 2 —n;)
2 3 :

n; ;i

d
8n~fi(x*):_ M < 0;
J

—(iM;)*a

3.4.3 Game 3: Players with Communication and Consensus

There could be communication between agents, and they can communicate accord-
ing to the de Groot model [3]. There is no difference if the existence of such
communication is common knowledge among all agents, or it is not.

M* = E wlMM,';(x*z E wiai;n® = E wi'ng,
ieN ieN ieN

where wlM , wf‘, wln is the influence of the agent i on a social network consensus

opinion about M, ¢, n
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We have to find a solution for the system of best responses (BR) of players.

xi = BR(x*,, Z wM M;, Z wi'n, Z wio);
i i i

* __ * Mprg. n o
x, =BR(xZ,, Zwi M;, Zwi n, Zwi o).
i i i

This solution gives us an equilibrium.
Actions of agents are

*
*I’l—l**

xf = o
! (n*)?

Moreover, monotonicity could be found by an analysis of the following derivatives.
Real-world properties are the following.

d d d
x¥=0;  xtT=0;, x¥T=0.
oM™/ do / on

Belief properties are the following

0 *—1 0 *—1 0 2 —n*
=" a*wM > 0; =" w*M* > 0; xh= " wla*M* <0.
oM; J (n*)z ! da; J (n*)z l on; J (n*)3 L

Dependencies of social influences in network are

d *—1 d *—1 d 2 —n*
x*:n a*M; > 0; ax*zn a;M* >0 nx*fz "
qwM ™l (n¥)? qwd ™ (n*)2 w!' T (n*)3

nja*M* <0.

Utility functions are
M  (n* - Doa*M*
. * — e
Sty =" w2

Furthermore, monotonicity could be found by an analysis of the following deriva-

tives.
Real-world properties are the following.

0 2 a d M
8ij(X*) =, >0 aafi(X*) =0 anfi(X*) =—.2 <0
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Fig. 3.6 The informational
. (M, n, o)
structure in :

Chkhartishvili-Novikov form
for stubborn players with
communication without
consensus

Player 2

(M, nq,00q)

Belief properties are the following

* _ (n* — ¢ M*(n* — Hw%
n (n Do : ad O = — ( ) I <0
n*? >0 daj

0 e M
op, TIO) =W (n*)2

(1 —a®w'n* = 2w" (n* — (n* — Da™)
J J M*

0w
S0 = e

0
Dependencies of network social influences are (Fig. 3.6)

‘(n* — (m* — Da™)

0 N M*(n* — Da;
qwM i) = M; (n*)2 ]

wyp =

d
> 0; aw?[f,'()c*) =_

(I —a®)n;n* =2n;(n* — (n* — Da™) M

()3 < 0.

9 .
8w;?fi(x )=

3.4.4 Game 4: Stubborn Players with Communication Without
Consensus

If there is communication with no trust at all, then all agents ‘become stubborn’, and
other opinions do not change their views. There is no difference if the existence of
such communication is common knowledge among all agents, or it is not.
We have to find a solution for the system of th best responses (BR) of the players.
x{ = BR(x*;, My, n1,a1);...;x;, = BR(x*,,, My, ny, ay).

n —n’

This solution gives us an equilibrium.
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Table 3.1 The monotonicity of the actions and the utilities for the games (columns) for the
controls of beliefs and the real world (rows)

Game 1 Game 1 Game 2 Game 2 Game 3 Game 3
Control Strategy x; Utility f; Strategy x; Utility f; Strategy x; Utility f;
M / / 0 / 0 /
M; NA NA Ve S Ve ?
M; NA NA S /! 0 a
n N N 0 N 0 NA
n; NA NA o ? o ?
nj NA NA o ? 0 o
o S N\ 0 0 0 v
o NA NA Ve \ \ ?
aj NA NA S N 0 a
wM NA NA Va Vi NA NA
wsz NA NA Va Vi NA NA
w! NA NA \ ? NA NA
w;? NA NA o ? NA NA
wi NA NA Va AN NA NA
w;'.‘ NA NA Ve AW NA NA

3.5 Conclusion

In this paper, we considered a Tullock rent-seeking game with parameters: benefits
for large players «, budget M, number of players n, and suggested that this are
uncertain parameters for agents. We applied our previously developed method and
found useful preliminary information for monotonicity analysis and further control
analysis (Table 3.1).
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Chapter 4 )
Solution of Differential Games fleckir
with Network Structure in Marketing

Ekaterina Gromova and Anastasiya Malakhova

Abstract A marketing network model of goodwill accumulation with spillover
effect is analysed in a differential game theory framework. Cooperative form of
the game is considered under «-characteristic function. An approach is illustrated
on a numerical example with particular values of the model parameters fixed.

Keywords Network differential games - Characteristic function - Differential
game theory

4.1 Introduction

Modern mathematical game theory sets out to model, analyse and resolve various
issues associated with conflict-controlled processes. Of particular interest are
dynamic processes, the conflict processes developing over time, which could be
well described in differential games terms [6].

Another essential branch of mathematical game theory covers network models.
The models taking place under an assumption of some network structure among
players. Differential games on networks were widely studied in [11]. Moreover, such
game formulation found its place in economic and marketing issues [5].

In recent literature [8, 9], dynamic processes in marketing, which evolves over
time, are often described in the framework of differential game theory. But there are
only a few papers in which marketing is considered with the network structure of
participants, especially in the continuous-time formulation [1].

In this paper differential game with network structure applied for a marketing
model of goodwill accumulation is considered [7]. Additionally, the model includes
the spillover effect [2] that accounts for the influence of other players’ decisions on
the total payoff of the players.
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The paper is organised as follows. Section 4.2 is dedicated to the game
formulation with all the additional necessary assumptions given. The cooperative
setup is proposed in Sect. 4.3. In the following section «-characteristic function of
the game is calculated in the form of maxmin problem. In Sect. 4.4 the proposed
approach is illustrated by a numerical example.

4.2 Game Formulation

Consider a differential game of three (N = 3) players I"(#, xo). The game starts
from the initial time instant fo and initial state x¢ and supposed to proceed on the
infinite interval. The game is assumed to have a network structure represented by
the non-oriented graph illustrated by the Fig.4.1.

Assume that the dynamic of the common state variable for each player takes form
of the following differential equation (4.1)

%= o (t) — &ixi(t), i=1{1,2,3}, xi(to) = x. 4.1)

The state variables x;(#) refer to the amount of stock of the player (advertis-
ing, technology, resource, capital). The control variables u;(¢) are the open-loop
strategies of the player i and represent the investment/extraction effort of the player
(firm). In addition, both the controls and the state variables are required to be (almost
everywhere) differentiable.

The player’s payoff consists of components depending on his network connec-
tions with other players. If the player i is connected with the player j then the
payoff component takes form (4.2)

]’l,’j (1) = efpt(a,'x,'(t) +cjxi(Duj(t) — ;ulz(t)) “4.2)

Thus, the payoff of the player is the sum of connection components

(e.¢]
Ji (5o x§ Vsl K O) = [Ny, (4.3)
f JEK()

Fig. 4.1 The game’s network
structure
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here K (i) = {(i, j),j € N, (i, j) € L}—the set of all connections of the player i,
L = {i, j}—edges of the graph.

The payoff functional of the considered model (4.2) has a linear-quadratic form.
This fact implements a number of valuable properties. In particular, Hamilton-
Jacobi-Bellman approach and Maximum Principle yield the same decision if they
are restricted to linear-feedback forms, see Dockner et al. (2000) [3].

Assume the following restriction which are standard for economical applica-
tions.

* Non-negative constrains on the controls’ value due to its nature as an effort level,
thus

ueU; CR,, i={1,2,3}
* Open-loop strategies is taken from the closed compact set
ui(t) € Uy C CompR, i=1{1,2,3}

* Non-negative constrains on the common state’s value due to it’s nature as a stock
level, thus

xi€X; CRy i=1{1,2,3}.

This game has a linear-quadratic structure which takes place commonly among
advertising and marketing models (see Deal et al. (1979) [2] and He et al. (2007)
[5]) and includes a spillover effect represented by the term c;x; (t)u j(¢). This effect
represents a specific economic behaviour in the form of positive or negative impact
on the value of the economic agent i by state and investments product of the firm
Jj- Such phenomenon is widespread for advertising and goodwill models, where the
value of advertising for one firm positively depends on advertising efforts of the
other firm provided they have similar products.

4.3 Differential Game in the Form of Characteristic Function

To define the cooperative game the characteristic function (ch.f.) V (S, xo, fo)
should be constructed for every coalition S C N in the game I"(xo, fp). In the
modern literature under the characteristic function in cooperative games is implied
a mapping from the set of all possible coalitions to real set:

V():2Y > R,

V@) =0.
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Note that the value of the characteristic function for the grand coalition N is
equal to V (N, xg, tp). There are several main approaches to the construction of the
characteristic function which show the power of the coalition S (see, for example, [4,
14]). The most commonly used classes of characteristic functions can be indicated in
the order that they appeared in literature as «-, 8-, -, 8-, {-characteristic function.

The value V (S, xo, fo) can be interpreted as a power of the coalition S. The
essential property is the property of superadditivity:

V(81U 82, x0, 10) = V (81, x0, t0)+ (4.4)
+V (82, x0,1), Y51, S N, SiNS =40.

However, the use of superadditive characteristic function in solving various
problems in the field of cooperative game theory in static and dynamic setting,
provides a number of advantages such as:

1. provides the individual rationality property for cooperative solutions,

2. encourages players to sustain large coalitions and eventually unite into a Grand
coalition N,

3. delivers clear meaning to the Shapley value (a component of the division for each
player is equal to its average contribution to the payoff of the Grand coalition
under a certain mechanism of its formation),

4. necessary when you build a strongly dynamically stable optimality principles.

Thus, in many aspects more useful to have superadditive characteristic function.

It is rather easy to construct the characteristic function V (S, xo, fp) in the
form of a—-ch.f. [12]. The characteristic function of coalition § is constructed
through the classical approach of Neumann, Morgenstern, formulated in 1944 in
[10]. According to this approach, under V¥ (S, xo, tp) is understood the maximum
guaranteed payoff of coalition S, and the value V¥(S) can be calculated on the
basis of the auxiliary zero-sum game I's y\s(fo, Xo) between the coalition S and
anti-coalition N \ S.

0, S = {0},
V¥ (S, x0,t0) = vall's n\s (X0, 10, ) SCN, 4.5)
maxul,uz,...un Z?:l Jl (-x07 t07 I/l(t)) ’ S = N
In this paper, without loss of generality, characteristic function calculation could

be divided into three main steps: ch.f. for coalition which consists of the only one
individual player, two players coalition and grand coalition.
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4.3.1 One Player Coalition Characteristic Function

Calculate the value of the characteristic function for a coalition consisting only of
the player {1}. Characteristic function would be calculated as a function of time
moment 6, where 6 is the initial moment. We assume that & = 0. The following
maximisation problem is settled

00
1
V ({1}, xg, t9) = max uml:? /efpt Qayx1(t) 4+ coxy (H)un(t) + c3x1 (H)uz(t) — 22u%(t))dt.
uy uz,u3
6

(4.6)

Minimisation by u>(¢) and u3(#) will result in zero controls. Ultimately, we need
to solve the following maximisation problem

o0
gfe’p’(2a1x1(t) — u(t))dt — max,,,

51(0) = oy (1) — 121(0), .7)
x1(to) = x{.

Using Maximum Principal [13] the following form of optimal control depending
on adjoint variable is obtained

uj(t) = 05011 (t)e.
Corresponding differential equation for adjoint variable is

V(1) = 8191 (1) — 2a1e”P".

Under transversality conditions
lim () = 0.
—00

To simplify denote the variable

A () = ey (1),
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Thus, by solving the system below a final form for optimal control could be
obtained

M@ = (p+8)r () —2ay,
X1(t) = aqui(t) — 61x1(2),

(4.8)
x1(t0) = xo,
limy— o0 e P'A(t) = 0.
As the result
ajal
ul(t) = = Const. 4.9
1) p+ 81 4.9

The optimal trajectory could be derived under the assumption that the game was
started from the point (8, x*(9)).

2 2
aja aja
(1) = 141 X*(0)ed1 0D _ LA a0

S1(p +61) 51(p +61)
In particular, if 6 = o = 0 and x(f9) = x}

2
ajay

(1- e_‘s") + xle01,
S1(p + 1) 0

x*(t) =

Characteristic function for coalition consisting of the only player one is

o0
V1), x0.10) = f P Qarxt () — ut (H)dr =
0
*® 2 2
=/e_”’(2a1 ayai T+ x*(0)eh 0D ayal MO0 _( ardq 2ydr =
/ d1(p +61) S1(p +d1) p+3d1
22 22
2a7ay _ajag )(_1)671”_’_
Silp+81)  (p+8D* p
“2 516 S14p) >
+(x*(0 ! e” PN —
(x™(0) — 51(p + 81 )) (= +p) ,
2p+38 2 1
“1“1( p+481) =70 1 (x*(8) aja )b (— Yo~ G170,

pé1(p +81)? 81(p+481) Si+p
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4.3.2 Two Player Coalition Characteristic Function

Without loss of generality, consider the coalition of {1, 2} as an example of two
players coalition. In other cases calculation would be the same accurate to indexes.

o0
V{1, 2}, xo, t0) = max H‘}izn/fpt(hlz(t) + h13(t) + ho1 (1) + ho3(2))dt =
%
o0
= max min/e_p’(Zalxl(t) — u%(l) + c1x2(t)uq(t) + 2axx2(t) — u%(l)—i—
up,up u3
)

+eax1 (BDuz(t) + (x1(2) + x2(1))c3us(t))dt.

Minimisation by u3(¢) will result in zero controls. Ultimately, we need to solve
the following maximisation problem

o]

Qf e~ P! 2arx1 (1) — ui(t) + crxa(Dur (1) + 2a2x2(t) — u3(1)+
+cox1(t)uz(t))dt — maxy, u,,

x1(8) = aruy(t) — 61x1(1), (4.10)
X2(8) = aqua(t) — S2x2(1),

x1(to) = x§,

x2(tg) = xé.

Using Maximum principle for the first player
ui () = 0.591 (e’ +0.5¢1x2(1).

Due to the index symmetry among players both optimal control forms could be
derived

uj(t) = 0.5y (el 4 0.5¢1x2(1), @.11)
wh(r) = 0.5y (Naze?” 4 0.5¢2x1 (7). '
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Denote again for the first player and for the second player correspondingly
Ai(t) = e (), i ={1,2}.

M) = (p+ DA — Qar + coua(t)),

: (4.12)
M) = (p+82)A2(t) — Qaz + crui(2)).

Corresponding differential equations for adjoint variables in aggregate with
dynamic equations lead to the system

M) = (p+8)A(t) — 0.5c202h2(t) — 0.5¢3x1 (1) — 2ay,
M) = (p+ 82)ha(t) — 0.5ciar A1 () — 0.5¢3x2(1) — 2a0,

(4.13)
X1() = 050311 (t) — 81x1 (1) + 0.5a1c1x2(2),
X2(1) = 0.5a302(t) — 82x2(1) + 0.5a202x1 (2).
In matrix form
() Si+p —05axc, —05¢3 0 A1 (1) —2a;
Mm@ | | =0.5aic1 S+ p 0 —0.5¢c} .| 2@ N —2ar
s || 05e7 0 -8 0.5aic1 x1(7) 0
x2(1) 0 0.5a3 0.500c2 —8 x2(1) 0
To solve the system the corresponding homogeneous system.
Denote A as
S1+p —05axc; —0.5¢3eP 0
A | 05t bt p 0 —0.5¢3eP!
0.5a7 0 —81  0.5ajcie?!
0 0.5a3 0.50c2e”" —8

To obtain the decision, eigen values and eigen vectors of the matrix A should be
derived and analysed to understand if the decision is in real or complex surface.
Nevertheless, the above described operation are rather computationally complex to
obtain the decision in an analytical form. However, an approach could be illustrated
on the simplified system in case of constant values of some of the system parameters
which are denote in the way not being in contradiction with the economical meaning
of the model. This result is shown in the section below.
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4.3.3 Grand Coalition Characteristic Function

Calculate the characteristic function for a coalition consisting of three players
(Grand coalition).

o0
V{1, 2,3}, x0, f0) = max / e PI(hia(t) + hi3(t) + ho1 (1) + ho3(t) + h31 (1) +
8
%
+ha(1)dt = ulﬂble%/f’”(ﬁlm (1) +2a2x2(1)+2a3x3 (1) +(x2 () +x3(t))cu (¢)+
b

+(x1 (1) + x3(0))caun (t) + (x1(1) + x2(1))cauz (1) — ui(t) — ud(t) — ui (1))dt.

The following maximisation problem is needed to be solved

7)67’"(2a1x1(t) + 2apx2(1) + 2a3x3(t) + (x2(2) + x3(2))cruy (t) + (x1(H)+
0

+x3(0)c2un (1) + (x1 (1) + x2(1))e3u3(t) — u () — u3(t) — w3 (£))dt — maXy, uy.us -
xX1(t) = aqui(t) — 81x1(1),
X2(t) = apua(t) — d2x2(1),

x3(t) = azus(t) — d3x3(1),

x1(fo) = x{,
x2(to) = x3,
x3(fp) = x3.

(4.14)

Using Maximum Principle derive the optimal controls depending on adjoint
variables

wi(t) = 0.5y (areP’ 4 0.5¢1(xa(t) + x3(1)),
uj(t) = 0.5y (t)ane?” 4 0.5¢c2(x1 (1) + x3(1)), (4.15)
ui(t) = 0.5y3(0)aze”” +0.5¢3(x1(1) + x2(7)).

Denote again for every player A; (t) = e’ y; (1), i €{1,2,3}.



46 E. Gromova and A. Malakhova

Corresponding differential equations for adjoint variables in aggregate with
dynamic equations lead to the system

M) = (p +8DM () — 0.5c20042(t) — 0.5c30303(1)—
—O.S(C% + c%)xl(t) — O.Sc%xz(t) — 0.5C§X3(l‘) —2ay,

A(t) = (p 4+ 82)ha2(t) — 0.5ci1a1Aq(2) — 0.5¢c303A3(2)—
—0.5¢2x3(1) — 0.5¢3x1 (1) — 0.5(c? + 3)x2(t) — 2as,

A3(t) = (p 4+ 83)A3(t) — 0.5c1a1A1(2) — 0.5¢c00002(2)— (4.16)
—0.5¢2x2(1) — 0.5¢3x1 (1) — 0.5(c? + 3)x3(t) — 2a3,

x1(t) = O.SOl%)ul(t) —81x1(t) + 0.5a1c1x2(2) + 0.5a1c1x3(1),

X2(t) = O.S(Dl%)uz(t) — 82x2(1) + 0.502¢2x1(¢) + 0.5a2c2x3(1),

x3(t) = 0.50%)»3 (1) — 83x3(t) + 0.53¢c3x1(¢) + 0.5a3¢3x2(1).

Denote the system matrix A

$14+p —0.5acr —0.5a3c3 —0.5(c3 +¢3)  —0.5¢3 —0.5¢3
—0.5aic1 & +p —05a3c3  —0.5¢3  —0.5(ci+c3)  —0.5¢}
1| “05mer —0.502c2 3+ p —0.5¢5 —0.5¢3  —0.5(c} +¢3)
0.50 0 0 —8 0.5a1c1 0.5a1c1
0 0.50{% 0 0.50626'2 —52 0.50[262
0 0 O.SOC% 0.50636'3 0.50636'3 —53

As in the case of two player there is a computational complexity on the way
to analytical solution which depends on all the system parameters. However, the
approach is the same as for the case of two players.

4.4 Numerical Example

To show the existence of the feasible solution of such a system as (4.13), denote the
parameters of the model in the following way, so the analytical form of the decision
could take reasonable view

= =u0=1,

cir=c=c=1.
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Therefore, A matrix takes form

S$i+p —05 —05 0
-05 &+p 0 —05
05 0 -8 05
0 05 05 —&

A=

Eigen values for this matrix could be simplified to the following form
2
V@I=82+1-Gi+&+p) —1

0.5 p~|-\/

-V
(

05{p— \/<\/(51—52)2+1+(51+52+p)
(

2
( \/\/(51—52)2+1~|—(81~|—82+p) —1)

2
V1 —82)24+1— (81 + 84 p)

)
)
y_
)

All the eigen values of A are different. However, there is an issue if they are on the
real surface of they are complex ones.

If the following conditions are held then the eigen values of A are real numbers
and the decision of the system exists on the real surface.

2
(Vo -8 +1-Gr+8+p) =1,

5 4.17)
(/(81—82)2+1+(81+62+p)) > 1.

4.5 Conclusion

We proposed an analysis of the marketing network model in the form of differential
game. An approach is presented for the calculation of the a-characteristic function
of the game and illustration is given for the numerical example with particular values
of the number of model parameters.

Acknowledgments The work has been supported by Russian Scientific Foundation (grant N 17-
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Chapter 5 )
Penalty Method for Games of Constraints <z

Igor Konnov

Abstract We define a game problem for evaluation of composite system per-
formance under possible external interference and in the presence of protection
resources. The guaranteed joint system side decision is suggested to be found by
an inexact penalty method. This enables one to essentially simplify the solution
process in comparison with finding worst case strategies in the custom zero-sum
game.

Keywords Game of constraints - Evaluation of system performance - Zero-sum
games - Inexact penalty method

5.1 Introduction

We first describe a game problem for evaluation of composite system performance in
the case where capacities of its subsystems may be changed by some influence from
interference/protection sides. The problem somewhat extends those suggested in
[1, 2]. We suppose that the system contains m subsystems and can carry out various
works (or produce various goods) by implementing n working technologies, so that
each technology is accomplished with some fixed collection of the subsystems at
proper levels of their capacities. Let ¥ C R” denote the set of all the technology
levels profiles. Next, suppose that there are ¢ points within the system where the
restriction activity is possible and s points within the system where the protection
activity is possible. These restriction and protection activities have certain impact
on subsystems’ capacity. More precisely, let V. C R’ define the set of all the
possible restriction interference volume profiles and U C R define the set of all
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possible protection activity volume profiles. For a given pair (1, v) € U x V and
a given technology levels profile y € Y the capacity excess for the i-th subsystem
is determined as value of the function 8;(y, u,v),i = 1, ..., m. Let the value of
a function f(y, u, v) determine the estimate of the system utility at the technology
levels profile y, protection activity volume u, and restriction activity volume v. This
estimate reflects utility of the corresponding works, proper protection costs, and
possible interference costs. For a given pair (u,v) € U x V we can define the
feasible set

Du,v)y)={yeY|Bi(y,u,v)<0,i=1,...,m}
and the following problem of performance evaluation for the whole system:

9 9 . 5.1
yerg?;w% f,u,v) (5.1

We denote by H (u, v) the optimal value of the goal function in (5.1) and define the
antagonistic “attack-defense” game with the utility function H and strategy sets U
and V.

We observe that most works devoted to investigations of “attack-defense” type
games involve the assumption that there is a simple formula for calculation of the
value of the utility function for any pair of strategies; see e.g. [3—6]. This assumption
seems rather restrictive for complex systems as above, where each calculation of
the value of the utility function requires a solution of rather complex optimization
problem (5.1). Hence, the streamlined way of finding a solution of the game above
becomes very difficult for implementation.

In [1], it was suggested to find first the guaranteed system performance with the
help of the non-smooth penalty function approach. A simplified formulation of the
optimal guaranteed system performance problem was suggested in [2]. It enables
one to apply custom penalty methods to the problem of the optimal guaranteed
system performance and to find solutions of the above game. In this work we
propose an inexact penalty method for the more general problem of the optimal
guaranteed system performance, which enables us to simplify the calculation of its
solutions essentially.

5.2 Guaranteed System Performance

We will utilize the following general assumptions.

(A1) Y, U and V are nonempty compact sets in R", R* and R!, respectively.
(A2) f:YxUXV > RandB; : YxUxV - R i=1,...,m, are continuous
functions.
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The usual worst case protection strategy in the game can be found from the problem

max — min H (u, v). 5.2)
uel veV

Clearly, problem (5.2) is very difficult for direct solution in the general case. We
recall that the indicator function for a set Z is defined by

0, ifzeZ,

ol = {~I—oo, ifz ¢ Z.

Then we can rewrite problem (5.2) equivalently as follows:

max — minmax n(y, u, v), 5.3)
uel veV yeY

where
n(y,u,v) = f(y,u,v) —8((y, u, v)|D),

D={(y,u,v) | Bi(y,u,v) <0, i=1,...,m}.

Following [1], we treat the pair (y, u) as a joint protection strategy for the system
side and replace (5.3) with the guaranteed system performance problem:

max — minn(y,u, v). 5.4
(y,u)eYxU veV

For the sake of brevity, we will set x = (y,u) € R" x R’, X = Y x U, hence
we will write f(x,v) = f(y,u,v), n(x,v) = n(y,u,v), Bi(x,v) = Bi(y,u,v),
etc. Therefore, we propose now to solve the zero-sum game with the utility function
n(x, v) and strategy sets X and V.

We now show that problem (5.4) can be simplified as follows:

max — o (x), (5.5)
xeX

where
o(x)=ux)—46x|D), D=1{x hi(x) <0,i=1,...,m},

w(x) =min f(x,v), hj(x) =maxB;(x,v), i =1,...,m.
veV veV

Proposition 5.1 Suppose that assumptions (Al) and (A2) are fulfilled. Then prob-
lems (5.4) and (5.5) are equivalent.
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Proof 1t suffices to show that, for each x € X we have

o(x) = minn(x, v). (5.6)
veV
In case x ¢ D we have §(x|D) = 400, hence o (x) = —o0o. Next, there exists an

index [ and a point v’ € V such that §;(x, v') > 0, hence §((x, v')|D) = 400 and
n(x,v") = —oo. Then (5.6) holds.

In case x € D we have §(x|D) = 0 and o(x) = u(x). Also, we now have
8((x,v)|D) = 0 for each v € V, hence nx,v) = f(x,v) foreachv € V. It
follows that

minn(x, v) = min f(x, v).
veV veV

Then (5.6) also holds true. |
The above property extends that in [2, Proposition 2.1]. We observe that

problem (5.5) can be written in the standard optimization form:

max — u(x), (5.7
XeB

where
B={xeX hi(x)<0,i=1,...,m}.

We say that the system is reliable if B # &. We denote by u* the optimal value
in (5.5) or (5.7). This means that u* = —oo if B = &, hence u* > —oo for reliable
systems. Therefore, we can find the basic protection strategy from this optimization
problem. We observe that a problem similar to (5.7) was used in [7, Chapter IV] for
evaluation of the guaranteed system survivability with applications in energy sector.
Besides, similar formulations were used for obtaining the so-called robust solutions
of optimization problems; see e.g. [8, 9].

5.3 Descent Method for Auxiliary Problems

We suggest to solve the above problem with the help of an inexact penalty method.
In order to substantiate the method we have to specialize the basic assumptions.

(B1) Y, U and V are nonempty, convex and compact sets in R”, R* and R’,

respectively.
(B2) f:YxUxV — Risa continuous function, which is concave in the variables
vandu, ;i : Y xU xV — R,i =1,...,m,are continuous functions, which

are convex in the variables y and u.
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Then conditions (Al) and (A2) are fulfilled, (5.2) and (5.7) are convex opti-
mization problems. For a point # € R™ we denote by [A]4 its projection onto the
non-negative orthant

Rﬂ:{vemeiZO i:l,...,m}.

For the sake of simplicity, we take the most popular quadratic penalty function for
the set B defined by

P(x) = IR+ 117, () = (hi(x), ..., b ()T (5.8)

Then the original problem (5.5) (or (5.7)) is replaced by a sequence of auxiliary
penalized problems of the form

ma;(( — ¥ (x), 5.9
where
VU, (x) = ux)—0.5tPx), T > 0. (5.10)

We intend to find only approximate solutions of problem (5.8)—(5.10) with an
iterative method without line-search, which is based on those suggested in [10, 11].
It follows from Proposition 5 in [11] that problem (5.8)—(5.10) is now equivalent to
the mixed variational inequality (M VI for short): Find a point x(7) € X such that

px(1)) — p(x) + ([th(x )]+, h(x) — h(x())) =0 Vx € X. (5.11)
Let us fix T > 0 and define the gap function

@ (x) = max D7 (x, %) = Pr(x, X(x)),

where
@ (x, %) = p(®) — nx) + ([th()]4, h(x) — h(Z)) — 0.5 [|x — X

at any point x. Under the assumptions made the point x (x) is defined uniquely. This
point is also a solution of the optimization problem

max — {u(®) = ([th)] @) - 0515 = x]12} (5.12)
X
Hence, we can define the single-valued mapping x +— x(x). We give now its

basic properties as proper adjustment of those in [11, Lemma 3] with respect to
problem (5.8)—(5.10).

Lemma 5.1 Let conditions (Bl) and (B2) be satisfied. Then the following state-
ments are true.
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(a) The mapping x — X(x) is continuous on the set X.
(b) At any point x € X the inequality holds

W (x; B(x) — x) > [IF(x) — x]||*.

(c) The set of fixed points of the mapping x + X(x) on X coincides with the set of
solutions of problem (5.8)—(5.10).

Now we can apply an adaptive composite step method without line-search based
on the general scheme (SBM) in [10] for problem (5.8)—(5.10).

Method (ACS)

Step 0: Choose a point e X, a number 6 € (0, 1) and a sequence {o;} — O,
a7 € (0,1).Seti = 0,1 =0, choose a number Ay € (0, ap].

Step 1: Take the point 7 = %(z'). If 7' = 7', stop. Otherwise set d' = 7' — 7z’ and
dH =7 ndl Of

(2T > w2 + ol )2,

take Aj4+1 € [Ai, oq], seti =i + 1 and go to Step 1.
Step 2: Set )‘;+1 = min{A;, oqy1}, ] =1+ 1, take A; 41 € (0, A;H], seti =i +1
and go to Step 1.

Unlike the usual descent methods, the direction finding procedure of (ACS) is
based on MVI (5.10), rather than the initial problem (5.9), although its descent
condition involves the auxiliary function ¥;. Besides, (ACS) does not involve any
line-search.

Due to Lemma 5.1, termination of (ACS) yields a solution of problem (5.8)—
(5.10). Hence, we will consider only the case where the sequence {z'} is infinite.
Convergence properties of (ACS) are obtained directly from Lemma 5.1 and
Theorem 3.1 in [10].

Proposition 5.2 Let assumptions (B1) and (B2) be fulfilled. Then all the limit points
of the sequence {z'} are solutions of problem (5.8)—(5.10), besides, we have

lim ¥, (z') = w7,

1—>00

where ¥ = max{¥: (x) | x € X}.

We intend to find an approximate solution of problem (5.8)—(5.10) in a finite
number of iterations and need additional properties of the function ¢, . First we note
that by definition ¢ (x) > O for any x € X. Next, due to Lemma 5.1, the function
@7 is continuous on the set X. It follows from Lemma 4 in [11] that the following
relations are equivalent:

¢r(x)=0 and x = x(x).
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We can now conclude from Lemma 5.1(c) that the optimization problem

min — @7 (x)
xeX

is equivalent to problem (5.8)—(5.10) and to MVI (5.11). Therefore, the value ¢, (x)
gives an error estimate for these problems at x € X and Proposition 5.2 now implies

lim ¢, (z') = 0.
1—>00
This property enables us to attain any approximation with respect to the gap

function.

Corollary 5.1 Let all the conditions of Proposition 5.2 be satisfied. Then, for any
number ¢ > 0 there exists an iteration numberi = i(€) of Method (ACS) such that

P (7)) <e.

We now give additional error estimates for the gap function from [11, Lemma 4
and Proposition 6].

Proposition 5.3 Let assumptions (B1) and (B2) be fulfilled. Then, for any point
€ X, the following inequalities hold:

@r(x) = 0.5]lx — F(x)|? (5.13)
and

Ur(x) — ¥ (X)) + (X(x) —x, X —x) > —@(x) +0.5]x —i)|* VieX.

(5.14)

5.4 Inexact Penalty Method
We now define the optimization problem:

max — u(x), (5.15)

x€eB’
where

B'={xeX|P(x)=P*}, P* =minP(x),
xeX

and set

w = max p(x).
xeB’
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From the definitions it follows that u’ > —oo. Besides, u’ = u* if B # & since
P* = 0. Unlike (5.7), formulation (5.15), (5.8) can be used even if the system is
non-reliable. It enables one to reveal “bottle necks” in the system structure whose
protection should be strengthened.

We now describe the two-level implementable penalty method, which uses
approximate solutions of problems (5.8)—(5.10) based on the gap function ¢.

Method (PCS) Choose a point x” € X and sequences of positive numbers {g},
{m}.

At the k-th stage, k = 1,2, ..., we have a point x € X and numbers ¢, t%.
Applying Method (ACS) to problem (5.8)—(5.10) with the starting point z0 = x*~!
and T = 1%, we obtain the point 7 = z' such that

k—1

97 (2) < &, (5.16)

and set x¥ = 7.

Theorem 5.1 Let assumptions (B1) and (B2) be fulfilled and let the parameters
{er} and {ti} satisfy the conditions:

{ex} O, {z} /" +o0. (5.17)

Then the following assertions are true.

(a) The number of iterations at each stage of Method (PCS) is finite.
(b) The sequence (7'} generated by Method (PCS) has limit points and all these
points are solutions to problem (5.15), besides,

lim pu(x*) = ' (5.18)
k— o0
Proof Assertion (a) follows from Corollary 5.1. Since the set X is compact, the
sequence {x¥} is bounded, hence it has limit points. For brevity, denote by ¥ =
)Z(xk) the solution of problem (5.12) at t = ¢, x = x*. Now from (5.14) it follows
that
Wy () = W () + (7 — x5, & —xf) = =g, 0" VieX.
Taking into account (5.13) and (5.16) we obtain
Wy, (x) — Wy, () + V2ex||IX — x| = —ex Vi e X. (5.19)

Setting X = x* € B’ in this inequality and using (5.17) give

0 < P(x¥) < POr*) + 2[u(xb) — n(x*) + &x + v2exll% — x¥|11/z — P*
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as k — oo. If x is an arbitrary limit point of {xK}, then ¥ € B’. Next, relation (5.19)
also gives

n(x*) = wx®) — ex — v/ 2ellx* — x¥|| +0.55[P(x*) — P*]
> pn(x*) — e — v/ 2exllx* — xF,

hence w(x) = u'. It follows that (5.18) holds. |

We notice that the case P* = 0 corresponds to the usual penalty method. Then
relation (5.18) can be strengthened. In fact, setting X in (5.19) to be a solution x ()
of (5.8)—(5.10) and taking a point x* € B’ will yield

() = W (b = W (e() — e — V2ekllx () — x|
=W — e — /2ellx(re) — XK = W (6F) — ek — v2exllx (m) — x¥|

= w* — e — v 2exllx () — x¥ |,
hence

lim p(x*) = lim ¥, (x*) = lim ¥* = p*
k—o00 k—o00 k—>oo

5.5 Some Application Issues

After finding a joint protection strategy x* = (y*, u™) for the system side from the
guaranteed system performance problem (5.5) one can calculate solution strategies
of the interference side. These strategies appear to be mixed; see [2]. Next, since the
interference side may have incomplete and inexact information about the system, its
real strategy may differ from the optimal one. Hence, the protection (system) side
may take the strategy (y*, u™) as a basis, but change it properly after the strategy
deviations of the interference side.

Let us now consider the custom approach based on the antagonistic “attack-
defense” game with the utility function H and strategy sets U and V. Then each
calculation of the value of the utility function will require a solution of optimization
problem (5.1). Moreover, the utility function H (u, v) does not possess the concavity-
convexity property even under additional assumptions, hence solution of this game
is very difficult especially for high-dimensional problems.

In order to solve problem (5.8)—(5.10) we can in principle apply some other
suitable convex optimization method instead of (ACS); see e.g. [12, 13]. Following
[11], we can also apply a similar method with line-search. We observe that both
(ACS) and that method solve the optimization problem (5.12) at each iteration for
finding the point x(x) at x. If we add the convexity assumption for the functions
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fand B;,i = 1,...,m, in the variable v, then the calculations of values of the
functions p and h;, i =1, ..., m, also reduce to convex optimization problems.

In order to illustrate some preferences of the proposed method we describe
applications to special cases of problem (5.1).

Example 5.1 We take the special case where the functions f and g; are affine in
y. More precisely, we are given the parametric linear programming problem of the
form:

n
min — ch'yj
j=1

subject to
n
Zai/yj <bi(u,v), i=1,...,m;
j=1
i =0, j=1,....m
uelU,veV;

or briefly,

max — {(c, y) | Ay <b(u,v), y >0}, ue U, veV, (5.20)

where A is an m X n matrix, ¢, y € R", l;(u, v) € R™. This case corresponds to the
linear working technology. Hence, c; is the system utility per unit level of the j-th
working technology, a;; is the loading level of the i-th subsystem per unit level of
the j-th working technology, whereas b; (u, v) is the maximal capacity of the i-th
subsystem at the activity profile (u, v). Here the system utility does not depend on
both restriction and protection activity. We also suppose that U and V are nonempty
convex and compact sets in R* and R/, respectively, and that l;,-, i=1,...,m,are
continuous functions, which are convex in v and concave in u.

First we take the custom antagonistic game approach. Then due to (5.20) we
define its utility function

H(u,v) = max{{c, y) | Ay < b(u,v), y > 0}

and strategy sets U and V. We can show that H (u, v) is concave in u under the
above assumptions. In fact, fix any v € V, take arbitrary points u’,u” € U and
denote by y’ and y” the corresponding solutions of the inner problem (5.20), i.e.
(c,yy = H@ ,v) and {c, ") = H(u", v). Choose an arbitrary number A € (0, 1)
and set u(A) = Au’ + (1 — A)u” and y(A) = Ay’ + (1 — A)y”. Then y(1) > 0 and
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due to the concavity of I;(-, v) we have
b(u(r), v) = Ab(, v) + (1 — Mb@", v) = Ay(h),
i.e. y(A) is a feasible point in (5.20) at (#(X), v). It follows that
H@u®),v) = (¢, y(O) = AH @', v) + (1 =M H ", v),

hence, H (-, v) in concave. However, H (-, v) is not convex in general. Even if 15(u, 4
is affine we can only prove as above that H (i, -) is concave. Similarly, if b is jointly
concave we can prove that so is H. Therefore, the utility function H (u, v) is not
concave-convex, hence solution of the antagonistic game is very difficult.
Next we take the proposed penalty approach. Set b;(u) = Inel‘I/l bi(u, v) for
v

i = 1,...,m. Then the guaranteed system performance problem (5.7) is written
as follows:

max — {{c,y) | Ay <bu), y >0, u e U},

it is clearly a convex optimization problem. It is replaced by a sequence of auxiliary
penalized problems of the form

max  — {(c,y) — 0.5T[[Ay — bu)]+|1*};
yeR% ,uelU

cf. (5.8)—(5.10). Each penalized problem is solved approximately with Method
(ACS). The main part of this method consists of finding the value of the single-
valued mapping x +— X(x) at x = (y, u), where x stands for the current iterate. In
other words, we have to solve the auxiliary optimization problem (5.12), which is
now written as follows:

max  — {{c, §) — (t[Ay — b))+, AF — b(@)) — 0.5(|F — y|I* + llid — ull*)}.

FeR" ieU

Clearly, it can be solved separately in each vector variable, i.e. it reduces to the
independent optimization problems:

;n%?ni — {(c, §) — (t[Ay — b1+, AF) — 0.5F — y|*} (5.21)
Ry
and

max — ((r[Ay = bl b(@) — 0.5 — ul). (5.22)

Since the pair (y, u) is fixed, problem (5.21) decomposes into n simple independent
one-dimensional quadratic optimization problems, their solutions are found by
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an explicit formula. Problem (5.22) has a unique solution, its calculation can be
simplified after further specialization of the set U and functions b;, i = 1,...,m.
The other parts of Method (PCS) can be implemented easily.

Example 5.2 'We now take the example of an optimal flow distribution problem in
computer and telecommunication data transmission networks, which was described
in [1] and is based on the network flow distribution model from [14].

This model describes a network that contains m transmission links (arcs) and
accomplishes some submitted data transmission requirements from n selected pairs
of origin-destination vertices within a fixed time period. Denote by y; and d; the
current and maximal value of data transmission for pair demand j, respectively,
and by ¢; the capacity of link i/, which depends on network protection-interference
profiles (u,v) € U x V, ie. ¢; = c¢;(u,v). Each pair demand is associated with
a unique data transmission path, hence each link i is associated uniquely with the
set N (i) of pairs of origin-destination vertices, whose transmission paths contain
this link. For each pair demand j we denote by 1 (y;) the utility value at the data
transmission volume y;. Then we can write the parametric utility maximization
problem as follows:

max — u(y) = Zuj(yj)
j=1

subject to

Yo yi<cv),i=1...m;
JeNG@)
O0<yj<dj, j=1,....n;

uelU,veV.

If the functions w;(y;) are concave, this is a parametric convex optimization
problem. The sets U, V of protection-interference activity profiles are usually
determined as polyhedra, for instance, we take

S
U={uelkR 0<u; <o, i=1,...,s, Zuifc/ ,

i=1

1
V=JveR 0<vj<f. j=1....t. Yy v <C"
j=1

In addition we suppose that the functions c;(u, v) are concave-convex. Then as
above we can show that the custom antagonistic game approach leads to the utility
function H (u, v), which is concave in u under the above assumptions, but is not
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convex in v in general. Therefore, solution of this antagonistic game will be very
difficult.

In [1], the guaranteed system performance problem was replaced by a sequence
of general convex non-smooth optimization problems. Now we describe application

of the proposed method. Set d = (di, ...,dDT and bi(w) = mi‘r} ci(u, v) for
ve

i = 1,...,m. Then the guaranteed system performance problem (5.7) is written

as follows:

max — { u(y) Zngbi(u),izl,...,m,ﬂfxfd
JENG)

It is clearly a convex optimization problem. We find its solution with taking a
sequence of auxiliary penalized problems of the form

—0.5tP(y,u)}, 5.23
yel({gﬁiw%{u(y) TP(y,u)} (5.23)
where
2
m
P,wy=Y_"| Y yi—biw| ;
i=1 | jeN@) "

cf. (5.8)—(5.10). Each penalized problem (5.23) is solved approximately with
Method (ACS). The main part of this method consists of finding the point X (x) at
x = (y, u), where x stands for the current iterate. It is a solution of problem (5.12),
which is now written as follows:

w(y) —Ti[ > YJ_bi(’/l):| ( > fj—bi(ﬁ)>
+

max  — | NG eNG
5el0,d]iel i=1 ~j6N(l)2 ) ; JEN()
=0.5(1y = y1I* =+ llie — ull)
Again, this problem reduces to the independent convex optimization problems:
m
max — fu@ -ty | Yy b | Y 5= 0515y
yel0.d] i=1 | jeN() L+ JEN(D)
and

m
min — 10.5@ —ul’ =<} | >0 i —biG | bi@

i=1 | jeN@) n
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Both the problems admit further decomposition with easy solution. Hence, this
method seems more efficient than that in [1].

Therefore, the proposed method admits a decomposition technique which simpli-
fies the implementation essentially.

5.6 Conclusions

We considered a general problem of performance evaluation for some composite
system involving subsystems. This system can produce several kinds of commodi-
ties having different load volumes, so that each kind of commodity (or each kind
of work) may be accomplished with some collections of the subsystems. The
subsystems capacity may be changed under influence of some activity both for
restriction of their performance and for protection from this restriction. In such a
way, we obtained an “attack-defense” type antagonistic game where calculation of
the value of the utility function requires a solution of the optimization problem.

We proposed to modify the formulation of the above game problem in order to
evaluate guaranteed system performance in the general case. The problem suggested
to be solved by an inexact penalty optimization method. This enables one to
essentially simplify the solution process in comparison with finding worst case
strategies in the custom zero-sum game. An example of applications that shows
the efficiency of the proposed approach was also described.

Acknowledgments The results of this work were obtained within the state assignment of the
Ministry of Science and Education of Russia, project No. 1.460.2016 /1.4. In this work, the author
was also supported by Russian Foundation for Basic Research, project No. 19-01-00431.

References

1. Konnov, I.V.: Game of constraints for evaluation of guaranteed composite system performance.
Russ. Math. (Iz. VUZ) 63(4), 79-83 (2019)

2. Konnov, 1.V.: Games of constraints for complex systems. Lobachevskii J. Math. 40(4), 660—
666 (2019)

3. Dresher, M.: Games of Strategy: Theory and Applications. Englewood Cliffs, Prentice-Hall
(1961)

4. Germeyer, Y.B.: Introduction to Operations Research Theory. Nauka, Moscow (1971, in
Russian)

5. Vorob’yev, N.N.: The Principles of Game Theory. In: Non-Cooperative Games. Nauka,
Moscow (1984, in Russian)

6. Davydov, E.G.: Operations Research. Vysshaya Shkola, Moscow (1990, in Russian)

7. Antsiferov, E.G., Ashchepkov, L.T., Bulatov, V.P.: Optimization Methods and Their Applica-
tions. Part I: Mathematical Programming. Nauka, Novosibirsk (1990, in Russian)

8. Ben-Tal, A., Nemirovski, A.: Robust convex optimization. Math. Oper. Res. 23(4), 769-805
(1998)



10.

11.

12.

13.

14.

Penalty Method for Games of Constraints 63

. Garcia, J., Pefia, A.: Robust optimization: concepts and applications. In: Del Ser Lorente, J.

(ed.) Nature-inspired Methods for Stochastic, Robust and Dynamic Optimization, Chapter II.
Intechopen, London (2018)

Konnov, 1.V.: A simple adaptive step-size choice for iterative optimization methods. Adv.
Model Optim. 20(2), 353-369 (2018)

Konnov, I.V.: An approximate penalty method with descent for convex optimization problems.
Russ. Math. (Iz. VUZ) 63(7), 41-55 (2019)

Polyak, B.T.: Introduction to Optimization. Nauka, Moscow (1983); English Translation in
Optimization Software, New York (1987)

Konnov, I.V.: Nonlinear Optimization and Variational Inequalities. Kazan University, Kazan
(2013, in Russian)

Kelly F.P,, Maulloo A., Tan D.: Rate control for communication networks: shadow prices,
proportional fairness and stability. J. Oper. Res. Soc. 49(3), 237-252 (1998)



Chapter 6 )
Adjustment Dynamics in Network Games oo
with Stochastic Parameters

Alexei Korolev

Abstract In this paper we introduce stochastic parameters into the network game
model with production and knowledge externalities. This model was proposed
by V. Matveenko and A. Korolev as a generalization of the two-period Romer
model. Agents differ in their productivities which have deterministic and stochastic
(Wiener) components. We study the dynamics of a single agent and the dynamics
of a dyad where two agents are aggregated. We derive explicit expressions for
the dynamics of a single agent and dyad dynamics in the form of Brownian
random processes, and qualitatively analyze the solutions of stochastic equations
and systems of stochastic equations.

Keywords Network games - Differential games - Brownian motion - Stochastic
differential equations - Ito’s lemma - Heterogeneous agents - Productivity

6.1 Introduction

Recent decades have seen an increase in research on social networks, economics
of networks and games on networks (e.g. [2-8, 10]). Numerous theoretical results
in these areas are widely used in the analysis of real-life networks such as the
Internet, social interactions, foreign relations, etc. However, the existing literature
pays much less attention to production networks. In [11] a model with production
and knowledge externalities with two time periods is considered which generalizes
the Romer model [14], where essentially a special case of the complete network
is being examined. Agents are located in the nodes of a network of arbitrary
form and derive utility from consumption in both periods. In the first period
an agent receives an endowment which can be allocated between investment in
knowledge and consumption. The consumption in the second period is determined
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by production, which depends on her own investment and investments made by her
closest neighbors in the network.

In [11] the concept of Nash equilibrium with externalities is introduced. As in the
usual Nash equilibrium, agents maximize their gain (utility) and none of the agents
find it beneficial to deviate if others do not change their behavior. However, this
model assumes that the agent cannot change its behavior arbitrarily, as the concept
of Nash equilibrium implies, but to a certain extent is bounded by the equilibrium
situation in the game. Namely, in [11] it is assumed that the agent makes a decision
taking into account a certain environment formed by her and her neighbors in the
network, and although she affects the environment, it is taken as exogenously given
when making the decision.

However, [11] considers only networks with homogeneous agents. In [12] a gen-
eralization of the model [11] is studied where the productivities of the agents may be
different. The dynamics of networks in discrete time is introduced and the concept
of dynamic stability of equilibria is defined. The authors characterize equilibrium
behavior of the agents and provide conditions under which in equilibrium agent is
passive (does not invest), active (invests part of the income), hyperactive (invests all
income). Conditions for the existence of internal equilibrium (i.e., equilibrium with
active agents) are established for several networks, and a theorem about comparison
of agents’ utilities is proved.

Also, [12] considers dynamics in discrete time which occur when networks
are combined. In [13] the dynamics of networks with production and knowledge
externalities is studied, and the concept of dynamic stability of equilibria is defined
in continuous time framework. However, in all of the above papers, the network
parameters were deterministic.

The contribution of this paper is in describing transition dynamics in the
stochastic case where agent productivity has both deterministic and Brownian
components. We study the behavior of a single agent and of a dyad. It turns out
that the threshold values of parameters under which agent’s equilibrium behavior
changes in the stochastic case are shifted compared to the deterministic case.

The rest of the paper is organized as follows. Section 6.2 describes the main
model and reviews some of the previous results. We define Nash equilibrium in
the network with production and knowledge externalities, define dynamic stability
of equilibrium and characterize the equilibrium behavior of agents. Section 6.3
considers the dynamics of a single agent in deterministic and stochastic cases,
i.e., when agent has constant productivity and when her productivity consists of
two terms (deterministic and a stochastic processes). We derive explicit expression
for the dynamics of a single agent in the form of Brownian random processes
(see Proposition 6.2) and provide a qualitative analysis of the solution to the
stochastic equation (see Corollary 6.2). Section 6.4 compares the dynamics in the
dyad for deterministic and stochastic cases. We derive explicit expressions for
the dyad dynamics in the form of Brownian random processes (see Theorem 6.3)
and provide a qualitative analysis of the solutions of stochastic equations systems
(see Corollary 6.3). Section 6.5 concludes and discusses possible topics for further
research.
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6.2 Deterministic Model and Review of Previous Results

We begin by describing our main model and reviewing some of its properties,
since our new model differs from the original model in the stochastic nature of
the parameters. Our main model, formulated in [11], is deterministic and is the
generalization of the Romer model [14] for networks.

Consider a network (undirected graph) with n nodes,i = 1,2, ..., n; each node
represents an agent. In period 1, each agent i has initial endowment of good, ¢, and
can use it for consumption in period 1, c’i, and for investment into knowledge, k;.
Knowledge is used in the production of good for consumption cé in the period 2:

k=6 i=12,...,n

Preferences of agent i are described by quadratic utility function:

U; (c’i, c’2) =c (8 — ac’i) + bich,

where a is a satiation coefficient, b; > 0 characterizes the value of comfort and
health in period 2 compared to consumption in period 1. It is assumed that c’i €
[0, ], the utility increases in c’i, and is concave in c’i (i.e., the marginal utility of
consumption decreases). These assumptions hold in particular when 0 < a < 1/2.

By environment of agent i we mean the sum of investments by the agent herself
and her neighbors:

Ki=ki+Ki, K= Z ki,
JEN()

where N (i) is the set of neighboring nodes of node i, K; we will call the
pure externality. Production in node i is described by production function:

F (ki, K;) = BikiK;, B; >0

which depends on the state of knowledge in node i, k;, and on environment, K;,
while B; is a technological coefficient.

We will denote the product b; B; by A; and assume thata < A;. Since increase in
any of parameters b;, B; leads to increase of the second period consumption, we will
call A; “productivity”. We will assume that A; # 2a,i = 1,2,...,n. If A; > 2a,
we will say that agent i is productive, and if A; < 2a, we will say that agent i is
unproductive.

There are three possible types of agent’s behavior: agent i is called passive if
she makes no investment, k; = O (i.e. consumes the whole endowment in period 1);
active if 0 < k; < &; hyperactive if she makes maximally possible investment &
(i.e. consumes nothing in period 1).
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Consider the following game. Players are agentsi = 1, 2, ..., n. Possible actions
(strategies) of player i are the values of investment k; from the interval [0, €]. Nash
equilibrium with externalities (hereinafter referred to as equilibrium) is a
profile of knowledge levels (investments) (ki‘, k3, ..., k;f), such that each k] is a
solution of the following problem P (K;) where player i maximizes her utility given
environment K;:

U; (c’l,c’z) —— max

ch,ch ki
Cli Sg_klv
¢y < F(ki,Ki),

i >0, ch>0, k >0,

and the environment K; is defined by the profile (kT, k3, ..., kj;):
K=k Yk
JEN()

The first two constraints in problem P (K;) are evidently binding in the
solution. Substituting the equalities into the objective function, we obtain a
payoff function,orindirect utility function:

Vi (ki, Ki) = Ui (e — ki, F; (ki, Ki)) = (¢ —ki) (¢ —a (e — Ki) ) + Aiki K; =
=¢e> (1 —a) — kie (1 — 2a) — ak? + Ak K;. (6.1)

If all players’ solutions are internal (0 < k; < ¢€), i.e. all players are active, the
equilibrium is called inner. Otherwise it is called corner equilibrium. A corner
equilibrium in which the level of knowledge at each node is O or ¢, i.e. all players
are passive or hyperactive, we will call purely corner equilibrium.

Clearly, the inner equilibrium (if it exists for given values of parameters) is
defined by the system

DV (ki,K;)=0,i=1,2,...,n, (6.2)

or according to (6.1) it is
DV (ki, K;) =¢Q2a—1)—2aki+ A;K;=0,i=1,2,...,n. (6.3)
Let us introduce the following notations: A—diagonal matrix, which has num-

bers Ay, A, ..., A, on the main diagonal, /—unit n X n matrix, M—network
adjacency matrix, i.e. M;; = Mj; = 1, if there is the edge connecting nodes i and
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J,and M;; = Mj; = O otherwise. It is assumed that M;; = Oforalli =1,2,...,n.
The system of Egs. (6.3) takes the form:

(A —2a1)k+AMk —z, (6.4)

where k = (k1. ka, ..., kp)T, 8 = (s (1 = 2a), e (1 —2a),...,& (1 —2a))".

Theorem 6.1 ([12], Theorem 1.1) The system of Egs. (6.4) for a complete network
has a unique solution.

Thus, the system of Egs. (6.3) for a complete network always has a unique solution
k*, whose components we will call the stationary values of the investment. In the
inner equilibrium k' =k}, i =1,2,...,n.

The following proposition plays a central role in the analysis of equilibria in
deterministic version of model.

Proposition 6.1 ([12], Lemmas 2.1, 2.2 and Corollary 2.1) In equilibrium, the
agent i is passive if and only if

(=20,
A;

the agent i is active if and only if

™

e (1 —2a)
< K; < s
A; A;

or, equivalently,

L e(Qa— 1)+ AiK;
T 2a — A; ’

the agent i is hyperactive if and only if

e
Ki; > .
%Y

In [12] the adjustment dynamics in discrete time is introduced, which begins
after a small deviation of the agents’ strategies from the equilibrium, or when the
networks which were in equilibrium, are combined together. In [13] adjustment
dynamics is studied in continuous time.

Definition 6.1 ([13], Definition 5) In the adjustment process, each agent maxi-
mizes her utility by choosing a level of investment; when she makes her decision,
she treats her environment as exogenously given. Therefore, if k; (o) = 0, where 7y
is an arbitrary moment, and D1 V;(k;, K;)|,=0 < O, then k;(t) = O for any t > 1,
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and if k; (to) = € and D1V; (k;, K;) ;= = O, then k; (t) = ¢ for any ¢ > fy; in all
other cases, k; (¢) solves the differential equation:

. A; ~ A; —2a e(1 —2a)
ki= K; ki — .
T 2a ! + 2a ! 2a
Definition 6.2 ([13], Definition 6) The equilibrium is called dynamically stable
if, after a small deviation of one of the agents from the initial equilibrium, the
adjustment dynamics returns the network back to the initial equilibrium. Otherwise,
the equilibrium is called dynamically unstable.

The natural generalization of the deterministic model described above is to
introduce stochastic parameters. The assumption that agents’ productivities may
have stochastic components seems quite realistic, while the endowments of agents
are constants for this concept.

In new version of the model, the productivity of each agent has not only
deterministic A, but also Brownian (Wiener) component o W, (Wy = 0). Thus, the
total productivity of agent i is now equal to A; +a W/ . All other assumptions remain
the same as in our main deterministic model.

In this paper we lay the groundwork for the stochastic model by considering the
behavior of a single agent and dyad agents in the stochastic case.

6.3 The Stochastic Extension of Model for Single Agent

Consider first the dynamics of a single agent. We assume that the deterministic
component of her productivity A does not depend on time, and her initial investment
at time t = 0is k(0) = ko. Then the dynamics of a single agent is described by the
following equation:

i— A+ aW, _ k_£(1—2a)’
2a 2a

or in differential form,

1-2
&( a)dt.

o (6.5)

A
dk= (" —1)kdr + & kaw, —
2a 2a

Proposition 6.2 The dynamics of investments in knowledge of a single agent is

2 t 2
k@) = EAH-;LW;—“Z tkO _ e(l —2a) / ex(t—r)—“z (t—f)—‘,—lj,(Wt—WT)dT.
2a 0
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Proof Introducing the notation

=2 Y - Wt
_2a ) :u“_zas r — ,bL[ 2/1/

and multiplying equation (6.5) by e¥’, we get

1-2
( a)eq/’dt.

Mdk = rke¥dt + pke®dw, — ,
a

Note that by Ito’s lemma

71

(6.6)

6.7)

1 1
de¥ = —xe¥idt — pe” dw, + Zuze‘p’dt + Zuzeq”dt = ¥ (=Adt — pdW, + p2dt),

and therefore given (6.7) and (6.8):

d (ke”) = e” dk + kde” + dkde” =

(6.8)

1-2
— k¥ dr + ke dw, — ¢ R D Wit 4 ke (—xdz — udW; + u2d1> — W2keMdr =
a

e(l — za)eq”dt.
2a

_ t
k() = e*‘ll, <k0 . 8(12 2a) / eq”dr> _
a 0

So

t
_ b=ty &0 5 2a) / D)1 (=) (W= W) g
a 0

(6.9)

Proposition 6.3 The mathematical expectation of geometric Brownian motion
2

; i . n
without drift, i.e. eV, where Wy = 0, is equalto e 2 *.

Proof By Ito’s lemma

1
de"Vt = petViaw, + 2,uze”W’dt,
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or in finite form

t 1 1
Wi = ghWo 4 u/ MWsdW, + 2u2/ e*Weds. (6.10)
0 0

Taking the mathematical expectation from both parts of (6.10) and taking into
account the property of Brownian processes £ [ fé e“WSdWS] = 0, we obtain

1 t
E [e“W’] =FE [e“WO] + 2“2/ E [e“Wf] ds,
0

or

)= o] o]

Solving this differential equation, we find
E [e“W’] = eMZzt.
]

Remark 6.1 The mathematical expectation of the stochastic process k(¢) according
to (6.9) is equal to

1—-2 ! ) Y ‘
E k()] = ko + 2 X / MG — 1) = (ko — k) e 2" I,
a 0

where

e(1 —2a)

k=
A —2a

is the stationary value of the investment. Thus, the dynamics of the mathematical
expectation of the value of investments in the knowledge of a single agent coincides
with the dynamics of the value of her investments in knowledge in the deterministic
case, whena = 0, i.e.

k() = (ko — k') e 2" + k. 6.11)
However, the boundaries of various scenarios of the agent’s behavior (and

the behavior itself) in the stochastic case are obviously shifted compared to the
deterministic case.
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Remark 6.2 In the deterministic case, among the two possible corner equilibria, the
equilibrium k£ = 0 is always possible and stable because, according to (6.3),

DiV(©0,0)=¢(2a—1) <0,

and it follows from Proposition 6.1 that the equilibrium k& = ¢ is possible if A > 1
and is stable if A > 1 since according to (6.3),

D1V(e,e) =eRa —1) —2aec + Ae = Ae — &.
Inner equilibrium

e(l —2a)
A —2a

k* :kS —

3

in accordance with the Proposition 6.1 is possible if and only if 0 < k* < ¢ i.e.
when A > 2a, A > 1. The inner equilibrium is unstable, since the root of the
characteristic equation A = (A — 2a)/2a > 0.

Corollary 6.1 In the deterministic case, the following cases take place.

(1) A <2a < 1. Thenk* < 0, A < 0, and for any initial value of ko € [0, €], we
have

lim k(r) = 0.
11—

(2) 2a < A < 1. Then k* > ¢, A > 0, and for any initial value of ky € [0, €], we
have

lim k(¢) = 0.
—>00
(3) A= 1.Thenk® = ¢, A > 0, and for any initial value of kg € [0, €), we have
lim k(r) =0,
t—>00
and for the initial value kg = ¢, the agent remains in unstable equilibrium
k = ¢, but after a small deviation she begins to decrease her investment and
converges to a stable equilibrium k = 0.
(4) A>1>2a.Thenk’® € (0,¢), . > 0, and three cases are possible.
If ko € [0, k%), then

lim k(r) = 0.
11— 00
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If ko € (k*, €], then

lim k() = ¢.

11— 00

If ko = k* then the agent remains in this unstable equilibrium k = k*, but after a
small deviation she will continue to move in the same direction and converge to one
of two stable equilibria, respectively, k = 0 or k = ¢.

In the stochastic case, we will use the law of the iterated logarithm.

Theorem 6.2 ([9], The Law of the Iterated Logarithm) For a one-dimensional
Brownian motion W;, the following equality holds:

lim su ! =1
=00 p\/2tlnlnt

We rewrite expression (6.9) taking into account (6.6) as follows:
—za o (12 —_— t —za o (12
k() = eAzaz t+ 5 Wim Eot (ko _ e(1 —2a) / e,Azaz - Wr+8azrdr> .
2a 0
(6.12)

To perform a qualitative analysis of the behavior of the solution, it is important to

know in the case A > 2a + 3‘2 whether the value of last integral term in the right
hand side of the Eq. (6.12) reaches the value ky when ¢ — oo.

Remark 6.3 Random density of
o0 —za o 0(2
/ e_Azaz Wt 2T gr
0

if A > 2a-+ ‘jf; according to [1] is

2 2
(;;2) exp (—Sgk)
r <4a(A—2a) . 1) ) k4a(A;2a) ’

C{z «

_ 4a(A;2a) +1
[°%

fk) =

where I" is the gamma function. Then the probability that

— 00 A2 2
8(12 2a) / o za"r—z";Wﬁ-é’;zrdr
a 0
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does not reach kg is equal to

_4a(A72a)+1
a? o? 2aky 842
A <8a2) e(1-2a) eXP( oﬂk)
p= ) : / dk. (6.13)
1 0

_ 4a(A—2a)
Ia (4a(/;2 2a)

a

Corollary 6.2 In the stochastic case, the following cases take place.

(1) A <2a+ f{z Then according to the law of the iterated logarithm we have

Iim k(r) =0 a.s.
11— 00

(2) A=2a+ f{z Then the process k(t) will fluctuate between 0 and ¢.
(3) A>2a+ f{z Then with probability P (see (6.13)) we get

lim k(1) = ¢
—o0

and with probability 1 — P respectively

lim k(t) = 0.
—o0

6.4 The Stochastic Extension of Model for Dyad

Definition 6.3 A dyad is a network consisting of two nodes connected by an arc.

Suppose that two agents with different productivity and with initial values of
investment in knowledge k(l) and kg are aggregated into a dyad. The productivity of
each agent has both a constant and a random (Brownian) component. We assume
that changes in the productivity of dyad agents are caused by the same random
influences in this network, and the sizes of random components are proportional to
the constant components of productivities. In other words, the productivity of the
first agent is A + o1 Wy, the productivity of the second agent is Ay + ax W;, while

A
Lo (6.14)
Ar o

The dynamics in such a dyad is described by a system of stochastic equations

b= (4 =) ko Wik + Ak + 5 Wik — 70520,
b = 52k1 + 52 Wik + (‘2*; - 1) ko + P Wiky — U200,
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or, in differential form,

dky = (?al — 1) kidt + ‘;['l/qu; + ?a‘ kodt + ‘;‘;kde, _ 6(12;2“)611‘,
dky = gjlth + géklth + (gj - 1) kodr + Z‘ﬁkde, _ S(lz_aza)dt-
(6.15)

The matrix notation of system (6.15) has the form
dk = Akdt + akdW + Edt, (6.16)

where

] o _ __&(1-2a)
—( 2a 2 — 2
0‘—<a‘§ a‘;)v E=1 1% |-
2a 2a 2a
We first consider the deterministic case when oy = ap = 0.

Proposition 6.4 [n the deterministic case, the dynamics of investments in knowl-
edge of dyad agents is given by

0 0 - (A
ki = <A2k1—A1k2 _ e(12a)(A1A2)> 1+ AlkogDe(“ 1)r + D,

4A 8aA
_(AK-ak  e-2a)Ai-an) ) ot 4, BB (271
kz—‘( 4i T saA e+ A2 L) 4,
(6.17)
where D1 and D, are determined by the expression (6.18)
1-2 Al — Ay +2 1-2 Ay — A1 42
Dlzs( a) Ai—Ar+2a 0 e(l—2a) Ay—Ai+2a 6.18)

2a Al +Ar—2a 2 2a Al +Ar—2a

The proof of this statement is in Appendix.

Theorem 6.3 In the stochastic case, the dynamics of investments in knowledge of
dyad agents is given by

o e(1—2a)(A1 — Ay) | AskY — A1kY e(1 —2a)(Ar — AY) | o
= e
! 2a(A; + A) Al + Ay 2a(A; + A)
ALK+ K9 Are(l —2a) (! <f§+<‘”;‘?)2+1)r7‘”;‘”2 We
— e T X
A+ A a(A1+ A Jo
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i (@+a)? ap+ay
(a_ 02 L)t T W
X e

) (6.19)
k(1) = e(1 —2a)(A, — Ay) Alkg - Azk(l) e(1—2a)(A; — Ap) —
2a(A1 + A») A1+ A 2a(A1 + A))
A+ Are(1 =20y 1 (<A )
— T | X
A+ A a(A1+ A2) Jo
(A _G+o)? —1>t+‘”2+a2 W,
x e\t 8 o (6.20)
The proof of this theorem is in Appendix.
Remark 6.4 Deterministic case solution
t -
k() = eMko + e (/ eAfdr) E (6.21)
0

is obtained from (6.25) by putting « = 0. However, in the deterministic case, the
solution obtained by the Euler method is better suited to analyze the behavior of the
function k(¢).

Remark 6.5 Note that we could obtain the same expression (6.17) which is
convenient for a qualitative analysis by substituting the expressions for S, S~!, ¢’/
in (6.21), i.e. calculating

0] 1 VAN CR Ay — A

k = (Ail)t +

2(1) Ar+A2 -1 A 0 e\e 1 1

1 1 A \[(e' O Ay —A, fo e tdr 0
- (2-1)r (-1)rge )
Al+4A\ -1 A 0 ela 11 0 fye\e Jdr
Ay —Ay\ [ —£0-2
x ( o ) (_5(12“2@ . (6.22)
2a

However, in the stochastic case, we had to use matrix exponentials and Ito’s lemma

to obtain expressions similar to (6.22). Moreover, we could not write the integrals
of the Wiener processes in the closed form.

All possible equilibria in the deterministic version of the model under considera-
tion are listed in [8].
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Proposition 6.5 ([8]) Ler in deterministic dyad A1 > Aj. Then there are 6
equilibria:

(1) equilibrium in which k1 = ky = 0;

(2) equilibrium in which k1 = ky = &;

(3) equilibrium in whichky = ¢,0 <ky < ¢;

(4) equilibrium in which0 < k1 < ¢, ko =0;

(5) equilibrium in which k1 = ¢, ko = 0;

(6) equilibrium in which both agents are active.

While equilibria 1, 2, 3, 5 are dynamically stable, equilibria 4 and 6 are unstable.

In the stochastic case, there are not so many equilibria. Equilibrium in this case
is a point in the phase space to which a (stochastic) transition process converges
as ¢ tends to infinity. Thus, in our stochastic model, the very concept of unstable
equilibrium is senseless.

To perform a qualitative analysis of the behavior of the solution, it is important

2
to know in the case Ay + Ay > 2a + (“'I;"Z) whether the values of the integral

terms in the right hand side of Eqgs. (6.19) and (6.20) reach the values respectively

AV A (k)+KD) :
Al+As and Al+As when t — 00, i.e. whether the random process

¢ A (egtep)? _ajta
/e( o T
0

reaches the value

Zako _ Cl(k(l) + kg)
e(l1—2a) &e(1—2a)"

Remark 6.6 Random density of
o (A (ajtap? _ajta
/ e( R H)t SO
0

if Aj + Az > 2a + @1 according to [1] s

_da(A1+Ay—2a)

(a1+a)? (a1+a2)2 _ 8
Flo = ( 8a2 ) CXP AT (a4
= da(A+Ar—2a) _ 1 4a(Al+A2;2a)
(a1+a2)? ko Crte)

Then the probability that

8

Are(l —2a) (! (f§+(‘”j§2>2+1)rf‘”;‘”2 We Ay (k) + k9)
e dt <
a(A1+ Az) Jo A+ A
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which can be rewritten as

< 2
Are(1=2a) 1 (<E+ 0 e A+ KD

8a

e T <
a(A1+ A Jo A1+ Az
is equal to
_4a(Al+A272a)
((a1+ozzz)2) (@1 +ap)2 2aky exp (_ 8a? , )
5 8a e(1-2a) (a1400)%k
P= da(Ai+Ar—2a) _ 4 ’ /(; 4‘1("‘1+1“’2*22‘1) dk. (6.23)
(a1+a2)? k (ete)

Corollary 6.3 In the stochastic case, the following cases take place.

(1) IfA1+ Ay <2a+ (“115‘2)2 then according to the law of the iterated logarithm,
we have

lim k1(z) =0 a.s.
100
lim ka(t) =0 a.s.
=00
(2) If A1 + Ay = 2a + (“11'32)2 then the processes ki(t) and ko (t) will fluctuate

between 0 and ¢. ) _
(3) If A1+ Ay > 2a + (0“1'2‘2) then with probability P (see (6.23)) we get

lim k(t) = &,
11— 00

lim kp(t) = &.
—>00

and with probability 1 — P respectively
lim k() =0,
—>00

lim ka2 (1) = 0.
—0o0

6.5 Conclusion

In this paper we develop and generalize the model proposed in [11, 12]. The
contribution of this paper is in describing transition dynamics in the stochastic
case where agent productivity has both deterministic and Brownian components.
Previously, the transition dynamics between dynamically stable equilibria in the
network were considered only in the deterministic case. It turns out that the
boundaries of various scenarios of the agent’s behavior (and the behavior itself)
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in the stochastic case are shifted compared to the deterministic case. We derive
the explicit expressions for the dynamics of a single agent and dyad agents in the
form of Brownian random processes (see Proposition 6.2 and Theorem 6.3), and
provide a qualitative analysis of the solutions of stochastic equations and systems of
stochastic equations (see Corollaries 6.2 and 6.3). We establish in which direction
and with what probability the random process will evolve and to what state it will
come in each case.

The next task is to study the transition dynamics in stochastic triangles with
heterogeneous agents and in complete stochastic networks with agents having
stochastic productivities. It might be also useful to consider the dynamics in
networks with arbitrary correlation functions between the stochastic components
of different parameters.

Appendix

The proof of Proposition 6.4.

Proof The system of differential equations in the deterministic case has the form

L (A A (1-2a)
kl—(zﬁ_l)kl"‘zal’@_ezaa’ (6.24
i( — Azk (Az 1>k e(1-2a) 24)
2= 24 1+ 2a 2= 2a

The characteristic equation for system (6.11) is as follows

A A
o+ 1) — 1; 204 1) =0,
a

therefore eigenvalues are

a

where A = AIJZFAZ. Obviously, we can choose as the eigenvectors of the matrix A

the vectors
e] = ! e = Al
1= 1) 2= Ay )

So the transition matrix is
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then
AS =SJ, &4 =Se’s,

where

~
I
-
o |
—_
|
- o
_l’_
(S}
S——"
&N
<
I
/e
Q
el |
(e

(1))

. 1 Ay —Ay
Ar+A \ 1 1 ’

The general solution of system (6.11) is as follows

()= (L)ewenrer(R)en((0 1))+ (50)

We find the constants D; and D; by solving the system of equations
A A — £(1-2a)
(2(1 _1)k1+ 2aka =",
B (5 )l= 0.

It is easy to verify that they are determined by the expression (6.18). We find the
integration constants C1 and C, from the initial conditions:

{k? =C1+A1C+ Dy,
k) = —Ci + A2Cy + D,

)
o _F-D
2= g
where
o KO+ _ _ _
U D=D1+Dzze(1_ 2a)’ A2D1—A1D2=8(1 2a)(A; Az).
2 2 2(A —a) 2a
Then
o= Ak = MR el - 2a)(A) - Ay)
1: - - - .

4A 8aA

Thus, the solution is determined by expression (6.17). ]
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The proof of Theorem 6.3.

Proof 1t is clear that the matrices A and « commute; therefore, for the matrix
exponentials, the relation

eAteaW, — eAt+otW,

holds and we can solve the matrix equation (6.16) by multiplying from the left by
the matrix exponent

o2
e*AtfaWHr 5 t‘

Denote, as in the one-dimensional case, for brevity

a2

U =—At—aW; + 5 t.
Then we have
d(e”k) =e?dk +de”k + de¥ dk =
_ o2 o2
= e¥ (Akdt + akdW, + Edt) +e” (—Adt —adWi +  di+ dt) k—e”katdt =
=Y Edtr.
Thus, Eq. (6.16) takes the form
2 2
d (e—At—ont—i-"‘z tk> — e—At—ont+"2 tEdt,
therefore, the solution of matrix equation (6.8) can be written as

2 2 t 2
k(t) — eAt-Hth—az tko + eAt+0lW¢—a2 t (/ e—AT—C(Wz"raZ ‘[d_c) E_v (625)
0

Notice, that

az_l arar) 1 foarer ) _ 1 al +ajon Ot%+061062'
2a \ap an /) 2a \ay a» 4a2 otlocz—l—(x% otlocz—l—(x% '
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The eigenvalues of the matrix

a2 Ay . 0512+a1052 . 1 Ay B 0{12+C{10l2
A _ — 2a 8a2 2a 8a2 .
2 Ay a%+a1a2 Ay a%+a1a2 _1
2a 8a? 2a 8a?
. A 2 .
are obviously A1 = —1 and A = 2 - (“1;;‘2) — 1. As eigenvectors we can take
1
e =
—1
and

or in view of (6.14)

ey = .
%3
The eigenvalues of the matrix « are A1 = 0 and A = &1 + @3, and obviously we

. . 2
can choose the same e; and e, as eigenvectors as for the matrix A — "‘2 . Therefore,

. . 2
to reduce to the diagonal form of the matrices (A - % ) t and o W; we can use the

same transition matrices
1
5= 1 A oSl 1 A ’
-1 A Ail+A \ -1 A
so we get
o2
<A - ) t+aW, =St + AW)S™,

where

-1 0 0 0
J = A +a2)? o A= ( + ) J
( 0 A (alga(?) _ 1) 0 alzaaz
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and correspondingly

062
exp<<A— ) )t+aW,> =

s (P 0 5! 6.26
0 exp ((A _ (a1 +ap)? _ 1) r+ al;—az Wt) . (6.26)

a 8a2 a

Substituting (6.26) into (6.25) we obtain

() = e (1 2)

ka (1) Ar+A\ -1 A
L [EPCD ) 0 Ay —Ar\ (K
0 exp((d- e —1)rrfew) )L 1 )R

e(1 —2a) 1 1 Ay

— . X
2a A+ Ay \ -1 Ap

" exp(—1) _ (; y
0 exp ((‘2 - (“1;;"2‘2) - 1) t4 A5 W,)

(fé exp(z)dr 0 )
X X

n 2
0 f()t exp ((_Z\ + (alg:loztz) + 1) T — al;;zaz W‘[) dt
w (A2 AT (1) 6.27)
1 1 1
Calculating expression (6.27) we get expressions (6.19)—(6.20). |
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Chapter 7 )
New Characteristic Function Crehie
for Cooperative Games with Hypergraph
Communication Structure

David A. Kosian and Leon A. Petrosyan

Abstract Cooperation in the games with hypergraph communication structure is
considered. As usual in cooperative game theory, to define the allocation rule, the
characteristic function is used. The communication possibilities are described by the
hypergraph in which the nodes are players and hyperlinks are the communicating
subgroups of players. The payoff of each player is influenced by actions of other
players dependent from a distance between them on hypergraph. The new approach
for constructing the characteristic function in the game is proposed. This approach
does not require the use of maxmin operations which substantially simplifies the
calculations. It is proved that the constructed characteristic function satisfies the
convexity property. The results are shown in an example.

Keywords Cooperation - Charactetistic function - Hypergraph - Communication
structure

7.1 Introduction

In classic cooperative games with transferable utility, it is assumed that all players
have an opportunity to form a grand coalition and the total payoff from the
cooperation can be distributed among the players.

The undirected graph can represent a communication structure. Initially, games
with undirected graph communication structure were studied by Myerson [1]. After
that, games with a communication structure have received attention in cooperative
game theory. As a particular case, the hypergraph communication structure can be
considered.
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Owen [2] studied games with a tree as a communication structure. Meessen [3]
introduced the positional value for the games with graph communication structure.

The TU-games with hypergraph communication structure were studied by
Nouweland, Borm and Tijs [4]. They characterized the Myerson value and the
positional value for these games. The third value, which is called degree value for
games with a hypergraph communication structure, was introduced in [5].

Hypergraph communication structure is an extension of the graph communi-
cation structure with hyperlinks containing more than two players. A hyperlink
can be a model of groups of people or members in associations, sports teams
etc. Also, people in social network chats can be modelled as hyperlinks. In this
case, the cooperation between associations, clubs or companies can be described by
transferable utility games with hypergraph communication structure.

Despite a large number of researches in the field of cooperative game theory, they
are mostly focused on allocation rules while this paper focuses on the construction
of characteristic functions for the games with hypergraph communication structure.

The paper is organized as follows. First, basic definitions and notations concern-
ing the hypergraph communication structure are given. Then the definition of the
game with specially defined discounted payoff function is provided. Next, the new
characteristic function is introduced, and its convexity proved. Finally, the results
are explained in an example.

7.2 Communication Structure

The hypergraph is a pair (N, 54, /< {H € 2N||H| > 2}, N is a finite set and
H1s a given set of subsets of N. The cardinality of H should be greater or equal to
two. If | H| = 2, for all i this structure will be a graph. H € J7is called a hyperlink.
The elements of the set N are called vertexes.

The hypergraph (N, H ) is called reduction of (N, .74 if it is obtained by remov-
ing all hyperlinks which are entirely contained in other hyperlinks. A hypergraph is
called reduced if it coincides to its reduction, that is, it does not have a hyperlink
inside other hyperlinks.

A simple cycle with length s in hypergraph (N, ) is a sequence

(H01 n01 Hls nls ) HS*ls nS*ls HS)?

where Hy, ..., Hy_j—are different hyperlinks and hyperlink Hy coincides with Hy,
no, ..., ng—1—are different vertexes, and n; € H; N Hj41 foralli =0,...,s — 1.
An acyclic hypergraph is a hypergraph without cycles.
In the paper, we shall consider games with acyclic reduced hypergraph commu-
nication structure (N, 7.



7 New Characteristic Function for Cooperative Games with. . . 89

The path between two hyperlinks H; and H; is a sequence Hy,, Hy,, ..., Hy,
where:

l. H; = Hy,, Hj = Hy,.
2.Vi:l<i<k—1,H,NH,, #0.

The path between the two hyperlinks is called “minimal” path if it contains a
minimal number of hyperlinks.

The distance between two vertexes i, j is defined as the number of hyperlinks /
in the minimal path between hyperlinks Hy,, Hy, where i € Hy,, j € Hy,.

Neighbours of vertex i € N with level 1 are the vertexes j € Nl.l that are at a
distance 1 from i. Neighbours of vertex i € N with level k are the vertexes j € Nl.k
that are at a distance k from i, etc. Finally, the vertexes which have no connection
with i are denoted by N fl. For any i € N the set of vertexes is split into neighbors
with levels k € [1,...,1;, —1] denoted by NF.

7.3 Definition of the Game

In the game setting, the set of vertexes N is identified with the set of players.

Thus N := {l,...,n} is considered as set of players. The communication
structure is described by the acyclic reduced hypergraph. Each player is a vertex
in this structure.

Denote by /; the distance between player i and the farthest player.

Players i and j are called connected if there is a path between the hyperlinks in
which they are included.

Define the strategy set £l; of each player. In this paper, we suppose that the sets
;,i € N are finite. Let u; € 4I; be a strategy of player i. After players have chosen
their strategies, the strategy profile u = (u;, ..., u,) is formed.

The payoff function of the player i is defined as:

li
Ki(u) = Z Z " nl (i, up), 8§€,1), hl@,u;)=>0,i,jeN.
m=1 jeN/"

7.4 Cooperation

Consider now the cooperative version of the game. It is supposed that the players
agree to choose cooperative strategies u?, i € N which maximize the sum of their
payoffs:

mlelleKi(u,-,...,u,,) = ZK,-(u?‘,...,uZ).

ieN ieN
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Strategy profile u* = (uf, ..., uy;) we shall call cooperative behaviour.

In the cooperative game theory, the important role takes the characteristic
function defined over the subsets of the player set N.

This paper focused on the definition of characteristic function for the games
with hypergraph communication structure. Characteristic function is a real-valued
function v : 2V — R and v(f) = 0.

In the classical cooperative game theory the characteristic function is defined by
Von Neumann and Morgenstern [6]:

v(S) = maxmanK(ul,..., 2, SCN,

Us Un\s “

hereus = {u;},7 € Sanduy\s = {u;},i € N\ S.

In this paper, we propose another definition of characteristic function which
does not require complicated maxmin computations. The approach is similar to one
proposed in [7].

7.4.1 Characteristic Function

For each coalition S € N define now the hypergraph (S, %) as a restriction of
hypergraph (N, 5¢) over S, here 75 = {H \ (N \ S)|H € J4}.

If player i does not belong to coalition S, he does not interact with the players
from this coalition. Also, the player does not act as a link between these players.
Thus the player can be eliminated from the hypergraph. For any coalition S, a new
communication structure is created by eliminating the players who are not in S. For
a better understanding show this elimination by example.

Consider six player game with communication structure which is shown on the
Fig.7.1.

Construct the communication structure for coalition S = 1, 2, 4, 5. It is needed
to eliminate players 3, 6 (Fig.7.2).

Fig. 7.1 Example of H1 H2

hypergraph

H3
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Fig. 7.2 New H2

communication structure for

H1
coalition S .
4
@ﬂ
H1

Fig. 7.3 Final
communication structure for
coalition §

The resulted hypergraph is not reduced since hyperlink H3 is contained in
hyperlink Hj, then it is necessary to construct the reduction of the hypergraph
(Fig.7.3).

Suppose that for any coalition S, the communication structure is constructed and
denote by Sf, i € S the neighbours with a connection level k in S. Also let ll.S be
a distance between player i and the farthest player in S. Define the characteristic
function in the following way:

v(@) =0,
v({i}) =0,

i
v =33 8 @l ok, (7.1)

ieS m=1 jesr

li
o(N) =Y 3 T el ).

ieN m=1 jeN!"

As follows from (7.1), the value of the characteristic function for each coalition
additively depends on the pairwise interaction of the players in S when they use
cooperative strategies. Also, from (7.1) it follows that for calculating v(S) for each
player i € S, only payoffs from interaction with neighbours with a level k # —1
are taken into account. Because of the communication structure is acyclic reduced
hypergraph the distance between players i and j in coalition S does not change or
the path between does not exist.
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Theorem 7.1 (Convexity) For any two coalitions A, B follows that
v(AU B) > v(B) +v(A) —v(AN B). (7.2)

Proof Denote ANB =CthenA=A\Cand B=B\C.

i 1
IOEDID IO IEARATRNED DD IE L AT AHE

icAm=1 jeAl ieC m=1 jeAl
A £
=22 2T+ D o Wi+
icAm=1 jeAm icAm=1jeCn
i i
m—1yJ . % % m—177J, % | %
DDA ACEWED BB BT
ieCm=1 jeC}" ieCm=1 jeA,’-”
18 18
—17J —14J
VB =) D, ) TR+ D ) 8 ki) =
ieBm=1 jeB" ieCm=l jeB"
18 If
_ m—1y7J . % . % m—173J . % | *
=220 2+ ) Y 8 I @)+
ieBm=1 jeB" ieBm=l1 jeC{"
i£ 18
m—1 / * * m—1 j * *
S 3) D ILLRLTTNTES 3 3B pELRIT TS
ieCm=l1 jeCl" ieC m=l1 jEl_?im

i
VANB) =v(C) =Y > 3 e )

ieCm=1 jeC}"

1A i°©
vAUB) =Y 3" S e ) + )Y Y e o+

icAm=1 jeAm ieAm=1jeC"
C A
I ‘ 1 _
2.2 2 ST @i+ Y ) 8w+
ieCm=1 jeCl" ieC m=1j€/§l'_"

8 If
DD I Dy AT R S S iy H(THR T NE

ieBm=l jeB" ieB m=1 jeC}"
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18 1A _
+Y Y e ek + 303 ST e g wh)+

ieCm=1 jepm iepm=l jeAr
B
1 .
-1
(P IPID BRI
ieAm=ljepm

After substituting these expressions into (7.2) and moving all the components to
the left, we get the following inequality:

v(AUB) —v(B) —v(A)+v(ANB) =

1A B
i . i ) (7.3)
P ID IR VED I DD DR U
ieBm=1 jeAr icAm=l jeBn"
Because hl/ > 0 then the (7.3) holds and the theorem is proved. |
The vector &€ = (&1, ..., &) which satisfies the conditions:

g zv{jh,jeN,

Y & =v(N),
j=1

where v({j})—is the value of characteristic function for coalition S = {;} is called
an imputation.
The set of nondominant imputations in the cooperative game (N,v) is called core.

For the imputation « = (a1, ..., ®,) to belong to the core, it is necessary and
sufficient that:
vu(S) <D a (7.4)
ieS

hold forall S C N.

Consider the set of neighbours with level k of player i. For any coalition S,i € S
it holds that Sf - Nl.k. Denote by C lk = Nl.k \ Sf. Consider the following imputation
a = (ai,...,a,) where

l;

Gi = Kiw) =Y > 6"l @y

m=1 jeN["

is the payoff of player i under cooperative strategy profile.
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Lemma 7.1 The imputation & belongs to the core.

Proof

X
u(8) =YY" Y ),

ieS m=1 jes"
li )
Sa=Y K=Y Y Y o g =
ieS ieS ieS m=1 jeN!"

lis li
=33 > e e + Y03 Y e L u)

ieS m=1 jeS!" ieS m=1 jeCl"

After substituting these expressions into (7.4) and moving all the components to the
left, we get the following inequality:

l;
v =D =y Y Y 8"l uh) > 0. (7.5)

ieS ieS m=1 jeC"

Because hl] > ( then (7.5) holds and the lemma is proved.
|

From the theorem, it follows that the game is convex and the core of this game is
not empty, and the Shapley value belongs to the core.

7.4.2 Example

Consider the cooperative game with player set N = {1,2,3,4,5,6} 6 = 0.5 and
hypergraph 5= {H; = {1,2,3}, Hy = {3, 4,5}, H3 = {5, 6}} which is shown on
the Fig.7.1:

In this example, we consider the case when each player plays bimatrix game
with players which have a connection with him. All players have the same sets of
strategies u; = {A, B}. A is the strategy to choose the first row/column and B to
choose the second.

Payoffs of players 1 and 2, 1 and 3, 1 and 4 are represented in the form of
following 2 x 2 matrices:

<(5, 1) (8, 6)) ((1, 0) 4, 7)) < (2,0) 4, 14))
6,5) (2,3)) \(4,1) (6,2)) \(12,6) (20,8) /)"
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Payoffs of players 1 and 5, 1 and 6, 2 and 3:

((O, 2) (6, 16)) <(24, 32) (24, 20)) <(9, 3) (&, 1))
6,4) 4,12) (36,8) (20,16)) \(1,6) 2, 1))

For players 2 and 4, 2 and 5, 2 and 6:
((10, 2) (4,0 ) ((O, 8) (12, 2)) ((24,4) (16, 8))
(10, 14) (10,12) ) \(8,12) (4,6) (20,4) (8,16))
Payoffs of players 3 and 4, 3 and 5, 3 and 6:
((4, 3) {4, 3)) ((0, 5) (3,0)) ((0, 2) (8,4))
(5,6) 4,2)) \(5,3) (5,6)) \(2,6) (6,0))
Payoffs of players 4 and 5, 4 and 6, 5 and 6:
<(O, 2) (2, 2)) ((2, 2) (12, 8)) ((3, 5) (2, 3))
(5,0) (6,5)/) \(12,4) (2,6) /] \(3,4) (3,6)/)°
The sets Nl.k have the form:
NI = (2,3}, N} = (4,5}, N} = {6},
N} = (1,3}, N7 = (4,5}, N3 = {6},
NI ={1,2,4,5}, N7 = {6},
Nj =1{3,5}, N} ={1,2,6},
Ni = 1{3.4,6}, NZ = {1,2},
N§ = {5}, N¢ = {3,4}, N} = {1,2}.
The sum of the players’ payoffs is equal to:
li .
DK w)y =) Y 8 e i uh) =
ieN ieN m=1 jeN"
= hi(uf, u)+hi @l u))+8hT @l wh) +8h7 (i, ud) +82hS (uh, ud) +hy (uh, uh)+

13 (w5, uh) + SR (uh, wh) 4+ 85 (s, ul) +82RS (s, u) + ALk, wh) +h3 (s, uh)+
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FhE S, wh) + B3 ud, ud) 4 SRS, ul) 4 B3 (uk, uh) 4 Byl ul) 4 Sk, b+
+8h3(uh, wh) + SRS (), uf) + 3k, wh) 4 hEuE, wh) +AS(uE, ud) + Skl uk, uh)+
FSREuE, wh)+hD (u, ub)+8h3 (U, wh)+Sht e, whH4+82hL (uwk, uh)+82hE (uk, uk)

S5\H5. %) 6\"6° Y5 6\"6° 3 6\"6° 4 6\760 Y1 6\%60 B2/

The cooperative strategy profile is u* = {A, B, B, B, B, A} and the correspond-
ing joint payoff is equal to 131.

hi(A,B) =8 hj(A,B)=4 6&hi(A,B)=2 6&hj(A,B)=3
8?h8(A, A)=6 hi(B,A)=6 h3(B,B)=2 Shi(B,B)=5
1 ’ - 2 ’ - 2\ - 2 ’ -
5 _ 216 _ 1 _ 2 _
8h3(B,B) =2 &h§(B,A)=5 hi(B,A)=7 h3(B,B)=1
hi(B,B)=4 h3(B,B)=5 &hS(B,A)=1 hi(B,B) =2
hy(B,B) =6 6&hi(B,A) =7 &hi(B,B)=6 &hS(B,A)=6
h3(B,B)=6 hi(B,B)=5 hS(B,A) =3 5shi(B,A) =8
Sh3(B,B) =3 hi(A,B)=4 Shi(A,B)=3 68hi(A,B)=2
82hi(A, A) =8 &8°hi(A,B) =1

The characteristic function has the form (see Table 7.1).
Consider the imputation & = (&1, . . . , &).

(3{1 = 23; 6{2 = 20; 6{3 = 18;
ag =27, a5 =25, a¢=18.

From Table 7.1, it is seen that conditions (7.4) hold for all S C N and the
imputation & = (@1, ..., &) belongs to the core.
Compute now the Shapley value ¢ (v) = (¢1(v), ..., ¢p6(v)) for this example

S| — DI(N| —|S!
sy = S BT DAV uis .

SCN,ieS INT!
We get:
$1(v) =22,6;  ¢2(v) =15,403);  ¢3(v) =33,7(6)

¢4(v) =17,93);  ¢s5(v) =28,7(6); s(v) =12,5.
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Table 7.1 Values of characteristic function for all coalitions

S v(S) S v(S) S v(S) S v(S)
Y 0 34 6 2,34 20 1,3.4,5 59
1 0 35 11 23,5 19 1,3.4,6 26
2 0 36 0 23,6 3 1,356 56
3 0 45 11 24,5 11 1,4,5,6 26
4 0 46 0 24,6 0 2,3,4,5 47
5 0 5.6 7 2,5,6 7 2,346 20
6 0 12,3 28 34,5 28 23,56 36
1,2 14 12,4 14 3,4,6 6 24,56 26
1,3 11 12,5 14 3,5,6 22 3,4,5.6 47
1,4 0 1,2,6 14 45,6 26 1,2,3,4,5 92
1,5 0 1,34 26 1,2,3.4 54 1,2,3,4,6 54
1.6 0 13,5 31 1,2,3,5 55 1,2,3,5,6 86
2.3 3 13,6 11 1,2,3,6 28 1,2,4,5.6 40
2.4 0 14,5 11 1,2,4,5 25 134,56 92
2,5 0 1,4,6 0 1,2,4,6 14 2,3,4,5.6 72
2,6 0 1,56 7 1,2,5.6 21 1,2,3,4,5,6 131

7.5 Conclusion

In the paper games with hypergraph communication structure were considered. The
discounted payoff function, which depends on the distance between players, was
proposed. The coalition-building process was described. The characteristic function
based on cooperative strategy profiles was introduced. This form of characteristic
function substantially simplifies the computation of the characteristic function and
based on this function, different solution concepts. It was proved that the newly
introduced characteristic function is convex, which implies that the Shapley Value
belongs to the core, and the core is not empty. An example illustrated the results
with the Shapley Value as a solution.
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Chapter 8 )
Minimax Generalized Solutions Shethie
of Hamilton-Jacobi Equations

in Dynamic Bimatrix Games

Nikolay A. Krasovskii and Alexander M. Tarasyev

Abstract The paper deals with the dynamic bimatrix game whose dynamics
describes the motion of flows corresponding to the control signals. A specific feature
of the model is connected with increasing the dimension of the matrix game to 2 x 3
payoff matrices. This increase of the dimension is necessary as an initial step in
solving the dynamic version of the well-known matrix game “rock-paper-scissors”,
which is an algorithmically complex problem. For the considered 2 x 3 dynamic
bimatrix game the sets of acceptable situations for players are constructed in the
static setting. Basing on these constructions, an algorithm is developed for finding
the value function for the first player in the antagonistic setting of a differential
game on an infinite time interval. The stability properties of the value function are
verified using the conjugate derivatives apparatus in the framework of the theory of
generalized minimax (viscosity) solutions of the Hamilton-Jacobi equations.
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8.1 Introduction

The paper is devoted to the study of a dynamic bimatrix game, the dynamics of
which is associated with evolutionary changes [3, 12—14], investment processes
[8, 11], decomposition algorithms of the auction type [9], and Kolmogorov’s
differential equations for probabilities [S]. The novelty of this work is in increasing
the dimension of the bimatrix game to 2 x 3 payoff matrices. Such increase in the
dimension seriously complicates the construction of solutions in a dynamic bimatrix
game. Besides, such a transition is a step towards the consideration of the well-
known algorithmically complex game “rock-paper-scissors” [2], especially in the
dynamic setting.

At the first step of solving the problem, acceptable situations of the players
are constructed in a static setting. Saddle points in antagonistic games and Nash
equilibrium points [20] are found on the prism of possible game situations.

At the second step, a differential game of the antagonistic type is considered
on an infinite time horizon. The problem is to construct the value function of
such a game as a generalized minimax (viscosity) solution of the Hamilton-Jacobi
equations [1, 15-17]. For this purpose, on the basis of a generalized method of
characteristics, we construct domains on the prism of possible situations in which
the value function is described by smooth components. The continuous pasting of
these smooth components is verified on the boundaries of the domains. Continuous
pasting is not smooth on all boundaries of the domains. It is worth to remind
that at smooth pasting points the value function satisfies the Hamilton-Jacobi
equation. At the points of non-smooth pasting, it is necessary to check differential
inequalities that provide stability properties of the value function. In the paper, such
a verification is implemented basing on the apparatus of conjugated derivatives [16].

Let us note that basing on the value function, one can construct guaranteeing
positional strategies [6, 7] of players and use them to generate equilibrium trajecto-
ries in a dynamic bimatrix game based on the approach proposed in [4] for obtaining
Nash solutions in the dynamic setting. The papers [18, 19] are devoted to numerical
methods and approximation schemes for the construction of attainability sets and
value functions.

In the future studies, it is planned to construct equilibrium trajectories based
on guaranteeing strategies generated by value functions as generalized minimax
solutions of the Hamilton-Jacobi equations.

8.2 Players’ Payoff Functions

The paper is devoted to the construction of the value function in the dynamic
bimatrix game on the infinite time horizon ¢ € [#(, +00). In this section we consider
a static statement of 2 x 3 bimatrix game for each period of time ¢. Let us assume,
that payoffs of the first player is described by the matrix A = a;;, and payoffs of the
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second player is described by the matrix B = b;;:

A= <6111 a a13) . B= (bll b1z b13> .
a1 a a3 b1 b2 b3

The structure of matrices A and B means that the first player has two possible
strategies and the second player has three possible strategies in the static game. Let
us introduce notations. By the symbol x, 0 < x < 1 we denote the probability that
the first player chooses the first strategy and, respectively, (1 — x) is the probability
that he holds to the second strategy. The symbol y;, 0 < y; < 1 stands for the
probability that the second player chooses the first strategy, the symbol y;, 0 <
y2 < (1 — yp) denotes the probability that the second player selects the second
strategy, and, respectively (1 — y; — y2) is the probability that he plays the third
strategy. Thus we consider the game on the rectangular prism of possible situations:

P={(x,y1,y»2):0=x=<1,0<y=<1,0<y»=<0-y)} (8.1

The payoff functions of players in the time period #, ¢ € [y, +00) is determined
as mathematical expectations of payoffs, given by corresponding matrices A and B
in the bimatrix game, and can be interpreted as “local” interest of players.

Payoff function of the first player is given as follows:

gA(‘x7 yi, y2) = XAYT =

G lex)x (an ar a13) 8 ( i; ) _
az| ax a3 1=y -y 8.2)
=ayxyr +ax(l —x)yr +apxy: +ax(1 —x)y+
+aizx(l —yr — y2) +axn(l —x)(1 —y; —y2) =
= xy1CY +x2C3 — xaa — y1Ba — y2va + az,

where the game situation (x, y1, ¥2) depends on time period ¢, x = x(¢), y1 = y1(¢),
y2 = ya(t), and parameters Ci, Ci, a4, Ba, Y4 are determined according to the
classical theory of bimatrix games (see [20])

Cl =ai —ax — a3+ ax;
C% =ain —an — a3 + ax;
ap = a3 — ajs;
Ba = ax — azy;
YA = ax —an.
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Payoff function of the second player is determined analogously:

gB(x1y11y2) :XBYT =
V1
b1y b1z b13
ba1 b b3 | 2
— Y1 = )2
= xy1Cp +x32C5 — xap — Y1 — 2B + b,

where

CL =bi1 — b1 — b13 + bas;
C3 = b1y — by — b1z + by3;
ap = byz — b13;
BB = bz — bay;
vB = b3 — ba.

8.3 Sets of Acceptable Situations for Players in Antagonistic
Games

In this section we consider sets of acceptable situations for players in the antagonis-
tic games. For this we analyze cases of maximum and minimum values of players’
payoff functions on the prism P (8.1).

8.3.1 Antagonistic Game with Payoff Matrix A

For definiteness and convenience of graphical illustrations, we consider the follow-
ing case for the matrix A:

cl>0, Cc:>0 og >0 0<aA<1 0<aA<1
S -

The set of acceptable situations for the first player in the antagonistic game with
the matrix A is determined as follows:

max {)c[y1C/13A + yzCi - OlA]} — y1Ba — y2va +azs.

Situations for the realization of the maximum are the following:

1. (y1C/14+y2C/24—oeA) > 0:
O0<yi=1, 0zy=<=l-y), x=1L
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2. (1CL+y2Ci —ax) =0:

0<y1=<1, 0<y=<d-yp), 0=x=L
3. (CL 4+ y2Ci —ay) <0

0<y1=<1, 0<y»=d-y1), x=0.

The set of acceptable situations for the second player in the antagonistic game
with the matrix A is determined as follows:

Jnin {V1(Chx = Ba) + y2(Cix — ya)} — xaq + az.
Y1,y2

Situations for the realization of the minimum are the following:

1. (CAx—,BA)>Oand(CAx—yA)>O.

We obtain: x > g’? andx > 7.

A A
Then the minimum is reached under the following conditions:

y1=0, y2=0, x>a:max{g?’gg}'
A A

2. (CAX - ,BA) =0and (CAX — )/A) > 0.
We obtain: x = gi and x > ZA Let gfl\ > gf;
Then the minimum is reached under the followmg conditions:

0<y1 <1, »=0, x_g*l‘.

3. (CAx—,BA) < Oand(CAx—yA) > 0.
We obtain: x < gi and x > C’f’%.
Then the minimum is reached under the following conditions:
— — 17
yvi=1, »=0, xe (Cﬁ’ C},)'
4. (Clx — Ba) < Oand (C3x — ya) = 0.
We obtain: x < ﬁfl‘ and x = ZA

Then the mlnlmum is reached under the following conditions:

yvi=1 y»=0 x=".
CA
5. (CAx—,BA) < Oand(CAx—yA) < 0.
We obtain: x < g’? and x < ZA For the definiteness, let us assume that (C}x —
A A

Ba) < (C f‘x —ya). These inequalities are not burdensome and a change in the signs
of these inequalities leads to similar calculations with a change in the signs of the
parameters.

Then the minimum is reached under the following conditions:

yvi=1, »=0, x<g’§

On Fig. 8.1 we depict the planes of acceptable situations of the first player for
the matrix A by the pink (shaded) color. The red (bold) polygon line with numbered
segments represents the corresponding acceptable situations of the second player for

the matrix A. The green circle on the polygon line has an abscissa g’; . The saddle
A
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Fig. 8.1 Antagonistic game
with payoff matrix A

point S4 is located on the intersection of acceptable sets of players and is depicted
by the pink circle.
The saddle point S4 has the following coordinates:

Ba o

= . y»=0
CA

8.3.2 Antagonistic Game with Payoff Matrix B

Without loss of generality let us consider the following case for the matrix B:

op
1
CB

o
C%;<O, C%<0, ap <0, O0< <1, O< §<1.
Ch
The set of acceptable situations for the first player in the antagonistic game with
the matrix B is determined as follows:

min [x[1Cp + y2CF — apl} — y1Bs — y2vp + bos.

Situations of the realization of the minimum are the following:

1. (lell; —i-ysz9 —ap) > 0:

0<y1<1, 0<y»»=<=(d-y), x=0.
2. 1CL +y2C2 —ap) =0:

0<y1<1, 0<y»»=<(d-y), 0=<x=<1
3. CL +y2C2 —ap) <O0:

0<y1<1, 0<y»=<=0-y), x=1



8 Minimax Solutions of Hamilton-Jacobi Equations in Dynamic Bimatrix Games 105

The set of acceptable situations for the second player in the antagonistic game
with the matrix B is determined as follows:

max {y1(Chx — BB) + y2(Chx — yB)} — xap + baa.
yi,y2

Situations of the realization of the maximum are the following:

1. (CLx — Bg) > 0and (C3x — yg) > 0.
We obtain: x < g‘f and x < gg Let us assume for the definiteness that:
B B
g?’ < g‘; These inequalities are not burdensome and a change in the signs
B B
of these inequalities leads to similar calculations with a change in the signs of
the parameters.

We get three cases:

la. (Chx —Bg) > (Cx — yp).
Then the maximum is reached under the following conditions:

yvi=1, y»=0, x<gﬁ".
B

Ib. (Chx — Bg) = (Cix — vp).
Then the maximum is reached under the following conditions:
0O<y=<l 0<y=<(-y) x<?2

ch
le. (Chx —Bp) < (Cix — yp).
Then the maximum is reached under the following conditions:
yi=0, =1, x< g?’
B
2. (CLx — Bp) <0and (C3x — yp) > 0.
We obtain: x > gz and x < g%.
Then the maximum is reached under the following conditions:
=0, =1,xe<’38,y3>.
V1 2 Ctl; C%;
3. (Chx — Bg) < Oand (C3x — yp) = 0.

o Bs _ VB
We obtain: x > cl and x = 2

B B
Then the maximum is reached on the interval:

y1=0, 0<y, <1, x:%‘j.
B
4. (Chx — Bg) <0and (C3x — yp) <O.
We obtain: x > gz and x > g%.
Then the maximum is reached under the following conditions:

y1=0, =0, x > gg
B

The saddle point Sp has the following coordinates:

VB OB

X = ) 1=07 2 = .
cz 7 e
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Fig. 8.2 Nash equilibrium
1.2+

| R I

! 01 Y2

8.3.3 Nash Equilibrium in the Static Game

In order to construct the Nash equilibria in the static game we combine the
acceptable situations of the first player in the game with the matrix A and the
acceptable situations of the second player in the game with the matrix B. The
intersection points of these acceptable sets generate the Nash equilibria. In the
considered case we obtain the unique Nash equilibrium with coordinates:

N _ VB N N _ %A
o N yi =0y =
B

X = .
2
CA

On Fig. 8.2 we depict by the pink circle the Nash Equilibrium point Ng at the
intersection of situations of realizations of maximum for both players.

8.4 Game Dynamics

In this section we consider game dynamics and construct Hamilton-Jacobi equation.
The system of differential equations is considered, which sets the dynamics of
behavior of two players:

X(t) = —x(t) +u(t), x(to) = x°,
Vi) = —yi(0) + i),  yito) =y, (8.3)
Yo(t) = =y (@) +va2(t),  yalto) = ¥3,

O=u@) =1, 0=vi() =1 0=v)=1-v).
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Here the parameter x = x(#), 0 < x < 1 means the probability that the first
player holds to the first strategy (respectively, (1 — x) is the probability that he holds
to the second strategy). Parameter y; = y(¢), 0 < y; < 1 means the probability of
choosing the first strategy by the second player, parameter yo = y2(¢), 0 < y» <
(1 — yy) is the probability that he holds to the second strategy. And, respectively,
(1 — y1 — y») is the probability that he plays the third strategy.

Control parameters u = u(t), v = v1(¢) and vy = va(¢) satisfy conditions
0<u<1,0<v; <1,0 <vy < (1 —vp) and can be interpreted as signals that
recommend changing strategies by players.

For example, the value u = 0 corresponds to the signal for the first player:
“change the first strategy to the second”. The value u = 1 corresponds to the signal
for the first player: “change the second strategy to the first”. The value u = x
corresponds to the signal for the first player: “keep the previous strategy”.

The value v; = 1 corresponds to the signal for the second player: “hold to the
first strategy”. The value v = 1 corresponds to the signal for the second player:
“hold to the second strategy”. The value (1 — v; — v2) = 1 corresponds to the signal
for the second player “hold to the third strategy”.

Let us note, that the basis for the dynamics (8.3) and its properties were
considered in [12]. In this dynamics Kolmogorov’s differential equations are
generalized under the assumption that the coefficients of incoming and outgoing
flows are not set a priori and can be constructed in the controlled process on the
feedback principle.

“Global” interests J3° of the first player are determined as multivalued (two-
digit) functions formed by lower and upper limits of “local” payoffs (8.2)

I =14, J15,
Ja = Iy (), 310), 320)) = liminf g4 (x (1), y1 (1), y2(1)), (8.4)
T3 =T 06, n0) = litm sup g (x (1), y1(1), y2(2)),

calculated for the trajectories (x(-), y1(-), ¥2(-)) of the system (8.3). For the second
player “global” interests Jg° are determined symmetrically.

8.5 The Value Function

In the paper [11] it is proved, that in the game with functionals (8.4), despite the
multi-valuedness of these functionals, there exists an single-valued value function
wa = wa(x, y1, y2), which for each initial position x = X9, y1 = y?, Y2 = yg
sets the minimax (maximin) value of functionals (8.4), determined in the class of
positional strategies of players [6, 7].
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Let us note, that the function w,4 at points of smoothness should satisfy the
Hamilton-Jacobi equation:

dwa Jwa Jwa
- X = yi—- 2t
ax ay1 ay2 (8.5)
dwy . dwa 0wy '
+max {0, } + min {O, , } =0.
dx doyr  9y2

The Hamilton-Jacobi equation (8.5) is associated with the Hamiltonian of the
following form:

H(x, y1, y2. 51, 82, 83) = —s1x —s2y1 —s3y2+max{0, s1}+min{0, s2, s3}.  (8.6)

Here vector s = (s1,52,53) € R3is a conjugate vector, which at points of
differentiability of the value function coincides with the gradient vector:

0 d 0
51 = wA, § = wA, 53 = oa (8.7)
dx ay1 ay2

In addition, the property of u-stability [6, 7] should be fulfilled for all initial
values (x, y1, y2):

wa(x, y1,¥2) <ga(x,¥1,2), 0=x =<1, 0=<y1 <1, 0y, = (1 —y1).
(8.8)

The property of v-stability is valid for the points (x, y1, y2), that satisfy the strict
inequality:

wa(x, y1, y2) < ga(x, y1, y2).

Let us remind, that the properties of u-stability and v-stability at points of
nondifferentiability of the value function can be effectively tested by means of the
conjugate derivatives technique [16].

Let us provide the definitions of conjugate derivatives. The definition of the upper
conjugate derivative is presented as follows:

D*wa(x, yi, y2)I(s) = sup ({5, h) —d_wa(x, y1, y)|(h)), s = (s1,52,53) € R,
heR3

where the derivative in the direction i = (h1, h2, h3) is given by the formula:

0_wa(x, y1, y2)|(hi, ha, h3) =
wA(x + 8hy, y1 + 8h2, y2 + 8h3) — wa(x, y1, y2)

= lim inf
510 1)
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The definition of the lower conjugate derivative is given as follows:

Diwa(x, y1, y2)|(s) = hinzf ((s, h) — dpwalx, y1, y2)I(B)), s = (51, 52,53) € R,
S

3

8.9
where the derivative in the direction 7 = (h1, ha, h3) is given by the formula:
d+wa(x, y1, y2)|(hi, ha, h3) =
. wa(x + 8hy, y1 +8ha, y2 + 8h3) — wa(x, y1, y2) (8.10)
= lim sup 5 .
510

The property of u-stability at all interior points of the prism (8.1) is expressed by
the inequality:

D*wA(xsylsy2)|(S)SH()C,)’L)’Z»S), (811)
O<x<1,0<yi<1,0<yr<d—y1), 5s=(s1,5,5) € R), '
and the property of v-stability at interior points of the prism (8.1), where the value
function is strictly less than the payoff function, is determined by the inequality:

D*wa(x, y1, y2)|(s) = H(x, y1, y2, 5),
(O<x<1,0<yr<1,0<y <=y, walx,y1,y) < galx, y1, y2),
s = (s1, 82, 83) € R3).
(8.12)

8.6 Smooth Components of the Value Function

In this section, we provide the description for the structure of the value function,
which is presented by four components of smooth functions, that satisfy Hamilton-
Jacobi equation (8.5). The structure of the value function presumes, that smooth
components are pasted together continuously on the junction surfaces. Wherein,
such pasting can be smooth, and then the Hamilton-Jacobi equation is fulfilled
automatically at the junction points. The non-smooth (but continuous) pasting of the
components is also possible, and in that case, it is necessary to verify the properties
of u- and v-stability, for example, in the form of the inequalities for the conjugate
derivatives [16].

Smooth components are calculated basing on the generalized method of charac-
teristics [11, 15], and its construction is implemented by the following scheme.

Step 1. On the first step, we construct smooth components of the value function
with fixed time moment 7" of the game termination. For that, the value func-
tion is determined along the characteristics of Hamilton-Jacobi equations,
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Step 2.

Step 3.

Step 4.

Step 5.
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which are straight lines directed to the vertices of the prism of possible
game situations and are generated by marginal values of controls u, vy, and
V2.

On the second step, continuous pasting of these smooth components is
implemented, and the conditions of u- and v-stability are checked at the
points of nonsmoothness on the basis of the technique of differential
inequalities for Hamilton-Jacobi equations [15, 16].

On the third step, we calculate lower envelopes of these terminal value
functions by the time parameter 7 of the game termination. To this end,
we calculate derivatives of these functions by the time parameter T, equate
these derivatives to zero, exclude parameter 7, and obtain stationary smooth
components for the value function on infinite horizon.

On the fourth step, we check that these smooth components satisfy the
stationary Hamilton-Jacobi equation.

On the fifth step, using smooth components we paste the continuous
function, for which we verify properties of u- and v-stability basing on the
techniques of conjugate derivatives [16].

A more detailed description of the algorithm in the 2 x 2-dimensional case is
provided in the papers [10, 11], and here this algorithm is generalized for the 2 x 3-
dimensional case.

As a result of the described calculations, we obtain the following four smooth
functions, as the elements of the “mosaic”:

2
(Chaax + Ba(Chyi + C3y)

Ya=ax— 1\2, (1 2
4(C1)*x(Cyy1 + C4y2)

2
(€ —and =0+ €L~ o1 =1 - i)
Y =an — A

’

C2
4C3 (1 =0(1 =y = (i)

wi=me£+xnCﬁ—mm—ymA—ynm+am

4 anCl —aspa
wA = Cl = UA-
A

Smooth functions Wf;, i =1,...,4 are pasted together along the next surfaces
K, j=1,...5.

K}x={0§x§1, 0<y1=<1,0=<y<(—-y), x=$é()’1,y2)=ﬂ

A
Cﬁ’

Ki={0<x<1,0<y <1, 0<y <(l—yp),
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Ba , Ciba
x=EGLy)=""y+ 1"y, Chyi+Ciy—as =0},
o CAOlA

K;j={0<x<1,0<y<1,0<y=<1-y),

(Ch—Ba) | CaCh—Ba)  (aa—Pa)

3
x=§&,(y1,y2) = 1 2 ,
4 (CL—an)  CLCh—an)™ (Ch—an)

Chyi+ Ciy2 —aa <0}

On the surface K /14 two smooth components ’»”fx and wj are merged. The surface
K /24 connects two smooth components ’»”flx and wj. And two smooth components
1/;% and I/J‘j are joined on the surface K i.

Let us note, that continuity of junction for surfaces K 1 K /%, K i of the
corresponding components can be checked directly.

On the surface K j we have the junction of two smooth components W}a and wz:

Ki={0<x<1,0<y<1,0<y;=<-y),

Ba(Clyi + Ciy)
CL2(Cly) + C3y2) —aa)’

Cuyi + Cay2 —aa <0}

Xx=E10, ) =

In order to obtain the continuous junction on the surface Kﬁ it is necessary to
introduce the additional condition, which is not restrictive:

(.BA gi - J/A) =0. (8.13)

On the last fifth surface K /54 the smooth components %24 and %34 are pasted
together continuously:

K;={0<x<1,0<y <1,0<y <(1—-yp,

(€L —Ba)(Ch — (Clyi + C3y)
Ch(Ch+aa—2(Chy1 +C3y)’

Cuyi + Ciy2 —aa >0}

x=E0Ly)=1-

Let us turn to the analytical description of the value function w4.
In the considered case the value function (x, yi, y2) — wa(x, y1,y2) is
determined as follows:

wa(x, y1,y2) = ¥ (x, y1,32), if (x,y1, ) €Ey, i=1,....4
(8.14)
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Here domains Eix’ i=1,...,4,are determined as follows:

Ef' ={(0=<x<1,0=<y1=1,0<y=<-y),
Ex(y,y2) <x <1, Cyy1 + Ciy2 —aa <0},
ER={0<x=<1,0<y <1 0<y=<(-y,
Ex(1,y2) <x <1, Chy1 + Ciy2 —aa > 0},
EY=EVUER,
Ef'={0<x<1,0<y1<1, 0=y <(1—y),
0<x <&(y1.y2). Cayi+Ciy2 —aa <0},
Ef =(0<x<10<y=<L0<y=<d-w,
0<x <& (1.y2). Cayi+Ciyz —aa =0},
E% = E}'UEZ,
E}'={0=x<1,0=<y1=<1,0<ym=<-y),
Ex(1,y2) < x <E (1. y2), Chyi+ Chyz —aa <0},
EYy={0<x<1,0<y<1,0<ym<(-y),
EX(1, y2) < x <E4(O1.y2), Chyi + Ciyz —aa = 0},
E3 = E'UED,
E{' ={0=x<1,0=<y1=1,0=<y=<-y),
Ex(r1,y2) < x <E;On.y2), Chyi+ Ciyz —aa = 0},
EZ={0<x=<1,0<y <1 0<y=<(-y),
EX(y1,y2) <X <E4(1.y2), Chyi+ Cayz —aa <0},
E4 = E' UEY. (8.15)

8.7 Feedback Strategy of the First Player

The feedback (positional) strategy of the first player is generated by the structure of
the value function w4. Let us note that the feedback strategy has a discontinuous
character on the surfaces Kf‘ and Kf‘ on which one can observe the change of
control signals. More precisely, the structure of the feedback strategy looks like:

1, if (x, y1, y2) € E3 UEY? UEY,

8.16
0, if (x, y1, y2) € E} UES' U E®. (®10

u=u(x,y,y2) = {



8 Minimax Solutions of Hamilton-Jacobi Equations in Dynamic Bimatrix Games 113
8.8 Properties of u- and v-Stability

In this section, we prove that for the function w4 the necessary and sufficient
conditions are fulfilled. Namely, we need to prove the validity of the differential
inequalities (8.11) and (8.12) and the boundedness condition (8.8). These necessary
and sufficient conditions imply that the function w4 is the generalized minimax
solution of the Hamilton-Jacobi equation (8.5), and, hence, coincides with the value
function.

Let us start with the boundedness condition. It is obviously fulfilled since the
functions Wf;, i = 1,...,4 are the lower envelopes of the terminal solution
w1 (T, t, x, y1, y2) and, hence,

wZ(X,YLyZ) ng(anIa}’Z)a l= 15“' 745
O=x=1,0=y=1L,0=y=d-y).

Let us check, that differential inequalities (8.11), (8.12) are fulfilled for the
function w4. It is not difficult to prove, that functions 1/;2, i = 1,2,4, satisfy the
Hamilton-Jacobi equation (8.5) at internal points of the domains E i i=1,2,4.

As to the function 1/;2 , one can verify that it coincides with the boundary function
g4 and, therefore, for it is necessary to check only the inequality, which expresses
the property of u-stability:

_aw;x v dvn

0x \ ay1 1 3);2 yz—l;
Ry oY, 0y

+max {0, ]/fA} + min {0, ]/fA, ]/fA} >0
x ay1 9y

at the internal points of the domain Ei. This inequality is verified by direct
calculations for the function 1/;}1.

It remains to check the differential inequalities (8.11), (8.12) on the surfaces K /4,
j=1,...,5

At the points of the surface K i the functions ’»”flx and wj are continuously pasted
together. Let us show that this pasting is also smooth.

Let us calculate partial derivatives of these functions:

vy (BA(Chyi+ Ciy)? — (Chaax)?)

dx 4(Cl0)2(Chy1 + Ciy)

aph  ((Chaax)® = B3(Chyi + C312)?)

3y 4CLx(Chy1 + Ciy)?

s
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vy Ci((Chaax)? — B3(Chy1 + Chy2)?)

ay2 4(C)2%x(Chy1 + C5y2)?
Wi _o Wi_, i_,
dx T 9y T 9y '

One can see that these derivatives are equal to zero on the surface K i:

8\0}‘ | 2= awj |e2=0 Bw}‘ | 2= 3Wﬁ |e2=0 Bw}‘ | g2 = 3Wﬁ | 2=
ax Ki ax Ki ’ ay1 Ky K ’ ays K K

In other words, functions ’»”flx and wj are smoothly pasted together here.
Analogously one can prove smooth pasting of the functions wi and wj on the
surface K i.
Let us consider the surface K j, where the functions W}a and wi are merged. We
have already calculated values of partial derivatives 81//1}‘ /0x, 81/;},‘ /0y1, 81//1}‘/ ay2.
Let us estimate partial derivatives 81#3 /0x, 3%3; /9v1, 3%3; /ya:

v, 1 2
=C C — oy,
9x aV1+ Cyy2 — g
WL _
= Cpx — B4,
ay1 A
Wi o
= X — VA-
ay2 A

One can verify that pasting is smooth here. Really, for partial derivatives, calculated
on the surface K j we have:

Yl v
o |K§— k4= Cuyi+ Ciy2 —
awgl . vy . Ba(Chyi + Ciy2 — an)
ayr Kam gy Ka (0 —2(Cly1 + Ciy)’
vy e vy e C3Ba(Chy1 + Cy2 — an)
dy2 KA dyy KA Cl(aa —2(Chy1 + C2y)’

Analogously one can check the smoothness of the function w4 on the surface
K3.
A
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Along the last surface K /14 functions ’»”fx and wj are pasted together. We have
already calculated partial derivatives of these functions. Values of these derivatives
on the surface K /14 are determined by relations:

v, \ ) ayt
ax |Kfl;= CAy1+CAy2—aA, 8_x |K114= O’
0v; | v}
a1 |K1{‘— (Cyux — Ba) |K/11— ay1 |K/1‘—O,
0Y3 oy oyt

=0.
|K/11

ay2 ay2

k1= (Chx —va) Ig1 = Ci Pa—va=
The last equality is fulfilled under the condition (8.13).
Let us note that in the case of fulfillment of relations wg = wi = wj = g4
on the surface K }4 it is necessary to check only the u-stability condition (8.11). The
pasting on this surface is continuous but nonsmooth. In some neighbourhood of the
surface K }4 this pasting is based on the minimum operation for the functions wz and

Vi
wa (x, y1, y2) = min{y; (x, y1, y2), ¥4 (x, y1. y2)}-
For the calculation of directional derivatives for the function wy4 at the points

(x, y1,y2) € Ki we obtain relations (see (8.9), (8.10)), which are generated by the
minimum operation of two linear functions of directions 4:

owa(x, y1, y2)|(h1, ha, h3) =
=min{(Cyy1 + Ciy2 —a) -h1 +0-hy+0-h3, 0-h1 +0-hy +0-h3} =
=min{(Cyy1 + Ciy2 —aa) - h1, 0}, h = (h1, hy, h3) € R

The lower conjugate derivative of the function wy4 at points (x, yi, y2) € Ki in
directions s = (51, 52, 53) € R3 is determined by the following formula:

Dywa(x, y1, y2)|(s1, 82, 53) =

07
_Jifsi=ACly +Ciya—@a) +(1—21)-0and s, =0, 53=0,  (8.17)
=1 0

otherwise,

here the parameter A, 0 < A < 1, serves for the construction of the convex hull of
gradient vectors for the functions 1//3‘ and 1/;1.

Taking into account relations (8.6) and (8.7) for the Hamiltonian and the
conjugate vectors, we obtain that for the points (x, y1, y2) € K}‘ and conjugate
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vectors s = (s1, 52, §3), 51 = A(Ciyl ~|—C/24y2—aA), sp = 0, s3 = 0 the Hamiltonian
H(x, y1, y2, 51, 52, 53) is determined by the following formula:

H(x, y1, y2,51,0,0) = —s1x + max{0, s1} =
) —six, if s1 <0, (8.18)
" | s1(1 = x), otherwise.

It is obvious that for these values the Hamiltonian (8.18) does not exceed the lower
conjugate derivative (8.17). Hence, the property of u-stability expressed by the
inequality (8.11) on the surface K /14 is proved.

The verification of conditions (8.11), (8.12) for the function w,4 at each point
of the prism (8.1) of the acceptable situations is completed. Thus, we have proved
that the function wy4 (8.14)—(8.15) satisfies the properties of u- and v-stability in the
form of conjugate derivatives for the Hamilton-Jacobi equations and, hence, it is the
value function of the game with functional (8.4) on the infinite horizon.

8.9 Example of the Value Function Construction

Let us consider as an example payoff matrices of two players. We present matrices
A, B and their main “game” parameters in the following form:

A=<100585) B=<—503040)
18 2840/’ 100 55 0}’
Cl =ai —ay —aiz+axy =117,

C% =ain —axn — a3 + ax = 65,

ap = ax —ayz = 35,

Ba = ax —ax =22,

YA = ax —ax =12,

_ Ba
Ch

aA A aA
x =0.19, y4= =0.3, = = 0.54.
A Y1 C}& 2 Cfx

Let us note, that the condition (8.13) is valid for the matrix A.
Saddle point S4 has the following coordinates:

Ba a4 .
b ol 0) = (0.19; 0.3; 0).

Sa = (xa;v{50) = (
CA A
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Ch = by — by — b1z + by = —190;
C% = b1y — by — bi3 + byz = —65;
ap = byz — b1z = —40;

BB = bz — by = —100;

vB = bz — by = —55;

¥YB B ap B ap
Xp = = 0.85; = =0.21; = = 0.62.
B Clzg 1 Cé b4 C%

Saddle point Sp has the following coordinates:

VB

ap
2 b
CB

0; = (0.85; 0; 0.62).
C%) ( )

Sp(xp; 0; y2) = (

The point of the static Nash equilibrium Ng has the following coordinates:

VBO‘X

;05 0.85; 0; 0.54).
2 ( )

NE(g: 0:ys) = (151 0; C;‘ )=

A

On Fig. 8.3 we present surfaces of pasting of smooth components for the value
function in the dynamic game with the matrix A. The surface K j is depicted in dark
blue color and the surface K f‘ is depicted in dark red. The surface Kﬁ is shown
in violet. The surface K i is presented in orange. The set of acceptable situation of
the first player is given in grey color. The set of acceptable situation for the second
player in the antagonistic game with the matrix A is presented by the red polygon
line. The saddle point S4 lies on the intersection of the set of acceptable situations
of players for the matrix A.

All surfaces which determine the components of the value function are generated
from the saddle point S4. The feedback strategy of the first player in the dynamic
game is also connected with the saddle point S4. It has the discontinuous character,

Fig. 8.3 Value function for
the matrix A
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which is given by the switching surfaces K2, K /34 for control signals according to
the structure (8.16) generated by the value function (8.14)—(8.15).

8.10 Conclusion

For the considered 2 x 3 dynamic bimatrix game we construct the sets of acceptable
situations for players in the static setting. Basing on these constructions, we develop
an algorithm for finding the value function for the first player in the antagonistic
setting of a differential game on an infinite time interval. The stability properties
of the value function are verified using the conjugate derivatives apparatus in the
framework of the theory of generalized minimax (viscosity) solutions of Hamilton-
Jacobi equations. The illustration example is presented for construction of the
value function in the 2 x 3 dynamic bimatrix game. The next step would be the
development of the proposed methodology for dynamic bimatrix games of higher
dimensions, i.e. for a dynamic version of the well-known matrix game “rock-paper-
scissors”.
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Chapter 9 )
Analysis of Economic Behaviour Shethie
in Evolutionary Model of Tax Control

Under Information Diffusion

Suriya Kumacheva, Elena Gubar, Ekaterina Zhitkova, and Galina Tomilina

Abstract Nowadays many economic fields are dependent on information flows.
Information serves as a strategic tool in economics, business and many social
processes. In particular, spreading information among taxpayers can be used as
a control parameter in tax control. The probability of auditing which encourages
tax payments used to be considered as a unique tool to stimulate tax collection.
The current study represents a combined approach where tools of evolutionary
game theory and network modeling are applied to the analysis of agents’ economic
behavior. Information of possible tax auditing is disseminated across the population
of taxpayers and is supposed to be a main factor influencing their decision on
whether to evade or not. According to the previous research, interactions and
dissemination of information or rumors among taxpayers in long-term period
can be formulated as an evolutionary process. It is assumed that agents tend to
spread information or rumors over their own contact network of neighbors and
colleagues rather than over randomly chosen agents. Thus, the network model of
social interaction is constructed. Information spreading in the network of various
topology (e.g. grid, random network, etc.) is considered as an evolutionary process
where agents’ behavior is described by the stochastic imitation dynamics and
their interaction is described by different modifications of the bimatrix games
which generate evolutionary dynamics. Scenario analysis is supported by the series
of experiments. Numerous simulations help visualize the process of information
spreading across different types of network, imitation protocols and players payoffs.
The results show that information flow helps encourage tax payments in the
population.
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behavior - Network modeling
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9.1 Introduction

Nowadays various types of tax noncompliance [1-3, 7, 24, 27, 32-34] represent
a very significant problem for many economies and fiscal policies. Over the
last decades mathematical science has been solving this problem using different
approaches and taking into consideration the related fields of knowledge. Math-
ematical modeling considers the problem of assessing tax risks and modeling
tax control from a position of institutional economics, decision and game theory,
probabilistic modeling, methods of modern applied statistics, data mining and data
analysis methods and many others. Following the tradition of combining different
approaches, this work has been designed as the intersection of game-theoretic
approach for principal-agent models, evolutionary dynamics and network modeling.

Earlier mathematical models of tax control had a number of common features.
Among those features there is a hierarchical structure. The games that imply such
models are often based on the “principle-agent” scheme, which considers risk
neutral agents as taxpayers. Usually risk neutral agents do not possess such char-
acteristics as conscientiousness and honesty, or, conversely, an excessive tendency
to risk and, possibly, fraud, and they make rational decisions taking into account the
economic envelopment. In many mathematical models of tax control, the solution
of the problem is always formulated in the form of some optimality criteria. For
example, in [24] the solution is mentioned as the agent’s optimal reporting rule. In
[7] and [27] similar results were titled as an optimal contract or an optimal scheme.
In [32-34] the solution was formulated in the form of the threshold rule.

Howeyver, the considered mathematical models have some natural limitations. In
practice, tax authorities have a strong limitation of the budget. Thus, the application
of the majority of so-called “ideal” solutions to real-life cases is a very expensive
procedure. Due to this fact, reaching the optimal proportion of the audited taxpayers
is extremely rarely achieved. This fact can be considered as Problem One which
will be studied (discussed) further. This problem encourages tax authority to find
additional ways to stimulate taxpayers to fair payments subject to the limitation
of resources. As Problem Two we choose the complete information in various
mathematical models. However, the information sources or mechanism from which
taxpayers receive information about upcoming tax audits are not usually discussed.
The formulation of both problems leads to the fact that information about future
tax audits can be disseminated among taxpayers, encouraging them to avoid of high
penalties and pay taxes in accordance with their actual income level.

The network modeling is one of the actively developing approaches for simu-
lating and visualizing the dynamic processes in social trends. To investigate tax
noncompliance, this technique was successfully used in [1, 14]. In the current
work the information spreading process plays a major role in changing the ratio
of tax evaders and non-evaders in society. Various papers [9, 15, 22] consider the
phenomenon of information dissemination as an epidemic or evolutionary processes.
According to the previous research, we considered information spreading in terms
of epidemic processes [12] by applying the modification of Susceptible-Infected-



9 Analysis of Economic Behaviour in Evolutionary Model of Tax Control. . . 123

Susceptible (SIS) and Susceptible-Infected-Recovered (SIR) models. They have
been transformed further into the opinion dynamic models by using the tools of
the Markov process [13]. In [10, 11] this problem was considered as a combination
of network modeling and evolutionary game theory. The current work modifies all
previous results and generalizes the recent approach.

We consider a large but finite population of taxpayers (hereafter—economic
agents) structured as an indirect network. Unlike the models, which consider
taxpayers with different propensity to risk [13, 18-20], the current study focuses
solely on the behavior of risk neutral agents, since they have the greatest impact
on the final state of the system. Generally, taxpayers with fixed propensity to
risk, such as risk-avoiding and risk-loving, behave the way determined by their
risk-status and rarely change their opinion. Whereas the risk-neutral taxpayers are
independent and rational in their choices, they are inclined to change the taxation
strategy according to the economic environment. To analyze how economic behavior
of rational taxpayers changes depending on the received information, we conduct
imitation analysis applied to the network models with different topology (e.g. grid,
random network, etc.). The social interaction is defined by imitation dynamics
[6, 28, 35], which are based on the classes of the bimatrix games with known
structures, i.e. the Prisoner’s Dilemma, the Stag Hunt game, the Hawk-Dove game.
We consider a set of scenarios describing the decision making process with different
initial data, imitation rules and definitions of payoff functions.

A series of repeated experiments were carried out to analyze the economic
behavior of agents in the simulated networks. The specially designed software runs
102 times to evaluate the statistical stability of the received stochastic results for
analyzing the tendencies in taxpayers behavior.

The paper has the following structure. Section 9.1 represents the overview of
static and dynamic models. Section 9.2 contains behavioral models of risk-neutral
agents. Section 9.3 discusses the network model of annual process of tax auditing.
Section 9.4 contains numerical simulations and their results. Section 9.5 concludes
the paper.

9.2 The Model of Risk-Neutral Agents

Based on the previous research, we assume that the majority of agents consists of the
risk-neutral taxpayers. The assumption of the rationality of agents behavior arises
from [5] which can be considered as the basic model for the current paper. The usage
of two possible levels of income & considered—H (high) and L (low)—among the
members of population leads to the simplification of the computation. Generally,
the gradation of the taxpayers’ income can be expanded, see [4, 17] or replaced by
a continuous variable as in [5, 27, 34]. This approach has been applied in [7, 33]
and such simplification does not impact on the essence of the results. Thereby, we
consider a model where £, € {L, H}, where 0 < L < H,n < & here § is a
true income and 7 is a declared income. Thus, the total taxable population of size
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n consists of two subgroups defined by numbers ng and ny, which are satisfied to
conditionny +ny = n.

The assessment of efficiency of the fiscal system can be evaluated by its total
revenue. First, it is necessary to analyze possible behavior and the corresponding
profit function of taxpayers. Only three options are possible:

u(L(L))y=01-0)-L; .1)
u(H(H))=(1-0)-H, (9.2)
u(L(H)=H —60L — PL(® +n)(H — L), 9.3)

where Py, is the probability of audit agents, who declared n = L, constants 6 and &
are tax and penalty rates correspondingly, c is the unit cost of auditing.

Following the results of [5], which are similar to the “Threshold rule” obtained
for the class of taxation models, we formulate a theorem which will be used further
as one of the main prerequisites for the current study.

Theorem 9.1 The optimal value P* of the auditing probability is

0
P* = . 9.4
0+m
For each risk neutral taxpayer the optimal strategy is
* H’ PL Z P*;
= 9.5
n"(§) {L,PL<P*. 9.5)

The proof of this theorem was also given in [5].

Considering a classical taxation model, where an information about possible tax
auditing is excluded, we assume that the total taxable population evades due to
their risk neutrality (according to the Theorem 9.1). From (9.5) it follows that our
assumption corresponds to the pessimistic case (where the tax auditing is absent and
everyone evades) represented in [5]. In this case only agents with true income level
L pay and therefore the total tax revenue 7'T Ry is

TTRy=n 0L +ny OL+ PL(O+m)(H—L))—nPpec. (9.6)

Previously, in Sect. 9.1 the necessity of elimination the problem of incomplete
information in the game-theoretical models and method of stimulation the honest
payments in the population was discussed. The following scheme was offered, if
the model admits a possibility of disseminating information over the taxpayers
then an injection of information occurs in the form “P; > P*”, referring to the
optimistic case of equality (9.5). It means that at the initial time moment the number

0

of taxpayers n?nf = n,,, was informed about the grows of probability of tax
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auditing. Informed taxpayers become spreaders in population and according to their
rationality, formalized in the Theorem 9.1, they decide to remain honest taxpayers.

In each time moment ¢ € [0, T'] the relation between the number of evaders 7.,
and payers 7n,,, will change continuously:

ng = ney(t) + npey (1),

or, which is the same, Ve (f) + Vep(t) = 1 (Where vey, Vpey are the portions of
evaders and payers correspondingly).

Thus, the system has reached a steady state at time moment 7', since the
information has flown through the population. The corresponding total tax revenue
TT Ry is defined as follows:

TTRr =n 0L +ny (v, 0H + vl (0L + PL(6 + 7)(H — L))) —

nev

9.7
—n(PLc—i—v?nfc,-nf). ©.7)

Variable v, ~defines the portion of honest taxpayers at the moment t = T,
T

v,, corresponds with the portion of evaders at the moment t = T, value V,an
is the fraction of the initially informed agents at initial time moment 7p = 0
(V,an = Vinf(t0)) and cjuy is the unit cost of the initial injection. It is assumed

that information spreading is more cost-effective than the audit: ¢;,y << c.

9.3 Network Model

In the previous research, the process of information spreading about the upcoming
tax audit in a taxpayer population was formulated in terms of the epidemic models
[12] or the Markov process [13], and also as the simplest evolutionary processes [10,
11, 19]. Based on [20], this paper contributes to the study of evolutionary processes
in the network extending the previous results. In this paragraph we formulate some
basic assumptions of the network evolutionary model.

Generally, a population of agents with different behaviors can be divided into
several subpopulations according to a number of behavioral types. As opposed to the
original formulation of the evolutionary game, where evolution of the population is
described through the set of random meetings in the well-mixed population, here
we suppose that the social connections of each taxpayer can be represented by
networks of different topology [20, 22, 25]. Therefore, the inter-agent interactions
are only feasible among the connected taxpayers. Hence, the evolution process
occurs over the links between nodes in the network. The evolution process describes
the transformation of Uninformed taxpayers into Informed ones according to the
stochastic imitation rules [6, 21, 28, 35]. Following the recent papers [13, 19],
the current study discusses three methods of selecting neighbors in terms of the
imitation dynamics [6]. The first method describes a random choice: the agent who
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receives information is randomly selected from a set of agents connected with the
active one. The second rule is formulated as a principle of the most influential
neighbor: information is spread by the agents with the largest number of direct
connections with their neighbors. If there are several agents with an equally large
numbers of contacts, the choice between them is made at random. The third method
is based on the neighbor with the highest income: information is spread by the agents
with the highest income.

Thus, we consider the indirect network (N, K), where N = {1,...,ng}isa
set of economic agents with high level of income and K C N x N is an edge set
(each edge in K represents two-players symmetric game I” between the connected
taxpayers). It is assumed that the taxpayers choose strategies from a binary set
X = {ev, nev} and receive payoffs according to the 2 x 2 matrix of payoffs. Each
instant time moment agents use a single strategy against all opponents, and thus
the games occur simultaneously. The strategy state is x (1) = (x1(f), ..., Xny T,
where x;(t) € X is a strategy of taxpayer, who use strategy i, i = 1,np, at time
moment 7. Aggregated payoff of agent i will be defined as in [25, 26]:

U = wj Z Ax; (1), x;(t)> 9.8)
JEM;

where ay, (1), x; () 1s a component of payoff matrix, M; :={j € L : {i, j} € K} isa
set of neighbors for taxpayer i, weighted coefficient w; = 1 for cumulative payoffs
and w; = | A/llil for average payoffs. Vector of payoffs of the entire population is

u) = wi1(@), ..., uny (t))T. In current paper the payoff matrix has one of the
structures represented further.

9.3.1 Payoff Matrices

The instant interactions between taxpayers are defined through the two-players
symmetric bimatrix game I"(A, B), where a payoff matrix of the first player is A
and a payoff matrix of the second player is symmetric B = AT [28, 35]. In this
particular case each taxpayer can choose between two behaviors X = {ev, nev},
where nev is the behavior “not evade”, ev is the behavior “to evade”. Following
[20] we continue to use the payoff matrix with the known structure to simplify
the prediction of taxpayers behavior. Here we use the modification of tree classical
bimatrix games such as the Prisoner’s Dilemma, the Stag Hunt game, the Hawk-
Dove game. Since the structure of these bimatrix games is well-known as well as the
structure of its equilibrium sets, then they help estimate the impact of the network
structure and the imitation rules.
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Modifying the Prisoner’s Dilemma game [23] we obtain the following payoff
matrix:

nev ev
nev u+SW,u+SW) (u—SW,u(L(H)))

ev (u(L(H)),u — SW) (u, u)

where nev is the strategy “to cooperate”, which in our case corresponds to the
behavior “to pay taxes” or “not evade”, ev is the strategy “to defect” and describes
the behavior “to evade”. Payoff u = 1/2u(L(L))+1/2u(H (H)) defines the average
profit of a “mean” agent, variable SW reflects a social welfare, obtained in the
participation in social consolidation. The payoff matrix defines all possible meetings
between taxpayers with different attitude to tax payments (i.e. the meeting between
honest taxpayers or two evaders, etc.).

Hereafter in the next two games we follow the same technique.

The modified version of the Stag Hunt game [30] is represented below:

nev ev
nev (u+SW,u+ SW) O, u — SW)
ev (u—SW,0) (u—SW,u—SW)

Here the strategy nev, which is corresponding to social strategy “to hunt a stag”
in classical form of the game, means “to pay taxes/not evade” in our framework,
similarly the strategy ev, which describes the individual behavior “to hunt a hare”
in original game, in our interpretation recommends taxpayer “to evade”.

Finally, the following matrix is the modified case of the Hawk-Dove game:

ev nev
(u(L(H)) - (92+ ) (H — L)’ u(L(H)) — (92+ ) (H — L)) + SW.0)
new ©Ou+ SW) <u+2SW’u+ZSW)

The strategy ev, which originally corresponds “to be a Hawk” and dictates to an
agent the usage of an aggressive behavior, in our case, leads taxpayer “to evade”.
The strategy nev fits to the behavior of a Dove and imposes to remain passive, that
in our case can be considered as the behavior “to pay taxes/not evade”. Additionally,
we assume that the condition u(L(H)) << (6 + 7)(H — L) should be satisfied
and it works for the large values of the parameters 6 and 7 or if the value of the
difference (H — L) is large.
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9.3.2 Behavioral Dynamics

In evolutionary game agents of population adopt their behavior to the better
performing strategies. Many studies, for example, [8] and [29], focus on the
dynamics with a strategy updated rules, which dictate agents to choose from their
self-inclusive neighborhood an exemplary player who received the greatest payoff.
If this payoff is not greater than the payoff of the updating player, then the player
keeps his/her own strategy.

Population changes according to the rule, which is a function of the strategies
and payoffs of neighboring agents:

xi(t+ 1) = fUxj(0), uj(t): j € My U{i}}), t > 0. (9.9)

This rule corresponds to a strategy of each player at time ¢ + 1, which depends
on its neighborhood players’ information at the moment ¢, including their strategies
and payoffs.

Remark 9.1 The assumption for the update rule is that it is payoff monotonic [35].
It means that if there exists a better performing strategy in the neighborhood of agent
i, then the agent will switch to that strategy with a probability o > 0.

This rule appoints a method of adaptation agents behavior to the changes in
his/her environment, which means that taxpayer can switch on the another strategy
if at least one neighbor has the better payoff. As the basis of the dynamics we use
the proportional imitation rule [28, 29, 35], in which each agent chooses a neighbor
randomly and if this neighbor receives a higher payoff by using a different strategy,
then the agent will switch with a probability proportional to the payoff difference.
In [25] the proportional imitation rule was presented as

1

(uj(t) — ’/li(t)):| (9.10)

0

A
pit+1) =x;@) = [
’ ! |M;|
for each agenti € K, where j € M; is a uniformly randomly chosen neighbor,
X > 0is an arbitrary rate constant, and the notation [z](l) indicates max (0, min(1, z)).

Remark 9.2 Imitation rule can be considered as a revision protocol, which is a map
p:R" X X — RiX". The scalar p;; (u; (x), x) is called the conditional switch rate
from strategy i € X to strategy j € X given payoff vector u(x) and population
state x.

This proportional imitation rule is a widely studied model with important
property that the dynamics in well-mixed population can be approximated by the
replicator dynamics.
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Thereby we can determine the following term:

Definition 9.1 A network evolutionary game is a system ((N, K), ") which
includes

* anetwork (graph) (N, K);
* agame G such thatif (i, j) € K, theni and j play I" iteratively with strategies
x;(t) and x (t) respectively

and takes into account an information based strategy updating rule, which can be
expressed as (9.9).

In contrast to previous research [6, 28, 35], in the current work, we define three
modifications of imitation rules, each of them is based on either a choice made by
an exemplary agent, or taxpayers’ payoffs, etc. The main assumption of the current
study is the application of these imitation rules only to the subgroup of risk-neutral
taxpayers, as far as, in our hypothesis, this group is the most influenceable on the
tax collections in the entire population. Proportions of risk-loving and risk-averse
taxpayers are fixed at the initial time moment.

The strategy of player i at time ¢ + 1, x; (¢ + 1), is selected as the best strategy
from strategies of neighborhood players j € N; at time ¢ according to the chosen
imitation rule.

* Rule 1. A random neighbor. When a taxpayer i receives an opportunity to revise
his/her strategy then he/she chooses an exemplary agent at random with equal
probability to all connected neighbors.

* Rule 2. Neighbor with the highest payoff. When agent i receives an opportunity
to revise his/her strategy then he/she considers current payoffs of all taxpayers
and chooses an agent (or a set of agents) with maximum payoff. If there are
several agents with the maximum payoff then an exemplary agent is chosen at
random among this subset.

* Rule 3. The most influenceable neighbor. Firstly, taxpayer i estimates a number
of connections of all the nearest neighbors and selects an exemplary agent from
the set of agents with the maximum number of links. If there are several agents
with the maximum links, then an opponent is selected at each iteration of the
dynamic process at random among the subset of the most influenceable agents.

9.4 Numerical Simulations and Experimental Results

In this section we represent the numerical simulations which illustrate the scenario
analysis of taxpayers behavior. Each series of experiments corresponds to the
specific network configuration such as grid, strongly and weakly connected random
graphs or different imitation rules or the instant games. Each agent evaluates
his/her own profit, which is determined by the matrix of the instant game and
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Table 9.1 Two modeled groups and average income

Group Income interval (rub./month) Average income (rub.) Proportion of population (%)
L Less 25,000 L = 12,500 51
H More 25,000 H = 50,000 49

information about the neighboring agents’ choice, following to the next calculating
algorithms:

e Cumulative: the computed sum of the profits from each interaction;
* Average: the sum of the profits from interactions divided by their number.

The values of parameters are fixed throughout experiments: a tax rate is 6 = 13%,
penalty rate is m = 13%, optimal value of the probability of audit is P* = 0.5,
actual value of the probability of audit for agents who declared L is P = 0.1,
unit cost of auditing is ¢ = 7455 (rub.), as a unit cost of information injection we
consider ¢;,r = 10%c = 745.5 (rub.).

Two possible taxpayers’ income levels L and H are calculated as the mean values
of the uniform and Pareto distributions [16] by using the empirical data based on the
distribution of the income among the population of Russian Federation in 2018 [31].
The proportions of the entire population (see Table 9.1) correspond with the results
from [19].

The stopping point of the iteration process can be defined by the condition

n

Z(x,- (1) — xi(t + 1)) < 1072, where x; (¢) is the i-th agent’s profit at iteration ¢

i=1
foreacht € [0, T].

To illustrate the application of the model of information spreading, we run
different experiments 10 times for each initial distribution of honest taxpayers
and evaders. This allows us to discuss the statistically stable trends received after
conducting a scenario analysis of the taxpayers’ behavior, taking into account their
rationality. These initial distributions are represented by the networks with different
topology and are examined in the series of numerical simulations.

The network consists of 25 nodes, which correspond to the number of the
taxpayers with high level of income ny = 25, and helps to visualize the
evolutionary process and use to illustrate the main results. The specially designed
software allows to simulate a process with a larger number of nodes and receives
data for statistical analysis. For this modeled population different agents’ strategies
are depicted as colored dots—agents who use the strategy “to pay taxes” are drown
as yellow dots, and agents who use the strategy “to evade” are drown as blue
dots correspondingly. We study the dynamic process in the population using the
following modifications of the network:

 strongly connected network, where the probability of link formation is 1/10;
» weakly connected network, where the probability of link formation is 1/3;
e grid.
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Fig. 9.1 Series 1.

Example 9.1. The Prisoner’s
Dilemma; initial state:
(Mpevs Nev) = (5, 20)

Fig. 9.2 Series 1.

Example 9.1. The Prisoner’s
Dilemma; final state:

(Mpevs Nev) = (0, 25)

Fig. 9.3 Series 1.
Example 9.2. The
Hawk-Dove game; initial
state: (Mpey, Ney) = (5, 20)

A

Each experiment is designed for the same number of nodes. Thus, according to the
formula (9.6) the initial value of total tax revenue TT Ry = 69219.75 is constant in
each of the examples.

Figures 9.1, 9.2, 9.3, 9.4, 9.5, 9.6, 9.7, 9.8, 9.9, 9.10, 9.11, 9.12, 9.13, 9.14
demonstrate the evolution of the proportions of taxable population during the
iteration process.
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Fig. 9.4 Series 1.

Example 9.2. The
Hawk-Dove game; final state:
(Mpevs Nev) = (20, 5)

Fig. 9.5 Series 2.

Example 9.1. The Rule 3. The
most influenceable neighbor;
initial state:

(Mpevs Nev) = (8,17)

Fig. 9.6 Series 2.

Example 9.1. The Rule 3. The
most influenceable neighbor;
final state:

(Mpev, Ney) = (0, 25)

9.4.1 Seriesl

Here the series of numerical simulation implemented with the following combi-
nation of parameters: the network topology is a weakly connected graph and the
imitation rule is a random neighbor. Figures 9.1, 9.2, 9.3, 9.4 represent the initial
and final states of the system subject to an average method of computing of the
agent’s profit. Initial state of system is (ney, ney) = (5, 20).
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Fig. 9.7 Series 2.
Example 9.2. Rule 2.
Neighbor with the highest
payoff; initial state:
(Mnevs Nev) = (8,17)

Fig. 9.8 Series 2.
Example 9.2. Rule 2.
Neighbor with the highest
payoff; final state:

(Mpevs Nev) = (25, 0)

Fig. 9.9 Series 2.

Example 9.3. Rule 1. Random
neighbor; initial state:

(Mpev, New) = (8, 17)

Example 9.1 This example uses the Prisoner’s Dilemma as an instant.

The system reaches its steady state at the moment 1 = T and the final value of
the total tax revenue computed by the formula (9.6) is TT Ry = 65518.25 rubles.
Comparing this value with the initial value T'T Ry we can see that in this experiment
the total tax revenue decreases.This result does not contradict the previous research
as far as the result of the information spreading over the population is the decreasing
of the portion of non-evaders.
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Fig. 9.10 Series 2.

Example 9.3. Rule 1. Random
neighbor; final state:

(nneuy nev) = (251 0)

Fig. 9.11 Series 3.
Example 9.1. Grid; initial
state: (Mpey, Ney) = (13, 12)

Fig. 9.12 Series 3.
Example 9.1. Grid; final state:
(Mpev, New) = (9, 16)

/N

/
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Fig. 9.13 Series 3.
Example 9.2. Weakly
connected network; initial
state: (Mpey, Ney) = (13, 12)

Fig. 9.14 Series 3.
Example 9.2. Weakly
connected network; final
state: (Mpey, Ney) = (15, 10)

Example 9.2 An instant game we use is the Hawk-Dove game with the same
parameters as in the previous example.

The total tax revenue is TT Rt = 143518.25 rubles at the final moment.
Therefore, in this case spreading of information is cost-effective unlike to the
previous experiment. This situation is caused by the number of honest taxpayers
having increased from 71,6, = 5 t0 116y = 20.

9.4.2 Series 2

In this series of experiments the following parameters are constant: the network is
a strongly connected graph, the instant game is the Stag Hunt game, the payoff is
cumulative. Figures 9.5, 9.6, 9.7, 9.8, 9.9, 9.10 present initial and final states of the
system for application of the different imitation rules. Initial state of system for each
example is (Mpep, Hey) = (8, 17).

Example 9.1 In this example the rule “The most influenceable neighbor” is applied.
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The value of TT Rt = 63281.75 rubles, therefore, in this example the total tax
revenue decreases along with the portion of non-evaders.

Example 9.2 Here the rule “Neighbor with the highest payoff” is applied.
In this case TT Ry = 160781.75 rubles, n,,, is increasing, thus, for this example
spreading of information is cost-effective.

Example 9.3 Now we apply the rule “Random neighbor”.
TTRr = 160781.75 rubles, n,e, = 25. It means that in this case spreading of
information is also cost-effective.

9.4.3 Series 3

In this series we study the different network modifications for the following initial
conditions: the instant game is the Hawk-Dove game, the type of payoff is average
and the imitation rule is “The most influenceable neighbor”. Figures 9.11,9.12,9.13,
9.14, 9.15, 9.16 present initial and final states of the system for application of the
different imitation rules. Initial state of system for each example is (1,¢y, fev) =
(13, 12).

Example 9.1 In this example the initial parameters are the same as in the previous
cases and they are visualized by the grid network.

In this example 77T Rt = 94654.25 rubles and we can see that the spreading of
information is cost-effective. Here the value of n,,, increases.

Example 9.2 1In this example we consider weakly connected graph as a network.
The example shows that the spreading of information is also cost-effective as far
as TT Rt = 118054.25 rubles and n,,., increases.

Example 9.3 Here an example with strongly connected network is represented.
In this example n,,, increases, TT RT = 106354.25 rubles, thus, spreading of
information is also cost-effective.

Fig. 9.15 Series 3.
Example 9.3. Strongly
connected network; initial
state: (Mpey, Ney) = (13, 12)
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Fig. 9.16 Series 3.
Example 9.3. Strongly
connected network; final
state: (Mpey, Ney) = (12, 13)

9.4.4 Results on Numerical Simulations

Based on the aggregated data (see Table 9.2) the following tendencies have been
revealed. If the Prisoner’s Dilemma is used as an instant game, then the agents’
behavior depends on the network topology or the imitation rule. Any stochastic
element in the structure of scenario (for example, if the network is a random graph,
or if the imitation protocol is the “Random neighbor”) leads to the fact that the
steady state of the evolutionary game is the equilibrium (ev, ev), which means that
both agent prefer to evade. If the dynamic process occurs in the grid then the steady
state is the equilibrium (nev, nev) and it means that agents incline to prefer social
behavior and pay taxes honestly.

The choice of the Stag Hunt game as an instant game simulated evolutionary
process and provides the following results. In the majority experiments agents
choose honest behavior and pay their taxes, the equilibrium profile (nev, nev)
corresponds to this case. Agents are inclined to use the strategy “to evade” only
in few experiments. Moreover, imitation rule “Neighbor with the highest payoff”
leads to the mixed strategy profile as a steady state, where honest agents prevail
regardless of the network topology.

If the instant game is the Hawk-Dove game, then we obtain a steady state as an
equilibrium profile, which depends on the network parameters. Thus, if information
is propagated in random networks, then two pure asymmetric equilibriums (ev, nev)
or (nev, ev) are possible as a steady state. The mixed equilibrium profile can be used
as a steady state only if the topology of the network is grid. In this case we can say
that in contrast to the powerful influence of network topology, an imitation rule does
not impact on the propagation process.
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9.5 Conclusions

In the current paper, the model of tax control, which includes the information
dissemination about the future tax auditing have been applied to the analysis of
economic agents’ behavior. The process of information spreading was formulated
as an evolutionary process on the networks with different topology, the dynamics
of the process was described by the specially designed imitation rules. The scenario
analysis of the taxpayers behavior has shown that the propagation of information
about possible tax audit has a positive effect on the tax collecting. The total amount
of honest taxpayers increases which leads to the growth of the total revenue of fiscal
system. Moreover, if the structure of payoff matrix and the imitation rule are known
it is simpler to analyse how information dissemination impacts on the effectiveness
of tax control.
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Chapter 10 )
Cooperation Enforcing in Multistage Shethie
Multicriteria Game: New Algorithm

and Its Implementation

Denis Kuzyutin, Ivan Lipko, Yaroslavna Pankratova, and Igor Tantlevskij

Abstract To enforce the long-term cooperation in a multistage multicriteria game
we use the imputation distribution procedure (IDP) based approach. We mainly
focus on such useful properties of the IDP like “reward immediately after the move”
assumption, time consistency inequality, efficiency and non-negativity constraint.
To overcome the problem of negative payments along the optimal cooperative trajec-
tory the novel refined A-incremental IDP is designed. We establish the properties of
the proposed A-incremental payment schedule and provide an illustrative example
to clarify how the algorithm works.

Keywords Dynamic game - Multistage game - Multicriteria game - Cooperative
solution - Shapley value - Time consistency - Imputation distribution procedure

10.1 Introduction

The theory of multicriteria games (multiobjective games or the games with vector
payoffs) develops at the overlap of classical game theory and multiple criteria
decision analysis. It can be used to model various real-world decision-making
problems where several objectives (or criteria) have to be taken into account
(see, e.g., [1, 2, 14, 26] a player aims at simultaneously increasing production,
obtaining large quote for the use of a common resource, saving costs of water
purification, saving health care costs, etc. Starting from [29], much research has
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been done on non-cooperative multicriteria games (see, e.g., [8, 12, 24, 31]).
Different cooperative solutions for static and dynamic multicriteria games were
examined in [9-11, 13, 22].

This paper is mainly focused on the dynamic aspects of cooperation enforcing in
an n-person multistage multicriteria games in extensive form (see, e.g., [6, 7, 20])
with perfect information. In order to achieve and implement a long-term cooperative
agreement in a multicriteria dynamic game the players have to solve the following
problems. First, when players seek to reach the maximal total vector payoff of the
grand coalition, they face the problem of choosing a unique Pareto optimal payoffs
vector. In the dynamic setting it is necessary that a specific method the players
agreed to accept in order to choose a particular Pareto optimal solution not only
takes into account the relative importance of the criteria, but also satisfies time
consistency [5, 6, 9, 17-20, 25, 27], i.e., a fragment of the optimal cooperative
trajectory in the subgame should remain optimal in this subgame. In the paper, we
assume that the players employ the refined leximin (RL) algorithm, introduced in
[11], to select a unique Pareto optimal solution for each multicriteria optimization
problem they face. This approach allows constructing time consistent cooperative
trajectory and vector-valued characteristic function. Another appropriate method—
the rule of the minimal sum of relative deviations from the ideal payoffs vector—was
suggested in [13].

After choosing the cooperative trajectory it is necessary to construct a vector-
valued characteristic function. For instance, when analyzing the Example 10.1, we
employ a friendly computable ¢-characteristic function introduced in [3] as well
as the RL-algorithm in order to choose a particular Pareto efficient solution for the
auxiliary vector optimization problems. To determine the optimal payoff allocation
we adopt the vector analogue of the Shapley value [9, 22, 28]. Such an approach
is based on the assumption that the payoff can be transferred between the players
within the same criterion. It is worth noting that the main measurable criteria used
in multicriteria resource management problems usually satisfy this component-wise
transferable utility property.

Lastly, to guarantee the sustainability of the achieved long-term cooperative
agreement the players are expected to use an appropriate imputation distribution
procedure (IDP), i.e. a payoff allocation rule that determines the actual current
payments to every player along the optimal cooperative trajectory. The IDP based
approach was extensively studied for single-criterion differential and multistage
games (see, e.g. [15, 16, 18, 20, 21]) and was extended to multicriteria multistage
games in [9, 10]. The detailed review of useful properties the IDP may satisfy for
multistage multicriteria games is presented in [9—13].

In particular, two novel properties an acceptable payment schedule for the
multistage game should satisfy which take into account the sequence of the players’
actions along the optimal cooperative trajectory were suggested in [12]. Firstly, a
player which moves at position x according to the cooperative scenario expects
to receive some reward for the “correct” move immediately after this move, while
the other players (which are inactive at x) should get zero current payments.
Furthermore, if the position x is the last player i’s node along the cooperative
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trajectory this player should get the rest of her optimal payoff right after her last
move. These properties were formalised in the so-called Reward Immediately after
the Move (RIM) assumption (see [12] for details).

In this paper we mainly focus on the RIM assumption, efficiency and non-
negativity constraint as well as time consistency property. The first so-called
“incremental” IDP was suggested in [18] to ensure time consistency of the solution
in differential single-criterion game, then this simple IDP was extended to different
classes of dynamic games. The A-incremental IDP that satisfies RIM assumption,
efficiency constraint and time consistency for multicriteria multistage game was
designed in [12]. However, as it is demonstrated in the paper, the A-incremental
IDP, as well as the classical incremental IDP may imply negative current payments
to some players at some nodes (see [4, 9, 20] for details). One approach how
to overcome this negative feature of the incremental IDP—the refined payment
schedule for multicriteria games—was constructed in [9]. Another regularisation
method for single-criterion multistage game was proposed in [4]. In this paper
we provide a refinement of the A-incremental imputation distribution procedure
for multicriteria multistage game. This “refined A-incremental IDP” is proved to
satisfy the RIM assumption, non-negativity constraint, efficiency condition and time
consistency inequality.

Hence, the main contribution of this paper is twofold:

— we reveal one possible disadvantage of the A-incremental payment schedule,
namely that it may imply negative current payments to the players. To overcome
this drawback we design the novel A-refined imputation distribution procedure
which satisfies a number of usefull properties (in particular, non-negativity).

— we provide the step-by-step algorithm how to implement this novel allocation
rule. Then we compare the implementation of the simple A-incremental IDP and
the refined A-incremental IDP for given 3-person bicriteria multistage game.

The rest of the paper is organized as follows: The class of r-criteria multistage n-
person games in extensive form with perfect information is formalized in Sect. 10.2.
The optimal cooperative trajectory and vector-valued characteristic function are
constructed in Sect. 10.3 using the refined leximin algorithm. We provide an
illustrative example of the 3-person bicriteria multistage game here. Different useful
properties of imputation distribution procedure are formulated in Sect. 10.4. In
Sect. 10.5, we discuss the implementation of the A-incremental IDP and reveal the
problem of negative payments. We provide a refined A-incremental IDP and the
algorithm of its implementation in Sect. 10.6 and a brief conclusion in Sect. 10.7.

10.2 Multistage Game with Vector Payoffs

We consider a finite multistage r-criteria game in extensive form with perfect
information following [7, 9, 20]. First we define the following notations that will
be used throughout the paper:
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e N ={1,...,n}is the finite set of players;

e K is the game tree with the root x( and the set of all nodes P;

+ S(x) is the set of all direct successors (descendants) of the node x and S~ (y) is
the unique predecessor (parent) of the node y # x¢ such that y € S(S Ty

* P; is the set of all player i’s decision nodes, P, N P; = @ fori # j,and P41 =
{yj};'?:1 is the set of all terminal nodes, S(y/) = @ ¥y/ € P41, U P = P;

* w = (x0,...,X—1,%,...,x7) is the trajectory (or path) in the game tree,
Xi—1 = S’l(x,), 1<t < Tyxp = yj € P41, the lower index ¢ in x; denotes
the number of the node within the trajectory w and can be interpreted as the “time
index”, T is an ordinal number of the last node of the trajectory w;

* hi(x) = (hin(x), ..., hi;(x)) is the i-th player’s vector payoff at the node
x € P\{xo}.

We assume that
hijk(x) =2 0; YieN; k=1,...,r; x € P\{xo}.

Let us use MG¥ (n, r) to denote the class of all finite multistage n-person 7-
criteria games in an extensive form with perfect information. Since we will focus on
the games with perfect information we restrict ourselves to the class of pure strate-
gies (see, e.g., [7, 20]). The pure strategy u; (-) of player i is a function with domain
P; that specifies for every node x € P; the next node u;(x) € S(x) which the player
i should choose at x. Let U; denote the (finite) set of all i-th player’s pure strategies,
U = [];cn Ui.Every strategy profile u = (uy, ..., u,) € U generates the trajectory
o) = (X0, -y Xty Xt41s -, XT) = (X0, X1(1), - oy X, (W), Xpp1 (W), ..., x7 (1)),
where x;11 = uj(x)) € S(x)ifx, € Pj,0 <t < T —1,xr € Pyy1, and,
respectively, a collection of all players’ vector payoffs.

Denote by

T
Hi(u) = (Hip W), ..., Hiyr@) = hi(w) = Zhi(xr(u)),

=1

the value of player i’s vector payoff function, given by the strategy profile u =
(U1, ..., up).

In the multistage multicriteria game " defined above every intermediate node
x; € P\ P,41 generates a subgame I"* with the subgame tree K** and the subroot
x; as well as a factor-game with the factor-game tree K2 = {x;} U(K\K*") (see, for
instance [20]). Decomposition of the original extensive game I"*° at node x; into the
subgame I"** and the factor-game I'” generates the corresponding decomposition
of pure strategies.

Let Pix’ (Pl.D ),i =1, ..., n denote the restriction of P; on the subtree K~ (K D ),
and uf’ (uiD ), i = 1,...,n, denote the restriction of the player i’s pure strategy
ui(-) in I'™ on P"(PP). The strategy profile u™ = (uy',...,uy') generates

the trajectory @™ (u™) = (X7, X¢41, -« -, XT) = (X, Xp41 (@), ..., x7 (™)) and,
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respectively, a collection of all player’s vector payoffs in the subgame. Denote by

T
HE ) = B @ @) = 3 hiee ™)), (10.1)
T=t+1

the value of player i’s vector payoff function in the subgame ", and by Ul.x’ the
set of all player i’s pure strategies in ™, U" = [[;cn Ul.x’. Note that

T t
Hi(u) = hi(w@) =) hiGeew) = Y hi(x )+

T = v=1 (10.2)
3 hiCee @) = hi™ ) + B (@0 @),
T=t+1
where " (u) = (xg, x1, ..., Xr—1, X;) denotes a part of trajectory w(u) before the

subgame " starts.

Remark 10.1 Since P; = P U PP while P N PP = &, one can compose
the player i’s pure strategy W; = (uiD , vf’ ) € U; in the original game I"'** from
his strategies v’ € U;" and u” € UP in the subgame "™ and factor-game I"?
respectively [20].

Leta, b € R™; we use the following vector inequalities: a = b if ax > by, Vk =
1,...,m;a > bifay > by,Vk = 1,...,m;a > b,ifa = band a # b. The last
vector inequality implies that vector b is Pareto dominated by a.

10.3 Designing a Cooperative Solution

If the players agree to cooperate in multicriteria game I"*°, they maximize w.r.t. the
binary relation > the total vector payoff Y /_, H;(u). Denote by P O(I"*) the set
of all Pareto optimal strategy profiles from U, i.e.:

ue POI™)if flvel: )y Hi()=Y Hiu)

ieN ieN

The set PO(I'*) is known to be nonempty (see, e.g., [23]) and in general it
contains multiple strategy profiles. Since the set P O (I"*°) may contain more than
one strategy profile, the players face the problem how to select a unique Pareto
optimal cooperative strategy profile u € PO(I'*) and corresponding optimal
cooperative trajectory @ = @) = (Xg, X1,...,xr). In a dynamic game it is
essential that a specific method the players agreed to employ in order to choose
a particular Pareto optimal solution has to satisfy time consistency, that is, a
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fragment @ (™) = (x4, X;+1, - . . , x7) of the optimal trajectory @ in the subgame
I'% € G (i) should remain optimal trajectory for this subgame.

We employ the so-called Refined Leximin algorithm, introduced in [11] to find
optimal cooperative trajectory in Example 10.1. This approach looks reasonable for
the special case when the criteria have significantly different importance, and all
the players rank the criteria in the same order. In other circumstances, the players
may employ other appropriate methods to choose a unique Pareto optimal solutions
(an example of such methods—the rule of minimal sum of relative deviations from
the ideal payoffs vector—was suggested in [13]). Note that the main result of the
paper—Proposition 10.1—does not depend on the particular time consistent rule
which the players have agreed to use in order to choose a unique Pareto optimal
solution.

Let us briefly remind the main idea of the RL algorithm and the notations (the
reader could find the comprehensive specification of this algorithm in [11, 12]).
Suppose that all the criteria are ordered in accordance with their relative importance
for the players, namely let criterion 1 be the most important for every playeri € N,
the next to be the 2-nd criterion, and so on, and the last criterion r be the least
important one. When choosing the optimal cooperative trajectory the players are
expected to maximise the total vector payoff primarily on the first criterion, i.e.

1‘}1635(2 Hiji(u) = Z H;i/1(u) = H;.

ieN ieN

If there exists a unique trajectory @ = w(u) satisfying this condition then this
trajectory is called the optimal cooperative trajectory while i) is the optimal
cooperative strategy profile.

If there are several trajectories o (u) with ", Hi/1(u) = Hj the players should
choose such trajectory from this set P O1(1"*0) that

max H;»nu) = Ho,
uePOl(FXO)Z g

ieN

and so on. Lastly, if there are several trajectories w € {w(u),u € PO ,(I'*)}, the
players should choose the trajectory from this set with minimal number j of the
terminal node y/.

We will suppose henceforth that the players have agreed to use the RL algorithm
in order to choose the optimal cooperative strategy profile u € PO (1"*°) and the
corresponding optimal cooperative trajectory @ = w (i) = (xo, ..., XT).

Let

Maxley Y Hi(u) =Y H;(ii) (10.3)

ieN ieN
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denote the maximal (in the sense of the RL algorithm) total vector payoff. Note that
the Pareto optimal cooperative trajectory @ = w(u) = (xo, ..., x7) based on the
RL algorithm was proved to satisfy time consistency [11].

Let us use the following example to demonstrate how the players choose the
cooperative trajectory and then to explore and compare the A-incremental IDP and
the refined A-incremental payment schedule.

Example 10.1 (A 3-Player Bicriteria Multistage Game) The game tree K is shown
in Fig. 10.1. Letn = 3,7 = 2, P| = {x0, X2, X4, X6}, P» = {x1, x5}, P3 = {x3},
Pn+1 = {Zlv-'-sz9}’

h(x,) = (hl/l(xt) hay1(xr) h3/1(Xz))
' h12(xe) hoja(xe) h3pp(x) )

i.e. the columns correspond to the players while the rows correspond to the
criteria. The players’ payoffs at all nodes x € P\{xo} are:

hixn) = <g (6) 102)’ hixz) = ((6)3 102>’ hixs) = <g (6) 102)’

hixa) = ((6) 1028)’ h(xs) = (8(6) 102>’ h(x) = ((6) 8 102)’

25 28
®
X0 X 23 X5 X6 X7=29
o [ o
X2 X3 X4
® @ @17
<1
[ ] [ )
23 24 26

Fig. 10.1 The game tree
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30 30 30 1800 0180
hix7) = (60 30 30)’ h(z1) = <18 oo)’ hiz2) = (o 18 0)’
1800 0018 0180
(z3) (1800)’ (z4) (0018)’ (z5) (60 13 0>,

1800 90 60 18 00
hize) = (1800)’ hzr) = (16206)’ hizs) = (15000)’

There are three pure strategy Pareto optimal strategy profiles in P O (I"*?):
ur(xo) = x1, ua(x1) = x2, ur(x2) = x3, u3(x3) = x4, u1(x4) = x5,
uz(xs) = xe, u1(xe) = x7

that generates trajectory w(u) = (xo, X1, X2, X3, X4, X5, X6, X7),
u' (x0) = x1, uh(x1) = x2, u}(x2) = x3, uj(x3) = x4, uj(xa) = z7,
that generates trajectory @(u’) = (xg, x1, X2, X3, X4, z7) and
u (xo) = x1, us(x1) = x2, uf(x2) = x3, uj(x3) = xs4, uf(x4) = x5,
/ "
uz(XS) = X6, Ml(xﬁ) =728
that generates trajectory w(u”") = (xo, X1, X2, X3, X4, X5, Z8).
Using RL algorithm the players choose the optimal cooperative strategy profile
u = (u1, up, u3) which generates the optimal cooperative trajectory @ = w(u) =
(x0, X1, X2, X3, X4, X5, X6, X7) = (X0, X1, X2, X3, X4, X5, X6, X7).
After selecting a cooperative trajectory it is necessary to construct a vector-
valued characteristic function for a multicriteria cooperative game. In Example 10.1

we use a vector-valued analogue of the so-called ¢-characteristic function intro-
duced in [3] and again the RL algorithm (see [11] for details). Namely:

0, S=¢
Hi (i SCN,
yr0(s) = uj/eN\SZ (s, ums), § (10.4)
M L H N S = N
lax ;V i(u)

where

Min* H;(us, u — Maxt (- H;(us, u .
u,,eN\sZ (s, un\s) = u,-,jeN\s( ; i(Us, un\s))
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Let I'*0(N, V*0) denote multicriteria game I'0 € MGF (n, r) with characteris-
tic function V0. It is worth noting that one can use other approaches to construct
characteristic function (CF) for multicriteria game, say classical «-CF or §-CF [21],
but as it was mentioned in [3] the ¢-characteristic function is much more easy to
compute (it is essential especially for multicriteria case). Note that the main result
of the paper—Proposition 10.1—does not depend on the specific method which the
players employ to calculate the vector-valued characteristic function.

We assumed that the players adopt a single-valued cooperative solution ¢*° (for
instance, the vector analogue of the Shapley value [9, 28]) for the cooperative game
I'*0(N, V*0) which satisfies the efficiency property

n T n
Do =VON) =) hi(E), (10.5)
i=1

=1 i=1
and the individual rationality property
e Z Vo), i=1,...,n. (10.6)

Denote by Fxf(N, V’E’), Xy € o), t = 0,...,T — 1 a subgame along the
optimal cooperative trajectory with the characteristic function V* which can be
computed in the subgame using (10.4). Note that V¥ (N) = ZTT:zH Y oien hi(xo).

In addition, we assume that the same properties (10.5) and (10.6) are valid for
the cooperative solutions (pr at each subgame s (N, Vif), t=0,...,T —1.

10.4 Imputation Distribution Procedure and Its Properties

Let B = {Biyk(xp)}),i = 1,...,ns k = 1,...,r; t = 1,..., T denote the
Imputation Distribution Procedure—IDP [9, 18, 20, 25] or the payment schedule.
The IDP-based approach implies that the players have agreed to accumulate the
cooperative vector payoff ) ", _y H;i (i) = V*°(N), obtained using the initial payoffs
h;i(x;), and then allocate this summary payoff between the players along the
optimal cooperative trajectory @(it). Then B;/x (x;) corresponds to the actual current
payment which the player i receives at X; w.r.t. criterion k (instead of h; /¢ (X;))
according to the IDP .

From now on we suppose that the IDP 8 should satisfy the following assumption
(see [12] for details):

Assumption RIM (Reward Immediately After the Move) If x;, € P, t =
0,...,T — 1, then B;(x;11) = Oforall j € N\{i}, i.e. the only player who can
receive nonzero current payment at node X, is the player i which moves at the
previous node x; = s—1 (Xr41)-
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For given playeri € N let (yi, yé, R yiT(i)) denote the ordered set of all the

positions from the set P; N @ along the optimal trajectory @, where nodes { yi} are
listed in order of their location in @. Namely,

yi = Xpi(1ys vy = Xpi(2)s -+ oo le(i) = X/ (T(i))}

and for all y! = X;i(;,) and yi, = Xyi(m)> We have A < m if and only if 7(A) < ti (m).
Below, we introduce a number of useful properties an acceptable IDP may satisfy
(see [9-11]). Note that we need to modify known definitions of efficiency and time
consistency to take assumption RIM into account.
To simplify the notations, henceforth we will omit superscript i in £/ (1), A =
L,..., T @), ie. we will write B; (X/(3)+1) instead of B; (X;i;y41), e.t.c.

Definition 10.1 ([12]) The imputation distribution procedure 8 = {B;/r(x;)}
satisfies the efficiency condition if

T@)

T
Y BGE) =Y fiGo) =¢" i=1,...,n (10.7)
r=1

t=1

Indeed, if (10.7) holds then the payment schedule for every player can be
considered as a rule for the step-by-step allocation of the player i’s optimal payoff.

Definition 10.2 The IDP 8 = {f;,(X;)} meets the time consistency (TC) inequality
if for every player i € N such that |7(i)| > 2,forallt = 1,..., T(i) — 1 it holds
that

i = -
D BiGia+) + 4 O 2 g0 (10.8)
A=1

The vector inequality (10.8) implies that every player has an incentive to continue
cooperation at every subgame along the cooperative trajectory.

Definition 10.3 ([9]) The imputation distribution procedure 8 = {B;,x(X;)} satis-
fies the balance conditionif Vt =0, ..., T;Vk =1, ..., r it holds that

t n t n
DO BikE) <Y hipk(E) (10.9)

t=1i=1 =1 i=1

Note that (10.9) is always satisfied for t = T due to the efficiency condi-
tion (10.7) and (10.5). If B does not satisfy (10.9) at some intermediate node x;, we
will suppose that the players may borrow the required amount on account of future
earnings. For the sake of simplicity we assume that an interest-free loan is available
for the grand coalition N while recognising that in general case the enforcing of a
cooperative agreement may require extra costs (see [9]).
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Definition 10.4 ([9]) The IDP g satisfies the non-negativity constraint if
Bijk(x) 20, i=1,...,n; k=1,...,r; t=1,...,T.

Note that there could be different payment schedules that may or may not satisfy
the properties listed above (several IDP for multicriteria games are examined in [9—
11]). The A-incremental IDP that satisfies RIM assumption, efficiency constraint
and time consistency (equation) for multicriteria multistage game was suggested in
[12]:

Definition 10.5 The A-incremental imputation distribution procedure f =
{Bi/k(x1)},t =0,...,T;i € N is formulated as follows

() BippGo)=0,i=1,...,nsk=1,...r;
(€2) if% € P,t=0,...,T —1,then f;(%+1) = Oforall j € N\{i};
(¢3) if% € Prand T(i) = l,ie.@N P, = (y}) = (% (1)}, then

BiGiy+1) = ¢;° (10.10)

(cd) if% € Prand T(i) =2,ie.@N P = (¥}, y5) = (1), %1(2)), then

BG4 = @0 — @' BiGrayr) = ¢ (10.11)
(c5) if ¥, € P and TG) > 3,ie. & NP, = (y{,yé’,...,y;m)
(Xt(1)> X£(2)» - - - » X4(T(i)))»> then

Bi (Xi(1)41) = @} — X+
Bi (Xiy+1) = gof’“*”“ - gof“““, A=2,...,T@G) —1; (10.12)

Xi(T (i)~ 1)+1

Bi (X1 in+1) = ¢;

10.5 A-Incremental IDP May Imply Negative Current
Payments

Let us use the game from Ex. 1 to demonstrate the A-incremental IDP implementa-
tion and properties and to reveal one possible disadvantage of this payment schedule.
We will adopt the vector analogue of the Shapley value as an optimal cooperative
solution when analysing Ex. 1.
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Definition 10.6 ([22, 28]) The Shapley value of ' (N, V*0) denoted by ¢*° is
defined for each playeri € N as

X —_— S ' S _1' X Xi .
PP = S ; S (=1 Dﬂg' =D sy — v i), (10.13)
CN,i1e

Example 10.1 (Continued) The values of the vector-valued ¢-characteristic func-
tion (10.4) for the game ™0 are

S {2 3H{1,2}{1,3} {2,3} N
yxs) 0 0 0 18 0 0 126
0 00 O 12 0 192

and the Shapley value for original game ™0 is
o — 45 45 36
66 60 66 )
The vector-valued ¢-characteristic functions and the respective Shapley values

for the subgames along the cooperative trajectory @ can be constructed using the
same approach.

The subgame ™! (N, V*1):
S {13 {2} 33 {1,2} {1,3} {2,3} N

Vi) o 0 0 12 0 0 120
000 O 0 12 180

X (42 42 36)
= .
56 62 62
The subgame ™2 (N, V*2):
S {1 {2 33 {1,2} {1,3} {2,3} N

VR2S) 0 00 6 6 0 114
000 O 8 0 168

o (403737
¢ =\702870)"
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The subgame '3 (N, V*3):
S {1 {23 33 {1,2} {1,3} {2,3} N

VHSES) 0 00 0 6 0 108
000 0 72 12 156

X3 (37 34 37)
Q= .
60 30 66
The subgame '™ (N, V*):
S {1 {23 {1L, 2} {1,3} {2,3} N

vy 0 0 0 72 0 0 102
60 0 0 90 72 0 144

o (46 46 10)
= .
95 29 20
The subgame ™5 (N, V*5):
S {1 {23 33 {1,2} {1,3} {2,3} N

V¥»ss) 0 0 0 66 O 0 96
60 0 0 90 60 12 132

xs _ (434310
o= \s53116)°
The subgame ¢ (N, V*5):
S {11 {2} 33 {1,2} {1,3} {2,3} N

V%($)30 0 0 60 60 O 90
60 0 0 90 90 0 120

X6 60 15 15
Y= :
90 15 15
Applying the A-incremental IDP (10.10), (10.12), (10.13) we obtain the follow-
ing current payments along the optimal cooperative path ® = (xo = yll, X1 =

2 = 1 = 3 = 1 = 2 = 1 zy. = X0 X1
Y, X2 =Y, X3 =Y{, X4 =Yz, X5 =5, X6 = Y;, X7) : p1(x1) = ¢|" — | =
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3 - % Fs 5 - F; F: -6 _
<10>, B1(X3) =o' —¢ = (_4>, B1(Xs) = ¢’ —¢)’ = <_25>, Bi1(x7) =
(pfs = (g) , since T(1) = 4;

Bi(i1) = Bj(x3) = Bi(xs) = B (x) = <3>J ~2.3;

Br(X2) = ¢’ — g’ = 8 Ba(Fe) = @22 = 37 since T'(2) = 2;
2(X2) = ¢, (/)2—32726—(;02—28 =z
ﬂj(xz)=ﬁ,<xé>=<g>,j=1,3;

By(E) = ¢i= (22) since T'(3) = 1 B; (&) = (8) j=1.2.

The efficiency condition for the player 1 and criterion 2 takes the form:

7 4
D BipG) = By s) =10 — 4 — 25+ 85 =66 = ¢".
t=1 r=1

The time consistency equations for the player 1 and criterion 2 take the form:

1

T=1: Zﬂl/z(ﬁfz(x)ﬂ) +o)' =10+ 56 = 66 = ¢*;
=1

2
1=2:) BipGias) ¢ =10—4+60 =66 = ¢)";
A=1

3
T =31 Byt + ¢ = 10— 4 — 25485 =66 = ¢;".
r=1

As it was mentioned in the Introduction, the A-incremental IDP, as well as the
classical incremental IDP may imply negative current payments to some players at
some nodes (see [4, 9, 20] for details). Thus, in Example 10.1 the A-incremental
IDP implies negative payments to player 1 at x3 and xs.

10.6 Refined A-Incremental IDP and Its Implementation

Below we introduce a refinement of A-incremental payment schedule that is
designed to satisfy assumption RIM, efficiency, time consistency inequality and non-
negativity constraint.



10 Cooperation enforcing in multistage multicriteria game 155

We will use an auxiliary integer variable a;/t(A) to denote the number of
nodes X;(r)+1 on the optimal cooperative path @ from Xx; to X;)4+1 for which
Bi/k(Xry+1) = 0 after the last positive current payment (one may call it the
payment delay variable). We assume that #/ (0) = —1 for any i.

Definition 10.7 The refined A-incremental imputation distribution procedure B =
{Bi/k(x1)},t =0,...,T;i € N is formulated as follows

(c1) /éi/k(io)=0,i=1,...,n;k=1,...r;
(c2) ifx;e P,t=0,...,T —1,then BJ-()E,JF;) =O0forall j € N\{i};
(€3) ifx; € Pand T(i) = 1,i.e. 0 N P; = (y}) = {X;(1)}, then
Bisk i) = @i (10.14)

(cd) ifx € Prand T(i) =2,ie. @ NP = (¥}, y5) = (&1, %i(2)), then

Bi/k(fz(l)ﬂ) = maX{sﬂf})k - f/)?/'g)“, 0} (10.15)
Bijk Gy = 0% — BiykGray+1) (10.16)
/
(€5) if ¥ € P and TG) = 3, ie. 04 NP = (y{,yg,...,y;m)
(Xt(1)> X£(2)» - - - » X1(T(i)))»> then
Step1 (A = 1):
Bisk(Erqy1) = max{gff, — @O+, 0); (10.17)

e if ﬁi/k(ft(1)+1) > 0, then a;/,(1) = 0 (no delay in payment compared to
A-ipcremental IDP);

o if Bi/k(x;(y+1) = 0, then g;/x (1) = 1 (the delay in payment for a one
step).

Step 2 (A = 2):

ir(l—ai/k(l))+l X1(2)+1

Bijk(Fi2y41) = max{g, — g o), (10.18)

o if f)fi/k(ft(z)ﬂ) > 0, then a;/(2) = 0;
o if Bijk(Xr2)+1) = 0, then a;/k(2) = aijk(1) + 1.
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SteprA(AL=2,...,T@GE) —1):

)Et(Aflfai/k(kfl)H»l )?t(x)+1

Bi/k(Xigy11) = max{g, — g0 o), (10.19)

e if ,BA,-/k()E,(MH) > 0, then a;;x(1) = 0 (no delay in payment);
e if ,BA,-/k()Et(;\)H) = 0, then a;/x(A) = a;/x (A — 1) + 1 (the delay in payment
at x;(5)41 for a; /1 (1) steps).

Step L = T (i):

T(i)—1 _

A - X A - xt(T(i)flfa,- (T(H)=1)+1

Bi/k(Xe(rin+1) = maX{fpf}’k— Z Bisk(Xeoy+1), 0} = ¢; "
=1

(10.20)

By the construction of this refined payment schedule the following proposition
holds.

Proposition 10.1 Refined A-incremental IDP satisfies assumption RIM, efficiency
condition (10.7), non-negativity constraint and time consistency inequality (10.8).

Now we will apply the refined A-incremental algorithm (10.14)—(10.20) to the
game from Example 10.1.

Example 10.1 (Continued) Note that if the A-incremental IDP implies non-
negative current payments to the ith player w.r.t. criterion k at all nodes along
the cooperative trajectory @, then ,éi /k(Xt) = Bijr(xy), X, € w. Hence, the current
payments to the player 2 and 3 according to the refined A-incremental IDP /§ will
not change compared to the A-incremental IDP 8.

Let us now consider the payments to the playeri = 1:

Bijn () = maxigyl; — @)};; 0 =3, ain (1) = 0;

Brja(E1) = max{py), — ¢y}y; 0} = 10, a1/2(1) = 0;

Bij1(%3) = max{gy), — ¢)};; 0} = max(5; 0} = 5, ai1(2) = 0;

Brja(%3) = max{g) ), — ¢)); 0} = max{—4; 0} = 0,21 2(2) = 1;

Bij1(Fs) = max{g)}, — ¢)3;; 0} = max{—6; 0} = 0,a1/1(3) = I

Brj2(Fs) = max{p]), — ¢)5y; 0F = max{—29; 0} = 0, a12(3) = 2;

BijiGr) = wf}l =37,

BraGr) = fﬂf}z = 56.

All the payments to player i = 1 are non-negative now. Note that the current

payments at x7 are less than the relevant payments according to the simple A-
incremental IDP.
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The efficiency condition for the player 1 and criterion 2 now takes the form:

4

7
Y Bip@E) =) BipEoy+) = 104040+ 56 = 66 = ¢)".
t=1 A=1

The time consistency inequalities for the player 1 and criterion 2 take the form:

1
T=1: 231/2(21(»“) +¢7' =10+56 > 66 = 7"
A=l
2 i B}
T=2: Z,Bl/z(fz(x)ﬂ) + ¢’ =104+ 0+ 60 > 66 = ¢}*;
=1

3
T=3: 231/2(3?:@)“) +¢° =10+ 0+0+85> 66=¢,".
=1

Note that the refined A-incremental IDP may not necessarily satisfy balance
condition (10.9). Let us for instance consider the balance condition in Example 10.1
fort =4 and k = 2:

>

=li

Bip(ie) =108 > D % " hija(%r) = 48.

3 4 3
=1 =1 i=1

Q

As it was firstly noted in [9], in general it is impossible to design a time consistent
IDP which satisfies both the balance condition and non-negativity constraint.

10.7 Conclusion

When analyzing Example 10.1, we adopt the Shapley value as an optimal imputation
and use the RL algorithm for choosing a unique Pareto optimal solution (to
find optimal cooperative trajectory and to construct vector-valued characteristic
function). It is worth noting that the provided algorithm to calculate the refined
A-incremental IDP as well as Proposition 10.1 remains valid if the players employ
another optimal imputation, other approach to calculate the characteristic function
and other time consistent rule for choosing a particular Pareto optimal solution, for
instance, the rule of minimal sum of relative deviations from the ideal payoffs vector
[13].

Note that, since the set of active players in extensive form game changes while
the game is evolving along the optimal path, multistage game could be considered
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as an example of the so-called “games with changing conditions”. The RIM
assumption and the proposed refined A-incremental payment schedule allows taking
into account this specific feature of a n-person multistage game. It is worth noting
that similar assumptions could be implied implicitly in some ancient texts—cf., for
instance, the so-called “History of King David’s ascent to power” in connection
with David’s activity at the beginning of his career (see, e.g.: [30]). The detailed
interdisciplinary analysis of the relevant motivation for “optimal” behaviour could
be an interesting issue for further research.

Acknowledgments We would like to thank the anonymous Reviewer for the valuable comments.
The research of the first and the third author was funded by RFBR under the research project 18-00-
00727 (18-00-00725). The research of the fourth author was funded by RFBR under the research
project 18-00-00727 (18-00-00628).

References

—

. Climaco, J., Romero, C., Ruiz, F.: Preface to the special issue on multiple criteria decision
making: current challenges and future trends. Intl. Trans. Oper. Res. 25, 759-761 (2018) http://
dx.doi.org/10.1111/itor.12515
2. Finus, M.: Game Theory and International Environmental Cooperation. Edward Elgar Ed

(2001).

3. Gromova, E. V., Petrosyan, L. A.: On an approach to constructing a characteristic function in
cooperative differential games. Autom. Remote Control 78(9), 1680-1692 (2017)

4. Gromova, E.V., Plekhanova, T.M.: On the regularization of a cooperative solution in a
multistage game with random time horizon. Discrete Appl. Math. 255, 40-55 (2019) http://
dx.doi.org/10.1016/j.dam.2018.08.008

5. Haurie, A.: A note on nonzero-sum diferential games with bargaining solution. J. Optim.
Theory Appl. 18, 31-39 (1976)

6. Haurie, A., Krawczyk, J. B., Zaccour, G.: Games and Dynamic Games. Scientific World,
Singapore (2012)

7. Kuhn, H.: Extensive games and the problem of information. Ann. Math. Stud. 28, 193-216
(1953)

8. Kuzyutin, D.: On the consistency of weak equilibria in multicriteria extensive games. In:
Petosyan, L.A., Zenkevich, N.A. (eds.) Contributions to Game Theory and Management, Vol.
V, pp. 168-177 (2012)

9. Kuzyutin, D., Nikitina, M.: Time consistent cooperative solutions for multistage games with
vector payoffs. Oper. Res. Lett. 45(3), 269-274 (2017) http://dx.doi.org/10.1016/j.0r1.2017.04.
004

10. Kuzyutin, D., Nikitina, M.: An irrational behavior proof condition for multistage multicriteria
games. In: Proceedings of the Consrtuctive Nonsmooth Analysis and Related Topics (Dedic. to
the Memory of V.F. Demyanov), CNSA 2017, pp. 178-181. IEEE (2017)

11. Kuzyutin, D., Gromova, E., Pankratova, Ya.: Sustainable cooperation in multicriteria multi-
stage games. Oper. Res. Lett. 46(6), 557-562 (2018). http://dx.doi.org/10.1016/j.0r1.2018.09.
004

12. Kuzyutin, D., Pankratova, Y., Svetlov, R.: A-subgame concept and the solutions properties

for multistage games with vector payoffs. In: Petrosyan, L., Mazalov, V., Zenkevich, N. (eds.)

Frontiers of Dynamic Games. Static & Dynamic Game Theory: Foundations & Applications.

Birkhéuser, Cham (2019) http://dx.doi.org/10.1007/978-3-030-23699-1_6


http://dx.doi.org/10.1111/itor.12515
http://dx.doi.org/10.1111/itor.12515
http://dx.doi.org/10.1016/j.dam.2018.08.008
http://dx.doi.org/10.1016/j.dam.2018.08.008
http://dx.doi.org/10.1016/j.orl.2017.04.004
http://dx.doi.org/10.1016/j.orl.2017.04.004
http://dx.doi.org/10.1016/j.orl.2018.09.004
http://dx.doi.org/10.1016/j.orl.2018.09.004
http://dx.doi.org/10.1007/978-3-030-23699-1_6

10

13.

14.

15.

16.

17.

18.

19.

20.

21.

22.
23.

24.

25.

26.

217.

28.

29.

30.

31.

Cooperation enforcing in multistage multicriteria game 159

Kuzyutin, D., Smirnova, N., Gromova, E.: Long-term implementation of the cooperative
solution in multistage multicriteria game. Oper. Res. Perspect. 6, 100107 (2019) http://dx.doi.
org/10.1016/j.0rp.2019.100107

Mendoza, G.A., Martins, H.: Multi-criteria decision analysis in natural resource management:
A critical review of methods and new modelling paradigms. For. Ecol. Manage. 230, 1-22
(2006)

Parilina, E., Zaccour, G.: Node-consistent core for games played over event trees. Automatica
55, 304-311 (2015)

Parilina, E., Zaccour, G.: Node-consistent Shapley value for games played over event trees with
random terminal time. J. Optim. Theory Appl. 175(1), 236-254 (2017)

Petrosyan, L.: Stable solutions of differential games with many participants. Vestn. Leningr.
Univ. 19, 46-52 (1977) (in Russian)

Petrosyan, L., Danilov, N.: Stability of the solutions in nonantagonistic differential games with
transferable payoffs. Vestn. Leningr. Univ. 1, 52-59 (1979) (in Russian)

Petrosyan, L.A., Kuzyutin, D.V.: On the stability of E-equilibrium in the class of mixed
strategies. Vestn. St.Petersburg Univ. Math. 3(15), 54-58 (1995) (in Russian)

Petrosyan, L., Kuzyutin, D.: Games in Extensive Form: Optimality and Stability. Saint
Petersburg University Press (2000) (in Russian)

Petrosyan, L., Zaccour, G.: Time-consistent Shapley value allocation of pollution cost reduc-
tion. J. Econ. Dyn. Control 27(3), 381-398 (2003)

Pieri, G., Pusillo, L.: Multicriteria partial cooperative games. Appl. Math. 6, 2125-2131 (2015)
Podinovskii, V., Nogin, V.: Pareto-Optimal Solutions of Multicriteria Problems. Nauka (1982)
(in Russian)

Puerto, J., Perea, F.: On minimax and Pareto optimal security payoffs in multicriteria games. J.
Math. Anal. Appl. 457(2), 1634-1648 (2018). http://dx.doi.org/10.1016/j.jmaa.2017.01.002
Reddy, P., Shevkoplyas, E., Zaccour, G.: Time-consistent Shapley value for games played over
event trees. Automatica 49(6), 1521-1527 (2013)

Rettieva, A.: Cooperation in dynamic multicriteria games with random horizons. J. Glob.
Optim. (2018). http://dx.doi.org/10.1007/s10898-018-0658-6

Sedakov, A.: On the strong time consistency of the core. Autom. Remote Control 79(4), 757—
767 (2018)

Shapley, L.: A value for n-person games. In: Kuhn, H., Tucker, A.W. (eds.) Contributions to
the Theory of Games, II, pp. 307-317. Princeton University Press, Princeton (1953)

Shapley, L.: Equilibrium points in games with vector payoffs. Nav. Res. Logist. Q. 6, 57-61
(1959)

Tantlevskij, I.: King David and His Epoch in the Bible and History. 3rd edn. Revised and
Enlarged. RChGA Publishing House (2020) (in Russian)

Voorneveld, M., Vermeulen, D., Borm, P.: Axiomatizations of Pareto equilibria in multicriteria
games. Games Econom. Behav. 28, 146-154 (1999)


http://dx.doi.org/10.1016/j.orp.2019.100107
http://dx.doi.org/10.1016/j.orp.2019.100107
http://dx.doi.org/10.1016/j.jmaa.2017.01.002
http://dx.doi.org/10.1007/s10898-018-0658-6

Chapter 11 )
Complementarity of Goods Shethie
and Cooperation Among Firms

in a Dynamic Duopoly

Mario Alberto Garcia Meza and Cesar Gurrola Rios

Abstract We construct a simple model to show how complementarities between
goods yield a possibility for cooperation between rival firms. To show this, we use a
simple dynamic model of Cournot oligopoly under sticky prices. While cooperation
in an oligopoly model with sticky prices is not feasible, there exists a feasible
cooperation when good are perfect complements and not substitutes.

Keywords Differential games - Cooperative games - Sticky prices - Cournot
duopoly

11.1 Introduction

While competition is often assumed to deliver the best social outcome, there are
reasons to try to promote cooperation among firms. A classical example where
less competition is desirable is when firms are parte of a supply chain and
integration results in avoiding the problem of double marginalization (cf. [15]).
An often overlooked market situation that requires the need of cooperation is
when small firms do not have direct economies of scale and therefore cannot
compete with big businesses unless they cooperate. In [6], the authors describe for
example the situation many small businesses in poor countries encounter, with small,
unprofitable businesses, facing the paradox of having a high marginal return and a
small overall return.

Nevertheless, achieving cooperation requires that the marginal returns of being in
a coalition are higher than those of individual efforts. Moreover, business contracts
of cooperation may require a long time commitment, and therefore it should be clear
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for all participants that such a commitment is profitable throughout the entire period
of the coalition for it to be sustainable.

While substitute goods hardly find a feasible (profitable) solution for cooperation
among firms, complementarity is one way to achieve it. In this article we give
an example on how complementarity can achieve such results. A good A is
complementary to another B when its popularity is linked with the demand of B.
In other words

Definition 11.1 Let g;(p;) with j # i be the quantity supplied by firm j to the
market. Firm’s j’s offered product is a complement of firm’s i’s, if

a .
Pi_ o, (11.1)

g
Where p; (¢) represents the price of product i.

As a result, there might be incentives for the firms for cooperation. In this paper
we use as an example an oligopoly with sticky prices. In Sect. 11.2 we set up the
baseline model and compare its results of cooperation in Sect. 11.3. In Sect. 11.4, we
make the case for complimentary goods as an instance when cooperation is possible
by and example.

The critical variable to look for to determine the feasibility of cooperation is the
profit obtained. In this case we observe the stable quantities and prices that firms
use in their optimal strategies under the model.

11.2 Non-Cooperative Oligopoly

For a first approach, we set up the model of a sticky price duopoly without
cooperation and with a demand function similar to the model in a Cournot oligopoly
model [4]. While the initial models on sticky prices date back to [14], further
instances can be found in [5] and [3]. Consider an oligopoly composed by N =
1,2, ..., n firms competing in the period of time .7 = [0, 00). Each firm can choose
the quantity g; (¢) they offer to the market at the period of time ¢ € .7, considering
that the market price p(¢) is determined by the demand equation

p) =a— Q(), (11.2)

where Q(r) = Y i, big;. For the price to be positive, the sum of the quantities
offered to the market has to be less than a. Naturally, there are no incentives for the
firms to offer more if that entails a negative price. The coefficient b; is an indicator
of the complementarity of goods. For the current section and Sect. 11.3 we will
assume that by = by = --- = b, = 1, which can be interpreted as a market
in which all goods are perfect substitutes. Whenever b; # b; there is an implicit
complementarity between goods for i # j.
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Proposition 11.1 We say that two goodsi and j are perfect complements whenever
bi+b;=0.

Note that if a good i is a perfect complement of j in the terms described by
Proposition 11.1 then its price increases with the quantity of j and Eq. (11.1) holds.

Nevertheless, this dynamic competition model considers the existence of menu
costs. Although the concept of menu cost was introduced by [13] as a consideration
to price adjustment in a macroecomic environment, [1] showed that price stickiness
can be a result of bounded rationality when firms refuse to update their price
unless the benefit is high enough [2]. The price dynamics thus is expressed by the
differential equation

p(1) =sla— Q@) — p@)], p(0) = po. (11.3)

where s is a speed-of-adjustment parameter and p(¢) is the current price. The
interpretation of this equation is that the dynamics of the price are determined by the
difference between the price determined by the market forces and the current price.
A speed parameter that tends to infinity would then reveal the case of a market that
updates the price immediately.

To know the instant profit of a firm that acts in a non-cooperative scenario, we
need to state their profit function. Thus, each firm has as their objective to maximize

Ji = / T [p(t) —c— q"z(t)}q,-mdr, (11.4)
0

subject to (11.3). Here, the cost of production has the same structure for both firms
andis equalto C(t) = c + q’ét) and p is the discount factor.

A concept of solution for this kind of problem is a Nash equilibrium. In particular,
we can consider an open-loop Nash equilibrium or a Feedback solution [16]. An
open loop Nash equilibrium would be conceptually equivalent to say that the firms
observe her rivals and their own behavior and decide all the trajectory of their
strategy a priori whereas a feedback solution requires a continuous response from
the players. The feedback solution uses dynamic programming techniques to find
optimal strategies and, while somehow more computational exhaustive it tends to
achieve more precise answers (cf. [16]).

Here we will find feedback solutions for the problem. Thus, we state the problem
above in terms of the Hamilton Jacobi Bellman (HJB) equation

i aV;
Vi =maX{[p(t)—c— 1 (t)}q;(t)ﬂ [a — Q(t)—p(t)]}- (11.5)
>0 2 ap
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Maximizing the right part of the equation yields the feedback quantities for firms:

(11.6)

fm::mw—wwg it 4 < (p() —)/s,

if G, = (p(0) = o)/s.

These values point to the optimal strategies that all players should execute in
order to obtain the optimal possible profit under oligopoly conditions. Note that the
optimal quantity is still a function of the market price p(#) and the term 33‘;" . This
last one is usually interpreted as a shadow price, that is, a monetary value assigned
to costs that are unknowable or difficult to directly calculate (see [11]).

The result obtained in (11.6) can thus be inserted into Eq. (11.5) and solve for
the value function, which yields

av; av;
L] Vi [ 9V, (5 —c+ (%, +c—p)
Vi = s +a+nc—mn+p| - ,
| ap (; dp ) 2

(11.7)

provided that g; (¢) is positive, otherwise
y, = S@—pavi (11.8)

p  0p

Unless stated otherwise, from this point, we shall focus on the positive solution.
Since we are facing a nonhomogeneous Clairaut differential system, we can use as
an ansatz for the value function a linear equation

Vi(p) =@ +yp +np’. (11.9)
To find out the values of coefficients «, y and 1. Consider that (11.9) implies

Vi

=y +np. 11.10
(1) Yy +np ( )

Note that, since there is a unique market price for goods, be them substitutes
or complements, the value function will have the same structure for all players.
Since they are symmetrical players in all other senses, this result is acceptable, but
might be useful to keep in mind for modeling situations in which the good is not
homogeneous. In other words, the demand function described in Eq. (11.2) is the
only source of information about the complementarities of the goods.
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In order to solve the equation, we acknowledge the equivalence between
Eq. (11.7) and (11.9) and substitute (11.10). The roots of the polynomial are
obtained by solving the following system of equations:

o= 2” <2yns(a +cn + ynzs) +c? - y2n2s2) ,
0

y = anns~|—cnn2s—c 7 A1.11)
—2nn3s2 4+ nn2s2 +n?s+ns+p
_ 2n%s +2ns + p £ \/4n4s2 + 4n2ps + 8n2s2 + 4nps + p?
= 4n%s2 (2n — 1) '
Therefore, a solution of the system is obtained by getting the values of the
parameters. This solution coincides with solutions in [3] and [8] and can be used to
compute the real value of the feedback quantities. Recall that the optimal quantities
can be stated by substituting (11.10) into (11.6).

q;(t) = p(t) —c —sly +2np(1)]. (11.12)

Note that n has two possible values. It can be shown that only when the sign of
the square root on the right side of the equation is negative yields a stable solution
for the system. To find this stable solution, we should equate to zero the left hand
side of Eq. (11.3), and solve for p(¢). This process yields

a—+cn+yns

p = , 11.13
P n+1-—2nns ( )
which can be introduced in the value of ql.* (1) to obtain
2 _
g = M oatetys (11.14)

2nns —n — 1

This is the general feedback solution before the introduction of the solution
values of the parameters 1 and y. For example, consider the solution of the stable
quantity when n = 3:

(a—c) (4,0 +7s++/(p +85)% — 20s2>

Gic(1.2.3) = (11.15)
el 2:3) 160 + 335 + 4/(p + 85)2 — 2052
which has real valued optimal quantities as long as
+ 5—-4
g TPW5—D (11.16)

22
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Since the discount factor is usually a measure of the value of money across time,
it only makes sense that p is a positive number, and since s only makes sense as well
as a positive number,! then there is a solution for all possible values of s, regardless
of the discount factor.

11.3 Cooperation in Business

While cooperation is possible by the firms, that does not mean that the incentives
for it are set. In fact, in this section we will explore why there does not exist a
cooperative solution in such a model and what can we do about it.

A cooperation between firms would mean that each firm has as a goal to
maximize the joint profit of the grand coalition

TG, - qn) / e P’Z[( (1) — ql()>q;(t):|dt (11.17)

subject to the sticky price dynamics described in Eq. (11.3). Analogously to
the problem of non-cooperative firms, this problem can be translated into the
corresponding HIB equation

pV = max :Z[p(t)— q’()} UHZ? (“‘Z‘ﬁ(’)_”(’))]'
seensqn i=1

i=1
(11.18)

Maximizing the right hand side of the equation thus yields

v
qi(Q)=p(t)—c+s8 : (11.19)
p

Note that while in the HIB equation (11.5) every firm is maximizing their own
individual value function V;, in a cooperative problem the maximization is done
jointly by all firms as if it were a monopoly.

Inserting the optimal quantities in Eq. (11.19) of the coalition in equation into
the HJB equation, we obtain the value function

v v 20 9V 2
,OVC =ns a— p(t) — n’s +n(c— p(t))2 _ ns —c+p) .
ap ap 2 ap

1A negative number of s would be interpreted as a reversal in the process of convergence of prices.
This would mean that the prices are drifting ever apart from the natural prices of the market.
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The same as in the non-cooperative problem, we can observe that the value
function as a function of the price can be stated as a linear quadratic function.
Therefore, we introduce as an informed guess the Eq. (11.9) into the HJB equation.
This allows us to state that a solution to the system can be obtained by solving for
the parameters

*= 2” Rys(a+cn® — yn?s) — c?n +2¢* — y2n’s?],
o
n (2ans + 2cnn®s +cn — 2c)
V= o2 302 13 ; (11.20)
2’7” s +417n*s +n S+ns+p
2n3s +2ns+p £ \/24”45‘2 4 4}13,05‘ 1 (2ns + )0)2
n=- .

4n3s2 (n +2)

Note that, again this is a set of two linear systems of equations, depending on the
sign of the squared root in 7. Let n* be the value of n whenever the sign before the
squared root is plus and "~ the value when the sign is minus.

An important issue to consider in this case is whether there exists a stable solution
for the control and the prices. In the case of the system with 5™ this condition does
not hold, and therefore we will focus on the system where n = ™.

Let énc be the stable quantity that optimizes profit while on cooperation. For
example, consider the case where n = 3, then

—O)Wp+4 2 162052
égz(a )(@dp + 455 + /(p + 60) 6205%) 1121

5(3p + 335 — v/(p + 60)2 — 162052)

It is possible to verify that c}nC > g; described in Eq. (11.15) and that, in the limit,
the profits of the firm with cooperation are lower than those without cooperation.
This result is consistent regardless of the use of the parameters.

In a practical sense, we can infer that firms do not have any interest of engaging
in cooperation under these circumstances. While there might be some exogenous
reasons to cooperate (e.g. there is a war of attrition going on with some other agent),
this is not captured by the current model.

Although this result is natural, since the nature of the basic market is non-
cooperative, it is important to note that there exists an important interest in the
results of cooperation among firms for business reasons. This cooperation retains
a for-profit motivation and can be used for internationalization of small firms [7],
development of strategic sectors in an economy (see [10] and [17]) or to implement
cooperative marketing strategies for a complementary sector or members of a
franchise [9].
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11.4 Complementary Goods

The possibility of cooperation depends on the comparison of profits obtained
by firms under cooperation and without it. While the Cournot model found in
Sects. 11.2 sand 11.3 does not yield any profitable solution for cooperation, we
explore the possibility that such cooperation can be achieved when the goods are
complimentary.

Proposition 11.2 Cooperation among firms is feasible when profits satisfies the
property of superadditivity, i.e.:

7€ >mi+7; (11.22)

for different firms i and j.

A simple way to show this feasibility comes from the implementation of
complementary goods into the market with sticky prices. This can be achieved by
the use of Proposition 11.1. For simplicity, consider a simple modification to the
Cournot model where n = 2, by = 1 and b, = —1. This implies that there are
only two firms and one is a perfect complement of the other. This implies slight
modifications in the statement of the problem that are omitted from this article, but
can be easily computed from the equations previously displayed.

Considering a similar approach as in previous sections, the problems to solve
are stated in the terms of a dynamic programming problem with the same price
dynamics as a restriction. In a similar way, we find that the HIB equations can
be stated and solved by stating an informed guess about their shape. As before, a
suitable ansatz is the linear function displayed in Eq. (11.9). The use of the stated
values for b1 and b, implies that the system to solve is reduced to

2 3,2
ays+9 + st

o = ,
p
_ 2ans—c
y o= e (11.23)

- p+2s:|:«/p2+4ps—8s2
= 1252 :

As before, we focus on the version of the problem with real solutions. Naturally,
the same version with n™ arises for solution of the system. The result of this process
yields

__ap+2as— a\/(,o +25)2 — 1052 — 6¢5
35(p + v/ (p + 25)% — 10s52)

2 A complete detail of the calculations made for this paper can be found in the repository in https:/
github.com/MariusAgm/Oligopolios/tree/master/Jupyter. This includes Jupyter notebooks with the
results obtained in the paper and some comprobations of the claims of the paper.
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and

_ p 25 =/ (p+29)2 ~ 1052
- 1252 '

The value of alpha is omitted due to reasons of space. To find the value of the
stable price and quantity, we introduce the value functions and the previous values
of y and 5, then we find the stable price by stating that p(r) = 0 in Eq. (11.3)
and solving for p(¢). The resulting stable price is then plugged into the optimal
quantities to obtain:

__ap—10as + 5a+/(p 4 25)> — 1052 — cp + 10cs — 5¢v/(p + 25)? — 1052
9 (,o +(p+28)2 — 10s2)

Q

(11.24)

p(1-23)

Which has real solutions as long as s < 4

It is important to note that the existence of real solutlons is dependent on the size
of s. Recall that a small size of the speed parameter implies a slower recuperation
toward the market price or higher menu costs from the firms. Moreover, it is possible
to find instances where the profits of cooperation are higher than competition under
complementary goods, when the speed parameter is sufficiently low in comparison
to the discount rate p.

It only makes sense that the rate of adjustment of the market prices s is related
with the discount rate p. If the speed of adjustment is low enough for the firms to
collect benefits, there is a window of opportunity for firms to profit from a lower
discount rate.

As a result, we must only plug the stable prices and quantities to obtain the
stable profit for the firms with and without cooperation and with complementary
and substitute goods. The analysis of such profits yields as a result that, while
cooperation does not show superadditivity in the case of perfect substitutes, we can
find an instance of the property when the goods are complementary.

This paper only shows the result of duopoly with complementary goods. In
further research, it is important to verify if the same result holds in a set of n good.
This would require a more complex system of complementarities in which the set
of coefficients in the demand function would be arranged in a matrix. Moreover, it
would require that the price of the goods would not be unique but a complete vector

AINCEIE
Tl=a-] . (11.25)

Pn qn
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This results in a totally different kind of interaction between firms and a different
market structure that can be further studied.

11.5 Discussion

While competition remains one of the more important ways to allocate resources
in an efficient way in the context of a market economy, cooperation among firms
remain a key issue for economists and policymakers (see, for example the work of
Roemer in this particular field [12]).

The correct identification of the mechanisms that yield cooperation is thus an
important area for policy and lawmaking. This is particularly true nowadays while
we are in the look for novel ways of structuring markets that remain profitable for
businesses while at the same time yield a higher social return.

We envision thus, future work on the field of identification of market structures
that allow cooperation. In the context of the present work, it is important to identify
if cooperation remains feasible in a general sense under complementarity and the
conditions that allow it. This in turn leads the way for the identification of the
conditions of market structure that yield cooperative markets.
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Chapter 12 )
Cooperative Solutions for the Eurasian Shethie
Gas Network

Ekaterina Orlova

Abstract We relate three solutions for cooperative games, the Shapley value, the
nucleolus and the core. We use an empirical case study, provided in Hubert and
Orlova (2018) to analyze the liberalization of network access in the European
gas market. For these games the Shapley value is not in the core. To obtain a
differentiated picture of the (in)stability of an allocation, we propose the ne-core
which is a generalization of the strong e-core, and define three stability measures.
We find that the liberalization of network access increases the degree of instability of
the Shapley value for all three metrics. The nucleolus is a unique point in the core,
hence often used to characterize stable imputations. We show that liberalization
compresses the core, but not always the nucleolus corresponds well to the shifts in
the minimal and maximal values which players might receive in the core.

Keywords Network access - Natural gas - Shapley value - Nucleolus - Core

12.1 Introduction

In a recent series of papers, cooperative game theory has been used to assess
the power structure in the network for natural gas and how it is affected by
investments in new pipelines or changes in access regulation.! 1In this applied

This paper is part of larger collaborative research project on the Eurasian gas network which was
developed and supervised by Prof. Dr. Franz Hubert and to which Onur Cobanli made essential
contributions. The draft of this paper was written in the 2014 at Humboldt University Berlin.

1[11] consider the strategic relevance of various options to expand the network. [10] investigate
three pipeline projects in detail: Nord Stream, South Stream, and Nabucco. [1] considers pipeline
projects for the Central Asian region. [12] and [13] look at the liberalization of pipeline access
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literature dis-aggregated network models are being used which are calibrated with
real data. While the results are typically robust with respect to the assumptions on
parameters, the findings turn out to be very sensitive depending on which solution
from cooperative game theory, the Shapley value or the nucleolus, is used to obtain
the power index. Moreover, the Shapley value appears to fit economic intuition and
the empirical evidence better than the nucleolus [10, 11, 13]. At the cost of some
simplification, the basic story of these papers is one of ‘cutting out the middlemen’.
Either a new pipeline can bypass a transit country or access to an existing pipeline is
liberalized. Intuition suggests that in both cases the owner of the bottleneck facility
is weakened, while customers and gas producers would be strengthened.

[10] find for the Shapley value that new pipelines weaken those transit countries
which they allow to circumvent, while producers and importers gain. For the
nucleolus, in contrast, these pipelines appear to be essentially irrelevant.

[13] study the effect of granting third party access to pipelines within EU on
the balance of power between ‘local champions’ within EU, acting as middlemen,
EU customers, and external natural gas suppliers.” In [13] we distinguish between
the liberalization of access to transmission networks and liberalization of access
to distribution systems. As a result, three market structures are considered. Before
the onset of reforms, in the fragmented market, regional champions control local
production, LNG imports, access to both transmission and distribution systems. The
first step of reform is opening of access to trunk pipes that provides free transit of
gas within EU and creates the integrated market. In the integrated market regional
champions lose control over transmission, but keep control over access to local
customers. The second step of reform opens access to distribution networks that
provide access to customers in a region and leads to the fully liberalized market. In
the liberalized market champions retain control only over local production and LNG
imports, but they are not needed for access to local customers.

One of the results obtained in [13] refers to the influence of full liberalization on
the players outside the EU. Under the Shapley value the customers gain less than
the champions lose and one third of champions’ losses leaks away to the group of
external gas suppliers. For the nucleolus, in contrast, [13] obtain pure redistribution
from champions to customers while outside producers gain nothing. Therefore,
results in the Shapley value case support concerns of the critics of liberalization
policy that such a policy might strengthen outside producers.> While the limited

within the European Union, with the first paper emphasizing regional effects and cartels, while the
second paper’s focus is on customers versus local champions.

2The development of liberalization process was mainly determined by several consecutive
Directives of the EU Commission: Directive 98/30/EC, also known as the First Gas Directive [3],
Directive 2003/55/EC, known as the Second Gas Directive [4], Directive 2009/73/EC [5] which
refers to the Third Energy Package.

3Incumbents pointed out the strong import dependency of the EU in the gas industry and argued
that

there is a need for a limited number of strong market players in order to deal with the
high level of concentration of gas producers outside the European Union [2, Second Phase,
p. 207].
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empirical evidence supports the Shapley value as the more appropriate solution for
this network [10, 11], at least two major questions remain.

First, the Shapley value, if not in the core, may be an unlikely outcome because it
lacks stability. We find that for none of the variants considered in [13] the core is ever
empty, but the Shapley value never belongs to the respective core. Thus, we find that
the Shapley value is unstable for each market structure. This result, however, does
not tell us anything about the degree of instability of the Shapley value and how it
depends on the market structure. Stability is black or white. In an applied analysis
we need measures of stability that can be used, once an allocation is not in the core.
In this paper we introduce stability measures and analyze the degree of instability
of the Shapley value depending on the market structure.

Second, the nucleolus is just one element of the core and may be misleading
when used to measure the impact of some change on the set of stable allocations. In
this paper we study whether the effect of liberalization on the nucleolus is a good
indicator of the impact of reform on the core.

Therefore, using the model of the Eurasian gas network developed in [13], in
this paper we focus on different questions. In [13] we analyze power redistribution
from the reform, applying the Shapley value and the nucleolus. Here we focus on the
stability issue in the Shapley value case and discuss how the change of the nucleolus
is related to the change of the core.

In an applied analysis it might be useful to have a metric which allows for
different degrees of stability. We take into account that it might be more difficult
to set up larger coalitions, but do it in a different manner as compared to the weak
e-core [20]. We approximate the core by relaxing the strong e-core concept with
respect to the size of deviating coalitions. For a group of players the decision to
deviate from the proposed allocation should involve not only the computation of the
respective value function, but also the agreement about the rent sharing. We suggest
to consider whether the allocation is stable with respect to the set of coalitions, the
size of which can be limited from above. The more we restrict the size of coalitions,
the larger becomes the relaxed core, as the payoff allocation has to satisfy the smaller
number of conditions. We call the relaxed core the ne-core.

The ne-core enables to introduce three stability measures related to the coalition
size and the costs. In general, the first metric is based on the minimal costs of
establishing a coalition for a given upper bound on the size of coalitions. The second
metric refers to the minimal number of players, which are necessary for setting up
a coalition to veto the payoff for a given costs of establishing a coalition. The third
metric is a probabilistic one. It is based on the probability of picking up a deviating
coalition for the given costs and for the given upper bound on the coalition size.
To analyze how the instability of the Shapley value changes with liberalization, we
apply the three measures to our real life model. We find that liberalization increases
the degree of instability. Opening of access to pipelines increases the minimal costs
of setting up a coalition that provide the stability of the Shapley value, decreases
the minimal number of players in a deviating coalition and raises the probability of
selecting such a coalition if we select coalitions at random.
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To study whether the impact of reform on the nucleolus is a good indicator of the
influence on the core, we proceed in two steps. As the first step, we analyze the effect
of liberalization on the core. To deal with the numerous inequalities, characterizing
the core, we partially describe it by computing the minimal and the maximal gains
of players in the core. Then, we discuss whether the change of the nucleolus is a
good indicator of the change of the core.

We find that liberalization compresses the core. The core in case of the fully
liberalized market is contained in the core of the integrated market, which, in its turn,
is contained in the core of the fragmented market. According to this compression,
the full liberalization shrinks the range of values between the minimal and the
maximal payoffs of all players in the core. The impact of full liberalization is
dominated by the second step of reform for the EU champions and the customers,
but by the first step for the countries outside EU and for the EU regions without
champions and customers. For the champion and the customers in a region the
compression of the range is of the same magnitude, but is determined by different
factors. For all champions the compression is a result of the decrease of maximal
gains in the core. For all customers the range decreases because the minimal gains
increase.

We are interested in how the change of the nucleolus is related to the change of
the core.* We find that in the fragmented market the nucleolus of a player tends to
be centrally located, i.e. in the middle between the minimal and the maximal payoffs
in the core. For each step of reform for a number of players the nucleolus and the
respective midpoint shift into the same direction. However, for each step we find
examples of movement into the opposite direction and cases when the nucleolus
changes, but the range is not affected. Overall, it is difficult to infer the pattern of
the impact on the core from the change of the nucleolus. At the same time, as the
core compresses, the nucleolus becomes a more precise estimate of a point in the
core in the liberalized market.

To the best of our knowledge, there are no applied studies devoted to e-cores
and stability issues which are calibrated with real data. In addition, the paper
contributes to the quantitative studies using the cooperative approach. Application
of the cooperative game theory to the real world problems is mainly limited to the
voting games [19] and the cost allocation problems [21]. While the Shapley value
is the most widely used measure of voting power from the cooperative game theory
[8, 18], in the literature on the cost allocation problems various solutions are applied,
including the nucleolus, the Shapley value and the core.’> For example, in the series

4Two findings about the compression of the range: (i) that the total effect of reform is dominated
by the second step only for the EU champions and the customers and (ii) that the losses of the
champion and the customers in a region are of the same magnitude, correspond to the results in
case of nucleolus. In [13] we find that in case of nucleolus the second step of reform dominates the
effect of full liberalization only for the EU champions and the customers, and that full liberalization
leads to pure redistribution of power between the champion and the customers in a region.

5See [9] for a detailed review of studies, applying cooperative game theory to the cost allocation
problems.
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of papers the landing fees for Birmingham airport were computed using the Shapley
value and the nucleolus. [15] find that the fees in the Shapley value case are larger
than the actual charges for the smallest and the largest aircrafts. [14] receives the
similar results for the nucleolus. [16] find that the structure of movement fees based
on the Shapley value approximates the actual structure of charges better than the
set of fees given the nucleolus. Comparison of the cost allocations resulted from the
different solutions with the real tariffs was also conducted by [6, 7] and [22]. Our
paper refers to the empirical studies comparing the Shapley value, the nucleolus and
the core.

The paper is organized as follows. In Sect. 12.2 we describe the ne-core and
introduce stability measures, in Sect. 12.3 we compare the Shapley value, the
nucleolus and the core according to the amount of power allocated to players. We
study the core of the games and report the influence of liberalization on the minimal
and the maximal values achievable in the core in Sect. 12.4. In Sect. 12.5 we relate
the nucleolus and the core. In Sect. 12.6 we relate the Shapley value and the core by
studying the degree of instability of the Shapley value.

12.2 The ne-Core and Stability Measures

The inter-dependencies among the players in the Eurasian gas network can be
represented by a game in value function form I" = (N, v), where N is the set
of players and the value function v : 2!V — R, gives the maximal payoff,
which a coalition S € N can achieve [13]. Let x be a vector of payoffs. We
denote the set of payoff vectors which are efficient X;cyx; = v(N) as X*(I).
Letx(S) = ) ,cgXi, S € N be the corresponding payment to a group of players S.
If the excess e(x, S) = v(S) — x(S) is positive for a coalition, these players could
block or veto x.

[20] proposed a useful generalization of the core, the so called strong e-core,
which requires that the gains from blocking x must not be larger than a threshold
€, formally c(e) = {x € X*(I') : e(x,S) < ¢,VS C N}. The strong e-core is
the set of payoffs that cannot be vetoed by any coalition if establishing a coalition
entails a fixed cost of € (a negative € indicates a bonus). The authors defined also the
weak e-core by making the costs of setting up a coalition proportional to the size of
coalition. Formally, c,,(€) = {x € X*(I') : e(x, S) < €|S|,VS C N}.

Here we propose to relax the strong e-core with respect to the coalition size n in a
different way than the weak e-core. We allow for fixed costs of setting up a coalition
and control for the number of players in a deviating coalition. We introduce an upper
bound on the size of coalitions which provides stability of an allocation.

Our approach can be motivated by the following thought experiment. Consider
a game (N, v). The players have to agree on a proposed payoff x. As a first step,
every single player checks whether the offer is individually acceptable. In total
this requires the computation of |N| values v({i}). Next, pairs of players consider
whether to object x. To do so another |[N|(|N| — 1) values have to be computed and,
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upon finding that the excess is large enough, a pair would have to agree on how
to share before seriously blocking the proposal.® Then we move on to groups of
three players, then four and so on. As we reach ever larger coalitions, not only the
number of necessary computations might grow, also the complexity of organizing
the group will increase. Instead of relating coalition size to these cost in a particular
way, we propose to account for the group size directly. Let ./ (n), 1 < n < |N|
denote the set of coalitions which can be formed by permutations of at most n
players: .#(n) = {S C N : |S| < n, S # ¢, N}. We define the ne-core as
cn,e) ={x € X*(I') 1 e(x, S) <¢€,VS € .¥(n)}. Besides the fixed cost of setting
up a coalition to veto x, the ne-core can also account for the fact that it might be
more costly to set up larger coalitions. The larger we select € and the smaller we
select n, the larger will be the ne-core. Obviously, ¢(1, 0) is equivalent to individual
rationality: x; > v({i}), i € N. The strong e-coreis c(|N|—1,€) and c(|N|—1,0)
yields the core.

With the ne-core we have two dimensions to measure the stability of a given
payoff x. For a given n we can look for the minimal €*(x, n) so that x € c¢(n, €*) or
we can ask for the minimal n*(x, €) so that x € c(n*—1, €). In other words, n*(x, €)
denotes the minimal number of players which are necessary to veto a payoff x.

Finally, we take c(n, €) as given. For a payoff vector x not in c(n, €), we assess
the ‘degree’ of instability by comparing the number of coalitions which could gain
from vetoing x to the total number of coalitions formed by permutations of at most
n players. Let S = {S: S € Sn)ande(x,S) > €}. The larger the fraction
fx,n,e) = |f7|/|<7(n)| is, the more likely it is that we pick a coalition rejecting
x if we select coalitions at random.

12.3 Concepts: Power Allocation

In this section we study how the Shapley value, the nucleolus and the core are related
to each other with respect to the power in our real world game. We use the same
model of the Eurasian gas network as in [13]. We refer the interested reader to [13]
for the definition of players (we have 20 players), for details of the model calibration
and the value function calculation, for the description of games determined by the
three access regimes. As both the Shapley value and the nucleolus were computed
in [13], here we have to characterize the core.’

According to the definition of the core, its characterization involves 2/V1 — 2 (in
our case over a million) inequalities, and hence, it is of limited practical use as such.
To deal with such large set of inequalities we introduce the partial description of the

SFor the game with | N| players there are |N|(|N| — 1)/2 pairs of players, but each player in a pair
has to implement the calculation so that in total |[N|(|N| — 1) values will be computed. For the

groups of k players the total number of computations is kcLN‘.

"The analyzed games are not convex, but the core is never empty for the analyzed games.
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Fig. 12.1 Different solutions for external producers and transit countries. The grey bar presents
the min-max range of a player in the core. Blue elliptical disks and red circles present the nucleolus
and the Shapley values, respectively. All figures are in percentage of the total surplus

core. The partial description involves finding the minimal and the maximal gains
of a player in the core. In the following we refer to the interval of values between
the minimum and the maximum as to the ‘min-max range’ of a player in the core.
We compute the min-max range for all players. It is important to note that one has
to be careful with the interpretation of any vector with coordinates taken from the
min-max ranges. Not all such vectors will belong to the core.

We report the results for the short-sighted scenario, when investment options are
not available for a coalition, and a high value of demand intercept.® The results are
robust to changes of parameters (see Appendix).

All results are presented in the graphs (see Figs. 12.1, 12.2, 12.3). For each player
and for all three market structures we depict the min-max range as the grey bar. All
figures are given as percentage of the total surplus. We also present the nucleolus
and the Shapley value as the blue elliptical disks and the red circles, respectively.
Trivially, as the nucleolus belongs to the core, it lies in the min-max range.

The Shapley value assigns more power to Russia, Norway, Algeria and Libya
than the nucleolus (Fig. 12.1). Moreover, all external producers get larger shares
than the corresponding maximal values achievable in the core. Both Belarus and
Ukraine have less power under the Shapley value as compared to the nucleolus. In
addition, Belarus is assigned less power than the respective minimal values in the
core. The same pattern holds for Ukraine in the integrated and liberalized markets.

8These are the basic parameter settings in [13].
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In the fragmented market the share of Ukraine under the Shapley value falls into the
min-max range.

For the EU champions and the customers the results depend on the market
structure (Fig. 12.2). In the fragmented and integrated markets the Shapley values
belong to the respective min-max ranges. The relation of the power under the
Shapley value and the nucleolus depends on the player and the access regime. For
example, the Shapley value assigns less power to the champions in Italy, South-
West and Center-East regions, but allocates more power to Netherlands’ champion
than the nucleolus. The latter holds for the champion in Center region only in the
fragmented market. In the liberalized market the Shapley value assigns more power
to all EU champions than the nucleolus. Moreover, their shares are larger than the
corresponding maximal values in the core. The opposite pattern emerges for the
EU customers. They appear less powerfull under the Shapley value than under the
nucleolus and receive less than their minimal values in the core.

We present the results for the EU regions without champions and customers in
Fig. 12.3. With few exceptions, we observe that the Shapley value allocates less
power to these regions as compared to the nucleolus and that it does not belong to
the min-max range.

12.4 Liberalization: Compression of the Core

As it can be seen from Figs. 12.1, 12.2, 12.3, liberalization compresses the min-
max range for all players. If the compression results in a small scope between the
minimal and the maximal values, then we will not find the allocation in the core
which is very different from the nucleolus.

To understand why we observe the compression of the core, consider two games
o= (N, vo) and I'! = (N, vl) with non-empty cores. Let games I'%and I'! have
the same set of players and the same values of grand coalition: 0 (N) = n (N) (as
well as the same values of the empty set: 0 (9) = vl(cs) = 0). For other coalitions
the value function of I'! either increases or does not change in comparison to the
value function of I"%: v! (S) > vO(S) VS # N. We denote the core for the game ro
as ¢V and for the game I” Vas el Then, by definition of the core, ! - .

Consecutive liberalization of access to the transmission and distribution systems
does not change the total surplus due to calibration [13], but either increases the
value function or does not change the value function for any other coalition: v%(S) >
vl(S) > v2(S) VS # N. In other words, the value function never decreases for
any coalition. We know, that the core is not empty for each market structure. Then,
obviously, the core compresses with each step of liberalization. The core in the
fragmented market case contains the core in the integrated market case, and the
latter contains the core in the fully liberalized market case. Compression of the core
is reflected in the change of minimal and maximal values that players get in the core.
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Typically, it is difficult to explain why the minimal and the maximal values
change. But occasionally the effect is simple. The maximal value of a player in
the core might be given by his contribution to the grand coalition. The player cannot
require a higher payment, as then the rest of the players will ‘kick’ him out and
form the coalition on their own. If for either two market structures the maximum of
a player is equal to the respective contribution, it is enough to consider the effect of
reform on the contribution. The minimal value of a player in the core, in the simplest
case, is given by his stand alone value. In other words, by the amount that the player
can assure on his own. Liberalization does not influence the stand alone values of
players. If for either two market structures the minimum of a player is equal to his
stand alone value, then trivially there is no effect on the minimum. If the minimum
of a player is determined by the binding individual rationality constraint only for the
initial market structure, we proceed as following. For the new access regime we find
the coalitions corresponding to the binding constraints. Then we consider the effect
of reform on the values of such coalitions.

We study the effect of each step of reform and the overall impact of full
liberalization on the minimal value, the maximal value and the difference between
the two. We refer to the difference between the maximal and the minimal values as to
the range or the span. Results are presented in Table 12.1. All figures are expressed
as percentage of the redistributed amount resulted from the full liberalization.’
In the columns 2—4 we report the influence of liberalization of access to the high-
pressure pipelines on all three values. In the columns 5-7 we report the incremental
effect of liberalization of access to the distribution systems. In the columns 8—10 the
impact of full liberalization is shown. The range can be reduced either because of
the increase of minimal value or the decrease of maximal value, or because of both
changes. We report the impact on the minimal and the maximal values and point out
the change, which is the most important for the compression.

We start analysis with the first step of liberalization. For all EU champions,
except the champion in South-West, we observe a modest compression. The
decrease of maximal values tends to be more significant than the increase of minimal
values.!® 1In the fragmented market for all champions the maximal payoffs are
determined by the respective contributions to the grand coalition. The pattern is
similar in the integrated market.!! Consequently, we may consider the effect of
the first step on the contributions. Opening of access to trunk pipes decreases

9The redistributed amount from the full liberalization is equal to the sum of benefits of those
players who gain from two steps of reform. For the estimates of redistribution given nucleolus see
[13].

10The only exception is the champion in Netherlands, for the champion in Center-East the two
effects are shown as equal due to rounding.

n the integrated market only for the champion in Center the calculated maximal value is less
than the respective contribution. But the difference between the respective contribution and the
maximum is minor.
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Table 12.1 Impact of liberalization on the minimal/maximal values in the core

Change of minimal/maximal values in the core [% of redistribution]
Step 1: transmission Step 2: distribution Two steps together
Amin/ Amax / Aspan  Amin/ Amax / Aspan Amin/ Amax / Aspan

Outside countries

Russia 0.1 -89 -9.0 0.0 -0.1 -0.1 0.1 -9.0 9.1
Belarus 0.6 0.0 —-0.6 0.0 0.0 0.0 0.6 0.0 —-0.6
Ukraine 4.2 0.0 —42 0.0 0.0 00 42 -0.1 —4.2
Algeria 0.3 0.0 —-0.3 0.0 0.0 0.0 03 00 -03
Libya 0.1 0.0 —-0.1 0.0 0.0 0.0 0.1 0.0 -0.1
Norway 0.5 0.0 -0.6 0.0 0.0 00 05 -01 0.6
Netherlands

Champion 0.1 0.0 —-0.1 0.0 -—-252 -252 02 =252 -254
Customers 0.0 0.0 0.0 25.2 0.0 —-252 252 0.0 —-252
Center-East?

Champion 0.1 —-0.1 -0.2 00 -217 =217 0.1 =218 =219
Customers 0.0 0.0 0.0 21.6 0.0 -21.6 21.6 0.0 -21.6
Italy

Champion 02 —-04 -0.6 0.0 -396 -396 0.2 —40.0 —40.2
Customers 0.0 0.0 0.0 394 0.0 -394 394 0.0 -394
Center?

Champion 0.1 —-04 -04 0.0 —-548 —-548 0.1 —-552 =553
Customers 0.0 -0.1 -0.1 54.6 0.0 —-546 546 —-0.1 —547
South-West®

Champion 0.0 0.0 0.0 00 -37.0 -370 0.0 -=-37.0 -37.0
Customers 0.0 0.0 0.0 36.3 0.0 —-36.3 363 0.0 -—-36.3
Poland 0.4 0.0 -04 0.0 0.0 0.0 04 0.0 -04
Belgium 0.1 0.0 -0.2 0.0 0.0 0.0 0.2 0.0 -0.2
United Kingdom 0.0 —-0.2 -0.3 0.0 0.0 00 00 -02 —-03
Turkey & Balkand 4.9 0.0 —49 0.0 0.0 0.0 50 0.0 =50

4 Austria, Czech Republic, Slovakia, Hungary, Serbia and Slovenia
b Germany, Switzerland, Denmark and Luxembourg

¢ France, Spain and Portugal

4 Romania, Bulgaria and Greece

contributions of champions to the grand coalition as in the integrated market the
gas can be shipped freely within EU.!?

For the EU customers, except the customers in Center, there is no compression
of the range. In the fragmented and integrated markets for all customers the minimal
values are determined by the respective stand alone values. As a result, we do not
observe any impact on the minimal values. The maximal values of all customers,

12The contribution of the champion in Netherlands is not affected by the first step of reform.
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except the customers in Center, are determined by the corresponding contributions
to the grand coalition.'® Neither step of reform has impact on the contribution of a
customer to the grand coalition. As a result, we observe the minor decrease of the
range only for the customers in Center.

The span compresses for the producers and the transit countries outside EU. For
all countries, except Russia, the range decreases due to the increase of minimal
values. Only for North-African countries the increase of minimal values corresponds
to the simple case. In the fragmented market the minimal values of Algeria and
Libya are determined by the respective stand alone values. In the integrated market
producers can ship gas freely within EU and the minimal values are determined by
the coalitions with regions which could not be accessed in the fragmented market.
Opening of access to trunk pipes increases the values of such coalitions making
the individual rationality constraints non-binding. For Russia the compression is the
strongest, but the decrease of maximal value cannot be explained by the simple case.
For other producers and transit countries the maximal values are either determined
by the respective contributions or are slightly less than the contributions. Neither
step of reform has impact on the contribution of a supplier or a transit country. As a
result, if the maximal values are affected, they decrease only slightly.

The incremental impact of liberalization of access to the distribution systems
on the range varies for the different groups of players. For all EU champions and
customers the span decreases. The compression resulted from the second step of
reform is much larger than from the first step. Therefore, the total impact on the
range is clearly dominated by the second step for the champions and the customers.
The pattern is different for all other players. The incremental compression is either
zero or close to zero, and hence, tends to be substantially less than from the opening
of access to high-pressure pipelines. Therefore, the total effect is dominated by the
first step of reform for these players. In the following we find the main factors of
compression for the EU champions and the customers.

For all champions the impact of the second step of reform on the minimal
values is essentially zero. The maximal values drop substantially. Recall, that in
the integrated market the maximal values tend to be determined by the respective
contributions to the grand coalition. In the liberalized market this pattern holds
for all champions. In contrast to the integrated market, in the liberalized market
customers can be reached without a champion. Hence, the share of the total
surplus which the champion can require decreases substantially. As a result, for
the EU champions the compression from the full liberalization is determined by the
decrease of maximal values from the opening of access to distribution networks.

The pattern is reversed for the EU customers. The impact on the maximal values
is essentially zero, but the minimal values increase a lot. In the integrated market
the minimal values are determined by the respective stand alone values. In the
liberalized market the individual rationality constraints become non-binding. The

130nly in the integrated market for the customers in Center the calculated maximal value is slightly
less than the respective contribution.
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minimal values increase because opening of access to distribution networks raises
the values of coalitions with customers which could not be accessed by producers in
the integrated market. As a result, for the EU customers the compression from the
full liberalization is determined by the increase of minimal values from the opening
of access to low-pressure pipelines.

We report the results for the last column of Table 12.1. The range compresses sig-
nificantly for the EU champions and the customers. Though we observe the different
factors of compression, the magnitude of the loss in the span is approximately the
same for the champion and the customers in a region. For example, for the champion
in Netherlands the range decreases by 25.4 percentage points. The decrease for the
customers is equal to 25.2 percentage points. In comparison to the champions and
the customers, the magnitude of losses in the span is low for all other players. The
largest compression is observed for Russia and is equal to 9.1 percentage points.
It is more than two times less than the lowest shrinkage within the group of EU
champions and customers.'4

12.5 Liberalization: The Nucleolus and the Core

In [13] we find that under the nucleolus the total effect of reform on power is
dominated by the second step only for the EU champions and the customers. For
all other players the total effect is dominated by the first step of reform. We receive
the similar result for the compression of the core. In addition, given the nucleolus,
there is pure redistribution of power between the champion and the customers in a
region. We find that the min-max range compresses for both the champion and the
customers in a region and the losses in the range are of the same magnitude. At a
first glance, these findings allow us to assume that the change of the nucleolus is a
good indicator of the impact of liberalization on the core.

To check this hypothesis, for each player we consider the direction of the
movement of the nucleolus as compared to the shift of the midpoint of the min-
max range. The idea behind such measurement is the following. On the one hand, in
the fragmented market for most of the players the nucleolus is centrally located in
the min-max range (see Figs. 12.1, 12.2, 12.3).15 On the other hand, the movement
of the midpoint depicts the pattern of compression of the min-max range. If the
increase of minimal value is larger than the decrease of maximal value, then the
center shifts to the right. If the opposite holds, then the center shifts to the left. In
the previous section we discussed the dominant effects of compression. Thus, we
consider the impact of reform on the nucleolus to be a good indicator of the effect

14The lowest compression of the span within the group of EU champions and customers is equal
to 21.6 percentage points and corresponds to the customers in Center-East region.

15The difference between the center and the nucleolus is larger than 10% only for Belarus, Belgium,
Poland and UK. For these players the nucleolus is shifted to the right endpoint of the min-max
range.
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on the core, if the nucleolus is shifted into the same direction as the midpoint of the
respective min-max range.

We start analysis with the first step of reform. The nucleolus and the respective
center move into the same direction for two-third of the players. This pattern holds
for all players in the group of outside producers and transit countries and for all
players in the group of EU regions without champions and customers (see Figs. 12.1
and 12.3). Within the group of EU champions and customers the values shift into
the same direction only for the champions in Center, Center-East and Italy. In
some cases the compression ‘forces’ the nucleolus to move into the same direction.
Consider, for example, Russia. The decrease of maximum is larger than the increase
of minimum so that the midpoint shifts to the left. The nucleolus moves into the
same direction. As the maximal value in the integrated market is less than the
nucleolus in the fragmented market, the movement into the opposite direction is
not possible. For the rest of the players we observe two cases. First, the nucleolus
shifts into the opposite direction as compared to the respective midpoint. Second,
the midpoint is not affected, but the nucleolus changes. The first case holds for the
champions in Netherlands and South-West and for the customers in Center. The
second case holds for all other customers.

These two cases are also fulfilled for the second step of reform. The nucleolus
moves into the opposite direction for Algeria. For Belarus the min-max range is not
affected, but the nuclelous decreases. For all other players the values shift into the
same direction. The champions and the customers are exposed to the largest shift
of both the nucleolus and the center. In contrast to the integrated market, in the
liberalized market for the champions and the customers the nucleolus is not always
centrally located in the respective min-max range. Nevertheless, the magnitude
of the shift of the nucleolus and the midpoint is approximately the same due to
the substantial compression of the min-max range. In other words, the nucleolus
becomes a more precise estimate of a point in the core in the liberalized market.

Overall, in the fully liberalized market, as compared to the fragmented market,
for all players the nucleolus and the midpoint move into the same direction. But
for each step of reform we find exceptions. We find players, for which the values
shift into the opposite direction as well as cases when the midpoint is not affected,
but the nucleolus changes. Taken together, not always the impact of reform on the
nucleolus corresponds well to the effect on the core.

12.6 Liberalization: Degree of Instability of the Shapley
Value

For each access regime there are a number of coalitions which find it profitable to
deviate from the Shapley value. This means that for neither market structure the
Shapley value is in the core and, hence for neither market structure the Shapley
value is stable. In this section we study the degree of instability of the Shapley value
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Table 12.2 Impact of liberalization on stability measures

Stability measures

Fragmented Integrated Liberalized
(¢, IN| = 1/ Y 0%, 1.7 22 8.0
n*(¢,0) —1 8 1 1
f(®,IN|—1,0) 0.0002 0.0019 0.0907

depending on the access regime. To implement this analysis we relate the Shapley
values to the measures of stability introduced in Sect. 12.2. The results for the three
metrics are presented in Table 12.2. The first metric to consider is the minimal costs
of setting up a coalition of any size €*(¢, |[N| — 1), such that it is not profitable
to deviate from the Shapley value. We report €*(¢, |[N| — 1) as percentage of the
joint share of EU players in the fragmented market in the first row of Table 12.2.
In the second row, for zero costs of establishing a coalition, we present the second
metric. The second measure is the maximal number of players n*(¢, 0) — 1, such
that all coalitions, formed by permutations of at most this number, cannot block the
Shapley value. In the third row we find f (¢, |[N| — 1, 0), the fraction of coalitions
which could gain from vetoing the Shapley value. Computation of the third metric
involves assumption that setting up a coalition of any size would not cost anything.

We start analysis with the first metric. In the fragmented market the costs of
establishing a coalition have to constitute at least 1.7% of the joint rent of the
EU players. Then rejection of the Shapley value becomes unprofitable for all
coalitions. Opening of access to trunk pipes raises the value of threshold up to
2.2%. In the liberalized market the costs increase up to 8%, which is several times
larger than the corresponding values in both the fragmented and integrated markets.
With liberalization a coalition gets access to resources that were unavailable in the
fragmented market and, hence, can gain more than before the reform. As a result,
the costs of establishing a coalition have to increase in order to make the deviation
from the respective Shapley value unprofitable.

Now we turn to the second metric, related to the size of deviating coalitions.
In the following calculations we set € equal to zero. For each market structure
we search for n*(¢, 0), the minimal number of players necessary for setting up
a coalition to veto the corresponding Shapley value. In the fragmented market
n*(¢,0) = 9, so that the coalitions, formed by permutations of at most 8 players,
cannot improve by acting on their own. In other words, in the fragmented market
almost half of the players has to be in a coalition to be able to veto the Shapley
value. We find two coalitions with 9 players for which the excess is positive. The two
coalitions include different types of players: EU champions and customers, outside
producers, transit countries for Russian gas and Turkey & Balkan region.'® In the
integrated and liberalized markets the size of deviating coalitions diminishes. In

16The coalitions are: {Algeria, Turkey & Balkan, Belarus, customers in Center-East, champion
in Center-East, customers in Italy, champion in Italy, Russia, Ukraine} and {Turkey & Balkan,
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both cases the minimal number of players in a deviating coalition is equal to 2.
In the integrated market Belgium and Libya find it more profitable to cooperate
on their own rather than to accept their Shapley values. In the liberalized market
the customers in Center region can veto the Shapley value together with either the
champion in Netherlands or with Norway. Thus, while in the fragmented market
the deviation requires bargaining between relatively large sets of players, in the
integrated/liberalized market the deviation from the Shapley value can be profitable
even when there are only two players in a coalition.

The third metric is the fraction of coalitions, which could block the Shapley value.
In the following calculations we set € equal to zero and consider the set of coalitions
which can be formed by permutations of at most 19 players (n = [N| — 1 = 19).
We find the ratio of the number of coalitions which can veto the Shapley value
and the total number of coalitions. The fraction of deviating coalitions increases
when we move from the fragmented to the integrated and liberalized markets. In the
fragmented market, the fraction is the lowest and is close to zero. In the integrated
market, the share increases, but it is still less than 1% of the total number of relevant
coalitions. The fraction increases further in the liberalized market, so that with
probability 9% we can pick a coalition rejecting the Shapley value if we select
coalitions at random.

Therefore, as liberalization provides access to new resources for a coalition, the
attractiveness to act on its own increases in the integrated/liberalized market in
comparison to the fragmented market. As a result, the instability of the Shapley
value raises with liberalization with respect to all three measures. For the two
measures, the costs of establishing a coalition and the fraction of deviating
coalitions, the second step of reform dominates the first step with respect to the
increase of the degree of instability. The opposite holds for the second criteria.

12.7 Conclusion

When applying cooperative game theory to the real world problems, we have to
decide on how to solve the game. Though in the simple models different solutions
may provide the same results, it can be completely misleading for the more
complicated cases. In [13] we consider the Eurasian natural gas supply system and
study the impact of opening access to transmission and distribution networks on the
balance of power between regional champions, customers and external producers. In
this case the Shapley value and the nucleolus yielded different results with respect
to the power redistribution.

In general, the choice of the concept is complicated by the fact that the Shapley
value and the nucleolus have different merits and shortcomings. The nucleolus

Belarus, customers in Center-East, champion in Center-East, customers in Italy, champion in Italy,
Libya, Russia, Ukraine}.
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presents the stable imputation for the game with the non-empty core, which is not
necessarily true for the Shapley value. While the Shapley concept features not only
the aggregate, but also the strong monotonicity, the nucleolus does not satisfy even
the property of the aggregate monotonicity [17, 23].

In this paper we use the model of the Eurasian natural gas supply system to relate
the Shapley value and the nucleolus to the core. We examine the degree of instability
of the Shapley value and how it depends on the market structure. We study whether
the effect of liberalization on the nucleolus is a good indicator of the influence on
the core.

To evaluate the degree of instability of a payoff allocation which is not in the
core, we propose several stability measures. We relax the strong e-core concept by
taking into account the size of deviating coalitions. Using the ne-core one can study
whether the payoff allocation is stable with respect to the set of coalitions, the size
of which is bounded from above. We introduce three stability measures related to
the coalition size and the costs of setting up a coalition. We find that liberalization
increases the instability of the Shapley value for all criteria.

To study whether the change of the nucleolus might be considered as an indicator
of the change of the core in our model, we first analyze the impact of liberalization
on the core. We find that liberalization consecutively compresses the core. The
compression is depicted in the decrease of the range of values between the minimum
and the maximum of a player in the core. As the nucleolus tends to be centrally
located in the min-max range in the fragmented market, we compare the direction
of the shift of the nucleolus with the movement of the respective midpoint. For
each step of reform we find players characterized by the movement of values into
the opposite direction. In addition, we also find examples when the min-max range
is not affected, but the nucleolus changes. Hence, it is difficult to judge about the
change of the core on the basis of the impact of liberalization on the nucleolus.

Taken together, the Shapley value suits better for the application to the Eurasian
natural gas system. As it is pointed out in [13], the results under the Shapley value
correspond to the intuition derived from the middleman story. Though the instability
of the Shapley value increases for all criteria, the degree of increase differs between
the metrics. The first measure, the minimal costs, and the third measure, the
fraction of deviating coalitions, provide less sharp results than the second measure.
Liberalization consecutively increases the minimal costs of establishing a coalition,
but even in the fully liberalized market this amount does not exceed 10% of the
joint rent of EU players. The fraction of deviating coalitions in the liberalized
market never exceeds 20%. Simultaneously, according to the second metric, only
two players are enough to reject the Shapley value in the fully liberalized market.
Looking at all three metrics together, we find it easier to apply the Shapley value in
the fragmented market. So that taking into account the second criteria, application
of the Shapley value in the integrated and liberalized markets requires more caution.
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Appendix

As in [13], we assess the robustness of our results by considering three more
variants: a high value of demand intercept and the far-sighted scenario, a low value
of intercept and the short-sighted scenario, the low value of intercept and the far-
sighted scenario. We will discuss the robustness of our results in the same order as
they are reported in the main text.

Power Allocation
We start analysis with the comparison of concepts according to the power allocation
(see Figs. 12.4, 12.5, 12.6, 12.7, 12.8, 12.9, 12.10, 12.11, 12.12). With minor
modifications, all previous statements from the main text could be repeated for
each of three scenarios. For example, for all variants of parameters it holds that
the Shapley value assigns more power to all outside producers than the nucleolus
and the core. It also holds that Belarus and Ukraine have less power in the Shapley
value case as compared to the nucleolus. Moreover, for Belarus the shares are less
than the respective minimal values in the core. Only for Ukraine it depends on the
scenario and the access regime whether the Shapley value falls into the min-max
range.

For all scenarios, in the fragmented and integrated markets, the Shapley values of
champions and customers belong to the respective min-max ranges. All results for
the liberalized market can be repeated. For all scenarios the Shapley value assigns

Russia Algeria
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Fig. 12.4 Different solutions for external producers and transit countries (far-sighted scenario,
high intercept). The grey bar presents the min-max range of a player in the core. Blue elliptical
disks and red circles present the nucleolus and the Shapley values, respectively. All figures are in
percentage of the total surplus
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Fig. 12.5 Different solutions for EU champions and customers (far-sighted scenario, high inter-

cept)
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Fig. 12.6 Different solutions for EU regions (far-sighted scenario, high intercept)
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Fig. 12.7 Different solutions for external producers and transit countries (short-sighted scenario,
low intercept). The grey bar presents the min-max range of a player in the core. Blue elliptical
disks and red circles present the nucleolus and the Shapley values, respectively. All figures are in
percentage of the total surplus

more power to all champions than the nucleolus and the core. All customers have
less power under the Shapley value than under the nucleolus and the core.

In case of all variants the Shapley value tends to allocate less power to other EU
regions as compared to the nucleolus. For the low value of demand intercept only
in half of the cases it holds that the Shapley value does not belong to the respective
min-max range.

Liberalization: Compression of the Core

The impact of liberalization on the minimal values, the maximal values and the
range is presented in Tables 12.3, 12.4, 12.5. For all scenarios it holds that the total
effect on the range is dominated by the second step of reform only for the EU
champions and the customers, but by the first step of reform for all other players.
For the champions the compression of the range is determined by the decrease of
maximal values resulted from the second step of reform. For the customers the
compression is determined by the increase of minimal values from the second
step. The statements concerning the influence of liberalization on the minimum
and the maximum hold for all scenarios.!” For example, in the fragmented and

"Minor modifications in the statements might refer to the maximal values. In the basic scenario
for a number of maximal values it holds that the value is equal to the respective contribution. With
the change of parameters some of these maximal values become slightly less than the respective
contributions.
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Fig. 12.8 Different solutions for EU champions and customers (short-sighted scenario, low

intercept)
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Fig. 12.9 Different solutions for EU regions (short-sighted scenario, low intercept)
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Fig. 12.10 Different solutions for external producers and transit countries (far-sighted scenario,
low intercept). The grey bar presents the min-max range of a player in the core. Blue elliptical
disks and red circles present the nucleolus and the Shapley values, respectively. All figures are in
percentage of the total surplus

integrated markets the minimal values of all customers are determined by the
binding individual rationality constraints so that we do not observe any impact of the
first step of reform on the minimal values of customers. In contrast, in the liberalized
market the individual rationality constraints become non-binding. In other words,
the minimal values increase with the second step of reform.

Liberalization: The Nucleolus and the Core

The main results concerning the relation of the nucleolus and the core are robust to
changes of parameters. With the first step of reform the nucleolus and the respective
midpoint move into the same direction for 60% or 70% of the players, depending
on the variant. Within the group of champions and customers such pattern holds
only for two or four players. For other players in this group the values shift into the
opposite direction or the min-max range is not affected, but the nucleolus changes.
For the players outside EU and for the EU regions without champions and customers
the values shift into the same direction for all scenarios. In case of the second step
of reform for all variants it holds that for all champions and customers the nucleolus
is forced to move into the same direction as the respective midpoint. Among other
players we find examples when the values shift into the opposite direction. We also
find cases when the min-max range is not affected, but the nucleolus changes.

Liberalization: Degree of Instability of the Shapley Value
Results concerning the degree of instability of the Shapley value are robust to
changes of parameters (Tables 12.6, 12.7, 12.8). For all scenarios it holds that
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Fig. 12.12 Different solutions for EU regions (far-sighted scenario, low intercept)
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Table 12.3 Impact of liberalization on the minimal/maximal values in the core (far-sighted
scenario, high intercept)

Change of minimal/maximal values in the core [% of redistribution]

Step 1: transmission Step 2: distribution Two steps together

Amin/ Amax / Aspan  Amin/ Amax / Aspan Amin/ Amax / Aspan
Outside countries

Russia 0.1 —-6.7 —6.7 0.0 —0.1 -0.1 01 —-6.7 —638
Belarus 0.6 0.0 -0.6 0.0 0.0 0.0 0.6 0.0 -0.6
Ukraine 1.3 0.0 -13 0.0 0.0 00 13 —-01 -—14
Algeria 0.3 0.0 -03 0.0 0.0 0.0 03 0.0 -03
Libya 0.1 0.0 —-0.1 0.0 0.0 0.0 0.1 0.0 —0.1
Norway 0.5 0.0 —-0.6 0.0 0.0 00 05 -0.1 —06
Netherlands

champion 0.1 0.0 -0.1 0.0 -258 -—-258 02 -258 -259
customers 0.0 0.0 0.0 25.8 0.0 —-258 258 0.0 -—258
Center-East?

champion 0.1 -0.1 -0.2 00 -—-222 -222 0.1 -—-223 -224
customers 0.0 0.0 0.0 22.1 0.0 -—-22.1 22.1 0.0 -—-22.1
Italy

champion 02 -04 -0.6 0.0 —405 —-40.6 02 —41.0 —-412
customers 0.0 0.0 0.0 40.3 0.0 —-40.3 40.3 0.0 —403
Center®

champion 0.1 —-04 -05 0.0 -56.1 -56.1 0.1 =565 =565
customers 00 -0.1 -0.1 55.9 0.0 =559 559 —-0.1 -=56.0
South-West®

champion 0.0 0.0 0.0 0.0 —44.1 —-44.1 00 —-441 -—-44.1
customers 0.0 0.0 0.0 43.7 0.0 —43.8 43.7 0.0 —43.8
Poland 0.4 0.0 —-04 0.0 0.0 0.0 04 00 -04
Belgium 0.1 0.0 —-0.2 0.0 0.0 0.0 02 0.0 -0.2
United Kingdom 0.0 —-0.2 —-0.3 0.0 0.0 00 00 -02 -03
Turkey & Balkan 3.8 0.0 —3.8 0.0 0.0 00 39 0.0 -39

4 Austria, Czech Republic, Slovakia, Hungary, Serbia and Slovenia
b Germany, Switzerland, Denmark and Luxembourg

¢ France, Spain and Portugal

4 Romania, Bulgaria and Greece

liberalization increases the instability of the Shapley value. The minimal costs of
establishing a coalition in the fully liberalized market are several times larger than
the counterparts in the fragmented and integrated markets. Opening of access to
pipelines decreases the minimal number of players in a deviating coalition. In the
fully liberalized market only two players are enough to veto the Shapley value.
The fraction of deviating coalitions raises with each step of reform. The increase
realized from the second step of liberalization is larger than from the first step for
all scenarios.
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Table 12.4 Impact of liberalization on the minimal/maximal values in the core (short-sighted
scenario, low intercept)

Outside countries
Russia

Belarus

Ukraine

Algeria

Libya

Norway
Netherlands
champion
customers
Center-East®
champion
customers

Italy

champion
customers
Center®
champion
customers
South-West¢
champion
customers
Poland

Belgium

United Kingdom
Turkey & Balkan?

2 Austria, Czech Republic,
b Germany, Switzerland, Denmark and Luxembourg

Change of minimal/maximal values in the core [% of redistribution]

Step 1: transmission
Amin / Amax / Aspan

0.1
1.3
4.5
1.0
0.3
1.6

0.5
0.0

0.3
0.0

0.5
0.0

0.2
0.0

0.0
0.0
0.9
0.5
0.1
3.4

-8.8 -=9.0 0.0
00 -13 0.0
—-0.1 —-4.6 0.1
0.0 -1.0 0.0
0.0 -03 0.1
-0.1 -1.7 0.0
0.0 -05 0.0

0.0 0.0 25.3

-02 -05 0.0
0.0 0.0 21.7

-13 —-1.8 0.1
0.0 0.0 39.6

-12 -14 0.0
-03 -03 55.1

-0.1 -0.1 0.0
0.0 0.0 36.7
-02 -1.1 0.1
—-0.1 -0.6 0.0
-0.7 -0.8 0.0
0.0 -34 0.2

—0.2
0.0
0.0
0.0
0.0
0.0

254
0.0

-22.1
0.0

—40.3
0.0

—55.7
0.0

—37.8
0.0
0.0
0.0
0.0
0.0

Step 2: distribution
Amin/ Amax / Aspan

-0.2
0.0
—0.1
0.0
-0.1
0.0

—25.5
—253

-22.1
-21.7

—40.4
—-39.6

—55.7
—55.2

—-37.9
—36.8
-0.1
0.0
0.0
-0.2

Slovakia, Hungary, Serbia and Slovenia

¢ France, Spain and Portugal
4 Romania, Bulgaria and Greece

Two steps together

Amin / Amax / Aspan

0.1
1.3
4.6
1.0
0.4
1.6

0.5
25.3

0.3
21.7

0.6
39.6

0.2
55.1

0.0
36.7
1.0
0.5
0.1
3.6

-9.0 9.1
0.0 -13
-0.1 —47
0.0 -1.0
0.0 04
-0.1 -1.7
—254 =259
0.0 -253
—-223 =226
0.0 =217
—41.6 —42.2
0.0 -39.6
-569 -57.1
-03 =554
—38.0 —-38.0
-0.1 -36.8
-02 -1.1
-0.1  —0.6
-0.7 0.8
0.0 =36
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Table 12.5 Impact of liberalization on the minimal/maximal values in the core (far-sighted
scenario, low intercept)

Change of minimal/maximal values in the core [% of redistribution]

Step 1: transmission Step 2: distribution Two steps together

Amin/ Amax / Aspan Amin/ Amax / Aspan  Amin/ Amax / Aspan
Outside countries

Russia 0.1 -84 -85 00 -02 -02 01 -85 -87
Belarus 1.4 00 -14 0.0 0.0 0.0 14 00 -—-14
Ukraine 22 —-0.1 =23 0.1 00 -01 23 -01 24
Algeria 1.0 00 -1.0 0.0 0.0 0.0 1.0 00 -1.0
Libya 0.3 0.0 -03 0.1 0.0 —-0.1 05 0.0 -0.5
Norway 1.6 -0.1 —-17 0.0 0.0 00 16 -01 —-17
Netherlands

champion 0.5 00 -05 00 -260 -260 05 =260 =265
customers 0.0 0.0 0.0 25.9 0.0 —-259 259 0.0 -259
Center-East?

champion 03 —-02 -05 0.0 -—-226 -—-226 03 -—22.8 -—-23.1
customers 0.0 0.0 0.0 22.1 0.0 -—22.1 22.1 0.0 -—-22.1
Italy

champion 05 -13 -19 0.1 —412 —-413 06 —425 —-432
customers 0.0 0.0 0.0 40.4 0.0 —405 404 0.0 —-40.5
Center®

champion 02 —-13 —15 0.0 -569 -569 0.2 -—-582 -—-584
customers 0.0 -03 -03 56.3 0.0 —-564 563 —-03 -56.6
South-West®

champion 00 -0.1 -0.1 0.0 —443 —443 0.0 —-444 —444
customers 0.0 0.0 0.0 433 0.0 —433 433 —-0.1 —-433
Poland 09 -02 -I1.1 0.1 00 -01 10 -02 -1.1
Belgium 05 —-0.1 -0.6 0.0 0.0 00 05 -01 —-0.6
United Kingdom 0.1 —-0.7 -0.8 0.0 0.0 00 01 =07 -0.8
Turkey & Balkan® 3.4 00 -34 0.2 00 —-02 3.6 00 =36

2 Austria, Czech Republic, Slovakia, Hungary, Serbia and Slovenia
b Germany, Switzerland, Denmark and Luxembourg

¢ France, Spain and Portugal

4 Romania, Bulgaria and Greece

Table 12.6 Impact of liberalization on stability measures (far-sighted scenario, high intercept)

Stability measures

Fragmented Integrated Liberalized
€*(¢p, IN| — 1)/Z¢%U 1.5 2.1 7.6
n*(¢,0) —1 6 1 1

f(@,IN|—1,0) 0.0003 0.0027 0.1775
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Table 12.7 Impact of liberalization on stability measures (short-sighted scenario, low intercept)

Stability measures

Fragmented Integrated Liberalized
(¢, IN| = 1/ Y 0%, 1.0 14 7.1
n*(¢,0) —1 8 2 1
f(®,IN|—1,0) 0.0001 0.0011 0.0820

Table 12.8 Impact of liberalization on stability measures (far-sighted scenario, low intercept)

Stability measures

Fragmented Integrated Liberalized
€*(¢, IN| — 1)/Z¢%U 1.0 1.2 6.6
n*(¢,0) —1 7 2 1
f(@,IN|—1,0) 0.0001 0.0014 0.1400
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Chapter 13 )
Optimal Incentive Strategy s
in a Continuous Time Inverse

Stackelberg Game

Dmitry B. Rokhlin and Gennady A. Ougolnitsky

Abstract We consider a continuous time dynamic incentive problem in the case
of one leader and one follower. Follower’s e-optimal strategy is determined via an
auxiliary control problem. The main result is similar to that obtained by the authors
for a stochastic discrete time model. We give an illustrative example concerning a
non-renewable resource extraction problem.

Keywords Incentive strategy - Inverse Stackelberg game - Continuous time -
Resource extraction

13.1 Introduction

The theory of incentives is an important research stream for several decades [10-
13]. The adequate mathematical model of an incentive mechanism is provided by
inverse Stackelberg games [16, 17]. In these games the leader (she) reports to the
follower (he) her strategy as a function of his control actions, and maximizes her
payoff on the set of the best responses of the follower. The most comprehensive
approach to the solution of this difficult mathematical problem was proposed by
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Germeyer in the static case [3] and developed by Kononenko in the dynamic case
[6-8]. Following this approach, the leader rewards the follower if he cooperates, and
punishes him, otherwise. Kononenko [6—8] has proved that such control mechanism
forms an e-optimal strategy of the leader.

Novikov and Shokhina [15] and Novikov [14] used this idea in his theory of con-
trol in organizational systems for the model with specific payoff functions. Namely,
the leader maximizes the difference between her revenue and incentive payments,
meanwhile the follower maximizes the difference between these payments and his
labor cost. In the static case it was shown that in the optimal control mechanism
the leader compensates the follower his cost (with an incentive surplus), if the latter
cooperates and accepts leader’s optimal plan, and refuses to pay, otherwise. The
leader optimal plan is determined as a solution of an auxiliary optimization problem
of maximization of the difference between leader’s revenue and follower’s cost.

Rokhlin and Ougolnitsky [19] generalized this result for an incentive model
with Markov dynamics and discounted optimality criteria in the case of complete
information, discrete time and infinite planning horizon. In this model, the leader
influences the follower by selecting an incentive function that depends on the system
state and the actions of the follower, who employs closed-loop control strategies.
System dynamics, revenues of the leader and costs of the follower depend on
the system state and follower’s actions. It was shown that finding an approximate
solution of the inverse Stackelberg game reduces to the solution of an auxiliary
optimal control problem with the objective function equal to the difference between
the revenue of the leader and the cost of the follower. An e-optimal strategy of the
leader is an economic incentive for the follower to implement the strategy, which is
optimal in this auxiliary problem.

In this paper we consider a continuous time setup of the incentive problem
characterized above. Section 13.2 contains the problem formulation. Section 13.3
exposes the main result. Section 13.4 describes an illustrative example. The leader
payoff function in this example includes an additional term, related to the intention
to reach a desirable state (a form of the homeostasis condition). Section 13.5
concludes.

13.2 Problem Formulation

Consider a controlled dynamical system

xt = b(ts Xt, at), X0 = ys (073 [S A, re [07 T]
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where b = (by,...,by), x; € RYand A Cc R™ is a compact set. There are two
players: the leader and the follower. It is assumed that their payoffs are given by

T
Jl(x,c,(x) Z/O (f(tv-xlvat) _C(taxtaat))dt+(p(xT)a

T
JZ(X,C,(X)Z/ (C(ta-xtaat)_g(taxtaat))dt'
0

respectively. Here « is the control of the follower, and c is the incentive function
selected by the leader.

Let us say that h = h(t, x, a) is a Caratheodory function on [0, T] x RY x A, if
h is Borel measurable in ¢ and continuous in (x, a) [1, Definition 4.50]. Denote by
Cr =Cr(0,T] x RY x A) the class of Caratheodory functions. Clearly, Cr is a
linear space. We impose the following conditions:

e bi, f,g.ceCr(0,T] x R x A);

* ¢ is continuous;

* f, g, c are uniformly bounded;

e b is Lipschitz in x uniformly in (¢, a):

Ib(t, x,a) —b(t,y,a)ll < Lllx — yll, (13.1)

where || - || is the Euclidean norm in R?;
e ¢>0,g(t,x,00=0.

The set of incentive functions c, satisfying the above conditions is denoted by %.

A strict control is a Borel measurable mapping from [0, T'] to A. The set of strict
controls is denoted by 7. In general, to get an optimal solution this set should be
enlarged. A relaxed control is a positive Borel measure p on [0, T] x A such that
u(-, A) is the Lebesgue measure A on [0, T']. The set of relaxed controls is denoted
by o/". Any relaxed control x admits a representation w(dt, da) = dtq;(da), where
q is a probability kernel from [0, T'] to A. A strict control & € ¢7is identified with
the relaxed control dtd,, (da), where 6, is the Dirac measure, concentrated at a.

The set /" is endowed with the weak topology, induced by the neighborhoods
of zero

‘/ n(t,a)u(dt,da)| < e, (13.2)
[0,T]xA

where n is a continuous function and ¢ > 0. This topology coincides with the
narrow topology, generated by the neighborhoods (13.2), where 7 is a Caratheodory
function: that is, it is Borel measurable in ¢ and continuous in a [22, Theorem 3]. In
these topologies the set <7 is compact and metrizable [9, Lemma 3.3], and the set
<is dense in /" [22, Proposition 8].
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The Lipschitz condition (13.1) ensures that the equation
Xp =y +/ b(s, x5, a)u(ds,da), 1€][0,T] (13.3)
[0,¢]x A

has a unique continuous solution x for any p € </ ". Denote by C¢ the set of
continuous R¥-valued functions with the uniform norm ||x||c = maxefo,7] 1%
Now let us give a formal description of the game:

¢ The leader selects an incentive function ¢ € %.
* The follower finds an optimal solution (x*, ©*) of the problem

J2(.x,C, /L):/ (C(tv-xl‘sa)_g(tv-xl‘va)):u’(dtvda)_) max P
[0,T1x A (x,u)eCédx /"

(13.4)

where x satisfies (13.3), and implements the related the optimal control p*.
* The leader gets the reward

Ji(x*, e, 1) = / (f@t,x],a) —c@t,x], a)pu*(dt,da) + ¢(x}).
[0,T]x A

Denote by R(c) the set of optimal solutions of (13.4). Leader’s aim is to
maximize

G()= _inf Ji(x% c,u)
(r*, 1) ER ()

overc € 6.

Since the leader considers the worst-case scenario, this is a weak Stackelberg
game: [2]. Furthermore, it may be classified as an inverse Stackelberg game (see
[16, 17]), as long as leader’s strategies depend on the strategies of the follower.

Let us call Vi = sup..¢G(c) the value of the leader. An element ¢® € €is
called an e-Stackelberg solution if G(c?) > Vi — e.

Note, that we consider the terminal term ¢(x7) only for the leader, keeping in
mind that usually only she is interested in controlling the state of the system: see
an example in Sect. 13.4. In this example x; is the amount of available resource,
a; is the intensity of resource extraction, f, g are the instantaneous leader’s gain
and follower’s cost respectively. The terminal term ¢ measures the deviation of the
resource amount from the desired level.

Consider an auxiliary problem:

J(x,lt)=/ (f@, x,a) — g, x;,a))u(dt, da) + o(xr) — max
[0,T]x A (x,w)eCixad

(13.5)
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where x satisfies (13.3), and let V' = sup(, ,yecdx.r J(x, 1) be its value. The
objective function (13.5) represents the hypothetical leader’s gain, which she could
receive by extracting resource by herself and facing the related costs. It appears
that V coincides with the value of the leader V7. Moreover, an (¢ + §)-Stackelberg
solution ¢ of the leader consists in covering follower’s cost with an incentive
premium, which is proportional to § and stimulates an e-optimal solution of (13.5).
All these assertions are the content of Theorem 13.2, which is the main result of the

paper.

13.3 The Main Result

The next theorem contains technical and essentially known results, concerning the
solvability of a general deterministic continuous-time the optimal control problem.

Theorem 13.1 Assume that h € Cr([0, T] x RY x A) is a bounded function, and
x : R > R is a continuous function. Then

(i) the problem

J(x,u)=f h(t, x;,a)p(dt,da) + x(xr) >  max ,  (13.6)
[0,T1xA (x,n)eCldxar

where x satisfies (13.3), is solvable;
(ii) for any e > 0 there exists an g-optimal strict control of € of:

J(x8,af) > J* — ¢,
where x° is the solution of (13.3), corresponding to a®, and J* is the optimal
value of (13.6).
(iii) if for all (t, x) € [0, T] x RY the set
{(b(t,x,a),z):a €A, h(t,x,a) >z} CR! xR 13.7)

is convex, then there exists an optimal strict control a* € 4.
Proof
(i) Let (x", u") € C¢ x </" be a maximizing sequence:

J" " > I X =y+ /[0 ] Ab(s,x?,a),u"(ds,da). (13.8)
1%
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We may assume that u” — p* € o/ in the narrow topology by the
compactness of 7", The sequence x" satisfies the inequality

lxf —xfll = '[ b(u,x,,a)pu" (du,da)|| < K(t —s),
[s,t]x A

with some constant K > |b|. It follows that the sequence x" is uniformly
bounded and equicontinuous. By the Arzela-Ascoli theorem there exists a
subsequence, converging to x* € C¢. Without loss of generality we can assume
that x* — x*in C? and ||x"||c < y.

Assume that [2| < dy, on [0, T]x B, x A, where B, = {y € RY : Iyl <y}
We claim that

/ h(t, x;', a)pu" (dt,da) — h(t,x, a)u*(dt,da). (13.9)
[0,T]xA [0,T1xA

The function (¢, @) +— h(t, x;, a) is measurable in ¢ and continuous in a.
Moreover, |h| < d, . By the definition of the narrow topology,

/ h(t,x], a)n" (dt,da) — h(t, x], a)u*(dt, da).
[0,T]xA [0,T]1xA

(13.10)
Furthermore, by the Scorza-Dragoni theorem [18, Theorem 2.5.19] for any
& > O there exists acompactset K, C [0, T]with A(KS) < ¢, K{ =[0, TI\K;
such that /1| g, gd 4 18 continuous. Since the function £ is uniformly continu-
ouson K x B, x A, for any ¢ > 0 there exists § > 0 such that

|h(t, xi',a) — h(t, x{, @) < e if [x" —x¥|c < 6.
Thus,
/ |h(t, x',a) — h(t, x;, a)|n"(dt,da) < Te for [|x" —x™|c <6,
KgxA
(13.11)

/ |h(t, x;', a) — h(t, x], a)|u" (dt, da) < ZdV/ w"(dt, da) = 2ed,.
K{xA Ki{xA
(13.12)
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Using the relations (13.10), (13.11), and (13.12), from the inequality

‘/ ht, x!, a)u" (dt, da) —/ h(t,x], a)p*(dt, da)
[0,T]xA [0,T]xA

5/ Ih(t, X", @) — h(t, 7, @) (dr, da)
[0,T]x A

+ ‘ / h(t, xF, a)u’ (dt, da) — / h(t, x}, a)*d1, da)
[0,T]xA [0,T]1xA

we get

lim sup ‘/ h(t,x]', a)u" (dt, da)
[0,T]xA

n—oo

—/ h(t,x;, a)yu*(dt,da)| < (T + 2d,)e,
[0,T]1xA
thus proving the claim (13.9).
The same argumentation shows that
/ b(s,x},a)u" (ds,da) — b(s,x},a)u*(ds,da)
[0,11xA [0,¢1x A

We have justified the passage to the limit in (13.8), which implies that (x*, u*)
is a solution of (13.6):

=y / b, X7, @’ (ds, da),
[0,¢]x A
T, ) = / Wt xF, @t da) + X () = J*
[0,T]xA

(ii) Take a sequence " € .7 converging to an optimal u* € .o7in the narrow
topology. As in the proof of (i), considering o instead of ©”, we can argue
that the optimal value J* can be approximated with arbitrary accuracy by
J(x™, o).

(iii) This is the well-known result and (13.7) is known as the Roxin condition: see
[4] (Theorem 3.6 and condition (3.4)) for a rather general result or [9, Theorem
3.6] for an exposition. O

Recall that V' = sup(, ,yecixer J(x, 1) is the value of the auxiliary prob-
lem (13.5).Let p : A x A — R, be any metric on A.
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Theorem 13.2 Under the adopted assumptions the following holds true.

(i) Vp = V.
(ii) Let a® € of be a e-optimal solution of the auxiliary problem (13.5). Then

1)
O, x,a) = g(t, x,a) + T(l —pla,a)™, (13.13)

where z+ := max{z, 0} is an (& + 8)-Stackelberg solution, and
R(c®?) = {dtS4: (da)}.
Proof By Theorem 13.1, R(c) # @, ¢ € Cr. For (x*, u*) € R(c) we have
G(e) < ix™, e, %) < Ji(x™, e, ) + L (x™, ¢, 0)
SN e, w) + L e, n) =TT, ) < V.
Hence,
VL < V. (13.14)

Furthermore, consider the functional of the follower for the incentive func-
tion (13.13):

8

Bx, e ) = T/[O = el it da)
T1x

8
T

/ (1 —p(a, ) g (da)dt.
[0,T]x A

Note that an e-optimal solution «® € 27 of (13.5) exists by Therorem 13.1.

Clearly, if (x, dtg;(da)) € R(c®%), then q:(da) = (Saf (da) A-a.e., since this is
the unique control, providing zero value to the last expression. In other words, «® is
the optimal control of the follower. Denote by x° the related trajectory. Since

cg’a(t,xf, o)) = g(t,x;,af) + 5,,
we get
Vi > G(c®) = J1(x, ™0, af)
= /[O’T]XA (f(t, xp,ap) —gt, x;, o) — ;) dt + ¢(x7)
—J@) =8>V —g—56.

Together with (13.14) this inequality implies both assertions of the theorem. O
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The form of the second term (the incentive premium) in (13.13) is not so essential,
but in accordance with the economic meaning, it should be non-negative. The closer
the actions of the follower are to the desired control «®, communicated by the leader,
the larger will be incentive premium, which is proportional to §. Note also that the
leader always communicates to the follower a strict control strategy. We believe that
in practice it is impossible to communicate a relaxed strategy.

13.4 Example

Consider a non-renewable resource extraction problem. Let x; be the amount of
remaining resource, and denote by «; the intensity of its extraction:

X =—o;, a€l[0,a], t€[0,T]; xo=y. (13.15)
Assume that the leader obtains instantaneous profit by selling the resource at the

market price P(t). Besides the profit, the leader is interested in setting the resource
level as close as possible to y; at some predefined time moment 7':

T
Jilx,c,a) = / (P(t)ay —c(t, xs, 0p)) dt — I;(xT — y1)2 — max. (13.16)
0

A problem similar to (13.15), (13.16), but with unspecified horizon and the hard
boundary condition x7 = y1, was considered in [5, Chapter 10].

Follower’s gain is simply the difference between the incentive function and the
extraction cost:

T
DH(x,c,a) = / (c(t, x¢, ) — C(t)ay) dt — max.
0

In this example it is enough to use only strict controls.
Consider the auxiliary problem (13.5):

T
—J(x,a) = f (C(t) — P())a dt + Ij(xT — y1)? = min. (13.17)
0

To solve the problem (13.15), (13.17) let us apply the Pontryagin maximum
principle. Consider the Hamiltonian

H=—h)a— (C(t) — P(t))a.

The adjoint equation
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shows that A is constant. An optimal control o* satisfies the maximum principle:

a, P@)—C() > A,
0, P@t)—C() <A.

[0

of €earg max H(t,a,1) = :
a o]

Let us assume that the equation ¢ > P(¢) — C(t) = A has only finite number
of solutions for any constant A. Then o € {0, «} except may be finite number of
points 7; € [0, T]:

=0<t<---<u=T, k=>1,

and the values o = 0 and & = 1 alternate on the neighbor intervals (t;,_1, 7;),
(ti, Ti41) if K > 2. Thus,

1, tels,

of =a-Is). S=J@ w1, Is@) = (13.18)
Pyt 0, 0¢8
for some set of indexes J C {0, ...,k — 1}.

According to Theorem 13.2 the leader should select an incentive function
8 . +
c(t,x,a) = C(t)a + r (1—la—afl/a)

(we put p(a, b) = |a — b|/e). Then follower’s optimal strategy coincides with o*.

To make the problem more interesting assume that the true instantaneous cost C
of the follower differs from the estimate C of the leader. Then follower’s payoff will
be

T
‘12(-xvcv a*) = / (C(tsxtsal) - C(t)at)dt
0
T ~ 8
= f <C(t)at —C(t)a; + T(l —la — a;*|/a)+) dt — max.
0
(13.19)
We interested under what conditions the follower will implement the strategy o™,
which the leader tried to communicate. Writing down the relations of the maximum

principle for the problem (13.15), (13.19), we see that the adjoint variable equals to
zero and the follower optimal strategy @; satisfies the condition

; € arg nhe)lx] ((C(t) —C(t))a + ;(1 —|a — O‘r*|/0‘)+> .
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Substituting o™ from (13.18), we get

@ € arg max ((C(t) — C(t))a + ;(1 - a/a)) . te(tionLT), idJ,

. ~ 8
o € arg max <(C(t) —C(t)a+ a/oz) , te(ti-1,7),i€J.
ael0,a] T
The desired condition @ = a* is equivalent to the inequalities

~ 8
cCOH—-COH—, <0 reipm)igl

~ )
Cit)y—C(@) + >0, te(ti_1, 1), i€lJ.
To
Thus, the condition @ = o* will be satisfied if

§>Ta sup |C(1)—C@)l. (13.20)
t€l0,T]

If this condition fails, the leader may encounter an undesirable behavior of the
follower.

Under the condition (13.20) the gain of the leader equals to
T B
NI, e 0) = / (Pay —c(t,x7, o)) dt = (67 = )’
0

r B
= /0 (P(af — C()a}) dt — 5 (xh —y)? =8 =V(C) 8.

We write V (C) for the optimal value of the auxiliary problem (13.15) and (13.17),
where follower’s cost is estimated as C(f)a by the leader. For the leader, the
magnitude of § is related to the tradeoff between the controlled decrease of the
payoff and the protection against an undesirable behavior of the follower.

Note, that in fact there is no need to stimulate zero extraction strategy of the
follower. That is, the leader can consider the incentive function

— 8
8t x.a) = c(x. 1. a)ls(t) = (C(t)a + . a) Is@).
o
Indeed, in this case the follower with any strictly positive cost C will select & = 0,
t € [0, T]\S. Under the condition

8> Tasup|C(t) — C),

teS
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weaker than (13.20), this allows to guarantee somewhat larger lower estimate of
leader’s payoff:

* o~ % r * é B * 2
Ji(x",c,a”) =/ (P(I)Oé, - <C(t)06 + >Is(t)> dt — _(x7p —y1)
0 T 2

)\(S)S.

=V() - T

13.5 Conclusion

We considered a dynamic incentive problem in continuous time for the case of
one leader and one follower. It is shown that to implement an g-optimal incentive
mechanism, the leader should solve an optimal control problem to maximize the
difference between her revenue and the cost of the follower, report a fixed optimal
plan to the follower, and cover the costs of the follower with an incentive premium ¢.
This result is similar to that obtained in our paper [19] for a discrete-time stochastic
model. From the other side, it is another generalization of a static case result
obtained in [14, 15].

The dynamic case of several agents in discrete time was studied by Rokhlin and
Ougolnitsky in [20, 21]. We plan a similar investigation for the continuous time
model with several agents and different information structures. Also, the condition
of homeostasis, which is now partially taken into account by the second term in the
leader payoff function (13.16), seems to be important in applications and should be
analyzed in details.
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Chapter 14 )
The Looking Forward Approach Shethie
in a Differential Game Model of the Oil

Market with Non-transferable Utility

Ovanes Petrosian, Maria Nastych, and Yin Li

Abstract The paper applies the Looking Forward Approach to analyze the world
oil market within the framework of a differential game model of a quantity
competition oligopoly. More precisely, the Looking Forward Approach is used
to take into account dynamically updating information. Under information we
understand the forecast of oil demand dynamics. We use a non-cooperative game
modeling for the period from December 2015 to November 2016, because over this
period the countries did not cooperate officially in what concerns the amounts of oil
to be produced. For the period from December 2016 to May 2017, a non-transferable
utility cooperative game modeling is adapted due to the agreement to reduce oil
extraction signed by the largest oil exporters at the end of November 2016. We use
both solutions, which correspond to the historical cooperative solution and the sub-
game consistent solution proposed developed in the field of dynamic games. In order
to define the parameters of the model, open source data is used, with the results of
numerical simulations and comparison between the historical data and model data
for both periods also presented.

Keywords Non-transferable utility game - Looking Forward Approach - Oil
market - Differential game
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14.1 Introduction

The paper is devoted to constructing a game theoretical model for the world oil
market using the Looking Forward Approach. Game models with the Looking
Forward Approach allow taking into account the variability of market demands, an
adaptation of participants actions to the changing environment and actual planning
horizons for demand. Oil market has a highly volatile prices, therefore the Looking
Forward Approach is applied to the oil market and the resulting model is studied.
We suppose that countries do not have or cannot use long-term forecasts for the
parameters of the oil market. Therefore, their behavior can be modeled using the
approach proposed.

The object of this paper is to simulate the oil market dynamics during two
particular periods, from December 2015 to November 2016 and from December
2016 to May 2017. The OPEC countries and eleven non-OPEC countries reached a
6-month-long agreement about the reduction of oil production for the latter period
at the summit in Vienna on November 30, 2016. The agreement was aimed to result
in the growth of oil prices. These countries, taken together, account for over 60%
of oil production in the world. To show the effect of the agreement, we consider
two game theoretical models corresponding to the two periods mentioned. We
suppose that the countries did not cooperate officially on the amounts of oil to be
produced before November 30, 2016. Therefore, their behavior can be simulated
using a non-cooperative game model. Hence, firstly, we build a non-cooperative
game for the time interval from December 2015 to November 2016 and adapt it to
the real oil price data. As an optimality principle, the feedback Nash equilibrium
is used. Making an agreement on the quantity of oil production seems to be a
case of purely cooperative behavior. Therefore, we construct a coalitional game
model for the time interval from December 2016 to May 2017. The cooperation
is modeled using a non-transferable utility game model. Subsequently, we construct
a classical cooperative solution for this type of games, i.e. a sub-game consistent
solution proposed in [38]. Furthermore, we model the cooperative agreement which
was actually used by the countries and call it the historical solution. According to
the historical agreement, the solution is based on the oil production quantities in
November 2016. It prescribes players 1 and 2 to linearly lower the quantities of
oil production to the level previously agreed upon. Obviously, the second solution
is not sub-game consistent, though it allows us to model the latest real-life market
agreement.

We present the results of the statistical simulation and comparison between the
historical data and model data over both periods. In particular, we give a comparison
of the theoretical trajectory of oil price between December 2015 and November
2016 with the statistical data. Over the period between December 2016 and May
2017, we compare the trajectory of oil price corresponding to the statistical data,
the subgame consistent cooperative solution defined in [38] and the cooperative
solution corresponding to the agreement signed by the largest oil exporters at the
end of 2016. In order to define the parameters of the model, open source data on the
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world oil market is used. We used the International Energy Agency for monthly data
on crude oil supply from January 2015 to May 2017, the Finam agency for monthly
data on Brent and light oil prices from January 2015 to May 2017, Rystad Energy
Ucube and oil market news for the cost of producing a barrel of oil in 2016.

The largest oil exporters reached the agreement to reduce oil production aiming
at raising prices after November 30, 2016, and in all our models we consider all
of them in groups of five to one players. This is not the first time when the OPEC
has restricted oil extraction hoping to control the prices on oil. These actions of
the members seem rational in a sense, as oil prices started to fall steadily in 2014.
Thus, in our game models, all the members of the OPEC together are called player
one. The other eleven countries which signed the agreement and which clearly have
common interests, although with more freedom in decision-making as compared to
the OPEC countries, are called player two. At the same time, the steady fall in oil
prices was largely due to the US shale oil and gas revolution, which started in 2012.
Therefore, our models include US shale and non-shale oil producing companies as
the main market rivals, and we call them players three and four, respectively. All
the other oil exporting countries constitute player five. We combine the countries
into players from one to five according to the described rule, since in our models we
consider only the price change process. Furthermore, such a combination greatly
simplifies the computational process without exerting any serious effect on the
plausibility of the results.

The global oil market is one of the most significant markets and a crucial
component in growth rate and budget scenarios for some resource-dependent
countries. In all fairness, this has been given a detailed coverage in literature.
Most of the existing models consider the oil market as a market with imperfect
competition. Market power models for the oil market explain the presence of the
OPEC by cartel behavior, by a dominant firm, or by target behavior in most cases.
Thus, Dahl and Yucel in [6] describe OPEC behavior as a loose coordination or
duopoly. In the paper [31] the pattern of extraction in the oil market is shown to
be inconsistent with either the patterns predicted by the competitive theory or the
dominant firm-competitive fringe theory. Danielsen and Kim [7] provide significant
evidence of cooperation among the OPEC countries. Smith in [34] asserts that
the OPEC is much more than simply a non-cooperative oligopoly but less than
a frictionless cartel. Youhanna in [39] affirms that a partial market sharing cartel
model dominates over all other models. Gulen in [10] provides evidence of output
coordination and suggests that the OPEC acted like a cartel in the 1980s (1982—
1993). The author of [17] maintains that the OPEC behavior is consistent with the
cartel theory. Bockem in [4] states that the crude oil market is best described as a
price leader model, with the OPEC appearing to be the leader and all non-OPEC
countries being regarded as price takers. The paper [30] claims that the OPEC
behaves more like an oligopoly, with Saudi Arabia as a price leader and the largest
producer. In the paper [1] the author asserts that the Nash—Cournot non-cooperative
model can potentially explain the oil market better than the competitive one. Moran
in [18] and Krasner in [13] analyze the main features of oil oligopoly. The authors
in [16] give a selective survey of oligopoly models for energy production. In the
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paper [33] the author examines cartel formation in the world oil market under the
Cournot setting. The authors in [3] also use the quantity competitive environment
to model collisions and proportionate adjustment of production levels. Following
this well-established tradition, we use the oligopoly quantity setting to model the oil
market.

Existing differential games often rely on the assumption of time-invariant game
structures for the derivation of equilibrium solutions. However, many events in the
considerably distant future are intrinsically obscure and unknown. In this paper,
information about the players’ future payoffs will be revealed as the game proceeds.
Making use of the newly obtained information, the players revise their strategies
accordingly, and the process continues indefinitely. The Looking Forward Approach
for differential games provides a more realistic and practical alternative to the
study of classical differential games. It enables us to construct game theoretical
models in which the game structure can change or update over time (time-dependent
formulation) and the players do not possess full information about the change
of the game structure while obtaining full information about the game structure
on the truncated time interval. The length of the truncated time interval will be
called the information horizon as it refers to the duration of the period when
the information is available to the players. By the information about the game
structure we understand information about the motion equation and payoff functions.
The duration of the period for which this information is relevant is known in
advance. The information about the game structure is updated at certain points.
The Looking Forward Approach was mainly developed for cooperative games
with transferable utility [9, 21-23], but there are also papers on non-cooperative
differential games [36], dynamic games [37] and a game with non-transferable
utility [25]. The key element of the Looking Forward Approach is the notion of
a truncated subgame, which helps to model the behavior of the players between
the time points of information updating. We define all optimal strategies and a
corresponding trajectory for each of the truncated subgames. When the information
updates, we define a corresponding solution for the next truncated subgame. The
resulting strategies and the corresponding trajectory are defined by the combination
of optimal strategies and trajectories in each truncated subgame. The concept of
the Looking Forward Approach is new in game theory, especially in differential
games, and it provides avenues for further study of differential games with dynamic
updating. So far there have been no known attempts of constructing approaches to
model conflict-controlled processes where information about the process updates
dynamically in time.

The Looking Forward Approach shares a common ground with the Model
Predictive Control theory developed within the framework of numerical optimal
control. We analyze [8, 15, 24, 26, 32, 35] to obtain recent results in this area.
The main problem that the Model Predictive Control solves mathematically is the
provision of movement along the target trajectory under the conditions of random
perturbations and unknown dynamical system. At each time step, the optimal control
problem is solved by defining the controls which will lead the system to the target
trajectory. The Looking Forward Approach, on the other hand, solves the problem
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of modeling the behavior of the players when the information about the process
updates dynamically. It means that the Looking Forward Approach does not use
a target trajectory, but resolves the issue of composing a trajectory which will be
used by the players and of allocating the cooperative payoff along the trajectory.
Another interesting class of games is connected to the class of differential games
with continuous updating was considered in the papers [14, 27], here it is supposed
that the updating process evolves continuously in time. In the paper [27], the system
of Hamilton—Jacobi—Bellman equations are derived for the Nash equilibrium in
a game with continuous updating. In the paper [14] the class of linear-quadratic
differential games with continuous updating is considered and the explicit form of
the Nash equilibrium is derived.

In the first part of the paper, the Looking Forward Approach is applied to the
non-cooperative oligopoly differential model [5] of the oil market with the largest
oil exporters and other oil-producing countries. Non-cooperative game theory deals
with strategic interactions among multiple decision makers with the objective
functions depending on the choices of all the players and suggests solution concepts
for a case when players do not cooperate or make any arrangements about their
actions. A player cannot simply optimize her own objective function independent
from the choices of the other players. In 1950 and 1951 in [19, 20] by John Nash,
such a solution concept was introduced, which is now called the Nash equilibrium.
In the second part of the paper, we consider a partially cooperative differential
game with non-transferable utility, which uses the non-cooperative game described
above as the initial model. We assume that players one and two cooperate and
the rest use Nash equilibrium strategies against them. The cooperative differential
game theory offers socially convenient and group efficient solutions to different
decision problems involving strategic actions. One of the fundamental questions
in the theory of cooperative differential games with the non-transferable utility is
the formulation of optimal behavior for players or economic agents, the design
of Pareto optimal trajectories, the computation of the corresponding solution, and
the analysis of its sub-game consistency. The well-known solution in the games
with non-transferable utility is the Nash bargaining solution. Haurie analyzed the
problem of dynamic instability of Nash bargaining solutions in differential games
[11]. The notion of time consistency of differential games solutions was formalized
mathematically by Petrosyan [28]. In the paper [38] the authors derive sub-game
consistent solutions for a class of cooperative stochastic differential games with non-
transferable utility. Another technique for the construction of a sub-game consistent
solution is presented in [29].

The paper is divided into two sections. In Sect. 14.1, a non-cooperative game
model with the Looking Forward Approach is constructed. We describe the initial
game model, define the notion of truncated sub-game, define the feedback Nash
equilibrium for each truncated sub-game, describe the process of information
updating, introduce the notion of conditionally cooperative trajectory and the
corresponding non-cooperative outcome, describe the results of the numerical
simulation of oil price on the market for the time interval from December 2015
to November 2016. In Sect. 14.2 we construct a partial cooperative game model
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corresponding to the model described in Sect. 14.1. We define a set of Pareto
optimal outcomes, the sub-game consistent solutions from [38] for each truncated
sub-game, introduce a solution concept for the whole game and the conditionally
Pareto optimal trajectory, study the sub-game consistency of the solution concept,
construct the historical solution and, finally, compare the solution based on the sub-
game consistent solution [38] and the historical solution. Further on, we model
oil price dynamic for the time interval from December 2016 to May 2017 in the
numerical simulation part.

14.2 Non-cooperative Game Model

14.2.1 Initial Game Model

Let us consider a differential game model of Cournot oligopoly [5] on the oil market.
An oligopolistic market of n asymmetrical countries (players) belonging to the set
N = {1, ..., n}, producing oil, and competing for the quantity produced ¢g; under
price stickiness is given by the differential game I'(pg, T — tp9) with prescribed
duration T — 1y and initial state p(ty) = po € P C R.

In compliance with the model, the market price p; evolves according to the
differential equation:

p@) =s(p@) — p(1)), p(to) = po, (14.1)

where p(r) € P C R is the notional level of the price at the time ¢, p(¢) is its
current level, and the parameter s : 0 < s < 1 is the speed of adjustment. Thus,
prices adjust to the difference between its notional and current levels.

Further, we assume that the notional prices at any time ¢ are defined by the linear
inverse demand function

pOY=a—dY q. (14.2)

ieN

Players i € N choose quantity g;(t) € U; C R produced in order to maximize
their profits:

T
Ki(po, T —t0;q1,...,qn) = / e PUT) (g, (1) (p(t) — ¢i — giqi(1))]dt,
1o
(14.3)
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here, 0 < p < 1 represents the positive discount rate, which is taken to be the
same for all the periods and all the players in order to simplify the model and
to equalize the players as symmetrical participants in the global capital market.
Ci(t) =ciqi(t) + giqiz(t) is the total cost function for each playeri.

14.2.2 Truncated Subgame

Let us suppose that the information for the players is updated at fixed time instants
t =to+ jAt, j = 0,...,1, where ] = ATI — 1. During the time interval [#y +
JAt, to + (j + 1) At], the players have certain information about the dynamics of
the game (14.1) and the payoff function (14.5) within the time interval [#p+ j At, to+
JjAt +T], where At < T < T. Atthe instant t = 9 + (j + 1) At the information
about the game is updated and the same procedure repeats for the time interval with
number j + 1.

To model this kind of behavior we introduce the following definition, where
vectors pjo = p(to + jA1), pj,1 = p(to + (j + 1) Ar).
Definition 14.1 Let j = 0,...,[. A truncated subgame I;j(pj’(), to + jAt ty +
JjAt+T) is defined on the time interval [#p+ j At, t9+ j At+T]. The motion equation

and the initial condition of the truncated subgame I'j(p; 0, to + jAt, to+ jAt +T)
have the following form:

) =s(a; —d; Y a! 0 = p®)). plio+jAD = pjo. (14.4)
ieN

The payoff function of player i in truncated subgame j is equal to

K] (pjo.to+ jAtto+ jAt+Tiql, ... ql) =

(14.5)

to+jAt+T . j
_ / o~ Pt=10) [‘Lj O (p@) —c¢; — giq,-] (t))] dt.
to+j At

The motion equation and the payoff function on the time interval [fy + j At, to +
JjAt 4 T coincide with that of the game I"(pg, T — o) on the same time interval
(Fig. 14.1).
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Fig. 14.1 Behavior of the players in the game with truncated information can be modeled using
the truncated subgames I'j (p;.0,t0 + jA?), j =0,..., 1

14.2.3 Non-cooperative OQutcome in Truncated Subgame

According to [2, 12], a non-cooperative Nash equilibrium solution of the game
fj (pj0,t0+ jAt, to + jAr + T) can be defined by the Hamilton—Jacobi-Bellman
partial differential equations. Let us consider a family of subgames I'; (p(?), t, o +
Jj At 4+ T) with the payoff structure (14.3) and the dynamics (14.15), starting at the
time t € [ty + jAt, to + jAt + T] with the initial state p(z). Let qJI-VE(t,p) =
@@ p), . gV, p)) fort € lig + jAt tg + jAr + T] denote a set
of feedback strategies that constitutes a Nash equilibrium solution to the game
fj(p(t),t, to + jAt + T) and Vl-J('C, p) : [t,T] x R® — R denote the value
function of player i € N that satisfies the corresponding Hamilton—Jacobi-Bellman
equations [2, 12].

Theorem 14.1 Assume there exists a continuously differential function Vl.j (t, p):
[to + jAt, to + jAt + T] x R — R satisfying the partial differential equation

= V" (1, p) = max {e”(”") [q/ (p—ci— giq/)] +
4q;

+Vviia, P)S(a - d[qij(t) + Zq/fNE(t)] - p(t))}a i=1...,n  (146)
ki
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where Vij (to + jAt +T,p) = 0. Let qJNE (t)(¢t, p) denote the controls which
maximize the right hand side of (14.6). Then qij (t)(t, p) provides a feedback Nash
equilibrium in the truncated subgame f'j (pjo,to+ jAt, to+ jAt +T).

Since the considered differential game is an LQ differential game, then the
feedback Nash equilibrium is unique [2].

In this game model the Bellman function Vl.j (t, p) can be obtained in the form:
Vit py =0 [Al0pt + Bl p+ Cl 0] i=1n 147)

Substituting (14.7) in (14.6) we can determine Nash equilibrium strategies in the
following form:

(ci — p) +sd [Bl.j t) + 2A{(t)p]

JjNE
J t,p) =—
4q; , p) 26

Li=1,n, (14.8)

where functions A{(t), Bl.j 1), Cl.j (), t € [to+ jAt, to + jAt + T] are defined by
the system of differential equations:

) ) i e 1)2 i oAl J 2.2
A{(t) _ A{(t) [+ 25] + (2A{(Ddjs — 1) B Z A; (t)djs —2A7 ()AL (Dd*s

4gl- ki 8k
_ 4 . 4 Al (Bl 0)d3s?
. C
Bl =BlWlp+s1— 0 —24]was =3 0 -
2gi par 8k

3 B! (t)djs — Al (Dexdjs — A (1) B (1)d3s
keN 8k

j J J 2.2

c? + (B} (djs)? . B} (1)B](1)ds

Cly=clyp — B (a;
2 (1) S(p S (Dajs + 4g; 200

ki

B! (t)crd s
+ Z i ) J
keN 8k
with the boundary conditions A{ (to+jAat+T)=0, Bl.j (to+ jAt+T) =0and
Cl(to+ jAt+T)=0.
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Substituting qj.VE(t,p) (14.8) into (14.15) yields the dynamics of a Nash
equilibrium trajectory:

p0y=s(a—dY a/" . p) - p®). pto+jan =pjo.  (149)
ieN

Let pj.v E (1) denote the solution of system (14.9).

14.2.4 Conditionally Non-cooperative Trajectory

Suppose that each truncated subgame fj (pjo,to + jAt, to + jAt + T) develops
along pj.v E(1) then the whole non-cooperative game with the Looking Forward
Approach develops along:

Definition 14.2 Conditionally non-cooperative trajectory { py e (t)},T:to is a combi-
nation of pj.VE (t) for each truncated subgame fj (pj.vg, to+ jAt, to+ jAt+ T):

PYE(), t € [to, to + Ab),

PN, = pYE®, t € lio+ jAt, 10+ (j + 1D AD), (14.10)

pNE@), 1 € [tg + 1At 1o + ( + 1) At].

Along the conditionally non-cooperative trajectory the players receive payoff
according to the following formula:

Definition 14.3 The resulting non-cooperative outcome for playeri = 1,...,n in
the subgame of the game I" (pg, T —tp) with the Looking Forward Approach starting
att € [to + jAt, to + jAt + T] has the following form:

[
Uit pne@) = 3 [V +man, p§) — VG0 + om + Dt p5)]+
m=j+1
[V @ pYE@) = Vit + G+ DA pi D] i e N
(14.11)
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14.2.5 Numerical Simulation

The first game starts in December 2015 and lasts till the summit in Vienna in
November 2016. We consider oil as a homogeneous product and appraise the
demand function with the parameters of an average world oil price and the total
world oil supply. We calculate average oil prices for each period based only on two
major trading classifications, namely that of Brent crude and of light crude, which
are accessible on the Finam agency data source. As the initial price, we take the
average price in December 2015 which is equal to pg = 34.51.

Total world supply Brent, Light Average price,
Date MMBD $ for barrel $ for barrel $ for barrel
12.2015 96.411 35.910 33.110 34.510
01.2016 95.875 36.640 33.990 35.315
02.2016 95.420 40.140 37.820 38.980
03.2016 95.294 47.320 45.990 46.655
04.2016 95.400 49.520 48.750 49.135
05.2016 95.187 49.740 48.640 49.190
06.2016 95.954 43.270 41.760 42.515
07.2016 96.891 46.970 45.000 45.985
08.2016 95.894 49.990 48.050 49.020
09.2016 96.001 48.510 46.970 47.740
10.2016 97.362 44.520 43.120 43.820
11.2016 97.241 47.034 45.908 46.471

To ensure that the slope of demand is negative, we decided not to regress the
historical oil prices for the quantity produced and took into account the average
price and the total world supply (in the table above) for only one previous period
and a fixed choke price. Thus, we assume the parameter of demand a; to be equal
to 300 at each period, and, thus, the parameter d; can be obtained from the (14.2) as

dj=(aj—pa—1)) qit—1. (14.12)

ieN

The length of each Af-time interval is 1 month. The players use the appraised
demand with parameters a; and d; as the forecast for the next T = 3 periods. We
set values upon the parameters of cost function by using the total cost of producing
a barrel and the average volumes of oil production for our players in 2016 and by
fixing the parameter g; at the level 0.7 for each player and each period. Both the
parameters of ¢; and g; remain unchanged during the game. We assume that the
speed of adjustment s = 0.2 and the discount factor r = 10%.
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Date a d

12.2015 300 2.717
01.2016 300 2.754
02.2016 300 2.761

032016 300 2.735 i Producer ¢ &
: : 1 OPEC 3.169 0.7
042016 300 2.659

2 Non-OPEC  17.333 07
052016 300 2.630  US sl 20038 07
062016 300 2.635 shate : :

4 US non-shale 18.182 0.7
072016 300 2.683

5 Others 20.867 0.7

08.2016 300 2.622
09.2016 300 2.617
10.2016 300 2.628
11.2016 300 2.631

Figure 14.2 shows the comparison of the conditionally non-cooperative trajectory
{PNE (t)}tT:,O and the historical average oil price dynamics. In Fig. 14.3 Nash
feedback strategies (14.8) corresponding to the {pnEg (t)}tT:,O and the historical
quantities of production of oil are presented for each group of countries.

According to Figs. 14.2 and 14.3, we can suggest that the parameters ¢; and g;
from the table below can be used for modeling the cooperative agreement in the
time interval from December 2016 to May 2017.

We can see the payoff of players Vi, pNE(1)), i € N corresponding to the Nash
equilibrium strategies along the trajectory py g (f) on Fig. 14.4.

2 4 6 8 10 12

Fig. 14.2 Conditionally non-cooperative trajectory of the oil price py g (¢) (thick solid line) with
the Looking Forward Approach, historical oil price trajectory (thick dotted line)
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Fig. 14.3 Nash feedback strategies defined with the Looking Forward Approach (solid lines), and
the corresponding historical quantities of oil production (dashed lines)
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Fig. 14.4 Payoffs of players corresponding to the Nash equilibrium \7, @, pNe(?))

14.3 Partially Cooperative Game Model

As it was mentioned in the introduction, at the end of November 2016 two groups of
countries, the OPEC and the non-OPEC, i.e. players 1 and 2 signed the cooperative
agreement. By using the model constructed in Sect. 14.1, we build a model of such
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partial cooperation by introducing a 4-person game, where players 1 and 2 act as one
player and the remaining players (players 3, 4, 5) act independently. As a historical
cooperative solution, a linear reduction of quantities produced to the level agreed
upon is used. However, we also construct a cooperative solution suggested in the
paper [38] which possesses the subgame consistency property. In the simulation
example, we discuss the difference between the historical solution and the solution
proposed in [38].

14.3.1 Partially Cooperative Truncated Subgame

In order to model the behavior of the players with players 1, 2 cooperating and the
others acting independently, at first we construct a 4-person differential game. We
denote the set of players in this game as N = {(1,2),3,4,5}, |1\~J| = 4. Players 1
and 2 cooperate by combining their strategies sets, but the actual payoffs remain
individual. Thus, for players 1 and 2, we construct an analog of a cooperative
differential game with non-transferable payoffs. Players 1, 2 orient themselves
towards payoff defined as a linear combination of their respective payoffs with fixed
a; coefficients:

K| (aj. pjo.to+ jAto+ jAr+Tiq],....q0) =

= Y a/K](pjo.to+jAttg+jAt+Tiql.....q)).  (14.13)
ie{1,2)

where Kl.j(pj,o,to + jAt to+ jAt+T; q{, . ..,qu) are defined in (14.3) and
wjeAj={a: o] +af=1,a 20, i=1,2). (14.14)

Individual payoffs K (e}, pj.o, to+jAt, to+j At +T; qi.....q2),i = 1,2 which
the players obtain during the game are calculated according to the formula (14.3).
The payoffs of playersi = 3, 4, 5 are calculated according to the formula (14.3).

It turns out that for any o; € A; we obtain a unique differential game:

Definition 14.4 Let j = 0,...,[. A partially cooperative truncated subgame
F;x’ (pj,0,t0 + jAt, tg + jAt + T) is defined on the time interval [7g + jAt, fo +

JAt + T]. The motion equation and the initial condition of the truncated subgame
F;‘" (pj,0,t0 + jAt, to + jAt + T) have the following form:

) =s(a; —d; Y a! )= p®)), plio+j A1) = pjo. (14.15)
ieN
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The payoff function k{z(a/ Pj0.to + jAt 1o + jAt + T; q{, ey qu) of play-
ers {1,2} in truncated subgame j is defined as in (14.13), the payoff function
Kl (@j, pjo.to+ jAt, to+ jAt + T, ql, ...,qs) of playersi = 3,4, 5 is defined
as in (14.3).

14.3.2 Pareto Optimal Outcomes

Suppose that players 1 and 2 can agree on the form of a joint payoff function, i.e.
about the coefficients a; € Aj. The set of outcomes for all possible a; € A; for
players 1 and 2 defines the set of Pareto optimal outcomes for players 1 and 2. Let
us consider the feedback Nash equilibrium q;‘j (z, p) in the game Ff’ (pjo,t0 +
JAt, tyg + jAt + T) of 4 persons. Then the payoffs in the Nash equilibrium for
all possible values of «; of players 1 and 2 form a set of Pareto-optimal outcomes
K/ i@, pj, 0, t0+JAt t0+JAt+T q1 e ,q;m") and K s(@j, pjo, tot+jAt, to+
jAt + T; q1 ey q5 “7). We define the feedback Nash equilibrium strategies of
players as in [2].

We denote the value of players {1, 2} in the feedback Nash equilibrium with a
determined «; by the function Wft 5(t, p), where t, p are the time and the initial state
of the partially cooperative truncated subgame 1;;:]- (pjo.t0o+ jAt, 10+ jAr +T)
correspondingly. By the function Wl.aj (t, p),i = 3,4,5 we denote the payoff of
players i = 3,...,5 using the Nash equilibrium strategies q;‘j (z, p). Sufficient
conditions for the solution and the feedback Nash equilibrium are given by the
following assertion.

Theorem 14.2 Assume there exist continuously differential functions Wft ‘fz(t, D),
Wy (t, p), W](t, p), Wi(t, p): [to + jAt, 1o + jAt + T]1 x R — R satisfying
the following partial differential equation

2

1.2,
_wh e, p)—maX{Ze p(t—10) J[q (p—c,—g,ql)]—i-
a3 Uizq

oo+ E] )
i=1 k=3

=W (t, p) = max {e“’("m) [q,-’ (p—ci— giq,»])] +
4q;

+W, e, prs(a—dla/ 0+ Y g 0] - p0) } i=3,....5 (1416
ki
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where W\"(to + jAt + T, p) = 0, W, (tg + jAt + T, p) = 0, i=3, ...,5. Then
q;j (t, p) provides a feedback Nash equilibrium in the partial cooperative truncated

subgame f'j (pjo,to+ jAt, to+ jAt +T).

In this game model the Bellman function Wff ’é(t, P, Wl.aj @t pni=3,...,5
can be obtained in the form:

Wi, p) = e (A0 p2 + B (0p + €200 ]

W, p) = e 000 (AL P+ Bl + C0)], 1 =3,4.5.
(14.17)

Feedback Nash equilibrium strategies for the partial cooperative truncated
subgame:

(ci — p) +ds [le.’z(t) +24120) p]

aj .
i ts = - ) = 11 27
q; @, p) 2aig; i
(ci = p) +sd | By(1) +24](0)p ]
q; '(t,p)=— 5 ,i=3,4,5. (14.18)
8i

Functions A}’z(t), le.’z(t), le.’z(t), AL(0), Bi(0), CL(0), t € 1o + jAt 1o +
Jj At + T1] are defined by the system of differential equations:
A}’Z(to + jAt+T), le.’z(to + jAL+T), le.’z(to + AL+ T):

. o (AY(0ds)?
AP =APoe 2+ Y [+ T )+
48k o 8k

kef{l,2}
k 1,2 2.2 1,2 .
245 A ;7 (0ds A7 (ndjs

2. -2 :

kel3,4,5) 8k ren Sk
k 12, pl.2/ 1 2.2
. oo AY2()B2(1)d3s
B2 =B 20 +5) =24 0as— Y (] - J /
28k ol
ke(l,2) i 8k
1,2 k 2.2 k 1,2 2.2
S (Aj OB a3 MBI s )+
ke(3,4,5) 8k 8k

B} (djs - AV (ed)s

()
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S22, 12 pl2o
CAn =C%(0p - B (ajs + Y

ke{l,2)

>

keN

1,2 k 2.2
B2 BX (s
28k

2

ke{3,4,5)

A}’z(to +jAt+T)=0, B}*Z

(to+ jAt+T) =0, c}.-z
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k 1,2
ajc,f (B; (t)d;s)?
+ . +
48k 4a,ﬁgk
1,2
B, (t)crdjs
28k

’

(to+jAr+T)=0.

A;(t0+jAt+T), B;Z(to+jAt+T), C;l(t0+jAt+T),fori =3,...,5:

A5 = AL +29)+ )

by
4g;

1 1,2 2.2
2A’j(t)A{. (Dd;s >+

ke{1,2} “;ﬁgk
k i 2.2 i i
Z 2450 AL (d}s? Z Al(djs
kel3,4,5) 8i ken 8k
. . : B ()d;s A". (H)crd js
B;(t) = B;(t)(p +5) — 2A'j(t)ajs - Z ( i J !
8i 8k
keN

)

ke{1,2}

2

ke{3,4,5)

o] gk
8k

Ci) = Cio)p +

ik 722
Bi(1) B (1)d2s
28k

2

ke{3,4,5)

1 1,2 22
(A’j(t)Bj. (Dd;s N

AL (1) BX (1)d?s2
( J J JS +

—Bi(ajs+ Y

2

keN

1.2\ i (17,72 2
A; (t)gj(t)djs )+

o gk
k(o Ri (122
A (1) Bl (1)d?s

8k
i 12,3 2.2
Bj(t)Bj.(t)djs .
ke(l,2) 20 gk
k
Bj(l‘)ckdjs

28k

Ai(t0+jAt+T)_o B;’(t0+jAt+T) =0, cj(t0+jAt+T)_o
Substltutlng qa () (¢, p) (14.18) into (14.15) yields the dynamics of the feedback
Nash equilibrium’ tra_]ectory corresponding to the vector of weights for the players

1,2:

py=s(a—dy g/ p) -

ieN

P®). plio+ jAD = pjo.

(14.19)

We denote by p;i(t) the solution of system (14.19) corresponding to the fixed

weights a; =

(] , &3). Further we call P, (1) the Pareto optimal trajectory.
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14.3.3 Individual Players Payoffs Under Cooperation

In the previous section we defined the payoff of players 3, 4, 5, but we did not define
the individual payoff of players 1, 2. The next step is to define the individual payoffs
of the players under cooperation. This can be achieved by substituting the Pareto
optimal trajectory p;i (t) (14.19) and strategies ‘13;; (t, p) (14.18) into the formula
of each player’s payoff (14.3). The payoff of players 1, 2 in the truncated subgame
fj (pjo.t0 + jAt, to + jAt + T) along the Pareto optimal trajectory pj;j (t) with

strategies q;j (z, p) involved is denoted by Wft /(t, p) and W; ’(t, p). The other and
more preferable way is to apply the results from the paper [38], where a special
form of Hamilton—Jacobi-Bellman equation is solved for each player, but with
fixed strategies q;j (t, p) (14.18) (so no maximization in the right-hand side of the
equation is involved). The size of the current paper being limited, we cannot present
it here.

14.3.4 Subgame Consistent Solutions

In the paper [38] the notion of subgame consistency property of a cooperative
solution in a game with non-transferable payoffs is defined as follows:

Definition 14.5 The payoff vector W (¢, p*(t)) = (Wi (¢, p*(t)), ..., W, (t, p*(1)))
along the trajectory p*(t) is subgame consistent in the game I.(pg, T — to) with
non-transferable payoffs if it satisfies the following conditions:

1. the payoff vector
W(t, p* @) = Wi(t, p*(0), ..., Wu(t, p*(1))), t € [to, T] (14.20)

should be Pareto optimal;
2. the payoff vector should satisfy the individual rationality property

Wit p* (1) = Vi(t. p*(1)), t €10, T, i = 1,n, (14.21)

where V; (¢, p*(¢)) is an individual payoff of playeri = 1, n.

Definition 14.6 Let us define the set ST = (Y, j o1/ r s,f. for v € [to+ jAr, 10+
(j+ DA, j=0,...,1, where S} isasetof o; = (cf, &3 ) that satisfy individual
rationality at the moment of time ¢ fori = 1, n:

W (1, pt 1) = Vi@, pt ), (14.22)
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where V;(z, p*(t)) is the payoff of player i € N in the non-cooperative game
with Nash equilibrium strategies, but calculated along the Pareto optimal trajectory

PZJ‘ @).

St°+(j+1)m is a set of a; = (oz1 , 0‘2) that satisfy individual rationality (14.22)

throughout the time interval before the information about the game structure is
updated, at the moment of time ¢+ = #y + (j + 1)Ar. Set St°+(/+1)m
corresponding set of subgame consistent solutions:

provides a

{wer . i, ) = W @l o), W o),

€lto+ jAL to+ (j + DAL], a; € SOTU Li=1,n, j=0,...,1}
[to+ j A (j + DAL, «; Sj)*““)m Ln, j=0,...,1
(14.23)

For a more general case in [38], where individual rationality property (14.22)
holds on the whole time interval it was proved that:

Theorem 14.3 A solution optimality principle under which the players agree to
choose the same weights o = (a1, ..., an) € A in all the subgames I'.(pk(t), T —
t), t € [to, T] such that

W, pa(t) = Vi(t, pp @), t € [to, T], i = 1,n. (14.24)

vields a subgame consistent solution to the cooperative game I'.(po, T — tp).

14.3.5 Solution Concept

Suppose that at the beginning of each truncated subgame fj (pjo,to + jAt, 1o +

JjAt + T) weights o; € §tUTDAL yre chosen. Then each truncated subgame
develops along the Pareto optimal trajectory p;j (t) and as a consequence, the whole

game [¢(po, T — o) develops along the following trajectory. If we denote pjf’O =
Py, (to + jAr), then:

Definition 14.7 The conditionally Pareto optimal trajectory { [3*(1‘)}IT=t0 is a
combination of Pareto optimal trajectories pf; (t) for each truncated subgame

I j(P}ost0 + jAt to + jAt + T) and defined weights a; € St°+(/+1)m

Pay (1), 1 € 10, 10 + At),
(P (Ohiziy = | p3, (). 1 € 10+ j AL 1o+ (j + 1) AD), (14.25)

pi (1), t € [0+ 1At 1o+ (I + 1) Ar].
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Now let us define the solution for the whole game I'.(po, T — fp). Let pj?’ | =
P2t + (j + 1) An):

Definition 14.8 The resulting solution for the game I, (po, T —ty) with the Looking

1 j+1) At
c Sj0+(j+ )

Forward Approach corresponding to the chosen weights for each

truncated subgame fj (pjo,to+jAt, to+ jAr+T), j=0,...,11is defined in the
following way, let t € [to + j Az, to 4+ (j + 1) At]:

l
Wi, p*@) = ) [W{"’”(toerAt, pi,;,o)—W,-‘"’”(to+(m+1)At,pf;,1)]+
m=j+1

+[W . ps ) = W G0+ G+ DA pi ] (1426)

Therefore the set of all possible solutions in the game I.(po, T — f9) has the
following form:

{W(r, PED) = (Wi(t, p*(0)), ..., Wu(t, p*())), t € [0, T,

aj e SPUTNA vj=o, ). a427)

In a game with a moving information horizon, we call a solution conditionally
Pareto optimal if it is constructed using the Pareto optimal solutions in each trun-
cated subgame. In this sense, we call the resulting solution W (¢, p*(¢)) conditionally
Pareto optimal.

14.3.6 Subgame Consistency of Solution Concept

In [25] the subgame consistency property of the resulting solution (14.26) was
proved for a case of full cooperation. A similar result can be obtained for a partial
cooperation:

Theorem 14.4 The resulting solution W(t, p*(t)) is subgame consistent in the
game I'.(p*(t), T —t) with the Looking Forward Approach if the following condition
is satisfied, letVt € [to + jAt, 00+ (j+ 1DAt), j=0,...,,i=1,n:

Wi, p,(0) = Vi () =

> W (1o + (j + DAL ply) = Vi (o + ( + DAL phy),  (14.28)
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14.3.7 Historical Cooperative Agreement

In order to make a comprehensive comparison of theoretical results and the real
situation, it is necessary to mention the complexity of such an agreement at countries
scale. It affects not only oil market situations inside the countries but also its balance
and all macroeconomic indicators. The agreement is of both economic and political
nature. According to the agreement of November 30, 2016, the OPEC countries
and 11 non-OPEC countries decided to reduce their production by 1.18-7.69% for
different countries. Herewith, Iran, Libya, and Nigeria are allowed to boost their
output. After the agreement was reached, oil prices did start to increase. However, by
the end of May 2017, they had fallen to almost the same level. Countries-outsiders,
notably the US shale producers, increased their output. Most of the countries inside
the agreement succeeded in fulfilling it. After 6 months all these counties decided
to prolong the agreement for the next year.

To model this cooperative agreement we construct linear type strategies for
players 1 and 2. We use Nash equilibrium strategies in the non-cooperative
differential game for the other players. The optimal strategies for players 3, 4, 5
are obtained in the same way as in Sect. 14.1 using the Hamilton—Jacobi-Bellman
equation with the strategies (14.29) involved.

According to the statistical data, we suppose that the strategies of playersi = 1, 2
under the cooperative agreement have the following form:

ar@) = 3.5%qfw(t,,m,)<1 - 3.5%1‘/T) (14.29)
) = 3.1%qg”(tm,v)(1 — 3.1%t/T), (14.30)

where Gavr(tiov) = (@7 (tnov)» 45" (tnov)) = (39.838,18.771) is the average
quantity of produced oil in #,,,, Which is November 2016 and T corresponds to
May 2017.

14.3.8 Numerical Simulation

The second game starts immediately after the summit and lasts from December 2016
until May 2017. As we did for the previous time interval, we calculate the average
oil prices for each period based only on the two major trading classifications of
Brent crude and light crude which are accessible on the Finam agency data source.
We take the average price in December 2016 as the initial price pg = 53, 73 for the
second game.
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Total world supply, Brent, Light, Average price,
Date MMBD $ for barrel $ for barrel $ for barrel
12.2016 97,324 55,008 52,449 53,728
01.2017 96,627 55,607 52,951 54,279
02.2017 96,412 56,122 53,661 54,892
03.2017 96,411 52,592 49,873 51,232
04.2017 97,075 53,841 51,216 52,529
05.2017 97,529 51,533 48,744 50,139

In order to test the constructed model with the Looking Forward Approach, we
use the same players’ parameters ¢; and g; as for the previous time interval and
we suppose the parameter of demand a; to be equal to 300 at each Az-period. The
players use the appraised demand with parameters a; and b; as the forecast for the
next T = 3 periods. Parameter d; is obtained using the formula (14.12).

Date a d i Producer c g

01.2017 300 2.530 1 OPEC 3.169 0.7
02.2017 300 2.543 2 Non-OPEC 17.333 0.7
03.2017 300 2.542 3 US shale 20.238 0.7
04.2017 300 2.580 4 US non-shale 18.182 0.7
05.2017 300 2.549 5 Others 20.867 0.7

In Fig. 14.5 we can see the conditionally Pareto optimal trajectory p*(¢) (solid
line) and the set of Pareto optimal trajectories p;j (t) (dashed lines) corresponding

c S;0+(j+1)At

the weights o; in each truncated subgame fj (p;fo, to + At, 1o +

At+T). InFig. 14.6 the optimal strategies corresponding to the { ﬁ;, ®) }IT=;0 and the
historical quantities of oil production are presented for each group of the countries.

14.3.9 Analysis of Optimality of Corporate Agreement

In Fig. 14.7 we can see the individual payoff of player i = 1 under cooperation

Wi (¢, p%,(t)) (solid lines) for all possible weights a; € 9% GHDAT 4nd ot €
S;OJF(HI)AI, j = 3. In Fig. 14.8 we can see the payoff of players Wi, pr(@))

(solid lines), i € N and the payoff of players V,-(t, p*(t)) (dashed lines), i € N
corresponding to the Nash equilibrium strategies along the conditionally Pareto
optimal trajectory p*(t).
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Fig. 14.5 Conditionally Pareto optimal trajectory p* () (solid line), set of Pareto optimal trajecto-
ries p;]_ (¢) (dashed lines) corresponding to weights «; € S;OH/ DAL 45 each truncated subgame

Fj(phgoto+ At tg+ At +T)
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Fig. 14.6 Optimal strategies defined with the Looking Forward Approach (solid lines), and the
corresponding historical quantities of oil production (dashed lines)



238

480033, ° o
., ° °
4400 e

4200 RN
'y

3400
3200

3000

O. Petrosian et al.

1 1 1 1 | L
2 3 31 32 33 34 35 36 37

Fig. 14.7 The set of individual payoffs le (t, p;j (2)) of player 1 for all possible weights «; €

Sj-(’+(j+l)m in the truncated subgame 1:',- (p;f,o, to+ At,tg+ At +T), j=3
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Fig. 14.8 W; (¢, p* (1)) (solid lines) and V; (¢, p*(¢)) (dashed lines), i € N
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14.3.10 Comparison of Historical Cooperative Solution
and Proposed Solution

This section presents the comparison of the historical cooperative agreement
proposed in (14.29) with the strategies ¢*(#) involved as well as the subgame
consistent cooperative solution proposed in (14.26). In Fig. 14.9 we can see the
conditionally Pareto optimal trajectory ﬁ:;j (t) corresponding to the chosen weights

a;‘ e §OtUFDAL L Al the truncated subgames fj (pj."o, to + At,tg + At + T),

J =0,...,1 trajectory p*(¢) corresponding to the historical cooperative agreement
and the historical oil price dynamics.

In Fig. 14.10 the optimal strategies (14.8) corresponding to the ﬁ;i (1), strategies
g*(t) (14.29) corresponding to the historical cooperative agreement are presented
for each group of countries and the historical quantities of oil production for each
group of countries. In Fig. 14.11 we can see the payoff of players Wi (s, p*()) (solid
lines), i € N along the trajectory p*(¢) and payoffs corresponding to the historical
cooperative agreement (dashed lines).

On the whole, the decision to cooperate was justified for the countries under
consideration. It can be seen by comparing the cooperative and non-cooperative
solutions on the second time interval. In Fig. 14.12 we can see the conditionally
Pareto optimal trajectory ﬁ:’k‘i (t) (solid line) corresponding to the chosen weights

49}

48

47 ‘“

% 05 1 15 2 25 3 35 4 45 5
Fig. 14.9 The conditionally Pareto optimal trajectory ]3:’;! (t) (thick solid line) corresponding to

chosen weights o € S;.O+(j +1)At, Jj =0,...,1, the trajectory p*(¢) (dashed line) corresponding

to the historical cooperative agreement (14.29) and the historical oil price dynamics (thin solid
line)
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Fig. 14.10 The optimal strategies (14.8) defined with the Looking Forward Approach (solid lines),
and the strategies (14.29) corresponding to the historical cooperative agreement (dashed lines)

10000/ : . T
9000/,

8000+ e 4

Fig. 14.11 Wi, p*(1)), i € N (solid lines) and the payoffs corresponding to the historical
cooperative agreement (dashed lines)

ot e St.°+(j+1)m in all the truncated subgames fj (p;’f,o, to+ At,to+ At +T), j =

0, ...,![ and the conditionally non-cooperative trajectory of the oil price dynamics
PpnE(t) corresponding to the Nash equilibrium (dashed line).

Nevertheless, the analysis of individual countries’ profits confirms the profitabil-
ity of the agreement only for the first player. In Fig. 14.13 we can see the payoff of
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Fig. 14.12 The conditionally Pareto optimal trajectory ﬁ;] () (solid line) and the conditionally
non-cooperative trajectory of the oil price py (f) (dashed line)

1 1 1 1 i |
GU 0.5 1 15 2 2.5 3 35 4 45 5

Fig. 14.13 Vi/,'(t, p*(1)), i € N (solid lines) and the payoffs of players corresponding to the Nash
equilibrium V; (¢, py (1)) (dashed lines)
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the players W; (¢, p* (1)) (solid lines), i € N along the trajectory p*(r) and payoffs
of the players corresponding to the Nash equilibrium Vi, pnE (1)) (dashed lines).

This analysis corresponds to the historical solution. In fact, only the OPEC
countries gain benefits. The solution proposed by the model suggests that the
countries should reduce oil extraction to an even higher extent. This would lead
to an even greater rise in prices (Fig. 14.9) and, therefore, to profits for all the
market participants. Thus, the countries have rational incentives to such cooperative
behavior. The presence of these incentives for collusion and compliance with the
agreements reached stimulated its participants to extend the agreement at a meeting
in May 2017.

14.4 Conclusion

The paper considers a differential game model of the oil market. The Looking
Forward Approach is used to construct a model where the information about the
process updates dynamically. An attempt has been made to construct an oil market
model for two time periods with two different market conditions. Namely, we
assume that from December 2015 to November 2016 a non-cooperative oligopoly
structure was in action on the oil market. Therefore, we construct a non-cooperative
game model and adapt it to the real oil price data. Thereafter, at the end of November
2016, the largest oil exporters signed an agreement for a reduction of oil extraction
with the aim of raising prices on oil. We assume that from December 2016 to May
2017 the oligopoly game transformed into a cooperative one for this case. Here,
we use a non-transferable utility game model. Numerical results show the high
applicability of the Looking Forward Approach for modeling and simulating real-
life conflict-controlled processes. However, there are still numerous questions which
remain open, such as defining an appropriate value for the information horizon,
defining the form of the payoff functions, and the type of forecast for the parameters
used for the players.

To simulate the behavior of the players over the second period from December
2016 to May 2017 we construct a subgame consistent solution proposed in the paper
[38]. It turns out that the result of the proportional reduction of oil production for the
cooperating countries consisted in decreasing revenues because the other countries,
on the contrary, increased their oil production, which kept the price at the same level.
It is shown that the proposed solution would give better results for the cooperating
players, i.e. players 1 and 2.
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Chapter 15 )
Cooperative Decision Making Shethie
in Cooperative Control Systems

by Means of Game Theory

Simon Rothfuf}, Jannik Steinkamp, Michael Flad, and Séren Hohmann

Abstract Current state cooperative control systems assisting the human in various
applications, e.g. assisted driving, lack the ability of emancipated cooperative
decision making. Due to certain situations in which this a crucial skill, the authors’
objective is the automation design leading to cooperative control systems able to
take part in human-machine negotiations.

In this work, we therefore introduce two games for modeling the cooperative
decision making process. First, the event-based game is introduced in a complete
information setting with focus on modeling the system dynamics the decision
making process is based on, e.g. a vehicle. We also provide an analytical as well
as a numerical solution approach to find parameterized strategies that are in a Nash
equilibrium.

The second game is an enhanced war of attrition that models the negotiation
process in an incomplete information setting. It includes a new cost structure that
allows a better approximation of the costs in a realistic application of cooperative
control systems. We proof that the resulting strategy leads to a Bayesian Nash
equilibrium.
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15.1 Introduction

In modern society humans are increasingly supported by automated assistance
systems facilitating tasks in a wide range of applications. Examples are collaborative
robots for lifting heavy equipment or driving assistance systems for lane keeping.
All of these cooperative systems require a thorough automation design that takes
into account the presence of and interaction with the human in order to ensure
user acceptance and safety. One example of a design paradigm for such assistive
systems can be found in Shared Control approaches, e.g. driving assistance systems
based on game theory [9, 16]. Cooperative systems following this or other design
approaches greatly contribute to reduced manual workload and increased human
safety of today’s society.

However, current state-of-the-art cooperative systems involving human-machine
interaction lack the ability for cooperative decision making. An example are driving
assistance systems like the lane keeping assistant. It supports the driver by warning
and counter-steering if the vehicle gets too close to lane markings. However the
decision to change or remain within the lane is made by the driver alone who is
able to overrule the actions of the automation. Another example are the collision
avoidance assistance systems that support the execution of the evasion maneuver
after the driver decided on the concrete maneuver, i.e. evasion direction [8, 9].

Besides these parallel cooperative systems on action-level, there are conduct-by-
wire concepts that enable sequential cooperation on a maneuver basis. The driver
controls the car via maneuver commands and e.g. may use a touchpad instead of a
steering wheel [3].

All these concepts exhibit the general approach which is the application of the
master-slave principle with the human in the leading role who is supported by an
assistance system. Nevertheless, this setting is not suitable for situations in which
the automation has more or more reliable information about the cooperative task
than the human. If the human, lacking important information, stays in the lead poor
decisions may result inadvertently and vice versa. In these situations an emancipated
discussion between the cooperating partners is needed. This has not been considered
in literature so far.

As a consequence, our goal is the automation design of emancipated cooperative
decision making systems capable to negotiate with humans. The interaction between
automation and human may take place via some sort of dynamical system.

To support this objective we introduce an exemplary situation in which eman-
cipated cooperative decision making is vital. This situation is an emergency
evasion maneuver situation on a freeway, depicted in Fig. 15.1. The green vehicle
is controlled by the human driver and an Advanced Driving Assistance System
(ADAS) and is therefore called ego-vehicle in the following. The vehicle in front
of the ego-vehicle performs an emergency braking maneuver. Assume the only
way for the ego-vehicle to circumvent a crash is to change the lane to the right
or left. This choice could be ambiguous or at least one of the driving agents (driver
or ADAS) could prefer one of the two evasion options. In both cases, we assume
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Fig. 15.1 Exemplary evasion maneuver with two options: left and right

that the driving agents need to agree on one option in order to successfully evade
the obstacle. Assuming that both agents behave rationally, they will base their
evaluation and ultimately their preference on the information they obtain about the
situation. Therefore, the maneuver negotiation will strongly depend on the reliability
of information the agents individually obtain. Also, the information sources of
agents my differ. This difference in information status can easily appear as the
following example demonstrates: the human is usually capable of recognizing and
analyzing complex environments while the ADAS relies on fast, precise and reliable
information about difference in velocity to the obstacle vehicle via radar sensors.
Furthermore the system state, e.g. the position and motion of the vehicle, can have
an influence on decision making. E.g. the closer the obstacle, the higher the pressure
to agree on a decision becomes. In addition, it takes more effort to avoid a collision
the smaller the distance between vehicle and obstacle becomes.

As a result both agents need to align their information status in order to reach a
mutual decision. In critical situations like in the ADAS context haptic communica-
tion is a suitable communication channel due to its direct cognition and low latency
[13]. However the haptic channel is not suited for the exchange of all relevant
information. Instead one can only transmit intentions or other low-level information.
This communicated information can then be included in further individual decision
making. In the view of one agent the resulting negotiation process consists in the
attempt to understand the opponent and to make the opponent understand oneself in
order reach an agreement with limited communication resources.

Similar situations beyond the ADAS context can be found in robotics and
other human-machine cooperation contexts, e.g. a worker and a robot have to
cooperatively decide how to align a heavy work piece for future processing steps
w.r.t. human context awareness and safety sensor information of the automation.
Another example is the cooperative negotiation of an operator and a production
management system to schedule tasks of a plant, combining the computational
power of the automation with the experience of the human operator.

Since our objective is the design of a suitable automation for cooperative decision
making while considering the introduced thoughts on cooperative decision making
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from above, we propose a model-based design approach. Therefore, a model of
the emancipated cooperative decision making process is required. A widespread
approach in the community designing automation to interact with humans is to
establish a model for human-human interaction (cf. [9, 16, 17]). This model enables
the automation to imitate human actions. An advantage of this approach is a more
natural interaction from the point of view of the human, which leads to a high user
acceptance [12].

Hence, following the approach to imitate human behavior, we require models
capturing human cooperative decision making, i.e. human negotiation techniques
and behavior. In our view the following features are essential for such models.

1. In a human negotiation, participants often have equal rights and follow an
objective throughout the negotiation [19].

2. The model of the negotiation process should capture the dynamicity of a human-
machine cooperation, i.e. the negotiation process itself (exchange of offers,
deadlines, etc.) as well as the system dynamics the interaction is usually based
on, e.g. in case of cooperative vehicle guidance the vehicle dynamics.

3. The negotiation model should be able to deal with incomplete information
scenarios, respecting the low-level communication channel. In addition and
in general, the specific human negotiation behavior has to be assumed to be
unknown. However, some probabilistic assumptions on the behavior can be
made.

4. The resulting negotiation strategy of such models should be deterministic
w.r.t. the the available information in order to facilitate automation design.

To the knowledge of the authors, only the fields of negotiation theory and game
theory offer models for decision making with the potential to adapt them to
the features from above. Negotiation theory originates in the context of multi-
agents systems [2] and was also successfully applied by Rothfuss et al. to model
emancipated human-machine negotiation [17, 18]. In this paper we focus on the
alternative models of game theory.

Like in negotiation theory, decision makers in game theory are usually modeled
as emancipated and individual rational players. This already fulfills the first
requirement from above. In the following we present some state-of-the-art models
from game theory that are in or close to the scope of human-machine negotiation.

Looking at current models for assistance systems, differential games are often
applied to model human-human or human-machine interaction on a trajectory basis.
Na and Cole [9] and Flad et al. [16] provide such approaches in the context
of driving assistance systems. In these cases, the assistance system supports the
driver in the tracking of a given reference trajectory of the vehicle. To do this,
the system also takes the system dynamics of the vehicle into account. In the
context of cooperative decision making, the decision options would be various,
conflicting reference trajectories. However, these approaches assume conflict-free
references w.r.t. the given application. Therefore, they are not designed to resolve
conflict situations, i.e. agreeing on a set of conflict-free reference trajectories, in an
appropriate way.
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In contrast to this, the class of coordination games explicitly focuses on making
decisions how to coordinate players or their attributes. As an example, Zlotkin
and Rosenschein [21] formulate the Postmen problem describing the strategic
distribution of workload among players. In the incomplete information setting with a
fixed interaction protocol, they propose an extended Zeuthen strategy [20] to achieve
a Nash equilibrium. In our case however, we aim to model a decision on how to work
on one cooperative task in contrast to distributing several tasks.

Another example of coordination games are revision games proposed by
Calcagno et al. [5]. In these games players can revise their choice of action at
decision times that are given by a exogenous Poison process until a deadline is
reached. They apply a generalized form of backward induction to find a solution
strategy. In the presented complete information game setting a trivial instantaneous
solution, i.e. an agreement is found. Similar to this game setup, Caruana and Einav
[6] introduce a game with switching costs that occur if players change their actions.
In a two options complete information game, that can be described as the battle
of sexes game, an instantaneous agreement is found. Hence, both aforementioned
games are only able to find an instantaneous agreement solution. The models are not
able to describe the process of negotiation which leads to the agreement. However,
this process is essential considering negotiations with human participants as humans
are not able to resolve conflicts instantaneously.

The war of attrition is a widely known coordination game introduced by Smith
[15] for modeling conflicts among deer. The key aspect of the game with incomplete
information setting is to achieve a price by outlasting the other players while facing
increasing costs over time. A unique Bayesian Nash equilibrium can be found. This
model has a wide range of application, e.g. in oligopoly theory [10], establishment
of technical standards [7], auction theory [14] and strategic negotiation behavior
[1, 4]. With respect to the required features of our application, the war of attrition
model fulfills already all requirements except the consideration of an interaction
system model. However, all of the coordination and bargaining games from above
lack this interaction system model. Therefore, an adaptation of the war of attrition
to our application seems the most promising.

In summary and to the knowledge of the authors there is no model available
in literature that comprises all of the required features. To fill this void, our
contribution is the introduction of a new game-theoretic model in the scope of
human-machine negotiation as well as adapting an existing game to this scope. First,
we propose a new event-based game definition for modeling cooperative decision
making between human and machines with complete information in Sect. 15.2. It
intentionally focuses on a complete information setting for a more descriptive and
holistic nature. This is achieved by a detailed description of the negotiation and
interaction process. Furthermore, a system dynamics model that is influenced by
players during the negotiation process and its effects on the negotiation process
is considered. It therefore explicitly aims at the second of the above introduced
features.
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Second, we revisit the war of attrition game model in Sect. 15.3 and adapt it to the
desired scenario with incomplete information. The adaptation includes an extended
cost function. Furthermore, we obtain a unique Bayesian Nash equilibrium strategy.
Hence, the adapted war of attrition model focuses on the third (incomplete informa-
tion) and fourth (deterministic solution) of the above mentioned requirements.

To demonstrate the two new games by providing examples, we introduce a
specific problem definition that will be considered by the examples in the following
sections.

Problem 15.1 The challenge is to provide a model of the negotiation process
between human H and automation A in the scenario depicted in Fig. 15.2. The
scenario setup is as follows:

¢ There are two decision makers, the human H and the automation A.

* The decision makers face a deadline D for decision making, i.e. the obstacle O
with width wgps at distance sops.

* The decision makers are in a vehicle V with constant speed v in a 2D-space (s, q)
towards the deadline D. Without loss of generality the vehicle is assumed to be
a point mass.

* The two decision options left and right describe the evasion direction of vehicle
V around obstacle O.

» The decision makers shall take into account the vehicle motion when determining
their strategies.

Fig. 15.2 Exemplary evasion scenario with obstacle at distance sops, obstacle width wgps and
potential maneuvers left and right
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15.2 Event-Based Game

This section introduces an event-based game as a new way of modeling human-
machine negotiation. First, we provide the general definition of the event-based
game. Second, we propose the application of parameterized strategies and present
two solution approaches for determining these strategies. The section concludes
with a discussion of the event-based game as a modeling approach for human-
machine negotiation.

15.2.1 Definition

In the following we introduce the general event-based game definition focusing
on the consideration of system dynamics and the timing of a human negotiation
process.

Definition 15.1 An event-based game Igp is a 6-tuple (&, ., &, o7, X, IT). It has
the following components:

* the set of players & with || = N

« the set of actions for each player &/ = o] X --- X @y

* the set of possible events for each player &= &1 x --- X &y

¢ the deterministic system dynamics . that typically transforms actions into events
or triggers events according to internal system states. An example of such
systems are hybrid discrete event systems based on a differential state space
model:

e=®(x,a) (event trigger function)
X =f(x,u) (differential state space equation)
u=>b(x,a,e) (hybrid input function)

with e € &, a € 7, state x € R" with initial state x¢ and input u € R”.

o the set of strategy sets for all players X' = {X; | i € &}. A strategy 0 € X; of
player i is defined as a mapping of a sequence of event-time-tuples ((e, 1) k) keR+
to sequence of action-time-tuple ((a, t)l) JeR+:

o {((E’ t)k)ke]R+}i - {((a, t)l)leR+}i

withe € &,a € o/ andt € RT.
* the set of payoff functions IT = {m; | i € &7}, thatassign a payoff to each strategy
combination of all players and the occurring sequence of event-time-tuples:

wi X x & xt— R.
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Remark 15.1 The system .¥ acts as a communication and interaction channel
among players. Its event-based character suits the unpredictable timing of human
communication.

Note that Definition 15.1 describes a complete information game. Therefore, players
may determine their strategy according to their payoff function w.r.t. the strategies
of all other players and their consequences.

Remark 15.2 The above definition of strategies may result in non-causal strategies.
In an implementation causal strategies can be ensure by additional constraints on
the time-sequences of events and actions of all players: all identical event-time
sequences until a specific time ¢t* (indicated by {-}*) must lead to the identical action-
time sequence.

(€ D)epr}; = {(@ D)y}, Vi 1 <17

Given this game definition we provide in the following approaches to determine
strategies for all players maximizing their individual payoff and hence find Nash
equilibria of the game.

15.2.2 Solution with Parameterized Strategies

The payoffs gained by the individual players of an event-based game depend on
the actions played by all players and the corresponding events of the discrete event
system. Thus, if the strategy of each player i can be parameterized by a vector 0;
and the given system is deterministic the payoffs can be expressed as a function ¥
of the profile of all parameters @ = (01, ..., 0;,):

i =Y (0).

The best-response correspondence for player i is defined as the set of optimal
strategies for which holds

BR;(0-;) = argmax; (6) (15.1)
0.

i

w.r.t. the fixed profile of strategies for all other players 6 ;.

Note that the best response is not necessarily unique.

A Nash equilibrium consists of strategies that are best responses to each other.
Therefore the following lemma is stated.

Lemma 15.1 (Nash Equilibrium in Event-Based Games with Parameterized
Strategies) A profile of strategy vectors 0% = 05, ..., 0% corresponds to a Nash
equilibrium if

07 € BR;(0%,), Vie 2.
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We present two approaches to find equilibria in an event-based game. For an exem-
plary scenario with a low number of actions and events and a first order differential
system we present an analytical function for all equilibria in Sect. 15.2.2.1. For
larger setups iterative numerical solution methods can be applied. As an example
we propose the Cournot dynamics methods in Sect. 15.2.2.2.

15.2.2.1 Example Yielding Analytical Solution

We model the example given in Problem 15.1 and Fig. 15.2 as an event-based game
with two players (£ = {1, 2}). They can choose to steer to the left (L), to steer
to the right (R) or not to steer at all (M). Thus, their respective action sets are
@\ = @ = {L, M, R}. Furthermore, it is assumed that both playersi € 42 are able
to detect a collision as well as the Time to Collision (TTC) falling below a threshold
7;. This leads to the event set for both players:

&1 = {Crash, TTC falls below 11}, (15.2a)
&> = {Crash, TTC falls below 13}. (15.2b)

Events and action are coupled by the system .%in (15.3)
t
s(t) = / vydr s(0) =0, vy = const. (15.3a)
0

t
q(t) = / Vg dt q(O) =0, Vg = Z (Uq,ﬂl{a,:[‘} — Uq,ijl{a,-:R}) (15.3b)
0 ie{1,2)

with the players’ actions input, i.e. steering input, described by means of

1 ifa; =aattimet,a €
M,:a}:{ s =a@imel.ac s (15.4)

0 ifa; #aattimet,a € &

It describes a vehicle as point mass with position (s, ) and velocity (vs, vy)
cooperatively steered by the two players heading towards an obstacle. The obstacle
is static and its position is fixed at (sobs, 0). It has width wgps. Thus crossing the
line between the points (sobs, —Wobs/2) and (Sobs, Wobs/2) leads to a crash. The TTC is
defined as

Sobs—5 /v, < A < Wobs/2
TTC = Sob: V/UA S = Sobs |q| =W b/ (155)
%) else

Each player’s actions shall be restricted to use a trigger strategy of the following
kind: Start with action M (no steering) and start to steer L or R after a time-
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threshold is met, causing a constant lateral velocity vy ;. Thus, this strategy can
be expressed in parametric form using the threshold 7; = 6;.

The payoff-functions in (15.6) penalize a collision as well as steering effort. The
costs for steering are weighted individually with the factor ;. Note that this factor
could also be part of 6;. However, we set it as a known constant value for reasons of
clarity and comprehensibility.

70 (Ti, T=i) = —LCrash — #i - L1TTC falls below 7 (15.6a)
0 —Crash A —=TTC falls below T;

_ —r; —=Crash A TTC falls below t; (15.6b)
-1 Crash A —~TTC falls below T;

—1—r Crash A TTC falls below t;
Incorporating the descriptions of the system and the events and simplifying leads

to parameterized payoff functions. In the following the resulting payoff function of
player one including the system dynamics is stated.

0 01 < 02 A |vg. 205 — 0] > wons2
—r 01 > 0 A |vg, 18] — 05| > wons2

01 <6y A|vq,101+ + vq,292+| > Wobs/2
A ug 205 — 6] < wons/2

+ +
w1 (01, 602) = 01 = 02 Nvg10]" + vg.205 | > w2

—r

—r
A g 10] — 05| < wons/2

-1 6 <0 A |vg.205 | < wons/2

—1—r 6, >0 A g, 10, < wons/2 A6, <0

—1=r1 01 >0 Avg10] +vg 205 | <was/2 A6 >0
(15.7)

with 0" defined as: ;" = max (6;, 0).



15 Cooperative Decision Making in Cooperative Control Systems 255

Using the values r; = 0.1 and v, ; = 1,i € {1, 2} as an example leads to:

0 Oi<n|oy —6|>1

—0.1 6 >60n|0] -0 >1

—0.1 O < Ao +6|>1n00 -6 <1

w1 (01,60) =1 -0.1 1= 60 A0 +65|>1Al0] —65| <1 (15.8)
-1 6 <0Ale)] <1

—1.1 61>0A0<1A6,<0

—1.1 01>0A01+6,<1A6>0

Based on the parameterized payoff functions, the best-response correspondences
can be obtained by optimization

BR;(62) = argmaxm; (61, 62) (15.9)
01

BR»(61) = argmax s (61, 62) . (15.10)
02

Figure 15.3 shows the graphs of both best-response correspondences BR; and BRy.
Their intersection is the set of parameter profiles constituting Nash equilibria. This
set is not a singleton.

Fig. 15.3 Nash equilibria of

thresholds in the event-based

game applied to the evasion 2
maneuver scenario

[—1BR (6,) ("2 BR, (6, ) [===] Nash Equilibria

6,

0,
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15.2.2.2 Iterative Numerical Solution Methods

If no analytical solution can be found, iterative numerical solution methods
can be applied to find numerically a Nash equilibrium in an event-based game
i.e. solve (15.9) and (15.10). Figure 15.4 shows the Cournot dynamics method
which we propose to solve an event-based game in parameterized form with
complete information. It is based on alternating best-responses of both players to
the parameters of the respective other player, starting from some initial parameters.
The best-responses in an event-based game can be found by numerical optimization
based on a simulation of the system’s behavior. If neither of the players changes his
set of parameters in an iteration w.r.t. a small, chosen € > 0 a Nash equilibrium

Fig. 15.4 Best-response )
dynamics to numerically find
a Nash equilibrium by
bilaterally and iteratively
determining the best response
to the other player’s strategy k=0

Set initial
parameters 6

Best-response
for player 2

6} —BR (")

—

Best-response
for player 1

o/ =R (o)

S

Convergence? Nash-
H el.(k> — 9l.<k+l> H <€ equilibrium
. (67,63) found

Maximal number

. . Sto
of iterations? P

k=k+1
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is found. The method is not guaranteed to converge. Therefore, in a practical
implementation a stopping criterion based on a maximum number of iterations is
included.

15.2.3 Discussion

The event-based game introduces the ability to jointly model the features of a
human-human (and hence a human-machine) negotiation process and the system
dynamics the interaction is based on. The individual negotiation participants are
represented by individual players. The individual strategical thinking of human
negotiators is enabled by individual payoff functions evaluating strategies and their
consequences. The exchange of offers among the players is modeled via actions
and events, allowing to model a selective and individual human perception and
influence of the negotiation process. As humans trigger actions and are able to
receive events at non-predefined times, the definition allows for events and actions
to occur at arbitrary times. Last but not least, the event-based systems dynamics are
included, connecting actions and events and allow for events driven by autonomous
system behavior. This resembles the human ability to not only react to actions of the
opponent but also to relevant system behavior.

In order to find equilibria, we provide an approach that parameterizes the strategy
and payoff function. Solutions can be found in analytical form or by iterative
numerical solution methods. A practical implementation of the approach in case
of multiple equilibria might require extensions that determine which equilibrium
to choose. In this situation one might consider to reformulate the event-based
game with incomplete information via a distribution of several types of each player
potentially leading to a unique equilibrium.

15.3 Game Model Based on War of Attrition

In this section we reconsider the war of attrition game due to its ability to model a
concession process, i.e. a special yet important form of negotiation process, yielding
a unique equilibrium. In addition to a unique equilibrium its incomplete information
setting is another advantage compared to the event-based game of Sect. 15.2. The
minor downside in comparison to the event-based game is the relaxation of the initial
requirement of a detailed system model consideration towards disagreement costs
which increase linearly over time.

In the following, we first introduce the basic principle of the war of attrition.
This is followed by its adaptation to our negotiation setting, i.e. the integration
of a better approximation of the system behavior, and the proof that the solution
leads to a Bayesian Nash equilibrium. Last but not least we present a exemplary
implementation of the enhanced model.
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15.3.1 Basic Principle

In a war of attrition players compete for a price by trying to outlast the other
players. The players’ valuation » of the price is only known by themselves. Common
knowledge is the probability density function f(») and the cumulative distribution
function F(v), respectively, of the valuation of the other players. All players face
the same costs for waiting in disagreement. These costs increase linearly with slope
1. In this setup the optimal waiting-time t(v) for outlasting the other players in the
unique perfect Bayesian Nash equilibrium is given by the following equation [11,
p. 216-219].

G
T(’I/)—/(; yl—F(Z) do. (15.11)

This waiting-time yields the highest expected payoff. It is also a special case of the
result given in [4].

In the following the war of attrition is used to model the strategic interaction
between two drivers cooperatively steering a car in an evasive steering maneuver.
By the nature of the war of attrition only two maneuvers i.e. actions are available. It
is therefore assumed that both players have individual preferences for evading the
obstacle on the left and on the right, respectively. The absolute difference between
these preferences is interpreted as the valuation of the price in a war of attrition
that arises between the two players if they prefer different options and consequently
steer in opposite directions until one of them gives in.

In the basic form the war of attrition is only able to approximate the interaction
system behavior by cost function which is linearly increasing over time. In
order to be able to model more complex interaction system behaviors we adapt
the conventional war of attrition model in the following towards a solution of
Problem 15.1 by enhancing the cost structure.

15.3.2 Adaptation

To incorporate the system’s behavior the war of attrition model is extended by a
non-linear time-dependent cost function c(¢). Consider the following assumptions
on this cost function:

Assumption 15.1 ¢(t) : R* — RT is a continuous, strictly increasing and
therefore invertible function with its inverse function ¢!
c(t) €6, (15.12)
(1) > 0Vt (15.13)
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In addition, consider this assumption on the threshold function:

Assumption 15.2 7; (v) : RT™ — R is differentiable with an integrable derivative
and

7; (0) = 0. (15.14)

Based on these assumptions the following lemma on the threshold for maximizing
the expected payoff is stated.

Lemma 15.2 The threshold of player i in a war of attrition maximizing his expected
payoff w. r. t. the density distribution of valuation f, of player —i, a cost function
c (t) and the player i’s valuation v; is given by

T () = ¢! <f0y1 f(;)(y) d;) (15.15)

w.r.t. Assumptions 15.1 and 15.2.

Proof Following the approach of Fudenberg and Tirole [11, pp. 216-219] we set
up the objective function for maximizing the expected payoff (15.16) w.r.t. the
threshold t (v) of player i, the density distribution of thresholds f; of player —i,
the cost function ¢ (¢) and the player i’s valuation ;.

i (v)
TP = / (v —c(2)) fr (t)dt. (15.16)
0

With the derivative of m; by 7; (v;) the necessary condition for the maximum is
found:

v - fr (i (w)) — ¢ (i (%)) (1 = Fr (7 ())) = 0. (15.17)

The proof of sufficiency of condition (15.17) is analogous to Fudenberg and Tirole
[11, pp. 217-218] and therefore it is not presented here.

According to the fundamental theorem of calculus and with the assumption t; (v)
being a differentiable function with integrable derivative the density distribution and
the cumulative distribution function of (15.17) can be transformed to

v fv (o)

= (ti () (1 = F, (%)) = 0. (15.18)
T’ (v)

The transformed condition (15.18) is rearranged in (15.19) to be integrated w.r. t.
and (15.14).

@ @) T (@) =v - fo(w) /(1= Fy (). (15.19)
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With the cost function ¢ (f) being continuous, strictly increasing and therefore
invertible (Assumption 15.1: conditions (15.12) and (15.13)) the resulting threshold
function is

() = ¢! (/ PG d;) . (15.20)

o 1=-F(@
Furthermore, this function fulfills Assumption 15.2 of 7; (v) being a differentiable
function with integrable derivative. ]

As a result (15.15) yields the optimal threshold for conceding w.r.t. the expected
payoft in the incomplete information setting. It considers the invertible cost function
c(t). This cost function might resemble an approximation of the interaction system
behavior and allows for modeling soft negotiation deadlines.

15.3.3 Bayesian Nash Equilibrium

In the following we provide the proof that the result of Lemma 15.2 is a Bayesian
Nash equilibrium.

Theorem 15.1 The following symmetric strategy profile yields a sub-game-perfect
Bayesian Nash equilibrium: Start to act towards your preferred option. Give in and
start to act towards the other option if your threshold is reached and the other player
has not given in. The threshold is calculated according to (15.15).

Proof We have to show, that the proposed strategy is a best response to itself.

If both players prefer the same option, an agreement is reached immediately
without costs.

If players prefer different options, both will realize the conflict and hence the
war of attrition they are in. By following the above introduced symmetric strategy
of waiting until their thresholds that individually and statistically maximize their
payoff at all times, they find themselves in a sub-game-perfect Bayesian Nash
equilibrium.

Therefore, this also applies for the overall game. ]

15.3.4 Example

In the following, we provide an exemplary parameterization of the enhanced war of
attrition and the resulting chart of thresholds for the scenario given in Problem 15.1.
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15.3.4.1 Cost Function

The solely time-dependent cost function should be an approximation of the system
model in the evasion maneuver. Hence, the steering effort and a collision have to
be penalized. It is assumed that a quadratic term of time is a good approximation
of penalizing the effort for evasive steering. This is motivated by the fact that
later steering leads to overproportionally higher effort to get around the obstacle.
Furthermore, it is exemplary assumed that the collision will occur after 4 s with
a given v, Sobs and weps. Therefore, we apply a cubic component yielding high a
penalty for waiting longer than 3 s and subsequently risking a collision.
The combined cost function is given by (15.21) and depicted in Fig. 15.5.

1 ifr >3,
) =2+ 100 =3 Lo with Loy = | (15.21)
0 else.

15.3.4.2 Density Function

As an example, we apply the following density function of the valuation v, i.e. the
preference difference, of the opponent.

4 /11 v 11 v —50
= 1, . 15.22
f(@) 3 (220</) (20)—1-210(/)( 10 )) €[0,100] ( )

It is a normalized superposition of two Gaussian distributions with expected values
0 and 50 and standard deviation of 20 and 10 on the interval » € [0, 100] and is
depicted in Fig. 15.6.

In an application scenario analogous to Problem 15.1, e.g. on a freeway, the
preference differences v could be seen as the result of a criticality analysis of the
two evasion options.

Fig. 15.5 Exemplary cost

function c(r) 100

(1)

0

T T T T 1
0 1 2 3 4

time ¢ in s
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Fig. 15.6 Exemplary density function f(v)

15.3.4.3 Resulting Thresholds

With the exemplary cost (15.21) and density function (15.22) the resulting thresh-
olds w.r.t. the own preference difference » can be calculated according to (15.15) of
Lemma 15.2. For the range of » € [0, 100] the thresholds are depicted in Fig. 15.7.
One can observe the continuous but nonlinear increase of thresholds with increasing
preference ». This is due to the continuous nonlinear cost function. Furthermore a
saturation behavior of the threshold around 4 s is visible. This is caused by the cost
function heavily penalizing a collision at that time.

4 —

threshold Tin s

w w w w \
60 80 100

preference-difference »

O*
)
(e
o~
(e}

Fig. 15.7 Example of a threshold function 7 (v)
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15.3.5 Discussion

The previous sections reveal the possibility that the war of attrition model can be
adapted for modeling the human-automation negotiation process in the evasion
maneuver scenario with two evasion maneuver options. The game yields one
continuous time, easy to calculate solution for a threshold at which the player will
change from his preferred option to the other one. It depends on costs resembling the
system behavior and disagreement costs, the distribution of preference differences
of the other player and the player’s own preference difference. This solution is a
unique Bayesian Nash equilibrium.

In application, the identification of the opponent’s preference difference distribu-
tion is required as well as the cost function. Although, the cost function is only
time-dependent and has to be common knowledge to all players, we argue that
both aspects are valid assumptions in a practical implementation. I.e. deadline
and system behavior are both aspects of negotiation scenario that usually can be
observed by all players.

In future work, we will extend the war of attrition model towards more than two
potential maneuver options towards a realistic application of the proposed model.
Furthermore, we will investigate how to determine and estimate the cost function
and preference difference distribution of the opponent, respectively.

15.4 Conclusion

In this work, we proposed two game concepts for describing the negotiation process
in cooperative decision making with humans. These models form the basis for the
objective to design an emancipated automation that is able to take part in cooperative
decision making with a human.

Contrary to state-of-the-art models, the proposed modeling approaches are able
to explicitly describe the process of cooperative decision making with human
participants. Moreover, the behavior of the system through which participants
interact with each other is also considered in the models. Accounting for this
dynamical system is crucial for a meaningful solution in several applications. An
example is given by the dynamics of a vehicle which are relevant for a safe human-
machine cooperative guidance.

The newly introduced event-based game has the ability to provide a detailed
description of the negotiation process and the dynamical system the automation
and the human interact with. We proposed to utilize parameterized strategies to
analytically or numerically calculate equilibria. The solution may be ambiguous
and usually requires complete information. Hence, in a practical implementation
additional identification methods may be required.

Furthermore, we enhanced the conventional war of attrition model by means of
a time-dependent cost function. This allows the consideration of the approximated
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interaction system behavior, e.g. in form of negotiation constraints like deadlines.
With the new cost function and the incomplete information setting we proved that
the resulting solution leads to a unique Bayesian Nash equilibrium.

In summary, the introduced two models form a basis for the design of automated
negotiation agents that are able to interact with humans on the decision level in an
emancipated and intuitive way.

References

1. Abreu, D., Gul, E.: Bargaining and reputation. Econometrica 68(1), 85-117 (2000) https://doi.
org/10.1111/1468-0262.00094

2. Baarslag, T., Gerding, E.H., Aydogan, R., Schraefel, M.C.: Optimal negotiation decision
functions in time-sensitive domains. In: 2015 IEEE/WIC/ACM International Conference on
Web Intelligence and Intelligent Agent Technology (WI-IAT), pp. 190-197. IEEE, Piscataway
(2015). https://doi.org/10.1109/WI-1AT.2015.161

3. Bruder, R., Didier, M.: Design of human-machine-interfaces for DAS. In: Winner, H., Hakuli,
S., Lotz, F., Singer, C. (eds.) Handbook of Driver Assistance Systems: Basic Information,
Components and Systems for Active Safety and Comfort, pp. 797-811. Springer International
Publishing, Cham (2016). https://doi.org/10.1007/978-3-319-12352-3_34

4. Bulow, J., Klemperer, P.: The generalized war of attrition. Am. Econ. Rev. 89(1), 175-189
(1999)

5. Calcagno, R., Kamada, Y., Lovo, S., Sugaya, T.: Asynchronicity and coordination in common
and opposing interest games. Theor. Econ. 9(2), 409-434 (2014). https://doi.org/10.3982/
TE1202

6. Caruana, G., Einav, L: A theory of endogenous commitment. Rev. Econ. Stud. 75(1), 99-116
(2008)

7. David, P, Monroe, H.: Standards development strategies under incomplete information. In:
MERIT Research Memorandum. University of Limburg Maastricht, Maastricht (1994)

8. Della Penna, M., van Paassen, M.M., Abbink, D.A., Mulder, M., Mulder, M.: Reducing steer-
ing wheel stiffness is beneficial in supporting evasive maneuvers. In: 2010 IEEE International
Conference on Systems, Man and Cybernetics, pp. 1628-1635. IEEE, Piscataway (2010)
https://doi.org/10.1109/ICSMC.2010.5642388

9. Flad, M., Otten, J., Schwab, S., Hohmann, S.: Steering driver assistance system: a systematic
cooperative shared control design approach. In: 2014 IEEE International Conference on
Systems, Man, and Cybernetics (SMC), pp. 3585-3592. IEEE, Piscataway (2014). https://doi.
org/10.1109/SMC.2014.6974486

10. Fudenberg, D., Tirole, J.: A theory of exit in duopoly. Econometrica 54(4), 943-960 (1986).
https://doi.org/10.2307/1912845

11. Fudenberg, D., Tirole, J.: Game Theory. MIT Press, Cambridge (1991)

12. Groten, R., Feth, D., Peer, A., Buss, M.: Shared decision making in a collaborative task with
reciprocal haptic feedback — an efficiency-analysis. In: 2010 IEEE International Conference on
Robotics and Automation, pp. 1834—1839. IEEE, Piscataway (2010). https://doi.org/10.1109/
ROBOT.2010.5509906

13. Johns, M., Mok, B., Sirkin, D., Gowda, N., Smith, C., Talamonti, W., Ju, W.: Exploring shared
control in automated driving. In: 2016 11th ACM/IEEE International Conference on Human-
Robot Interaction (HRI), pp. 91-98. IEEE, Piscataway (2016). https://doi.org/10.1109/HRI.
2016.7451738

14. Krishna, V., Morgan, J.: An analysis of the war of attrition and the all-pay auction. J. Econ.
Theory 72(2), 343-362 (1997). https://doi.org/10.1006/jeth.1996.2208


https://doi.org/10.1111/1468-0262.00094
https://doi.org/10.1111/1468-0262.00094
https://doi.org/10.1109/WI-IAT.2015.161
https://doi.org/10.1007/978-3-319-12352-3_34
https://doi.org/10.3982/TE1202
https://doi.org/10.3982/TE1202
https://doi.org/10.1109/ICSMC.2010.5642388
https://doi.org/10.1109/SMC.2014.6974486
https://doi.org/10.1109/SMC.2014.6974486
https://doi.org/10.2307/1912845
https://doi.org/10.1109/ROBOT.2010.5509906
https://doi.org/10.1109/ROBOT.2010.5509906
https://doi.org/10.1109/HRI.2016.7451738
https://doi.org/10.1109/HRI.2016.7451738
https://doi.org/10.1006/jeth.1996.2208

15

15.

16.

17.

18.

19.

20.
21.

Cooperative Decision Making in Cooperative Control Systems 265

Maynard Smith, J.: The theory of games and the evolution of animal conflicts. J. Theor. Biol.
47(1), 209-221 (1974). https://doi.org/10.1016/0022-5193(74)90110-6

Na, X., Cole, D.J.: Game-theoretic modeling of the steering interaction between a human driver
and a vehicle collision avoidance controller. IEEE Trans. Human Mach. Syst. 45(1), 25-38
(2015). https://doi.org/10.1109/THMS.2014.2363124

Rothfuss, S., Schmidt, R., Flad, M., Hohmann, S.: A concept for human-machine negotiation in
advanced driving assistance systems. In: 2019 IEEE International Conference on Systems, Man
and Cybernetics (SMC), pp. 3116-3123. IEEE, Piscataway (2019). https://doi.org/10.1109/
SMC.2019.8914282

Rothfuss, S., Ayllon, C., Flad, M., Hohmann, S.: Adaptive negotiation model for humanma-
chine interaction on decision level. In: 2020 IFAC Word Congress. IFAC, Geneva (2020)
Turnwald, A., Wollherr, D.: Human-like motion planning based on game theoretic decision
making. Int. J. Soc. Robot. 11(1), 151-170 (2019). https://doi.org/10.1007/s12369-018-0487-
2

Zeuthen, F.: Problems of Monopoly and Economic Warfare. CRC Press, Boca Raton (2019)
Zlotkin, G., Rosenschein, J.S.: Negotiation and task sharing among autonomous agents in
cooperative domains. In: Proceedings of the 11th International Joint Conference on Artificial
Intelligence, , IJCAI’89, Vol. 2, pp. 912-917. Morgan Kaufmann Publishers Inc., San Francisco
(1989)


https://doi.org/10.1016/0022-5193(74)90110-6
https://doi.org/10.1109/THMS.2014.2363124
https://doi.org/10.1109/SMC.2019.8914282
https://doi.org/10.1109/SMC.2019.8914282
https://doi.org/10.1007/s12369-018-0487-2
https://doi.org/10.1007/s12369-018-0487-2

Chapter 16 )
Social Inefficiency of Free Entry Under Shethie
the Product Diversity

Alexander Sidorov

Abstract The paper addressed to a question whether the free entry of profit-seeking
large firms (oligopolies) is advantageous for consumers, or the governmental
restrictions to enter may have the positive effect on consumers’ well-being. The
negative welfare effect of excessive enter is well-known in case of homogeneous
good, though there was hypothesis that consumers’ love for variety in case of
differentiated good may offset this effect. The main result of this paper is that
this almost never happened. We study a general equilibrium model with imperfect
Bertrand-type price competition. Firms assumed to have non-zero impact to market
statistics, in particular, to consumer’s income via distribution of non-zero profit
across consumers-shareholders. It is proved that the governmental restrictions in
certain bounds increases Social welfare under quite natural assumptions on utilities,
which hold for most of the commonly used classes of utility functions, such as
Quadratic, CARA, HARA, CES, etc.

Keywords Bertrand competition - Additive preferences - Ford effect - Excessive
enter - Consumer’s welfare

16.1 Introduction

The typical presumption of the most of economic theories is that free entry is
desirable for social efficiency. As several articles have shown, however, when
firms must incur fixed set-up costs upon entry, the number of firms entering a
market need not equal the socially desirable number. Spence [13] and Dixit and
Stiglitz [6], for example, demonstrate that in a monopolistically competitive market,
free entry can result in too little entry relative to the social optimum. In more
later work von Weizsédcker [14] and Perry [11] point to a tendency for excessive
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entry in homogeneous product markets. Nevertheless, despite these findings, many
economists continue to hold the presumption that free entry is desirable, in part,
it seems, because the fundamental economic forces underlying these various entry
biases remain somewhat mysterious. The empirical studies in broadcasting industry
allow to draw the conclusion that the share of social losses due to excessive entry
of radio stations is about 40%, see e.g., [4] and the more recent paper [5]. As
for theoretical justification of this effect, the paper of Mankiw and Whinston, [8],
consider the general model of oligopolistic competition between firms producing the
homogeneous good. Authors formulated their assumptions in terms of equilibrium
characteristics and the production cost function, which imply the entry excess of
firms over the social optimum. These assumptions have a neat economic intuition
and cover many well-known examples of the oligopolistic competition models, e.g.,
the linear Cournot oligopoly model, however, an assumption on homogeneity of
good turns out to be crucial. In case of production diversity authors presented a
counter-example with the opposite ranking of free-entry equilibrium number of
firms and the social optimum. At the very end of Conclusion the following problem
was formulated

The introduction of product diversity, however, can reverse this bias toward excessive entry.
Intuitively, a marginal entrant adds to variety, but does not capture the resulting gain in social
surplus as profits. Hence, in heterogeneous product markets the direction of any entry bias
is generally unclear, although efficient levels of entry remain an unlikely occurrence.

The purpose of this paper is to make the problem more clear. The goal is to
provide a simple conditions, under which the number of entrants in a free-entry
equilibrium is excessive or insufficient. Our analysis compares the number of firms
that enter a market when there is free entry with the number that would be desired
by a social planner who is unable to control the behavior of firms once they
are in the market. That is, we consider the second-best problem of choosing the
welfare-maximizing number of firms. We demonstrate that the crucial conditions
for establishing the presence of an entry bias can be stated quite simply in terms
of consumers’ utility. In short, this paper shows that under the mild and natural
assumption the free-entry number of firms is socially excessive. We also provide the
sufficient condition for the opposite case and construct the corresponding example
of utility function satisfying this condition.

16.2 The Model

Consider the one-sector economy with horizontally differentiated good and one pro-
duction factor—labor. There is a continuum [0, L] of identical consumers endowed
with one unit of labor. The labor market is perfectly competitive and labor is chosen
as the numéraire. There is a finite number N > 2 of “large” firms producing the
varieties of some horizontally differentiated good and competing with prices. Each
variety is produced by a single firm and each firm produces a single variety, thus the
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horizontally differentiated good may be represented as a finite-dimensional vector
X=(x1,...,xn) € R_’X . The “large” size of firm implies that impact of single firm
to market statistics is not negligible and should be strategically taken into account
by other competitors. To operate, every firm needs a fixed requirement f > 0 and
a marginal requirement ¢ > 0 of labor, which may be normalized to 1 without loss
of generality. Wage is also normalized to 1, thus the cost of producing g; units of
varietyi € {1,..., N}isequalto f + 1 - g;.
Consumers share the same additive preferences given by

N

U =) ulx), (16.1)

i=1

where u(-) is thrice continuously differentiable, strictly increasing, strictly concave,
and such that #(0) = 0. Following [15], we define the relative love for variety (RLV)
as follows:

"
== ),
u'(x)
which is strictly positive for all x > 0. Under the CES, we have u(x) = x” where p
is a constant such that 0 < p < 1, thus implying a constant RLV given by 1 — p. The
natural generalization of CES utility is the HARA function u(x) = (x + «)? — «”,
a > 0. Another example of additive preferences is provided by Behrens and Murata
[1], who consider the CARA utility u(x) = 1 — exp(—ax) where o > 0 is the
absolute love for variety; the RLV is now given by ax.

Very much like the Arrow-Pratt’s relative measure of the risk aversion, the RLV
measures the intensity of consumers’ variety-seeking behavior. Following the paper
[15], we suggest that the low-tier utility function u (x) satisfies the following

Assumption 16.1
rux) <1, ry(x) <2 (16.2)

for all x in some neighborhood of zero.

A consumer’s income is equal to her wage plus her share in the total profits.
Since we focus on symmetric equilibria, consumers must have the same income,
which means that profits have to be uniformly distributed across consumers. In this
case, a consumer’s income y is given by

N
1
y=1+L;n,~zl, (16.3)
1=
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where the profit made by the oligopoly selling amount g; of variety i € {1,..., N}
at price p; is given by

IT; = (pi — Dgi — f. (16.4)

Evidently, the income level varies with firms’ strategies p;.
A consumer’s budget constraint is given by

N
Y pixi=y. (16.5)
i=1

The first-order condition for utility maximization yields
u'(x) = Apx, (16.6)
where A is the Lagrange multiplier

Z,N=1 ”/(xi)xi
y

A= >0, (16.7)

which implies that the inverse demand may be represented in closed form

u' (xk)
=y (16.8)
Zi:l u' (x;)x;
for all varieties k € {1, ..., N}.
Letp = (p1, ..., pn) be aprice profile. Consumers’ demand functions x; (p) are

obtained by solving the system of Egs. (16.8) where aggregate income of consumers
y is now defined as follows:

N
Y@ =1-Nf+Y (pi— Dxi(p).

i=1

It follows from (16.7) that the marginal utility of income X is a market aggregate
that depends on the price profile p. Indeed, the budget constraint

N
> pixj(p) =y(p)

j=1
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implies that

Mp) = ( 9 Zx, ()u’ (xi(p)) . (16.9)

Since u’(x) is strictly decreasing, the demand function for variety i is thus given by

xi(p) =& (p) pr), (16.10)

where & is the inverse function to u’. Moreover, the i-th firm profit can be rewritten
as follows:

ITi(p) = L(pi — Dxi(p) — f = L(pi = DEG(P)pi) — f. (16.11)

16.2.1 Market Equilibrium

The market equilibrium is defined by the following conditions:

(i) each consumer maximizes her utility (16.1) subject to her budget
constraint (16.5),
(i1) each firm k£ maximizes its profit (16.4) with respect to pg,
(iii) product market clearing:

Lxx = qx forallk € {1,..., N},

(iv) labor market clearing:

N
Nf+> qi=L.

i=1

Market equilibrium is symmetric when gx = q;, pxr = p; forall k # j.
Conditions (iii) and (iv) imply that
L7

— 16.12
N L ( )

X

are the only candidate symmetric equilibrium demands for “oligopolistic”
varieties.

This definition of equilibrium is similar to concepts used in [10] and [12] with
exception of an assumption on the free entry until the zero-profit condition. The
number of firms now is considered as an exogenous parameter.
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16.2.2 First Order Condition for Bertrand Oligopoly Under
the Ford Effect

As shown by (16.6) and (16.7), the income level influences firms’ demands, whence
their profits. As a result, firms must anticipate accurately what the total income
will be. In addition, firms should be aware that they can manipulate the income
level, whence their “true” demands, through their own strategies with the aim of
maximizing profits. This feedback effect is known as the Ford effect.

In popular literature, this idea is usually attributed to Henry Ford, who raised
wages at his auto plants to five dollars a day in January 1914. As specified in
[2], the Ford effect may have different scopes of consumers income, which is sum
of wage and a share of the distributed profits. The first specification (proposed in
[9]) and used in [2]) is to suppose that firms take into account the effects of their
decision on the total wage bill, but not on the distributed profits, which is still treated
parametrically. This case may be referred as “Wage Ford effect” and it is exactly
what Henry Ford meant. Another intermediate specification of The Ford effect is an
opposite case to the previous one: firms take wage as given, but take into account
the effects of their decisions on distributed profits. This case may be referred as
“Profit Ford effect”. Finally, the extreme case, Full Ford effect, assumes that firms
take into account total effect of their decisions, both on wages and on profits. These
two cases are studied in newly published paper [3]. In the presented research, we
shall assume that wage is given. This includes the way proposed by O. Hart in
[7], when the workers fix the nominal wage through their union. This assumption
implies that only the Profit Ford effect is possible, moreover, firms maximize their
profit anyway, thus being price-makers but not wage-makers, they have no additional
powers at hand in comparison to No Ford case, with except the purely informational
advantage—knowledge on consequences of their decisions. Nevertheless, as it was
shown in [12], this advantage allows firms to get more market power, which justify
the common wisdom “Knowledge is Power”. The Ford effect assumption suggests
actually that the large firms act as “sharks” rather than “dolphins”, gathering the
maximum market power.

The generalized Bertrand equilibrium is a vector p* such that p} maximizes
IT;(pi,p*;) forall i € {1,..., N}. Applying the first-order condition to (16.11)
yields

pi—1 &(Api)

=— s (16.13)
pi Api&' (Api) (1 + o 3‘);')
which involves dA/dp; because A depends on p.

It was mentioned already that the “large” firms (oligopolies) have non-zero
influence on market statistics, in particular, we can expect that dA/dpy # O.
By the standard interpretation, the Lagrange multiplier A is a marginal utility of
money, therefore “large” firms understand that the demand functions (16.10) must
satisfy the budget constant as an identity. The consumer budget constraint, before
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symmetrization, can be rewritten as follows:
N N
Y piEO@p) =1-Nf +Y (pi = DEQD)p),
i=1 i=1
which boils down to
N
Y E0(p)pi) =1— Nf. (16.14)
i=1
Differentiating (16.14) with respect to py yields
M
EOpor+, > &Gp)pi=0
0Pk i
or, equivalently,

pr 9 YiwE Opi)ipi

- . (16.15)
Aope YN E (Api)Api

Substituting (16.15) into (16.13) and symmetrizing the resulting expression we

obtain
_ 1 _ f N
m(N) =r, <N L)N—l' (16.16)

16.3 Consumers’ Welfare Under the Free and Restricted
Enter

Using (16.16) we can calculate the firm’s profit at symmetric equilibrium. Indeed,
the markup definition

implies
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Substituting (16.16) for m we obtain

(v —1)-w-nj

(- (b- Dt

In what follows we shall use the notion ¢ = f/L to make formulas more compact.
'[:his allows us to determine Zero-Profit “number” of firms N (¢) as root of equation
IT = 0, which is equivalent to equation

M=Lp-Di—f=L (16.17)

ra (N—1 —(p) — (N = 1)g. (16.18)

This number is typically non-integer; this is not a big problem, however, because
this number only indicates that for all integers N < N(¢) profit /7 > 0, while
N > N(¢) implies IT < 0. The corresponding equilibrium consumption x(¢) =

(N@) ™ —o.

Proposition 16.1 For all sufficiently small ¢ there exist unique solution N (p) of
Eq. (16.18). Moreover, for ¢ — 0 we have x(¢) — 0, N(¢) — oc.

Proof This statement immediately follows from [12], Proposition 15.3. ]

Now consider the following Social Welfare function (actually, an indirect utility)

e =Nouf P
V(N) = Nu(x) = N u<N L), (16.19)

with the firm’s number as a variable. To save space we use the following notion
¢ = f/L. The first order condition

V(N = 1 1,71 _0
()_”(N_¢>_N”(N_¢>_

determines the Social optimum of firms’ number! N*(p). It is obvious that for CES
utility with u(x) = x”, which implies r, (x) = 1 — p, the Social optimal number of
firms is equal to

* 1-
N¥(p) =

1Of course, the actual number of firms is integer number, but this number indicates only that for
N < N 4+ 1 < N*(p) Social Welfare increases with number of firms V(N) < V(N + 1), while
N*(p) < N < N + limplies V(N) > V(N + 1).
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On the other hand, the number of firms determined by zero-profit condition IT(N) =
0 is equal to

N(g) = (pp—i-l:N*((p)—i-l.

This means that Social optimum is less than Free Entry number, though, the
difference is not too large.

This result, i.e., inequality N (¢) > N*(¢), will be generalized to the wide class
of utility functions. Moreover, we also present the counterexample with opposite
ranking ]V((p) < N*(¢).

Let

iy =

be an elasticity of utility function u(x), while

2
A(x) = l_r“;x)ﬂ +\/(1 _r”;x) _x> — xra(x). (16.20)

Proposition 16.2 For any ¢ = f/L > O the inequality ﬁ((p) > N*(¢) holds if
and only if &,(x(¢)) > A(x(¢)).

Proof The Social welfare function is bell-shaped due to

” _1 ” 1
V(N)—N3-u N—(p <0,

therefore ]V(go) > N*(¢) is equivalent to inequality V’(]V((p)) < 0 = V/(N*(p)).
On the other hand, the inequality

V@) =u(R@)" =) =N ™ (N ™ —¢) =u ) -

x(p)+o < x(@) X(w)u’(x(w))) <0

—(x(@) + @) -1 (x(9) = u (x(9)) (@) x(@) + ¢ u (x())

holds if and only if,

x(p)
N eu(x(p)) < 0. (16.21)
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Note that x(p) = N ((p)’1 — ¢ is an implicit function, derived from Zero-profit
condition

1=0 < r(N"'=¢) =N -y,

which generally cannot be represented in closed form. Its inverse function, ¢(x),
however, has closed form solution. Indeed, Zero-profit condition may be rewritten
in terms of x = N~! — ¢ and ¢ as follows

ru(X)=(N—1)<p=<x+(p

- 1)go = ¢* = (1 = r(x) — )@ 4+ xr,(x) = 0

with obvious solution of corresponding quadratic equation

2
o(x) = 1_r”;x) R \/<1 _r“;x) _x) — xra(x). (16.22)

Note that the second solution of this equation,

2
s (1) = l—ru;x)—x +\/<1—ru;x)—x> (),

is not admissible, because ¢4 (0) = 1 — r,(0) # 0, while x(¢) converges to zero
when ¢ — 0. This implies that condition (16.21) is equivalent to

T e
xt+ex) "

for x > 0, which after substitution of (16.22) and rearranging terms takes on the
form ¢, (x) > A(x) for x = x(¢). Vice versa, the opposite ranking N (¢) < N*(p)
is equivalent to inequality &, (x (¢)) < A(x(@)). |

In what follows we suggest that the following assumption holds.
Assumption 16.2 There exist finite limits of the following fractions:

1 0 14 n 0 n
WO _ oy @ w0 ) (16.23)
u0) x=ou'(x) u”(0) x-0u"(x)

It is obvious that CES utility does not satisfy the Assumption 16.2, while HARA
u(x) = (x + «)? —a?, CARA u(x) = 1 — e~®* and Quadratic u(x) = ax — x2/2
utilities fit it well.
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Lemma 16.1 Let Assumptions 16.1 and 16.2 hold, then r,(0) = 0, £,(0) = 1,
A(0) = 1. Moreover, there exist the limit values
u//(o)
u'(0)’

_1u"(0)

, u//(o)
@@ =5 o0y

and A'(0) = (0

r,(0) =

Proof Direct calculation shows that
" " n
r,;(x):—u (x) <l_xu (x)+xu (x))7

u'(x) u'(x) u’(x)

u” (0)

which implies 7, (0) = —", ) Using the L’Hospital rule, we obtain

lim &, (x) = lim xu'(x) = lim u () + xu(x) =1.
x—0 x—0 u(x) x—0 u'(x)
Moreover,
Lo @) W)\ | ' @ux) =) — e ()
W= _x(u(x)> T ue ~ W x ’

while limy_,o(1 — r,(x) — €,(x)) = 0. Therefore, using the L’Hospital rule once
again, we obtain

lim &'(x) = lim e,(x) P=rutd =&l _ o) (—r; (©) - lim &, (x)) ,
x— X T

x—0
which implies

1 u”(0)

“O= o)

Calculating derivative

DT (1 1 (0) 4 0 (06) + (%)

2\/ () = oo

1
A(x) = ) (1 — r,;(x)) —

’

and substituting x = 0, we obtain

0O (1 4 7(0)) + 74 (0) _u"(0)

’ _ 1 _— —
A0 =, (1-r©) 1= 7,(0) T W)
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Fig. 16.1 (a) Firm’s profit IT(N). (b) Social welfare V (N)

Remark 16.1 Tt is easy to see that these assumptions are satisfied for all widely
used non-CES “pro-competitive” classes of utility functions: HARA u(x) = (x +
a) —af, a > 0, CARA u(x) = 1 — e %", o > 0, quadratic functions u(x) =
ax —x2/2, a > 0, as well as for any superposition of functions from these classes.

Theorem 16.1 Let Assumptions 16.1 and 16.2 hold, then inequality (16.3) is
satisfied for all sufficiently small x > 0, and thus N*(¢) < N(¢) holds for all
sufficiently small .

Proof Due to Lemma 16.1,
" 0 " 0 " O
A’(O)—e;(o)zu()—”() _ (O <0
')  2u'(0)  2u’(0)
which implies that A(x) — ¢, (x) < 0 for all x > 0O sufficiently small. |

To illustrate this result visually, let’s consider the HARA utility u(x) = Jr+1-1
and ¢ = f/L = 0.01. Figure 16.1 shows that industry may accommodate with
positive profit up to 6 firms, while the optimum number is approximately 4.

16.3.1 When Assumption 16.2 Does Not Hold

Consider two examples of utility function, that does not satisfy Assumption 16.2.
These examples show that result may be ambiguous.
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Case 16.1 Letu(x) = x” + ax for o > 0, then

—-p _ pd=p)

eu(x) =1-— 1+le1_p’ ry(x) = ,O—I—lel_/f

which implies 7, (0) = 1 — p, €,(0) = p, while

a(l — p)? ap(l — p)?
o (x) = (1 —=p) S too, Fl(x) = — p(1—p) L oo,
(14 axl=r,2.xr (p +axl=r)2. xr
when x — 0. Differentiating the difference A(x) — &, (x), we obtain
47, ()—x _ ap(l—p)2x'~
2 2(p+axi=r)2
A/ o — _
(x)—¢&, (x) ) o2
2 ( “ ) — xry(x)
p(1=ry(x))
a(l — p)? 2p+axl—r)? p 1

+ —
xP 2 200 +ax!=P)2 (1 +ax!=r)?
2\/<1_r“§x)_x> — xr,(x)

It is easy to see that

I+ry(0)—x _ ap(l—p)*-x'~F
2 2(p+axi=r)2 1- 1Y

2 /(Y

3

while term in brackets

p(1=ry(x))

2(ptax!=r)? o 1 I—p
+ — — > 0,
L ()2 \2 2(p +ax!=,)2 (1 +axl-r)2 P
2 ( ‘s ) — xry(x)

when x — 0. This implies that

1in})(A/(X) —&,(x)) = +00 = A(x) > ey (x)

for all sufficiently small x > 0, or, equivalently, N*(¢) > N () for all sufficiently
small ¢ = f/L.
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Case 16.2 Let u(x) = x? + ax with o < 0. This function satisfies u’(x) > 0 for
all sufficiently small x > 0. Direct calculations show that

_ap(l=p)?
(p +ax!=0)2 . xr

’ _ a(l — ;0)2

/ —
) = (I+axi=py2.xp ru() =

— 400,

and

lim (4'(x) — £,(x)) = —00 = A(x) < eu(x)

for all sufficiently small x > 0, or, equivalently, N*(¢) < N () for all sufficiently
small ¢ = f/L.
Note that the case o = 0, corresponding to the CES function, we obtain

lim (A'(x) = ,,(x)) = P oo A(x) < &,(x)
xX— 1%

with the same conclusion, which was proved directly at the very beginning of this
Section.

16.4 Concluding Remarks

Economists have long believed that unencumbered entry is desirable for social
efficiency. This view has persisted despite the illustration in several articles of the
inefficiencies that can arise from free entry in the presence of fixed set-up costs.
In this article we have attempted to elucidate the fundamental and intuitive forces
that lie behind these entry biases. The previous papers with similar conclusions
were based on assumption on the zero love for variety. Moreover, some papers,
e.g., [8], suggested that in case of diversified goods the positive welfare effect of
the love for variety may offset the negative effect of excessive enter. Our paper
shows that generally this is not true—negative effect prevails for all known classes of
utilities with non-decreasing love for variety. Nevertheless, the opposite example of
insufficient enter was also built on the base of AHARA-utility with decreasing love
for variety.
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Chapter 17 )
An Alternative Pursuit Strategy s
in the Game of Obstacle Tag

Igor Shevchenko

Abstract According to the generalized Isaacs’ approach, when solving a differ-
ential game, one has to fill the state space with trajectories on which the value
function in some sense meets the main equation. Singular surfaces are manifolds
where the value function or its derivatives are discontinuous. The obstacle tag game
is a prototypical example which was used by R. Isaacs to illustrate some phenomena
arising in differential games. The solution proposed by J.R. Isbell contains no
singular surfaces. Afterward, several solutions with corner surfaces were described.
J. Breakwell first constructed the field of optimal trajectories with a focal line and
then with two switch envelops. A. Melikyan formed a field with two equivocal
surfaces. In the paper, we consider the obstacle chase as an alternative pursuit
game. In the part of the state space where the segment PE crosses the obstacle
and alternatives are not consistent, as compared to Cases 7 and 8§ of the Isbell’s
solution, the generated pursuit strategy with memory allows P to switch geodesic
lines a finite number of times only on boundaries of the secondary domain, and
thereby prevents sliding motions. Numerical simulations for particular states show
that the guaranteed results for this strategy are quite close to the value functions for
fixed alternatives and to those that constructed by J. Breakwell and A. Melikyan.

Keywords Switching between alternatives - Preventing sliding motions - Pursuit
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284 1. Shevchenko
17.1 Introduction

In the game of obstacle tag, let at ¢+ = ¢ the segment P"1 E' cross the circular
obstacle centered at C (see Fig. 17.1). Striving to catch E in minimal time, P may
follow the geodesical line shortest at this instant. However, when E retreats on the
continuation of this line, P may recognize that the other geodesic line becomes of
equal length (when P, E, C are collinear at ¢+ = t») first, and then gets even shorter
(at t = 13). Switching the line, e.g., at = 3, P may reduce the initially evaluated
chase time that equal to the length of the geodesic line at the current state divided
by the speed difference. At the first International Symposium on the Theory and
Applications of Differential games held in Ambherst in 1969, R. Isaacs mentioned
[1] that the ideas of his book [3] aren’t suitable for analyzing the obstacle tag game
in the described situation (see Problem 6.10.1). Different aspects of this game were
studied by numerous authors (see, e.g., [1, 4-6] for the most relevant results and
further references).

J.R. Isbell described a solution of this game without using any formalism [4]. He
assumed that P moves along the geodesic line whereas E maintains collinearity of P,
C, E (Case 7) or takes a secant line to the circle (Case 8) avoiding the situation shown
in Fig. 17.1 by that ways. According to the generalized Isaacs’ approach, singular
surfaces is the main subject of zero-sum two-person differential games with full
information. The state space has to be filled with the trajectories corresponding to
the coupled optimal pursuit-evasion strategies. The value function is evaluated as
the payoff for these trajectories. Singular surfaces are manifolds where the value
function or its derivatives are discontinuous. However, there is no general theory
of construction for singular surfaces. Commonly, a researcher needs to explore
different known options for such surfaces [2]. The Isbell’s solution is rather simple
and includes no singular surfaces. It was revisited several times by J. Breakwell and
his students with the use of a focal line first, and two switching envelops then [1, 5].
A. Melikyan and his students suggested that P and E have to move along straight
lines in the attraction domains of the corner surfaces and their solution contains two
equivocal surfaces [6].

A pursuit-evasion game is called alternative if it can be terminated by P at will on
any of two given terminal manifolds, the payoff functionals of Boltza type on these
manifolds differ only in their terminal parts (the integral part is common and equal
to 1) and the optimal feedback strategies and the value functions are known [7-9].

Fig. 17.1 Switching
preferable geodesic lines
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We consider the obstacle tag game as an alternative pursuit game. At every state
where the segment PE crosses the obstacle, P has two alternatives, i.e., to follow the
south or north geodesic line. For each of them, the guaranteed catch time is known,
and P may choose those with lesser value. However, if a any state P chooses the
shortest path to E, a sliding mode may arise on the manifold with collinear P, C,
E, and the payoff is undefined there if the corresponding trajectories are defined as
limits of Euler broken lines there.

First, we describe a setup of the game. Then, we analyze the structure of the game
space in terms of relations of domination between alternatives, and their consistency.
Finally, we describe a pursuit strategy with memory and evaluate the guaranteed
result solving control optimization problems for E.

17.2 Setup

Let the obstacle be a circular hole of unit radius centered at z, = (x., y.) in the
plane. Let z, = (xp,yp) and z, = (x., y.) be Cartesian coordinates of players,
lzp — zell > 1, [lze — zell > 1. Let P and E have simple motions with speed 1
and B, B < 1, the players perfectly measure all coordinates and P strive to catch
E in minimum time. We consider the game only for the initial states where the
obstacle separates players. The game terminates at the first instant when P gets on
the obstacle boundary or the line segment PE is tangential to the circle. P can follow
the shortest geodesic line chosen at the initial state and guarantee that the time spent
on E’s point capture is less or equal to the initial distance between P and E along the
geodesic line divided by (1 — B). Our goal is to generate a pursuit strategy which
allows P to choose geodesic lines if it would be advantageous to him, and evaluate
corresponding guaranteed results for this strategy.

We will put the game into different reduced spaces of dimension three. Depend-
ing on the chosen state space, we will have different equations describing motions.
The target set will be the set of states where P fixes his choice of the geodesic line
when evaluates the guaranteed payoff finally.

Let the obstacle be centered at z. = (0, 1), and P be on the negative part of the
x-axis. If z, = (—pp, 0) then p, > 0 is the distance from P to the obstacle along
the tangential line. Let z, = (x., y.) be Cartesian coordinates of E, x., y. > 0,
[|ze — z¢|| > 1. Letar), = arctan ,0;1 and y./(pp +x.) < tana,. Then, the function
V* that evaluates the guaranteed time needed for point capture of E along the south
geodesic line and its continuation may be described as

Pp + 0 + pe

g (17.1)

VS(,Op, Xes Ye) =

where 6, = @, + ye, &, = arctanp, !, d, = \/xez + (1 — y.)2, y. = arctan(y, —
1)/xe, pe = /d? — 1 (see Fig. 17.2).
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Fig. 17.2 The first reduced y
space
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In the second reduced space [5], the obstacle is centered at the origin O. P lies
on the negative part of the x-axis at z, = (—dp,0),d, > 1, the distance from the

origin to E equals d, > 1 and £ is the angle between OP and OE (see Fig. 17.3). The
evaluation function may be represented as

\/d% —1+& —arccosd, ! —arccosd, ' +/d? — 1

L (17.2)

Vs(dpﬂ Ea dE) =

At the instant ¢t > 0, let P and E be separated by the obstacle and move at angles
up(t) and u,(t) (see Fig. 17.4). Then, for arccos d;l < & < m, their motions may
be described by the equations

dy(t) = cosu,(t),
£y = 512;(1251‘) 4 ﬁsin(ue(t)d:—(g — E(t))7 (17.3)
do(t) = B cos(ue(t) +m — £(1)).

Let Z C R and M be the game space and terminal set, U, = {up : |lu,|| < 1},
Up ={ue : uell < B}, 2(t) € Z,up(t) € Up, u(t) € U, and

20 = f @), up(@), ue ), 2(0) =2°, (17.4)
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VsV

VeV

Fig. 17.4 A two-dimensional model of the state space: two fields of trajectories

be the equation that describes motions.

Strategies are rules that map available information into control values. We use
equations like (17.4) to generate pencils of trajectories for given initial states and
strategies, and then to evaluate the performance index for them. We consider only
trajectories that are limits of Euler broken lines when diameters of time partitions
tend to zero. This approach allows getting solutions that provide results close to
guaranteed in numerical simulations of the game development.

Let A = {to, 11, ..., ti, ti+1, . . .} be a partition of the time axis R*t.Fora given
7% € Z and a chosen strategy %), with available information I (e.g., %, + u, :
Z — U, for feedback strategies or %, <+ u, : RT x Cﬁo’m) — U for memory

strategies), let denote as Z, (zo, %y, A) the pencil of piecewise-constant solutions
of the inclusion

2(t) € cof f(z(ti), up(ti), ue) = ue € Ue}, (17.5)

where t € [f;,ti41),i € N, 19 = 0,1 — 500 00, up(t;) generated by @/,, with
information available at the instant ¢ = #;. By this means Z), (zo, ,, A) contains
continuous functions z : RT — Z for which there exists an absolutely continuous
restriction onto [0, 6] for any 8 > 0 that meets (17.5) for almost all ¢ € [0, 6].

For the first (south) alternative, given L U,y M = M5, ¢ > 0, A and z(:) €
Z,(°, %y, A), let

77 (z(-)) = min{t; € A : z(t;) € M[}, (17.6)



288 1. Shevchenko

if 3t € A z(t;) € M, and 400 otherwise, where M = {z:z € Z, minyeps ||2—
7'|| < &} is the e-neighbourhood of M*.
Let

Ze@() =1 + V(). 7.7)

if t7 = 7J(z(-)) < 400, and 400 otherwise. Let also |A| = sup;cy (ti+1 — ;). The
guaranteed result for a particular pursuit strategy %, may be evaluated as

P, Uy = lim 20wy, (17.8)
e—>0+
where
s .0 _ . s .0
D, Up) = |A1|1—I>n+0 Dz, Uy, A), (17.9)
PO, Uy, A) = sup P (z()).

Z(‘)EZ],(ZO,@/p,A)

For coupled pursuit and evasion strategies %), and %,, the guaranteed result that
defined according to the described scheme is denoted as 9% (zo, Uy, Ue).

Similarly, we define the game with the second (south) alternative and the terminal
set M", the guaranteed payoff &" (ZO, Up) for % e Z and Up, etc.

The game with free alternative is completed on M = M* U M". For z° € Z and
%y, if P fixes the preferable alternative, he guarantees the payoff

22, Up) = min(2 (°, Up), 2" (20, Up)).

Our goal is to generate featured pursuit strategies for the game with free
alternative and evaluate corresponding guaranteed payoffs.

17.3 Gradient Strategies

In the game with south alternative, define the (universal) gradient pursuit strategy
for P that generates the control according to the following relation [10]

Vs
u3,(z) = arg min max @ ez (17.10)
upelp uecle af (z, Up, Ue)

Forz = (dp,§,d,) and (17.2), (17.3), where —m < u,,u, < 7, we have

VS (2) _ sin(u  + arccos d;l) — B sin(u, — & + arccos de’l)

_ (17.11)
of (z,up, ue) (-5
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Therefore, the guaranteed pursuit strategy corresponds to uj, = — arcsin d;l, ie. P
follows the south geodesic line at every state.

Moreover, the (universal) gradient evasion strategy that defined a similar way
corresponds to u$ = arcsind, ! — (m — &) when at every state E flees on the
continuation of south geodesic line,

Vs Vs
min max @ _ @ _ (17.12)
u;; ui; af(za upa Me) af(za MS ’ MZ;)
and
S A
mn V@ _ W@ (17.13)

wy Of (zup,ue)  Af (z,uly, ue)

if ue # u [6, 11].

The same results are valid for the north alternative with the evaluation function
V™ and controls ug, ul.

Therefore, in the game with a fixed alternative, at any state, the payoff V* or
V™ is guaranteed if P follows the respective geodesic line and E retreats on its
continuation.

17.4 Decomposition of the State Space

Let us denote as @/}, =+ u([)) : Z — U, the pursuit gradient strategy that at the state
z generates the control u([),(zo, 7) = u‘;,(z) (17.10) if the south geodesic lines is

preferable for P at the state z° (or either of them if they are of equal length) and
u’;, (z) otherwise. If P updates the target alternative at any current state, denote this

universal strategy as %f =+ utp : Z — Up. Also let us use similar notations @ZS and

%ez for corresponding evasion strategies.

At any state, P has two alternative ways to chase E with known guaranteed results
evaluated with V* or V". Then the state space is filled with two families of ideal
trajectories corresponding to the coupled geodesic pursuit-evasion strategies @/g and
@/e) (see Fig. 17.4). Starting at z° € Z, P with 52/}, can guarantee the payoff equal to
min(V*(z%), V(z%).

Consider guaranteed results if P can switch between alternatives.

At the state z¥ € Z, an alternative (south or north) is called consistent (stable) if it
dominates the other one at the initial state and also at any state emerged when P and
E move along the related geodesic line and its continuation. Let us divide the state
space depending on the consistency of the relation of domination (see Fig. 17.5):

e Z°% and Z" are subsets where the particular alternative (south or north) strictly
dominates the other one and is consistent,
o DSl disjoints Z* and Z", and V* = V" there,
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Fig. 17.5 A two-dimensional
model of the state space: a
partition of the state space

o Z% and Z" are subsets where the particular alternative strictly dominates other
and is not consistent, Z*I" = Z% U 77",

« D" disjoints Z* and Z", and V¥ = V" there,

« D c D*I" disjoints D*" and D",

* B disjoints Z* and Z°, and when the players move along the south geodesic line
and its continuation, the south alternative strictly dominates the north one, and
there exists exactly one instant when the alternatives become equivalent,

e B" is defined similar to B®.

In the game of obstacle tag (see Fig. 17.6), for a given pp, 751 consists from two
curvilinear triangles. They are joined along the half-line from P trough C. All D°
for different p, lie on this half-line

y=1+B, x>1-8. (17.14)

Fig. 17.6 Decomposition of
the reduced space for a given

Pp
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It is evident that Z*I" = & for pp < ,0;'; (B) where

P(B) = /(1 B)/B.

Therefore, actually the game may be terminated on the subsurface p, = ,o;; (B), and
the state definitely leaves Z*/" when P follows the geodesic line.

The dotted line in Fig.17.6 shows the locus of E’s terminal positions of the
secondary domain DY for different pp for some known solutions of the game(see,
e.g., [5, 6]). It has the parametric representation

Xe = 1/J/1 = (1 —s)2, (17.15)
Ye=B/VB*—(B—52% 0<s5<B. (17.16)

The half-line D (see (17.14)) is a horizontal asymptote for it.

17.5 Alternative Pursuit Strategy with Memory

The strategy %127 is discontinuous on D = D" U D*I"., When the state gets in the

neighbourhood of D*!", piecewise-constant solutions of the inclusion (17.5) with
% stay there for some time. For P, it may lead to the switching control in sliding
mode for which the payoff couldn’t be evaluated with the use Euler broken lines.
For the initial state z° € Z5I" = z5 U DSI" U Z", let us allow P to remember
the history of the game development and to update the target alternative no more
than once on B* or B" when the state leaves Z°!". Let us denote the corresponding
strategy as @/},. The strategy %g prevents P from switching between alternative

strategies in the neighbourhood of Dsi, i
Let us evaluate the guaranteed result & In (see (17.8)) when z° € Z5I" P applies
%},(ZO, z)inz € Z°"" and %127 (2%, 2) for z the rest of the state space. In order to do

that, we setup and solve optimization control problems for termination sets D*1", B
and B" (see Fig. 17.7 for z° € Z%). Thereafter, we assume that E moves at the angle
V¥ in a straight line within Z°/" until the first instant when the state arrives on one of
the terminal sets. The maximal of three corresponding estimations determines the
guaranteed result.

On B® and B", the guaranteed results correspond to the gradient strategies
(see Sect. 17.3). From the boundaries, the state shifts on DY since B® and B" are
themselves ideal trajectories for the coupled gradient strategies. Thus, in all cases,
the state leaves the closure of Z*" through D° (see Fig. 17.7).

If the state under the E’s control first gets on D*" and then on D along D*" (see
Fig. 17.7), the guaranteed result is described in [7]. It turns out that the preliminary
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Fig. 17.7 A two-dimensional
model of the state space:
different options to leave Z*

straight line is tangent to the curvilinear motion along Dsin (the Isbell’s Case 8 in
[4]) where at the state (pp, X¢, ye) € D*I" E chooses the angle [7]

S_n - 1
'l (e ) -+ arcsin

!
g1+ 03 J1+ 0

It is important to note that the Isbell’s solution for Case 7 [4] when the state shifts

on DO directly from within Z*1" is just infeasible.
0

= arcsin

Thus far, for the initial state z° € Z*!" at any current state z € Z*I" with the
reduced coordinates (pp, X¢, y), the angle ¥ chosen by E determines the instants

51" 75 7 when the state arrives on D", B, B", and the associated payoffs.
The maximal of them defines the guaranteed result &%° " for the described pursuit
strategy. As numerical simulations show, in the secondary optimization problem,
the preferable option for E always corresponds to the case when E from the initial
states Z° shifts on B, and on B® from Z". In this case, E takes the secant line
with minimal angle for which he gets from Z* on B” missing B or from Z" on B®
missing B”.

Let (dp, m, 1) be the state vector in the second reduced space. An example of
the optimal evasion trajectory generated with the use of the described approach and
provided the guaranteed result is shown in Fig. 17.8 (D**, B*, B", etc. are given for

DO . . . . .
t = ). Detail descriptions of solutions of the obstacle tag game mentioned in,
e.g., [1,5, 6] are not available. However, it may be safely suggested that for the states
with E on the obstacle and collinear with P and C, the known the value function
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Fig. 17.8 An example of y
optimal evasion in Z*

take the value defined on straight line motions of the players along the segment
PE and its continuation. Then, the guaranteed result for them may be evaluated as
D’ + Vildy — rbo, m, 1+ ﬁrbo) (see (17.2)) where D% is the first instant when
E gets on DO (17.15) (see also Fig. 17.7). It’s also worth noting that for 0.1 < g <

0.9, pp > ,o;; (B), the maximum relative difference between these values and the
guaranteed results for the described pursuit strategy with memory is about 1%.

17.6 Conclusion

In the situations shown in Fig. 17.1, evaluation of the guaranteed result as corre-
sponding to the south geodesic line appears too pessimistic to P. On the other hand,
if P chooses the shortest geodesic at any current state, this feedback strategy is
discontinuous for collinear P, C, E. The resulting pencil of trajectories approximated
by Euler broken lines doesn’t include associated trajectory with P and E moving
along the half-line. To form a pursuit strategy and to evaluate the guaranteed result,
e.g., J. Breakwell and A. Melikyan described the fields of trajectories for coupled
optimal strategies of the players with two switch envelops or equivocal lines [1, 5, 6].
The construction of such fields involves a cumbersome integration of characteristic
equations for Hamilton-Jacobi-Isaacs equations.

We considered the obstacle chase game as an alternative pursuit game. The state
space was divided into several parts depending on the domination and consistency
features of alternatives at the initial state. In the parts corresponding to the situation
similar to that shown in Fig. 17.1, the generated strategy with memory allows P
to switch between alternatives only a finite number of times on their boundaries.
The guaranteed results fit the evasion strategy whereby E takes a secant line to the
obstacle until the state arrives on the boundary. Therefore, for the states in the special
region, P uses a strategy that doesn’t depend on the current position of E until the
state reaches the boundary.

The approach can be modified to handle the games with convex obstacles of
different shapes; see, e.g., [6]. However, decomposition of the state space will be
asymmetrical and there will be different termination options for the alternatives
when solving the secondary control problems for E.
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