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Preface

Game theory is an area of applied mathematics that models the interaction between
agents (called players) to find the optimal behavior that each player has to adopt
to maximize his or her reward when such prize depends not only on the individual
choices of a player (or a group of players) but also on the decisions of all agents
involved in the system.

Nowadays, game theory is an extremely important tool for economic theory
and has contributed to a better understanding of human behavior in the process of
decision-making in situations of conflict. In its beginnings, game theory was a tool
to understand the behavior of economic systems, but currently it is used in many
fields, such as biology, sociology, political science, military strategy, psychology,
philosophy and computer science. In all these areas, game theory is perhaps the most
sophisticated and fertile paradigm that applied mathematics can offer to analyze the
process of making a decision under real-world conditions.

The conflicts between rational beings that distrust each other, or between com-
petitors that interact and influence each other, constitute the object of study of game
theory. Such studies are based on rigorous mathematical analyses; nevertheless,
they arise naturally from the observation of a conflict from a rational point of
view. For the theorists in our field, a “game” is a conflictive situation in which
competing interests of individuals or institutions prevail, and in that context, each
party influences the decisions that the others will make; thus, the result of the conflict
is determined by the decisions taken by all the actors. In the so-called canonical
form, a game takes place when an individual pursues an objective when other
individuals concurrently pursue other (overlapping or conflicting) objectives, and
in the same time these objectives cannot be reached by individual actions of one
decision maker. The problem is to determine each player’s optimal decision (with
respect to some predetermined criterion), how such decisions interact among each
other, and what are the properties of the outcome brought about by these choices.

The contents of this volume are primarily based on selected talks presented at the
11th International Conference “Game Theory and Management” 2017 (GTM2017)
held in Saint Petersburg State University, in Saint Petersburg, Russia, from 28 to 30
June 2017. Each chapter in this volume has passed a rigorous reviewing process,
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as is the case for the journals on applied mathematics. It is worth mentioning
that the predecessors of this conference (GTM2007-GTM2016) were held in Saint
Petersburg State University and were supported by the International Society of
Dynamic Games—Russian Chapter. The conference unites the game theorists of
two schools: the classical school founded by J. V. Neumann and O. Morgenstern,
and the school of differential games first introduced by R. Isaacs. GTM has
succeeded to achieve this goal along the years, and this can be seen by taking a
look at the list of our plenary speakers: R. Aumann, T. Bashar, G. J. Olsder, J.
Nash, R. Selten, F. Kidland, R. Myerson, D. W. K. Yeung, G. Zaccour, E. Maskin,
S. Jorgensen, D. Schmeidler, A. Tarasyev, H. Moulin, D. Novikov, A. Haurie, G.
Owen, A. Newman, P. Bernhard, J. Weibull, B. Monien, S. Zamir, S. Aseev, S. Hart,
M. Breton, R. Laraki, and others (among whom the authors of this preface have the
honor to appear).

The present volume proves that GTM offers an interactive program on a wide
range of the latest developments in game theory and management. It includes recent
advances in topics with high future potential and existing developments in classical
fields.

I wish to thank all of the associate editors and reviewers for their outstanding
contribution. Without them, this book would have not been possible.

St. Petersburg, Russia Leon A. Petrosyan
Petrozavodsk, Russia Vladimir V. Mazalov
St. Petersburg, Russia Nikolay A. Zenkevich

March, 2018
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Chapter 1 )
Countervailing Power with Large Shethie
and Small Retailers

George Geronikolaou and Konstantinos G. Papadopoulos

Abstract When concentration in the retail market increases, retailers gain more
market power towards the suppliers and they hence can achieve better wholesale
prices. In the 1950s, Galbraith introduced the concept of countervailing power
claiming that lower wholesale prices will pass on to consumer as lower retail prices.
Consequently higher concentration may turn out to be beneficial for consumers. In
this model where a monopolistic supplier sells an intermediate good to M large
retailers who are Cournot competitors and a competitive fringe consisting of N
retailers, we show that higher concentration does not decrease retail prices and
results solely to a reallocation of profits between the supplier and large retailers,
thus invalidating Galbraith’s conjecture. The same result carries on when the
exogenously given level of bargaining power of large retailers increases.

1.1 Introduction

In 1952, John Kenneth Galbraith in his book “American Capitalism: The Concept
of Countervailing Power” [8], introduced the concept of countervailing power as
an inherent power in market economies, which works to the benefit of consumers
in oligopolistic markets, i.e. in markets with small number of sellers who have the
ability to manipulate prices.

In every market there are buyers and sellers. According to Galbraith, if one side
of the market (e.g. the seller) enjoys gains of monopoly power then the other side
(the buyer) will defend against the monopolization by developing its own monopoly
power. As a result, the two forces will cancel each other to the benefit of the
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consumer. Big supermarkets like Carrefour in Europe or Wall-Mart in the U.S. are
common examples in the business literature. Because of their size they manage to
offset the power of suppliers, buying cheaper and offering their products at lower
prices to the consumer.

The concept of countervailing power served as an additional argument in favor
of the free market economy, able to perform a role akin to the “invisible hand” of
Adam Smith, despite fierce criticism addressed by the economists in Galbraith’s
time. However, until the 1990s there was no theoretical mathematical model to
confirm or invalidate the beneficial role of countervailing power for consumers.

Over the last 20 years, the consequences of the countervailing power returned to
the research scene, mainly because of the development of Industrial Organization.
There has been a growing research interest both from a theoretical point of
view,! and from the U.S. and E.U. competition authorities (reports Federal Trade
Commission [6, 7], UK Competition Commission [3, 4], The European Commission
[11]) on the consequences of horizontal mergers or acquisitions among retailers
on consumer prices. It is known that in horizontal mergers retailers increase the
countervailing power towards their suppliers-producers. This increase is reflected
in practice by their ability to achieve better contractual terms towards suppliers, for
example in terms of various discounts, better wholesale prices, better franchising
terms. In the literature, the impact of countervailing power to consumers and the
level of social welfare remains open, mostly because theoretical results are model
specific.

Generally, competition authorities take a sceptic stance against mergers because
they usually lead to higher concentration and more market power for firms to
the detriment of consumers. In the context of vertical industrial relations higher
concentration at the retail level has a double effect. On the one hand it increases
the market power of retailers towards the consumers as sellers of final goods
(oligopolistic power), on the other hand it increases their market power as buyers of
the intermediate good (oligopsonistic/buyer power) against the supplier. The main
research question is whether the reduction in costs for retailers will translate to
lower prices for consumers or higher profits for the downstream firms. The answer
is not obvious because it depends on the market structure (number and size of firms,
production technologies), the degree of competition on the market of final goods (i.e.
among retailers), the market of intermediate goods (among suppliers) and equally
importantly the vertical contractual relations among firms and the type of contracts
they use in their transactions (linear and non-linear contracts).

In this paper, we construct a model which consists of a monopolist of an
intermediate good who sells it to a small number of large retailers M, who are
Cournot competitors, as well as a large number of small retailers N, who are price
takers. Consumers are represented by a demand function for the homogenous final
good.

1See for instance [9] and [10] and the references therein.
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The model is constructed as a three stage game. In the first stage, the supplier
chooses unilaterally a non-linear contract with the competitive firms and in the
second stage it negotiates simultaneously with the large retailers about their
respective contracts. We will assume that the outcome of negotiations is given by
the generalized Nash bargaining program. We also assume that large retailers are
symmetric, that is, they have the same technology. In the third stage large retail
firms will strategically choose their quantities as Cournot players, taking as given
the supply function of a competitive fringe.

As a solution to the above game we will use the concept of subgame perfect Nash
equilibrium. Once we calculate the equilibrium we will do comparative statics with
respect to the number of large retailers (that serves here as a proxy for countervailing
power) and their degree of bargaining power so that we can clarify the effects of
countervailing power on consumer prices and welfare. Our model combines the
dominant firm-competitive fringe model with the Cournot model.

Our work shows that when concentration, as measured by the number of large
retailers, increases, consumer prices stay constant. This result is interesting for
two reasons. First, because it is contrary to the standard Cournot model result
where prices go down when the number of sellers increases and second, because it
provides a theoretical argument against Galbraith’s conjecture about the beneficial
role of countervailing power. In fact we show that, in our context, countervailing
power, represented either as the level of bargaining power or concentration, cannot
benefit consumers, even in the presence of competition in the retail level, i.e. the
price taking competitive fringe. Competition is a prerequisite in the models of Von
Ungern-Sternberg [12], Dobson and Waterson [5] and Chen [1] for countervailing
power to function for the benefit of consumers.

1.2 The Model

A single supplier denoted by s produces and sells an intermediate product to
M + N retailers, M symmetric large retailers and a competitive fringe consisting
of N symmetric retailers.” The number of firms is exogenous but we assume that
M < N and there is no possibility of entry in the market. Retailers transform
the intermediate good to a final one on a 1-1 basis, suffering some retail cost. We
normalize the supplier’s cost to zero, without loss of generality.

Let m denote a large retailer and n a fringe firm. A large retailer has constant
marginal retailing cost MC,, = cp,. The retail cost function of a fringe retailer is

2We use capital letters M and N to denote the set, the last element of the set or the cardinality of
the set, depending on the context. We use small letters m and n to denote a typical element or an
index of the set M and N respectively. So we adopt the convention M = {1,...,m, ..., M} and
N={1,...,n,..., N}
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C(qn) = kq,% /2 and so the fringe firm faces an increasing marginal cost, M C(g,,)
with MC’(g,) > 0 and M C(0) = 0, where gy, is the quantity of output produced by
the fringe retailer. The overall marginal cost of a unit, including the input wholesale
price w, is w,, + ¢, for the large retailer and w,, + M C(q,) for the fringe retailer.
AC(g,) denotes the average retail cost function of a fringe retailer.

Consumers are represented by the inverse demand function p(Q) = a — b0,
for a, b > 0. We denote the total quantity purchased by large retailers by Oy =
Znﬂle qm, where g, is the quantity bought by a single retailer m. The total quantity
purchased by the small retailers is Qn = 22;1 qn, where g, is the quantity bought
by a single retailer n. Hence the total quantity is denoted by Q = Qu + On.

The timing of the game is the following:

At t = 1, the supplier makes a take-it-or-leave-it offer to each one of the fringe
retailers simultaneously, a pair (F},, w, ) consisting of a fee F;, which is independent
of the quantity purchased and a wholesale price w, for one unit of the intermediate
good. The contract is binding once signed.

At t = 2, the supplier and the large retailers bargain simultaneously over a two-
part tariff (F,, wy).

At t = 3, large retailers play a Cournot game among themselves, that is they
choose how much to sell taking as given the supply function of the fringe retailers.
Given their quantity choice, total quantity Q is sold at price p. Given p, each fringe
retailer chooses how much input quantity g, to buy at w, and then sell at the final
good price p.

1.3 Equilibrium

The concept of equilibrium that we use is that of subgame perfect Nash equilibrium.
We proceed by backward induction.

At t = 3, each fringe retailer chooses how much to sell to consumers given the
retail price p and the (F, w,) contract that is already signed with the supplier. The
fringe retailer’s problem is

n}Iaxnn =[p — ACn(gn) — wnlgn — Fy (1.1)

Average cost is kg, /2. Solving the first order condition dr,, /dg, = 0, we obtain
p—w, = MC(gy) with d’r, /dq, = —k < 0 and so the supply function of a fringe
firm and the total fringe supply are respectively

* P — Wn
k 9
P — W a—b(Qy+ 0On)—wy

=N =N
ON L L

(1.2)

(1.3)
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Solving for Q y we obtain

a_bQM_wn
=N . 1.4
Ow k +bN (1.4

Let Q_,, be the quantity chosen by all M retailers expect m. Then a large
Cournot retailer chooses quantity g,, so that

n;aXﬂ'm =[p(gm + Q—m + ON(gm)) — ¢ — Wi lgm — Fin, (1.5)

taking as given the choices of the rest of the large retailers Q_,, and the total
quantity supplied by the competitive fringe from (1.4). The reaction function of
a large retailer is (see Appendix)

k— (cm +wm)(k +DN) — bkQ_; + bNwy,

qm(Q—m) = bk

and since the large retailers are symmetric, Q_,, = (M — 1)g,, we obtain

k — (cm + wm)(k +DN) + bNw,
. m, Wn) = 1.6
G (- W) bk(1 + M) (16

which makes the total quantity Q}, = Mg,,. Given (1.3), we obtain the consumer
price as a function of the wholesale prices w,, and w,,.

ak + Mk + bN)(cm + wy) + bNwy,
p(Wp, wy) = (1.7)
(1+ M)(k+bN)

At t = 2 the supplier bargains simultaneously with the set of large retailers over
the (F,, wy,) contract. We assume that the bargaining outcome is represented by the
maximization of the following generalized Nash bargaining program where y,, €
(0, 1) is the degree of bargaining power of a large retailerm ando = 1 — Z,]lel Vm

that of the supplier, so that o + Y7 | y,, = 1.

M
max_ [ty ) — 75l ) T [ Fon ) — 7] (18)
m=1

(Foms )
where the profit of the supplier is
s (B W) = M(Fy + wigm) + N(Fy + weqn), (1.9)
and the profit function of a large retailer is

7Tm(Fm,wm)Z[p_cm_wm]qm_Fma (1.10)
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while 75 and 7, denote the players’ disagreement payoffs. Since a large retailer
is unable to produce the final good without the provision of the essential input by
the supplier, its disagreement payment is zero, 7, = 0, whilst the outside option
of the supplier in case negotiations break down is the profit that can be obtained
by supplying only to the fringe retailers, 7y, = N(F, + wyq.) > 0, where g, =
(a — wyp)/(k + bN) is the quantity sold at the market clearing retail price p, =
(ak +bNw,)/(k + bN). The solution to (1.8) is given by (see Appendix)

_ [(ak = ek +bN)I*(1 — M?y)

F, , (1.11)
4bkM?2(k + bN)
(M — Dlak — cpy(k +bN)] +2bM Nw,
Wpy (W) = IM(k + bN) . (1.12)

At the first stage of the game, + = 1, the supplier decides about the take-it-
or-leave-it offer for the fringe retailers, taking as given p(wy,, w,), ON (W, Wy),
Om(Wm, wy), Fu, wy(wy,) from the next stages. The supplier’s problem is

n&)aXﬂs(wn) = M[Fpn + Wy (Wn)gm(wn)] + N[Fy + wpgn(wy)],  (1.13)
s.t. Fy = [p(wn) — AC£(gn(wn)) — wplgn(wy).
or equivalently

max s (Wp) = M[Fypy + Wi (W) gm (wy)] + N[ p(wy) — AC £ (qn(wi))1gn(wn),

which gives the following optimal contract

. 1( cm(k—i-bN))
w, = a— ,

L) k +2bN
pr_ L (emk+DN) 2.
"7 2k \ k+2bN

Given the optimal contract (F,", w’) at t = 1 we may now calculate the following
values at the subgame perfect Nash equilibrium

! 3+2+ k +2a(1 k
= C — a - ’
41" M ' k+2bN Mk + bN)

1 k
p*:4<2a+cm+ Cm ),

w

IS *

k+2bN
. Cn(k+bN)
U=}k +2bN)’
* ak — c;(k+bN)
4 = :

2bkM
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ot — Ncp(k +bN)
N7 k(k+2bN)
0t = ak —cp(k+bN)
M= 2bk ’
k(a —cm) +bNQa — cp)
* *
On + O = 2b(k + 2bN) :

Equilibrium profits, consumer surplus C S, total profits P.S, and total surplus 7'S are

*
w, =0,

[ak — ¢ (k + bN)]?

* —_—
=Y 4bk(k+bN)
1 2 (k 4+ bN)(k 4+ 3bN
= a’k — 2acyk + Sk + DN (k + )
S Abk k+2bN
Mlak — cy(k +bN)?y
k+bN ’
CsF — [em(k +DbN) — a(k 4+ 2bN)]?
N 8b(k + 2bN)? ’
1 2 (k 4+ bN)(k + 3bN
PS* = a’k — 2acyk + Cm(k + DN)(k + ) ,
4bk k +2bN
— 3a? _acu(3k +5bN) 2 (k +bN)(3k? + 11bkN + 12b*>N?)
8b 4b(k + 2bN) 8bk(k 4+ 2bN)?

1.4 The Effects of Concentration and Bargaining Power on
Retail Prices

In this model, countervailing power is represented by the degree of bargaining
power y of each large retailer, as in [1] or [2] and alternatively, by the degree
of downstream concentration, which is given by the number of symmetric large
retailers M, as in [12]. We also consider the effects of the fringe size N on
equilibrium values. We obtain the following propositions.

Proposition 1.1 When the number of large retailers decreases, each large retailer
obtains a lower wholesale price from the supplier and sells a higher quantity of the
final good, while the fringe quantity, total quantity, consumer price, industry profits
and total welfare remain constant.

Proof In order to guarantee positive quantities at equilibrium, we have to assume
that N < k(a — c¢m)/bcy because g, = [ak — ¢y (k + bN)]/2bkM. Calculating
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derivatives at equilibrium we have:

dwr  ak —cpu(k+DN)
IM ~ 2M2(k+bN)
dq)y  —ak+ cp(k+bN)

oM 2UbM? =
by _ 90y _ 90y _,

oM oM oM ’
op* _aPS* _aTS*

0.
oM oM oM

When the number of large retailers decreases, they obtain more bargaining power
towards the supplier, so that they can achieve a lower wholesale price. Nevertheless,
a lower wholesale price does not lead to a lower retail price at equilibrium. There
are two conflicting effects. On the one hand, a lower wholesale price leads to a
higher individual production, while on the other hand, fewer large retailers face
relaxed competition and want to produce less. The first effect dominates so that
large retailers increase individual production up to the level where total production,
and hence retail price, remain constant. Moreover, the profit of a large retailer will
not change, despite of the fact that its per unit profit increases due to the lower
wholesale price. Any higher profit obtained is completely captured by a higher
fixed fee charged by the supplier. However, when large retailers become fewer, the
supplier’s profit increases, because the supplier collects fewer, yet higher fees. These
findings are summarized in the following proposition.

Proposition 1.2 When the number of large retailers changes, the profits of the
supplier and the consolidated profits of the large retailers move to opposite
directions and their change is of the same magnitude.

Proof d(Mm%)/dM = y[(ak — cp(k + bN)1?/4bk(k + bN) > 0 and 37} /dM =
—y[(ak — cm(k + bN)]?/4bk(k + bN) < 050 (d(Mx%)/aM) (3} /dM) < 0 and
(M) /OM + 9 /dM = 0.

At equilibrium, the size of the pie is invariant to the number of large retailers.
The effect of a change of the number of retailers results solely in a redistribution of
profits.

Next, we examine the effect of a change of the exogenously given level of
bargaining power of the large retailers. The following proposition summarizes the
neutrality of countervailing power:

Proposition 1.3 When the degree of bargaining power y of large retailers
increases, they pay a lower fee Fy,, and their profits increase. They do not obtain
any lower wholesale price and the retail price does not change at equilibrium.

Proof —om,:/dy = 0F}/dy = —[(ak — cn(k + bN)]?/4bk(k + bN) <
0, 0w} /oy = dp*/dy = 0.
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The proposition suggests that a higher level of bargaining power will lead to a
lower fee for the large retailer, not a lower wholesale price. Consequently, the retail
price will not change either. This is due to the fact that the level of wholesale price
is set so as to maximize multilateral profits, hence a change in bargaining power can
only lead to a reallocation of profits.

1.5 Conclusion

In this work we examine a particular retail market structure consisting of a
set of large retailers with power over wholesale and retail prices and a set of
small retailers who are price takers. We use the number of large retailers as a
measure of the degree of concentration in the market. When concentration in
the market increases, equilibrium wholesale prices become lower, nevertheless we
show that equilibrium consumer prices and welfare remain constant. Since higher
concentration is tantamount to higher countervailing power, we prove, contrary to
Galbraith’s argument, that countervailing power is not effective in this model.

Alternatively, we use the degree of bargaining power as a proxy for countervail-
ing power. Keeping the number of larger retailers constant, when large retailers
obtain greater bargaining power exogenously, they achieve a lower fee, not a
lower wholesale price. This is due to the fact that wholesale prices maximize the
multilateral profits of the supplier and the large retailers in the negotiation process.
Consequently, even if there were a positive pass-through rate from wholesale prices
to consumer price, the consumer price cannot fall because the wholesale prices
remain constant. Again, countervailing power is neutral.

Acknowledgements Konstantinos Papadopoulos gratefully acknowledges Research Grant no
87937 from the Aristotle University of Thessaloniki Research Committee.

Appendix

Derivation of the Reaction Function of the Large Retailer
qm(Q—m)

Using (1.4), the profit function of a Cournot retailer as defined in (1.5) can be written
as

T =la—b(Gm+ Q-m+ ON@Gm)) — cm — Wi lgm — Fin

N[a_b(Qm+CIm)_wn])_c —w :|C] _F

= —b _
|:a (Qm+Q m + k+bN



10 G. Geronikolaou and K. G. Papadopoulos

which we differentiate with respect to g, to obtain

ak — (¢ + wm)(k +bN) — bkQ_y +bNw,

gn(Q-—m) = bk

Derivation of Bargaining Qutcome (1.11) and (1.12)

Let 7y = Mw;,qm + N (F, + w,qy) so that from (1.9) we can write 7y (Fy,, wy,;) =
Ty + MF,. Let 7, = [p — cmw — Wnlgm so that from (1.10) we can write
T (Fin, W) = T — Fp. Cournot retailers are symmetric so ZHALI Ym = Myn
and given that 7, = 0, (1.8) reduces to

max [y + MFy — 7] [7 — Fu]" (1.14)
(Fn,wm)

The first order condition with respect to Fy, is

~ - 1-M 'm [~ M m
0= M1 —Myy) s+ MF, — 7] " [fim — Fn]" "
- — 10=Myw) 1~ Mym—1
_Mym[ns+MFm_7Ts]( J/)|:7TWL_Fm:|( ym=D
= (1 - Mym)/ym = (ﬁs + MFy, _ﬁs)/(ﬁ'm — Fy)
or
szﬁm_ym (Mﬁm ‘|’7~[s_7_[s)- (115)
If we substitute 7, = [p — ¢ — Wimlgms Ts = Mwyuqm + N(F, + wyq,) and
7ty = N(Fy + wnge) in (1.15) where gc = (a — w,)/(k + bN) is the quantity sold
at the market clearing retail price p, = (ak + bNw,)/(k + bN) we end up with
(1.11).

In order to find wy, that solves (1.14), we introduce (1.15) in the objective
function in (1.14) and we rearrange terms so that

- - 1(1=Myy) 1~ My
[7T‘Y+MFm_7Ts]( J/)l:ﬂm_Fm] §
- MYm - ~ -
= [(1 = Myu) =My (M T + 7o = 7).
Consequently, the maximization problem can be written as

max M7, + Ty — 7T (1.16)

Wm
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because (1 — M ym)(l’M V) ymMy’” is a constant. Notice also that 77; does not depend
on wy,, so, in fact, w,, maximizes the multilateral profits of the supplier with the M
Cournot retailers (efficiency of Nash bargaining solution). So

Mny, + 75 — 715 = M(p — ¢y — W) gm + Mwigm + N(F, + wiqyn)
—N(Fp + wnqc)
= M[p — cmlgm + Nwn(gn — qc)
= M [a — b(Mgm(wm) + Ngn(wWm) — cm] gm(wm)

+Nw,(gn — qc)
1

— NF, Z
nt bk(1 + M)2(k + bN)

where Z = a2k2M +M (k+bN)2 (¢ +wm) (cm — Mwp) +bM N (k+bN)[cpm (M —
1) + 2MwyJw, — bN[(1 + M)? + bM*N]w? + ak[M (k + bN)(M — Dw,, —
2¢) + b(1 + 3M)Nw,]. The maximization of (1.16) with respect to w,, will give
(1.12).
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Chapter 2 )
Dynamic Voluntary Provision of Public Shethie
Goods: The Recursive Nash Bargaining
Solution

Simon Hoof

Abstract Grim trigger strategies can support any set of control paths as a coop-
erative equilibrium, if they yield at least the value of the noncooperative Nash
equilibrium. We introduce the recursive Nash bargaining solution as an equilibrium
selection device and study its properties by means of an analytically tractable n-
person differential game. The idea is that the agents bargain over a tuple of stationary
Markovian strategies, before the game has started. It is shown that under symmetry
the bargaining solution yields efficient controls.

2.1 Introduction

Most noncooperative differential games lack Pareto efficiency. That is, all agents can
increase their individual payoffs if they agree to coordinate controls. However, in
order to attain the socially optimal outcome at least two conditions must be fulfilled:
(1) the agents form the grand coalition to derive the efficient controls and (2) payoffs
must be transferable and distributed in such a way that every agent benefits from
cooperation. !

Here we study a mechanism which implements the Pareto efficient outcome as
a bargaining solution. The crucial difference to the classic cooperative approach is
that agents do not mutually agree to maximize overall payoffs and distribute them
appropriately, but bargain over the controls. In order to support the resulting controls
as an equilibrium we fix grim trigger strategies. If an agent defects on the agreement,
all agents switch to their noncooperative Nash equilibrium strategies [7].

ISee Yeung and Petrosyan [9] for a recent treatment on subgame consistent cooperation in
differential games.
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Sorger [6] proposed the recursive Nash [4] bargaining solution for difference
games. We introduce a continuous time analogon and apply it to the differential
game of public good provision of Fershtman and Nitzan [2]. Considering the
noncooperative equilibrium they showed that the public good is underprovided
with respect to the efficient solution. The result, however, crucially depends on
the linearity of the Markovian strategies. This simplification makes the game
analytically tractable and yields a unique steady state.”

This note contributes to the literature on cooperative agreements in noncooper-
ative differential games. It is well known that grim trigger strategies can support
a set of control paths as equilibria, if they payoff dominate the noncooperative
Nash equilibrium. The Nash bargaining solution can then be used as an equilibrium
selection device. Since bargaining problems are defined in the payoff space we need
to construct a value under agreement. In games with transferable payoffs one can
simply fix the efficient value of the grand coalition and define an imputation. Here,
however, we do not assume that the grand coalition forms and jointly maximizes
payoffs. But we can define the agreement value in terms of a stationary Hamilton-
Jacobi-Bellman equation (HJBe), if the agents stick to the agreement strategies over
the entire time interval. The agreement strategies are then determined by the Nash
bargaining solution.

The remainder of the paper is organized as follows: Sect.2.2 presents the
problem, Sect. 2.3 the solution concept and Sect. 2.4 concludes.

2.2 Problem Statement

The model is essentially the most rudimentary version of Fershtman and Nitzan
[2].3 Letx(¢) € X := [0, é] denote the stock of a pure public good at time t € R.
We could think of x being the total contribution to some joint project carried out by
n agents. Each agenti € N := {1,2, ..., n} can partially control the evolution of
the state according to the state equation

£(6) = fe(), u() =) ui(t) — 6x(t) 2.1)

ieN
xo:=x0)e X 2.2)

where u(t) := (u;(t))ien € XienU; =: U C R" denotes the investment (control)
vector and § € (0, 1] is the deprecation rate. In the context of the joint project, u; ()
then denotes the contribution rate of any agenti € N. We consider quadratic payoffs

2wirl [8] showed that within the set of nonlinear Markovian strategies the Nash equilibrium is
nonunique and that the efficient steady state is potentially reachable.

3See also Dockner et al. [1, Ch. 9.5] for a textbook treatment.
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of the form
1
Fi(x (@), ui (1)) = x()(1 —x(@)) — 2ui(t)2 (2.3)

such that the game is linear quadratic and thus possesses a closed form solution [1,
Ch. 7.1]. Note that the instantaneous payoff function is monotonously increasing
in the state °F ‘(g’; ) > 0 for all x € X. The state is thus a pure public good and
each agent benefits by its provision. With costly investment, however, there exists a
trade-off between increasing the stock and minimizing costs. This trade-off defines
a public good game. Each agent wants the others to invest, such that one can free
ride on the effort of the other agents. This behavior results in an inefficiently low
overall investment level. The objective functional for each agent i € N is then given
by the stream of discounted payoffs

Ji(u(s), 1) := /Oo e TSI E (x(s), ui(s))ds (2.4)
t

where r > 0 denotes the time preference rate.

2.3 Solution Concepts

In what follows we consider a stationary setup and hence save the time argument
t frequently. First we will derive the efficient collusive solution of joint payoff
maximization. The efficient value is an upper bound on the agreement value. We
then derive the noncooperative Nash equilibrium which serves as the disagreement
value for the bargaining solution. The noncooperative equilibrium value is a lower
bound on the agreement value. Any cooperative agreement lies in the set of
strategies which support payoffs between the noncooperative Nash and efficient
value. The noncooperative equilibrium strategies also serve as threats for deviations
from the agreed upon bargaining solution.

2.3.1 Collusive Solution

Assume all agents agree to cooperate and jointly maximize overall payoffs. The
value function for the efficient solution then reads

Cx()) = max ,GZN Ji(u(s), 1). (2.5)
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The optimal controls must satisfy the stationary HIBe
rC(x) = max !Z Fi(x,up) +C' () f(x,u) § - (2.6)
ieN
The maximizers of the right hand side of (2.6) are u; = C’(x) for all i € N.
Substituting the maximizers into the HIBe yields

rC(x) =nx(1 —x) + ;C/(x)2 — C'(x)dx. 2.7

Theorem 2.1 Ifwe consider symmetric stationary linear strategies of the form ii; =
ax + B for alli € N where a and B are constants, then there exists a unique
quadratic solution to (2.7)

)
Clx) = 5% +Bx+y (2.8)
with

1
o= (r +26 —(r +28)2 + 8n2> , (2.9)

2n

n
= , 2.10
p §—na+r ( )
_n B2 2.11)
Vs o b .

Proof Substitute the guess (2.8) and thus C’(x) = ax + B into (2.7)

, (sz 4 Bx+ y) —nx(1—x) + ;(otx +B)? — (ax + B)éx. 2.12)

This optimality condition must hold at any x € X. Evaluate (2.12) at x = 0, which
yields y

2
5 B (2.13)

Taking the derivative of (2.12) gives

r(ax +B) =n(1 —2x) + an(ax + B) — 5 Rax + B). (2.14)
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Again, at x = 0 we have

rB=n+anf—8f — B=_ . (2.15)
S—an-+r
Resubstituting S in (2.14) and solving for « yields
1
o= <r+28:t\/(r+28)2+8n2>. (2.16)
2n

Note that the state dynamics become x (1) = (na—38)x (t)+ng. There exists a unique
and globally asymptotically stable steady state at x = —np/(no — §) if nae — 6 < 0
holds, which is ensured for the negative root of (2.16).

2.3.2 Noncooperative Equilibrium

The collusive solution implies two restrictive assumptions. The grand coalition must
form and payoffs must be transferable in order to split the total payoff.* Let us
assume that the collusive solution is not feasible. If this is the case we consider a
noncooperative differential game and each agent maximizes his individual payoffs.
The noncooperative Markovian strategies are denoted by ¢; : X — U; and satisfy’

¢i(x(s)) € arg max Ji(ui(s), p—i(x(s)), 7). (2.17)
u;(s)eU;
where ¢_; := (¢;)jen\(i}- A noncooperative Nash equilibrium is then defined as

follows.

Definition 2.1 The strategy tuple ¢ (x(s)) := (¢i (x(s)))ien € U is a noncoopera-
tive Nash equilibrium if the following holds

Ji(@(x(5)), 1) = Ji(ui(s), ¢—i(x(s)),1) Vui(s) € Ui, Vi € N. (2.18)
Denote by
Di(x(1)) := Ji(¢(x(s)), 1) (2.19)

the noncooperative disagreement value.

4The latter assumption is not too prohibitive. If payoffs were not transferable the individual
cooperative value is simply given by C;(x;) = J;(ii(s), t) where u(s) are the Pareto efficient
controls. It turns out that in the symmetric setup C;(x;) = C(nx’)
under an equal sharing rule with transferable payoffs.

which would also be the result

3See e.g. Dockner et al. [1, Ch. 4] for the theory on noncooperative differential games.
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Theorem 2.2 If we consider symmetric stationary linear strategies of the form
¢i(x) = wx + A for alli € N where w and )\ are constants, then there exists a
unique quadratic solution to (2.19)

w 5
D;(x) = )% +Ax+p (2.20)
with
wi= <r+28—\/(r+28)2~|—8(2n— 1)), 2.21)
2021 — 1)
1
A= , (2.22)
§—2n—Dw+r
-1
we="7""52 (2.23)
2r

Proof The proof follows the same steps as Theorem 2.1.

The noncooperative equilibrium, however, is generally not efficient. It can be
shown eventually that the collusive solution yields a cooperation dividend such that
the value under cooperation always exceeds the noncooperative value, i.e., C(x) >
Y ieny Di(x) Vx € X. The investment levels and thus the provision of the public
good are inefficiently low. This result is standard in public good games and due
to free riding. It is rational to assume that the agents do not want to stick to the
fully noncooperative equilibrium, but increase overall efficiency by exploiting the
cooperation dividend.

2.3.3 Bargaining Solution

It was shown by Tolwinski et al. [71° that any control path ﬁf = (i (s))s>r, i €N
can be supported as an equilibrium if the control profiles are agreeable and defection
from the agreement is punished.” Let o; : X — U; denote a Markovian strategy that
generates ;. Suppose the agents agree on some strategy profile o (x) := (0;(x))ien
at t < 0 before the game has started. If the agents agree from ¢ onwards, the
agreement value is defined as

Ai(x(1)) = Ji(a (x(5)), 1). (2.24)

6See also Dockner et al. [1, Ch. 6].

7 Agreeability is a stronger notion than time consistency. In the former the agreement payoff
dominates the noncooperative play for any state while in the latter only along the cooperative path.
Time consistency was introduced by Petrosjan [5] (originally 1977) and agreeability by Kaitala
and Pohjola [3]. See also Zaccour [10] for a tutorial on cooperative differential games.
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Definition 2.2 A strategy tuple o (x) is agreeable at ¢ if
Ai(x()) > Di(x(¢)) Vt, Vx(t), Vi (2.25)

such that every agent benefits the agreement in comparison to the noncooperative
equilibrium.

If this inequality was not about to hold there exists an agent who rather switches
to the noncooperative equilibrium, because it payoff dominates the agreement.
The condition, also refereed to dynamic individual rationality, is necessary but not
sufficient for dynamic stability of an agreement. An agent might deviate from the
agreement if he benefits from it.

Now we construct the history dependent non-Markovian grim trigger strategies
7; : [0,00) — U; that support o;(x) as an equilibrium. Given some agreement
strategy profile o (x) the agents can solve the differential equation (2.1) for the
agreement trajectory of the state

t
x4(t) ==x0 + / f(x(s),0(x(s)))ds. (2.26)
0

Suppose the agents perfectly observe the state and can recall the history of the state
(x(5))sef0.7]- If they observe that an agent deviates in ¢, they can impose punishment
with delay ¢ + €. Now the grim strategies read

o) = :o(x(s)) forselni+el it xh)=x'OVIe0.

¢(x(s)) fors e[t +e€,00) if x(t) # x%1).

That is, if the agents observe that another player deviated at # from the agreement
they implement their noncooperative equilibrium strategies from ¢ + ¢ onwards. Let
d € N denote a potential defector who deviates from o (x) at . In the interval s €
[¢, t + €] he maximizes his payoff against the agreement strategies of the opponents.
From ¢ 4 € onwards he receives the discounted disagreement payoff. Let V;(x(¢); €)
denote the value of the defector defined as

t+e€
Va(x(r);€) :=  max / e TSI E (x(s), ug(s))ds
1Jt

(ugq (s))xe[r,r+e

e (2.28)
+e " Dg(x(t +¢€))

st X(s) = f(x(s), uq(s), 0—q(x(s))) (s €[t,t+e€]).
The threat is effective if

Ai(x(1)) = Vi(x(1):€) Vx(1), Vi (2.29)
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holds and every agent benefits the agreement over defecting on the agreement. Now
we can always fix an € € (0, €] such that (2.29) holds. Suppose punishment can be
implemented instantly € = 0. Equation (2.29) then becomes

Ai(x(1)) = Vi(x(1); 0) = Di(x(1)) (2.30)

which is true by the definition of individual rational agreements. Let € denote a
threshold such that (2.29) holds with equality

Ai(x(1)) = Vi(x(0); €). (2.31)

Then the threat is effective for all € € (0, €]. The threat is also credible, because after
defection occurs all agents switch to their noncooperative equilibrium strategies and
thus have no unilateral incentive to deviate from the punishment by the definition
of an equilibrium. The grim trigger strategies and a sufficiently small punishment
delay guarantee that the agents stick to the initial agreement over the entire time
horizon.

Differentiating (2.24) w.r.t. time yields a representation of the agreement value
in terms of the stationary HJBe

AL(x ()i (1) = —F; (x (1), 07 (x (1)) + / h re " Ei(x(s), 0i (x(s)))ds
t (2.32)
= rAix) = Fi(x, 0i(x) + Al(x) f(x, 0 (x)) (2.33)

This gives us a stationary definition for the agreement value. Next we want to
determine a particular strategy profile o (x) by the Nash bargaining solution. Fix
the excess demand function as follows

1
Eitx,o(x)):= [Fi(x,0i(x)) + A;(x) f(x, 0 (x))] = Di (x). (2.34)

That is, each agent claims an amount which exceeds his disagreement value. Since
each agent will only agree on some bargaining strategy if it gives him at least his
disagreement value, we must restrict the control set. The set of individual rational
strategies is then defined as

Qx):={o(x)eU|Ei(x,o(x)) >0 VieN)]. (2.35)

Note that these are all stationary representations. That is, the actual time instance
t is not important, but state x(¢). Since the relation holds for all t € R, we saved the
time argument. We are now in the position to state our main result and show how to
solve for the bargaining strategy o (x).
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Theorem 2.3 For the fully symmetric case the agreement strategies that solve the
Nash bargaining product

oV(x)earg max []Eix o) (2.36)
or(x)e.Q(x)iEN

yield the Pareto optimal controls.

Proof The first order conditions for j € N of (2.36) is given by

_ el HieN Ei(x,0(x))

0
doj(x)
1 JE;(x,0(x))
— 0= Er(x,0(x))
r zeZN 00 (x) kel;\[{i}
0= B o) [T Ext.o@)
09 () jemi)
(2.37)
0E;(x,0(x))
+ Er(x,0(x))
ieNX\:m 90 (x) kel;\[{i}
= 0=(0;®+A;0) [ Exx.o@)
keN\(j)

+ Y A ] Ex.o()

ieN\{j} keN\{i}

Under symmetry, we must have E; (-) =: E(-), Al(-) =: A/(~) and o;(-) =: o (-) for
all i € N. The first order condition then becomes

(=0 (@) +nA' GNEx, o))" ' =0 < o) =nAkx). (2.38)

Since E(-) = 0 & A(-) = D(-) implies that all agents stick to the disagreement
strategy we can neglect this case here. Now substitute the maximizer o (x) = nA/(x)
into (2.33) which gives

1 5 0(x)
rAx) =x(1 —x) — 2o()c) + (no(x) — 6x)
1 5” (2.39)
=x(1—-x)+ o(x)z— o(x)x.
2 n
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Take the derivative with respect to x

238) r
- n

8
rA/(x) o(x)=1=-2x+0ox)c'(x) = (' (xX)x +0ox)). (2.40)
n
We claimed that the agreement strategies satisfy the efficient solution and are thus
given by o (x) = ax + B with ¢’ (x) = a. Equation (2.40) becomes

;(ax—i—ﬁ) =1-2x4 (ax + fa — j(Zax—i—ﬁ). (2.41)

This relation must hold at any x € X. At x = 0, the equation simplifies to

r 1) n
B=14+Ba— B <+— B= = (2.10). (2.42)
n n §—na+r
Now substitute 8 into (2.41) and solve for «, which then is identical with (2.9). Since
the controls and thus dynamics are identical under the collusive and bargaining
solution, the values must be identical as well.

2.4 Conclusion

We studied the recursive Nash bargaining solution for symmetric differential games.
It was shown by an analytically tractable example that the bargaining solution yields
the Pareto efficient outcome of full cooperation. In an accompanying paper the
author also wants to investigate asymmetric games and compare different solution
concepts (e.g. Kalai-Smorodinsky and Egalitarian solution). Especially for the
case of asymmetric discounting the recursive bargaining solution can be useful,
because then efficient controls are not derivable in the standard way by joint payoff
maximization.
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Chapter 3 )
Altruistic, Aggressive and Paradoxical Shethie
Types of Behavior in a Differential

Two-Person Game

Anatolii Kleimenov

Abstract A non-antagonistic positional (feedback) differential two-person game
is considered in which each of the two players, in addition to the usual normal
(nor) type of behavior oriented toward maximizing own functional, can use other
types of behavior. In particular, it is altruistic (alt), aggressive (agg) and paradoxical
(par) types. It is assumed that in the course of the game players can switch their
behavior from one type to another. In this game, each player simultaneously with
the choice of positional strategy selects the indicator function defined over the whole
time interval of the game and taking values in the set {nor, alt, agg, par}. Player’s
indicator function shows the dynamics for changing the type of behavior that this
player adheres to. The concept of BT -solution for such game is introduced. The
use by players of types of behaviors other than normal can lead to outcomes more
preferable for them than in a game with only normal behavior. An example of a game
with the dynamics of simple motion on a plane and phase constraints illustrates the
procedure for constructing BT -solutions.

3.1 Introduction

In the present paper we consider a non-antagonistic positional (feedback) differen-
tial two-person game (see, for example, [1, 3, 12]), for which emphasis is placed
on the case where each of the two players, in addition to the normal (nor), type
of behavior oriented on maximizing their own functional, can use other types
of behavior introduced in [5, 9], such as altruistic (alt), aggressive (agg) and
paradoxical (par) types. It is assumed that during the game, players can switch
their behavior from one type to another. The idea of using the players to switch their
behavior from one type to another in the course of the game was applied to the game
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with cooperative dynamics in [9] and for the repeated bimatrix 2 x 2 game in [6],
which allowed to obtain new solutions in these games.

It is also assumed that in the game each player chooses the indicator function
determined over the whole time interval of the game and takes values in the
set {nor, alt,agg, par}, simultaneously with the choice of the positional strategy.
Player’s indicator function shows the dynamics for changing the type of behavior
that this player adheres to. Rules for the formation of controls are introduced for
each pair of behaviors of players.

The formalization of positional strategies in the game is based on the formal-
ization and results of the general theory of positional (feedback) differential games
[4, 10, 11]. The concept of the BT -solution is introduced.

The idea to switch players’ behavior from one type to another in the course of the
game is somewhat similar to the idea of using trigger strategies [2]. This is indicated
by the existence of punishment strategies in the structure of decision strategies.
However, there are significant differences. In this paper, we also use more complex
switching, namely, from one type of behavior to another, changing the nature of the
problem of optimization—from non-antagonistic games to zero-sum games or team
problem of control and vice versa.

An example of a game with dynamics of simple motion on a plane and a phase
constraint in two variants is proposed. In the first variant we assume that the first and
second players can exhibit altruism towards their partner for some time periods. In
the second variant, in addition to the assumption of altruism of the players, we also
assume that each player can act aggressively against other player for some periods
of time, and a case of mutual aggression is allowed. In both variants sets of BT -
solutions are described. This paper is a continuation of [6—8].

3.2 Some Results from the Theory of Non-antagonistic
Positional Differential Games (NPDG) of Two Persons

The contents of this section can be found in [4]. In what follows, we use
the abbreviated notation NPDG to denote non-antagonistic positional (feedback)
differential game.

Let the dynamics of the game be described by the equation

X = f(t,x,u,v), telt, ], x(t) = xo, 3.1

where x € R",u € P € comp(RP),v € Q € comp(R?); ¥ is the given moment of
the end of the game.

Player 1 (P1) and Player 2 (P2) choose controls # and v, respectively.

Let G be a compact set in R! x R” whose projection on the time axis is equal
to the given interval [#, 9]. We assume, that all the trajectories of system (3.1),
beginning at an arbitrary position (¢, xx) € G, remain within G for all ¢ € [z,, ¥].
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It is assumed that the function f : G x P x Q — R" is continuous over the set of
arguments, satisfies the Lipschitz condition with respect to x, satisfies the condition
of sublinear growth with respect to x and satisfies the saddle point condition in the
small game [10, 11]

maxminsTf(t,x,u,v) =minmaxsTf(t,x,u,v) 3.2)
ueP veQ veQ ueP

forall (¢, x) € G and s € R".

Both players have information about the current position of the game (¢, x(z)).
The formalization of positional strategies and the motions generated by them is
analogous to the formalization introduced in [10, 11], with the exception of technical
details [4].

Strategy of Player 1 is identified with the pair U = {u(z, x, €), B1(¢)}, where u(-)
is an arbitrary function of position (¢, x) and a positive precision parameter £ > 0
and taking values in the set P. The function §; : (0, co) —— (0, c0) is a continuous
monotonic function satisfying the condition §1(¢) — 0if ¢ — 0. For a fixed ¢ the
value 1 (¢) is the upper bound step of subdivision the segment [fy, ©}], which Player
1 applies when forming step-by-step motions. Similarly, the strategy of Player 2 is
defined as V = {v(t, x, &), B2(e)}.

Motions of two types: approximated (step-by-step) ones and ideal (limit) ones
are considered as motions generated by a pair of strategies of players. Approximated
motion x [-, fy, xo, U, €1, A1, V, &2, A;] is introduced for fixed values of players’
precision parameters €1 and ¢, and for fixed subdivisions A} = {tl.(l)} and Ay =

{t]@} of the interval [#y, ¥] chosen by P1 and P2, respectively, under the conditions
8(A)< Bi(ei), i =1,2.Here §(A4;) = m]flx(t,g:l — t,g)). A limit motion generated
by the pair of strategies (U, V) from the initial position (#p, xp) is a continuous

function x[t] = x[¢, t9, xo, U, V] for which there exists a sequence of approximated
motions

{x[t, 15, x5, U, €Y, AY, V., €5, A5])
uniformly converging to x[¢] on [#p, 9] as k — oo, s’f — 0, 8’2‘ — 0, tg —
10, x5 — xo, 8(A}) < Bi(e}).

The control laws (U, €1, A1) and (V, g2, Ay) are said to be agreed with respect
to the precision parameter if €1 = e&3. Agreed control laws generate agreed
approximate motions, the sequences of which generate agreed limit motions.

A pair of strategies (U, V) generates a nonempty compact (in the metric of the
space Cltg, U]) set X (to, xo, U, V) consisting of limit motions x[-, #y, xo, U, V].

Player i chooses his control to maximize the payoff functional

L=0i(x(®), i=12 (3.3)

where 0; : R" — R! are given continuous functions.
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Thus, an non-antagonistic positional (feedback) differential game (NPDG) is
defined.
Now we introduce the following definitions [4].

Definition 3.1 A pair of strategies (U, V) is called a Nash equilibrium solution
(N E—-solution) of the game, if for any motion x*[-] € X (o, x0, UV, VV), any
moment T € [fp, ¥], and any strategies U and V the following inequalities hold

max o (x[?. 7 x*[z], U, VN]) < minoy (x[9, 7, x*[e], UN, vV, (3.4)
x[- x[-

max o (x[9, 7, x* [z, UN, V) < min o (x[9, 7, x*[e], UN, v, (3.5)
x| x[-

where the operations min are performed over a set of agreed motions, and the
operations max by sets of all motions.

Definition 3.2 An N E-solution (U”, V) which is Pareto non-improvable with
respect to the values 11, I (3.3) is called a P(N E)-solution.

Now we consider auxiliary zero-sum positional (feedback) differential games I
and . Dynamics of both games is described by the Eq. (3.1). In the game I Player
i maximizes the payoff functional o; (x (%)) (3.3) and Player 3 — i opposes him.

It follows from [10, 11] that both games I'1 and > have universal saddle points

W, x,e), vO@xe)}, i=12 (3.6)
and continuous value functions

vit, x), vt x) 3.7

The property of strategies (3.6) to be universal means that they are optimal not
only for the fixed initial position (#y, xo) € G but also for any position (¢, x4) € G
assumed as initial one.

It is not difficult to see that the value of y; (¢, x) is the guaranteed payoff of the
Player i in the position (z, x) of the game.

In [4] the structure of N E- and P (N E)-solutions was established. Namely, it was
shown that all N E- and P (N E)-solutions of the game can be found in the class of
pairs of strategies (U, V') each of which generates a unique limit motion (trajectory).
The decision strategies that make up such a pair generating the trajectory x*(-) have
the form

U = (ult,x,8), BYe)), VO =" x,e), B}, (3.8)
0 _ u* ([,8), ”-x_-X*(t)” < &Y (t)
wnx,8) = {u(z)(t,x,s), It = x* Ol = 29 ()

vi(t,e), llx —x*®l <ep ()

0 _
v = {v(l)(t,x,s), lx ="l = e¢ (1) .



3 Altruism and Aggression in a Differential Two-Person Game 29

for all t € [t9,?],e > 0. In (3.8) we denote by u*(t,e), v*(t,¢) families of
program controls generating the limit motion x*(¢). The function ¢(-) and the
functions ,B?(-) and ,Bg(-) are chosen in such a way that the approximated motions
generated by the pair (U°, V) from the initial position (9, x¢) do not go beyond
the ¢ () -neighborhood of the trajectory x*(¢). Functions u® (., -, -) and vV (., -, )
are defined in (3.6). They play the role of punishment strategies for exiting this
neighborhood.

Further, for each NE- and P(N E)-trajectories x*(¢) the following property
holds.

Property 3.1 The point t = ¢ is the maximum point of the value function y; (¢, x)
(3.7) computed along this trajectory, that is,

Yi(t,x* (1)) < vi(0,x* (), o <t <9, i=1,2 (3.9)

3.3 A Non-antagonistic Positional Differential Games with
Behavior Types (NPDGwBT): BT -Solution

Now we assume that in addition to the usual normal (nor) type of behavior aimed at
maximizing own functionals (3.3), players can use other types of behavior, namely,
altruistic, aggressive and paradoxical types [5, 9].

These three types of behavior can be formalized as follows:

Definition 3.3 We say that Player 1 is confined in the current position of the
game by altruistic (alt) type of behavior if his actions in this position are directed
exclusively towards maximizing the functional /5 (3.3) of Player 2.

Definition 3.4 We say that Player 1 is confined in the current position of the game
by aggressive (agg) type of behavior if his actions in this position are directed
exclusively towards minimizing the functional /> (3.3) of Player 2.

Definition 3.5 We will say that Player 1 is confined in the current position of
the game by paradoxical (par) type of behavior if his actions in this position are
directed exclusively towards minimizing own payoff /1 (3.3).

Similarly, we define the altruistic and aggressive types of Player 2 behavior
towards Player 1, as well as the paradoxical type of behavior for Player 2.

Note that the aggressive type of player behavior is actually used in NPDG in
the form of punishment strategies contained in the structure of the game’s decisions
(see, for example, [4]).

The above definitions characterize the extreme types of behavior of players. In
reality, however, real individuals behave, as a rule, partly normal, partly altruistic,
partly aggressive and partly paradoxical. In other words, mixed types of behavior
seem to be more consistent with reality.
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If each player is confined to “pure” types of behavior, then in the considered game
of two persons with dynamics (3.1) and functionals /; (3.3) there are 16 possible
pairs of types of behavior: (nor, nor), (nor, alt), (nor, agg), (nor, par), (alt, nor),
(alt, alt), (alt,agg), (alt, par), (agg, nor), (agg, alt), (agg, agg), (agg, par),
(par,nor), (par,alt), (par,agg), (par, par). For the following four pairs
(nor, alt), (alt,nor), (agg, par) and (par,agg) the interests of the players
coincide and they solve a team problem of control. For the following four pairs
(nor,agg), (alt, par), (agg,nor) and (par, alt) players have opposite interests
and, therefore, they play a zero-sum differential game. The remaining eight pairs
define a non-antagonistic differential games.

The idea of using the players to switch their behavior from one type to another
in the course of the game was applied to the game with cooperative dynamics in
[9] and for the repeated bimatrix 2 x 2 game in [6], which allowed to obtain new
solutions in these games.

The extension of this approach to non-antagonistic positional differential games
leads to new formulation of problems. In particular, it is of interest to see how the
player’s gains, obtained on Nash solutions, are transformed. The actual task is to
minimize the time of “abnormal” behavior, provided that the players’ gains are
greater than when the players behave normally.

Thus, we assume that players can switch from one type of behavior to another
in the course of the game. Such a game will be called a non-antagonistic positional
(feedback) differential game with behavior types (NPDGwBT).

In NPDGwWBT we assume that simultaneously with the choice of positional
strategy, each player also chooses his indicator function defined on the interval
t € [to,¥] and taking the value in the set {nor, alt,agg, par}. We denote the
indicator function of Player i by the symbol «; : [t9, V] — {nor, alt,agg, par},
i = 1, 2. If the indicator function of some player takes a value, say, alt on some
time interval, then this player acts on this interval as an altruist in relation to his
partner. Note also that if the indicator functions of both players are identically equal
to the value nor on the whole time interval of the game, then we have a classical
NPDG.

Thus, in the game NPDGwBT Player 1 controls the choice of a pair of actions
{position strategy, indicator function} (U, «j(-)), and player 2 controls the choice
of a pair of actions (V, a2(-)).

As mentioned above, for any pair of types of behavior three types of decision
making problems can arise: a team problem, a zero-sum game, and a non-
antagonistic game. We will assume that the players for each of these three problems
are guided by the following Rule 3.1.

Rule 3.1 If on the time interval (71, T2) C [fo, ¥] the player’s indicator functions
generate a non-antagonistic game, then on this interval players choose one of
P (N E)-solutions of this game. If a zero-sum game is realized, then as a solution,
players choose the saddle point of this game. Finally, if a team problem of control is
realized, then players choose one of the pairs of controls such that the value function
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y; (t, x) calculated along the generated trajectory is non-decreasing function, where
i is the number of the player whose functional is maximized in team problem.

Generally speaking, the same part of the trajectory can be tracked by several pairs
of players’ types of behavior, and these pairs may differ from each other by the time
of use of abnormal types.

It is natural to introduce the following Rule 3.2.

Rule 3.2 If there are several pairs of types of behavior that track a certain part of
the trajectory, then players choose one of them that minimizes the time of using
abnormal types of behavior.

We now introduce the definition of the solution of the game NPDGwBT. Note
that the set of motions generated by a pair of actions {(U, «1(-)), (V, a2(-))}
coincides with the set of motions generated by the pair (U, V) in the corresponding
NPDG.

Definition 3.6 The pair {(U°, a)(")), (V°, 3(-))}, consistent with Rule 3.1, forms
a BT -solution of the game NPDGwBT if there exists a trajectory x?7 () generated
by this pair and there is a P(NE)-solution in the corresponding NPDG game
generating the trajectory x* (-) such that the following inequalities are true

o (BT () > o, xF (1)), i=1,2, (3.10)

where at least one of the inequalities is strict.

Definition 3.7 The BT -solution {(U°, oc(l)(~)), VO, ag(~))}, which is Pareto non-
improvable with respect to the values /1, I> (3.3), is called P(BT)-solution of the
game NPDGwBT.

Problem 3.1 Find the set of BT -solutions.
Problem 3.2 Find the set of P(BT)-solutions.

In the general case, Problems 3.1 and 3.2 have no solutions. However, it is
quite expected that the use of abnormal behavior types by players in the game
NPDGwWBT can in some cases lead to outcomes more preferable for them than in
the corresponding game NPDG only with a normal type of behavior. An example of
this kind is given in the next section.

3.4 Example

Let equations of dynamics be as follows

X=u4v, x,u,veR Jul <1, v <1, 0<t<v, x(0) =x°
(3.11)
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where x is the phase vector; u and v are controls of Players 1 and 2, respectively.
Let payoff functional of Player i be

I =oi(x(®) =18 — |x(®) —a?|, i=1,2. (3.12)

That is, the goal of Player i is to bring vector x (%) as close as possible to the target
point a®.

Let the following initial conditions and values of parameters be given: ¥ =
5.0, xo = (0,0), a¥ = (10, 8), a® = (-10, 8) (Fig.3.1).

The game has the following phase restrictions. The trajectories of the system
(3.11) are forbidden from entering the interior of the set S, which is obtained by
removing from the quadrilateral Oabc the line segment Oe. The set S consists of
two parts S7 and Sy, thatis, S = §1 U S,.

Coordinates of the points defining the phase constraints:

a=(—45,36), b=(0,8), c=(6.5,52), 0O =(0,0), e =(3.25,6.6).

(3.13)
A x2 b
10 D2 g 1
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az : b al
> [
J e
g2 | 91 p1
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0 >
(o}
5t
-10¢ ! ! ! !
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Fig. 3.1 Attainability set



3 Altruism and Aggression in a Differential Two-Person Game 33

It can be verified that the point a lies on the interval Oa® , the point ¢ lies on
the interval Oa(! | and the point e lies on the interval bc. We also have |aVb| =
la®b| = 10.

Attainability set of the system (3.11) constructed for the moment # consists of
points of the circle of radius 10 located not higher than the three-link segment a Oc
and also bounded by two arcs connecting the large circle with the sides ab and bc
of the quadrilateral. The first arc is an arc of the circle with center at the point @ and
radius r1 = 10 — |Oal| = |ada|. The second (composite) arc consists of an arc of
the circle with center at the point e and radius r, = 10 — |Oe| = |ed;| and an arc of
the circle with center at the point ¢ and radius r3 = 10 — |Oc| (Fig.3.1).

Results of approximate calculations: r; = 4.2372, r, = 2.6432, r3 = 1.6759,
di = (0.8225,7.6457), dr = (—1.4704, 6.5623). In addition, we have: |OaV| =
|0a®| = 12.8062.

In Fig. 3.1 the dashed lines represent arcs of the circle L with center at the point b
and radius r4 = |0a'V|—|aVb| = 12.8062— 10 = 2.8062. These arcs intersect the
sides ab and bc at the points p; = (2.5773,6.8898) and pr = (—2.0065, 6.0381),
respectively. By construction, the lengths of the two-links aVbp, and a®bp; are
equal to each other and equal to the lengths of the segments Oa‘! and 0a‘®.

The value functions y;(¢, x) and »(f,x), 0 <t < ¢, x € R2\S , of
the corresponding auxiliary zero-sum games I and I in this example will be as
follows

18— |(x —a@), xaPNintS=0
i (t, %) = It el N , (3.14)
18 — ps (x,a ), otherwise
where i = 1,2, and ps (x,a®) denotes the smallest of the two distances from

the point x to the point ), one of which is calculated when the set S is bypassed
clockwise and the other counterclockwise.

At first we solve the game NPDG (without abnormal behavior types). One can
check that in the game NPDG the trajectory x () = 0, ¢ € [0, 5], (stationary point
0) is a Nash trajectory. Further, the trajectories constructed along the line Oe, are
not Nash ones, since none of them is satisfied condition (3.9). This is also confirmed
by the fact that the circle of radius |a‘e| with the center at the point ¢ has no
points in common with the circle L (see Fig.3.1). Obviously, these are not Nash
and all the trajectories that bypass the set S; on the right. Are not Nash and all
trajectories that bypass the set S on the left, since a circle of radius |a®a| with the
center at the point ® also has no points in common with the circle L. As a result, it
turns out that the mentioned trajectory is the only Nash trajectory, and, consequently,
the only P (N E)-trajectory; the players’ gains on it are /1 = I, = 5.1938.

Let us now turn to the game NPDGwBT, in which each player during certain
periods of time may exhibit altruism and aggression towards other player, and the
case of mutual aggression is allowed.

We consider two variants of the game.
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Variant I We assume that players 1 and 2 together with a normal type of behavior,
can exhibit altruism towards their partner during some time intervals.

Variant II In addition to the assumption of altruism of the players, we assume that
each player can act aggressively against another player for some periods of time,
and a case of mutual aggression is allowed.

In the attainability set, we find all the points x for which inequalities hold
0i(x) 2 0i(0), i =1,2, 01(x) + 02(x) > 01(0) + 02(0) (3.15)

Such points form two sets Dy and D (see Fig.3.1). The set D; is bounded by
the segment p1d;, and also by the arcs pi1q; and g1d; of the circles mentioned
above. The set D; is bounded by the segment p,d»>, and also by the arcs dag> and
g2 p2 of the circles mentioned. On the arc p1q;, the non-strict inequality (3.15) for
i = 2 becomes an equality, and on the arc g2 p>, the non-strict inequality (3.15)
becomes an equality for i = 1. At the remaining points sets D1 and D> , the non-
strict inequalities (3.15) for i € {1, 2} are strict.

Now within the framework of Variant I we construct a BT -solution leading to
the point d» € D,. Consider the trajectory Oada; the players’ gains on it are
I1 = 5.9436, I = 9.3501, that is, each player gains more than on single P(NE)-
trajectory. How follows from the foregoing, the trajectory Oad; is not Nash one.
However, if it is possible to construct indicator functions-programs of players that
provide motion along this trajectory, then a BT -solution will be constructed.

On the side Oa, we find a point g equidistant from the point a() if we go
around the set S clockwise, or if we go around S counterclockwise. We obtain
g = (-3.6116,2.8893). Further, if we move along the trajectory Oad, with
the maximum velocity for + € [0, 5], then the time to hit the point g will be
t = 2.3125, and for the point a will be t = 2.8814. It can be verified that if we
move along this trajectory on the time interval [0, 2.3125] then the function y; (¢, x)
(3.14) decreases monotonically and the function y»(#, x) increases monotonically;
for motion on the interval + € [2.3125,2.8814], both functions y;(¢, x) and
y2(t, x) increase monotonically; finally, when driving on the remaining interval
t € [2.8814,5.0], then the function yj(¢, x) increases monotonically, and the
function y,(t, x) decreases.

We check that on the segment Og of the trajectory the pair (alt, nor), which
defines a team problem of control, is the only pair of types of behavior that realizes
motion on this segment in accordance with Rule 3.1; this is the maximum shift in the
direction of the point a® . In the next segment ga there will already be four pairs
of “candidates” (nor, nor), (alt, nor), (nor, alt) and (alt, alt)), but according to
Rule 3.2 the last three pairs are discarded; the remaining pair determines a non-
antagonistic game, and the motion on this segment will be generated by P(N E)-
solution of the game. Finally, for the last segment ad>, the only pair of types of
behavior, that generates motion on the segment in accordance with Rule 3.1, there
will be a pair (nor, alt) that defines a team problem of control; the motion represents
the maximum shift in the direction of the point d>.
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Thus, we have constructed the following indicator function-programs of players
o\ (1) = {alt, 1 €10,2.3125); nor, 1 €[2.3125,5]}, (3.16)

oV (t) = {nor, 1 € [0,2.8814); alt, 1 € [2.8814,5]}. (3.17)

We denote by (U1, V(1) the pair of players’ strategies that generates the limit
motion Oady for t € [0,5] and is consistent with the constructed indicator
functions. Then we obtain the following assertion.

Theorem 3.1 In Variant I, the pair of actions {(U(l),(x?)(-)), (V(l),aél)(-))}
(3.16), (3.17) provides the P(BT)-solution.

We turn to the Variant II, in which, in addition to assuming the altruism of the
players, it assumed that players can use an aggressive type of behavior. We construct
a BT -solution, leading to the pointd; € Dj.

Let us find the point m equidistant from the point a® if we go around the
set S» clockwise, or if we go around S counterclockwise. We also find a point
n equidistant from the point a'" as if we were go around the set S; clockwise,
or if we go around S; counterclockwise. The results of the calculations: m =
(1.7868, 3.6285), n = (0.3190, 0.6478).

Consider the trajectory Oed;; the players’ gains on it are /1 = 8.8156, I, =
7.1044, that is, the gains of both players on this trajectory are greater than the
gains on the single P (N E)-trajectory. As follows from the above, the trajectory
Oed is not Nash one. Therefore, if it is possible to construct indicator functions-
programs of players that provide motion along this trajectory, then a BT -solution
will be constructed.

First of all find that if we move along the trajectory Oed; with the maximum
velocity for ¢ € [0, 5], the time to hit the point n will be + = 0.3610, the point m
will be + = 2.0223, and the point e will be t = 3.6784. It is easy to verify that
for such a motion along the trajectory Oed; on the interval ¢ € [0, 0.3610], both
functions y (¢, x) and y»(t, x) (3.14) decrease monotonically; for motion on the
interval ¢t € [0.3610, 2.0223], the function y»(¢, x) continues to decrease, and the
function y(z, x) increases; for motion on the interval r € [1.9135, 3.9620], both
functions increase; finally, on the remaining interval ¢ € [3.9620, 5], the function
y2(t, x) continues to increase, and the function y; (¢, x) decreases.

We check that on the segment On of the trajectory, the pair (agg, agg), which
determines the non-antagonistic game, is the only pair of types of behaviors that
realizes motion on the segment in accordance with Rule 3.1; this is the motion
generated by the P(N E)-solution, the best for both players. In the next segment
nm, two pairs of types of behaviors realize motion on the segment according to
Rule 3.1, namely (nor, alt) and (agg, alt); however, according to Rule 3.2, only
the pair (nor, alt) remains; it defines a team problem of control in which the motion
represents the maximum shift in the direction of point m. There are already four
pairs of “candidates” (nor, nor), (alt, nor), (nor, alt) and (alt, alt) on the segment
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me, but according to Rule 3.2 the last three pairs are discarded; the remaining pair
defines a non-antagonistic game and the motion on this segment is generated by
the P(N E)-solution of the game. Finally, for the last segment ed, the only pair of
types of behaviors is the pair (alt, nor), which defines a team problem of control;
the motion represents the maximum shift in the direction of the point d .

Thus, we have constructed the following indicator function-programs of players

(1) = {agg, t €10,0.3610); nor, 1 € [0.3610,3.6784); alt, t € [3.6784, 51},
(3.18)

o (1) = {agg, t €10,0.3610); alt, t € [0.3610,2.0223); nor,t € [2.0223, 5]}.
(3.19)

We denote by (U@, V) the pair of players’ strategies that generate the limit
motion Oed; for t € [0,5] and is consistent with the constructed indicator
functions. Then we obtain the following assertion.

Theorem 3.2 In Variant II, the pair of actions {(U®, (xf)(-)), Vv, 0552)(-))}
(3.18), (3.19) provides the P(BT)-solution.

Remark 3.1 1t is obvious that Theorem 3.1 is also true for Variant II.
Following the scheme of the proofs of Theorems 3.1 and 3.2 (and also taking into
account Remark 3.1), we arrive at the following Theorems.

Theorem 3.3 In Variant I, the set Dy consists of those and only those points that
are endpoints of the trajectories generated by the BT -solutions of the game.

Theorem 3.4 In Variant II, the sets D1 and Dy consist of those and only those
points that are the ends of the trajectories generated by the BT -solutions of the
game.

3.5 Conclusion

Realized idea of using the players to switch their behavior from one type to another
in the course of the game is somewhat similar to the idea of using trigger strategies
[2]. This is indicated by the existence of punishment strategies in the structure (8)
of decision strategies. However, there are significant differences. In this paper, we
also use more complex switching, namely, from one type of behavior to another,
changing the nature of the problem of optimization—from non-antagonistic games
to zero-sum games or team problem of control and vice versa. And these switchings
are carried out according to pre-selected indicator function-programs.

Each player controls the choice of a pair of actions positional strategy, indicator
function. Thus, the possibilities of each player in the general case have expanded
(increased) and it is possible to introduce a new concept of a game solution (P (BT)-
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solution) in which both players increase their payoffs in comparison with the payoffs
in Nash equilibrium in the game without switching types of behavior.

For players, it is advantageous to implement P (BT )-trajectory; so they will

follow the declared indicator function-programs (3.16), (3.17) or (3.18), (3.19).
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Chapter 4 )
Learning in a Game of Strategic Shethie
Experimentation with Three-Armed
Exponential Bandits

Nicolas Klein

Abstract The present article provides some additional results for the two-player
game of strategic experimentation with three-armed exponential bandits analyzed
in Klein (Games Econ Behav 82:636—657, 2013). Players play replica bandits, with
one safe arm and two risky arms, which are known to be of opposite types. It is
initially unknown, however, which risky arm is good and which is bad. A good
risky arm yields lump sums at exponentially distributed times when pulled. A bad
risky arm never yields any payoff. In this article, I give a necessary and sufficient
condition for the state of the world eventually to be found out with probability 1
in any Markov perfect equilibrium in which at least one player’s value function
is continuously differentiable. Furthermore, I provide closed-form expressions for
the players’ value function in a symmetric Markov perfect equilibrium for low and
intermediate stakes.

4.1 Introduction

Think of a situation in which agents are initially uncertain about some payoff-
relevant aspect of their environment. Yet, they can learn about it over time by
exploring different options. Thus, a farmer may not know the yield of a new crop
before trying it out. Trying it out implies an opportunity cost, however, as using his
field to try the new crop means that he cannot use it to plant a traditional crop, whose
yield he already knows. The trade-off he faces is thus between optimally using the
information he already has (exploitation) and investing resources in order to acquire
new information, which will potentially be useful to him in the future (exploration).
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The so-called multi-armed bandit model has become canonical in economics to
analyze a decision maker’s trade-off between exploration and exploitation.

But now suppose that our farmer has a neighbor and that he can observe the
kind of crop planted by his neighbor, as well as its yield. Our farmer would of
course prefer that his neighbor experiment with the new crop, as this would allow
him to get some information about it without having to bear the (opportunity) cost
of producing the information himself. Of course, his neighbor faces precisely the
same trade-off, and the informational externality leads to a situation of strategic
interaction. Such strategic bandit problems have been introduced by Bolton and
Harris [2, 3], where players choose between a risky option and a safe one. Here, 1
use the exponential-bandits variant introduced by Keller et al. [6], and, in particular,
adopt the three-armed model of Klein [7].

While in [2, 3] and in [6], the risky option was of the same quality for all players,
Klein and Rady [8] introduced negative correlation between players: what was good
news to one player was bad news to the other. In [7], I have introduced a setting in
which two players have access to rwo risky arms of perfectly negatively correlated
types. The comparison of the results in [8] and [7] in particular thus allow for the
analysis of the impact of delegating project choice to individual agents.

For the case of perfectly positively correlated two-armed bandits, Keller et al.
[6] show that players experiment inefficiently little in equilibrium, as compared
to the cooperative benchmark. Indeed, the information players produce is a public
good; hence they produce too little of it. Indeed, they both give up on finding out
the state of the world too soon (i.e., the amount of experimentation is too low)
and they learn too slowly (i.e., the intensity of experimentation will be inefficiently
low). By contrast, Klein and Rady [8] find that, with perfectly negatively correlated
two-armed bandits, the amount of experimentation is always at the efficient level.
Furthermore, there exists an efficient equilibrium if and only if the stakes at play are
below a certain threshold. By contrast, in [7], I show that, when both agents have
access to two perfectly negatively correlated risky arms, there exists an efficient
equilibrium if and only if the stakes at play exceed a certain threshold. In the
present article, I provide closed-form expressions for the players’ value function in
a symmetric Markov perfect equilibrium for the cases in which there does not exist
an efficient equilibrium. Furthermore, I give a necessary and sufficient condition for
learning to be complete, i.e. for the state of the world to be found out with probability
1, in any Markov perfect equilibrium in which at least one player’s value function
is continuously differentiable.

The rest of this article is organised as follows. Section 4.2 explains the model
setup; Sect.4.3 analyzes conditions under which complete learning will prevail;
Sect.4.4 analyzes equilibrium for low and intermediate stakes, while Sect.4.5
concludes. Formal proofs are collected in Sect. 4.6.

IThe multi-armed bandit model was first introduced by Thompson [10] and Robbins [9], and
subsequently analyzed, amongst others, by Bradt et al. [4] and Bellman [1]. Gittins and Jones
[5] provided the famous Gittins-index characterization of an optimal policy.
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4.2 Model Setup

The setup is as in [7]: There are two agents playing a three-armed bandit in
continuous time each. One arm is safe in that it yields a known flow payoff of s > 0
when pulled; the other two arms, A and B, are risky in that they can be either good or
bad. It is known that exactly one of the two risky arms is good and that the same risky
arm is good for both players. Which between arms A and B is good and which is bad
is initially unknown. The good risky arm yields lump sums % > 0 at exponentially
distributed times with parameter A > 0, when it is pulled. The bad risky arm always
yields 0. The parameters A, s and k, are common knowledge among the players. I
assume that g := Ah > 5 > 0.

More specifically, either player i € {1,2} can decide in continuous time how
to distribute a unit endowment flow over the three arms of his bandit; i.e., at each
instant r € Z, he chooses (ki 4, ki g) € {(a,b) € [0, 1]2 :a—+b < 1}, where
ki a(t) (ki p(t)) denotes the fraction of the unit endowment flow player i devotes to
arm A (B) at instant 7.

Players start out from a common prior pg € (0, 1) that it is their risky arms A
that are good. As everyone’s action choices, as well as the outcomes of these action
choices, are perfectly publicly observable, there is no private information at any
time. Thus, players will share a common posterior belief that it is their risky arms
A that are good at all times # > 0. We shall denoted by p; this belief at instant 7.
As only a good risky arm can ever yield a lump-sum payoff, p; = 1 (p; = 0) at all
times T > ¢ if either player has received a lump sum from arm A (B) at time 7. If no
such breakthrough has occurred yet by time ¢, the belief satisfies

poe* Jo k1, a(D)+ho, 4 (D)) d

: 4.1
poe o tLa@+kea@)dr | (1 _ poye=h fo @)+ p () de (&0

Pt =

Following much of the literature, I focus on Markov perfect equilibria with the
common posterior belief p; as the state variable (which I shall sometimes simply
refer to as equilibrium). A Markov strategy for player is a time-invariant, piecewise
continuous, function (k; 4, k; g) : [0, 1] — {(a, b) € [0, 1]2 ta+b <1}, pr —
(ki o, ki B)(pr). As in [8], a pair of Markov strategies is said to be admissible if
there exists a solution to the corresponding law of motion of beliefs (derived from
Bayes’ rule) that coincides with the limit of the unique discrete-time solution. An
inadmissible strategy pair is assumed to give both players a payoff of —oo.

Players discount payoffs at the common discount rate » > 0. An admissible
strategy pair ((k1,4, k1,B), (k2,4, k2, p)) induces a payoff function u; for playersi e
{1, 2}, which is given by

ui(p) =¢& [/0 re”"" {(ki,a(p) pr + ki.(p)(1 — p))g

+[1 — kia(p) — ki s(p)ls} dt| po=p],  (4.2)
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where the expectation is taken with respect to the process of beliefs {p;};e%., .
Player i’s objective is to maximize u;. As one can see immediately from player i’s
objective, the other player’s actions impact u; only via the players’ common belief
process {pr}re%, ; i.€., ours is a game of purely informational externalities.

I say that the stakes are high if g > g(r’:g\)\) ; they are intermediate if 2’:{‘ < f <
z(rr:;‘; ; they are low if & < 2::;‘, and very low if $ 2;::5? It is immediate to

rs

() (gms)4rs = 2, they are very

verify that the stakes are low if and only if p} :=
1

low if and only if p := - +2M(’;_S) s 2 2

Klein [7, Section 4] shows that the utilitarian planner’s solution has a bang-bang
structure.” If the stakes at play are not very low, the planner would always use the
risky arm that looks momentarily the most promising; he would never use the safe
arm. This means that learning will be complete, i.e. the true state of the world
will be found out with probability 1. If the stakes are very low, by contrast, the
planner would use the safe arm for all beliefs in [1 — p3, p5] and the risky arm that
looks momentarily the most promising for all other beliefs. Thus, learning will be
incomplete in this case. A single player acting in isolation would optimally pursue
the same policy, with p} replacing p3, and “low stakes” replacing “very low stakes,”
in the previous statements.

4.3 Complete Learning

As already mentioned in the introduction, Keller et al. [6] identified two dimensions
of inefficiency in their model: On the one hand, players give up on finding out about
the true state of the world too soon, i.e. the experimentation amount is inefficiently
small. On the other hand, players also learn too slowly, i.e. the experimentation
intensity is inefficiently low. If one were merely to focus on the long-run properties
of learning, only the former effect would be of interest. Keller et al. [6] show that,
because of the informational externalities, all experimentation stops at the single-
agent cutoff belief in any equilibrium; the efficient cutoff belief would be more
pessimistic, though, as it takes into account that the information a player generates
benefits the other players also.’ Furthermore, learning is always incomplete, i.e.

2The utilitarian planner maximizes the sum of the players’ utilities. The solution to this problem is
the policy the players would want to commit to at the outset of the game if they had commitment
power. It thus constitutes a natural efficient benchmark against which to compare our equilibria.

3By contrast, Bolton and Harris [2] identified an encouragement effect in their model. It makes
players experiment at beliefs that are more pessimistic than their single-agent cutoffs. This is
because they will receive good news with some probability, which will make the other players
more optimistic also. This then induces them to provide more experimentation, from which the
first player then benefits in turn. With fully revealing breakthroughs as in [6, 8], or this model,
however, a player could not care less what others might do after a breakthrough, as there will not
be anything left to learn. Therefore, there is no encouragement effect in these models.
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there is a positive probability that the truth will never be found out.* In [8], however,
the amount of experimentation is always at the efficient level.” This is because
both players cannot be exceedingly pessimistic at the same time. Indeed, as soon
as players’ single-agent cutoffs overlap, at any possible belief at least one of them
is loath to give up completely, although players may not be experimenting with the
enthusiasm required by efficiency. In particular, learning will be complete in any
equilibrium if and only if efficiency so requires.

This section will show that which of these effects prevails here depends on the
stakes at play: If stakes are so high that the single-agent cutoffs overlap, players
would not be willing ever completely to give up on finding out the true state of the
world even if they were by themselves. Yet, since all a player’s partner is doing is
to provide him some additional information for free, a player should be expected
to do at least as well as if he were by himself. Hence, the Klein and Rady [8]
effect obtains if players’ single-agent cutoffs overlap, and, in any equilibrium (in
which at least one player’s value function is smooth),® the true state of the world
will eventually be found out with probability 1 (i.e. learning will be complete),
as efficiency requires. In the opposite case, however, the informational externality
identified by Keller et al. [6] carries the day, and, as we will see in the next section,
there exists an equilibrium entailing an inefficiently low amount of experimentation.
For some parameters, this implies incomplete equilibrium learning while efficiency
calls for complete learning.

To state the next lemma, I write u] for the value function of a single agent
operating a bandit with only a safe arm and a risky arm A, while I denote by u3
the value function of a single agent operating a bandit with only a safe arm and a
risky arm B. It is straightforward to verify that u3(p) = uj(1 — p) for all p and
that’

s if p < p¥,
ui(p) = - e i1 U 43)
& p+w?+r(1_p)<9(p7>> itp>p

4The efficient solution in [6] also implies incomplete learning.

SFor perfect negative correlation, this is true in any equilibrium; for general negative correlation,
there always exists an equilibrium with this property.

The technical requirement that at least one player’s value function be continuously differentiable
is needed on account of complications pertaining to the admissibility of strategies. I use it in the
proof of Lemma 4.1 to establish that the safe payoff s constitutes a lower bound on the player’s
equilibrium value. However, by e.g. insisting on playing (1, 0) at a single belief p while playing
(0, 0) everywhere else in a neighborhood of p, a player could e.g. force the other player to play
(0, 1) at p for mere admissibility reasons. Thus, both players’ equilibrium value functions might
be pushed below s at certain beliefs p. For the purposes of this section, I rule out such implausible
behavior by restricting attention to equilibria in which at least one player’s value function is
smooth.

7See Prop.3.1 in [6].
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where 2(p) = l;p denotes the odds ratio. The following lemma tells us that u}

and 3 are both lower bounds on a player’s value in any equilibrium, provided his
value is smooth.

Lemma 4.1 (Lower Bound on Equilibrium Payoffs) Let u € C' be a player’s
equilibrium value function. Then, u(p) > max{uj(p), u5(p)} forall p € [0, 1].

The intuition for this result is very straightforward. Indeed, there are only
informational externalities, no payoff externalities, in our model. Thus, intuitively,
a player can only benefit from any information his opponent provides him for free;
therefore, he should be expected to do at least as well as if he were by himself,
forgoing the use of one of his risky arms to boot.

Now, if f > %‘:‘, then pf < ; < 1 — pj, so at any belief p, we have
that uj(p) > s or u3(p) > s or both. Thus, there cannot exist a p such that
(k1,4,k1.B)(p) = (k2. a, k2,8)(p) = (0, 0) be mutually best responses as this would
mean u1(p) = uz(p) = s. This proves the following proposition:

Proposition 4.1 (Complete Learning) If f > 2[:;, learning will be complete

in any Markov perfect equilibrium in which at least one player’s value function is
continuously differentiable.

It is the same threshold %’j)f‘ above which complete learning is efficient, and
prevails in any equilibrium, in the perfectly negatively correlated two-armed bandit
case.® In our setting, however, complete learning is efficient for a larger set of
parameters, as we saw in Sect.4.2. In the following section, I shall proceed to a

more thorough analysis of the strategic problem.

4.4 Equilibrium Payoff Functions

In [7], I have shown that there exists an efficient equilibrium in this model if and
only if the stakes are high. The purpose of this section is to construct a symmetric
equilibrium for those parameter values for which there does not exist an efficient
equilibrium. I define symmetry in keeping with [2] as well as [6]:

Definition 4.1 An equilibrium is said to be symmetric if equilibrium strategies

((k1,4, k1,B), (k2,4, k2,B)) satisfy (ki 4, k1,B)(p) = (ko a,k2,8)(p) for all p €
[0, 1].

As a matter of course, in any symmetric equilibrium, u1(p) = ua(p) for all
p € [0, 1]. I shall denote the players’ common value function by u. By the same
token, I shall write k1 4 = ko, 4o = ks and k1 p = k2 p = kp.

8See Proposition 8 in [8].
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4.4.1 Low Stakes

Recall that the stakes are low if, and only if, the single-agent cutoffs for the two risky
arms do not overlap. It can be shown that in this case there exists an equilibrium
that is essentially two copies of the Keller et al. [6] symmetric equilibrium (see their

Proposition 5.1), mirrored at the p = é axis.

Proposition 4.2 (Symmetric MPE for Low Stakes) If ¢ < 2[;_31, there exists
a symmetric equilibrium where both players exclusively use the safe arm on [1 —
P, il the risky arm A above the belief p > p¥, and the risky arm B at beliefs

below 1 — p, where p is defined implicitly by

A 1 1 2 (p¥
2 —ep =" [ L, —Q(p*f)‘lln( (p}))}
A l=p 1-p] £2(p)
4.4)
In [p}, pl, the fraction ks(p) = ”(ff()p_)s is allocated to risky arm A, while 1 — k4 (p)
is allocated to the safe arm; in [1 — p, 1 — pY], the fraction kp(p) = ”g();)s is

allocated to risky arm B, while 1 — kg (p) is allocated to the safe arm.

Let Vi (p) := pg + Cp(1 — p)2(p) 2, and Vi(p) :== (1 — p)g + C;p2(p)~ 2.
Then, the players’ value function is continuously differentiable, and given by u(p) =
W(p) ifl — p < p < p, where W(p) is defined by

—1 2(p) ; D
s+isleep (1= 1) -pim (S0 i -p<p<1-pj
W(p) =1 sifl —pi < p<pl . ;
_ (p7 . ~
RN R RN ) P e
4.5)

u(p) = Vi(p) if p < p, while u(p) = Vi(p) if p < 1 — p, where the constants of
integration Cj, and C; are determined by Vi,(p) = W(p) and Vi(1—p) = W(1—p),
respectively.

Thus, in this equilibrium, even though either player knows that one of his risky
arms is good, whenever the uncertainty is greatest, the safe option is attractive to
the point that he cannot be bothered to find out which one it is. When players are
relatively certain which risky arm is good, they invest all their resources in that arm.
When the uncertainty is of medium intensity, the equilibrium has the flavor of a
mixed-strategy equilibrium, with players devoting a uniquely determined fraction
of their resources to the risky arm they deem more likely to be good, with the rest
being invested in the safe option. As a matter of fact, the experimentation intensity
decreases continuously from ka(p) = 1 to ka(p}) = O (from kp(1 — p) =1
to kp(1 — p}) = 0). Intuitively, the situation is very much reminiscent of the
classical Battle of the Sexes game: If one’s partner experiments, one would like
to free-ride on his efforts; if one’s partner plays safe, though, one would rather do
the experimentation oneself than give up on finding out the truth. On the relevant
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range of beliefs it is the case that as players become more optimistic, they have to
raise their experimentation intensities in order to increase free-riding incentives for
their partner. This is necessary to keep their partner indifferent, and hence willing to
mix, over both options.

Having seen that for f < %’;&A, there exists an equilibrium with smooth value
functions that implies incomplete learning, we are now in a position to strengthen
our result on the long-run properties of equilibrium learning:

Corollary 4.1 (Complete Learning) Learning will be complete in any Markov
perfect equilibrium in which at least one player’s value function is smooth, if and

& 2r+4-x
only if ¢ > 77

For perfect negative correlation, Klein and Rady [8] found that with the possible
exception of the knife-edge case f = 2::;’ learning was going to be complete in
any equilibrium if and only if complete learning was efficient. While the proposition
pertains to the exact same parameter set on which complete learning prevails in
[8], we here find by contrast that if 2}?5? < f < %‘:‘, efficiency uniquely
calls for complete learning, yet there exists an equilibrium entailing incomplete
learning. This is because with three-armed bandits information is more valuable to
the utilitarian planner, as in case of a success he gets the full payoff of a good risky
arm. With negatively correlated two-armed bandits, however, the planner cannot
shift resources between the two types of risky arm; thus, his payoff in case of a

success is just 43°.

4.4.2 Intermediate Stakes

For intermediate stakes, the equilibrium I construct is essentially of the same
structure as the previous one: It is symmetric and it requires players to mix on some
interval of beliefs. However, there does not exist an interval where both players play
safe, so that players will always eventually find out the true state of the world, even
though they do so inefficiently slowly.

o . . 2r 44
Proposition 4.3 (Symmetric MPE for Intermediate Stakes) If r’j_; < f <

z(rr:;;, there exists a symmetric equilibrium. Let p := }‘;f’ 2p™ —1), and W (p) be
defined by
+Mg =) — I psQ+IRp)  ifp<,
7 ):={S A : A (4.6)
Pols+ P @-9-1a-ps@-m@e) ifp> ]

Atr(1—ph)
atr Vg and V/(p;) =

2s — p;g, respectively. Then, let p' = pir lpr > p; otherwise, let p' = p;
In equilibrium, both players will exclusively use their risky arm A in [p', 1], and

their risky arm Bin [0, 1 — pT]. In] é, pT], the fractionka(p) = Wci’zgs

Now, let pi > ; and p; > é be defined by V/(pi) =

is allocated
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to risky arm A, while 1 — k4 (p) is allocated to the safe arm; in [p", %[, the fraction

kp(p) = 7= s allocated to risky arm B, while 1 — kp(p) is allocated to the

cg(p)
safe arm. At p = é, a fraction oka(é) = kg(é) = ()‘H)\)é;ggr)ﬂ)s is allocated to

either risky arm, with the rest being allocated to the safe arm.

Let Vi (p) := pg + Cn(1 — p)$2(p) 2+, and Vi(p) := (1 — p)g + CipS2(p)~ 2.
Then, the players’ value function is continuously differentiable, and given by u(p) =
W (p)in[1=p', p'l, byu(p) = Vi(p) in [p', 11, and u(p) = Vi(p) in [0, 1 - pT],
with the constants of integration Cj, and C; being determined by Vi (p") = # (p")
and Vi(1 = p") = #'(1 = p").

Thus, no matter what initial prior belief players start out from, there is a positive
probability that beliefs willend up at p = é, and hence they will try the risky project
that looked initially less auspicious. Therefore, in contrast to the equilibrium for low
stakes, there is a positive value attached to the option of having access to the second
risky project.

4.5 Conclusion

I have analyzed a game of strategic experimentation with three-armed bandits,
where the two risky arms are perfectly negatively correlated. In [7], I have shown
that there exists an efficient equilibrium if and only if the stakes are high. Here,
we have seen that any equilibrium in which at least one player’s value is smooth
involves complete learning if stakes are not low. If stakes are intermediate in size,
all equilibria are inefficient, though they involve complete learning (provided both
players’ value functions are not kinked), as required by efficiency. If the stakes
are low, all equilibria are inefficient, and there exists an equilibrium implying an
inefficiently low amount of experimentation. In particular, if the stakes are low but
not very low, there exists an equilibrium that involves incomplete learning while
efficiency requires complete learning; if the stakes are very low, the efficient solution
also implies incomplete learning.

From an economic point of view, the reason for the prevalence of free-riding in
Markov perfect equilibrium when the types of the risky arms are perfectly positively
correlated is as follows. If a player deviates by providing less effort than he is
supposed to, the other players will be more optimistic than they should be as a
result, and hence more willing to pick up the deviating player’s slack. This makes
players more inclined to free-ride. However, if players’ risky arms are negatively
correlated as in [8], it is impossible for both of them to be very pessimistic about
their respective projects at the same time, and free-riding only appears if the players’
respective single-agent cut-offs overlap. Otherwise, i.e., if the stakes are low, there
exists an efficient equilibrium. By contrast, in our setting, there exists an efficient
equilibrium if and only if the stakes are high [7], i.e. if and only if both players are
always sufficiently optimistic about one of their projects. Otherwise, the positive
correlation between players makes incentives for free-riding reappear.
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4.6 Proofs

This section collects the proofs of our results. We note that player i’s Bellman
equation is given by (see [7])

ui(p) =s+kjaBa(p,u;) +kjpBp(p,uj)+

max {kia [Ba(p,ui) — ca(p)] + ki, [Ba(p.ui) — c(p)]} .
{(ki,a.ki B)€0,112:k; A+ki <1}
“@.7

where {j} = {1, 2}\{i}, Ba(p, u) := } plg—u(p)—(1—p)u(p)] and By (p, u) :=
ﬁ(l — p)lg —u(p) — pu’(p)] measure the learning benefit from playing arm A and
arm B, respectively, while c4(p) := s — pg and cp(p) := s — (1 — p)g measure
the appertaining myopic opportunity cost of doing so. A myopic player (i.e. a player
whose discount rate r — 00) would use risky arm A (B) if and only if c4(p) > 0
(cp(p) > 0),1e., ifandonlyif p > p™ := ; (p<1-—p").

Furthermore, we note for future reference (see Appendix A in [7]) that, on any
open interval of beliefs on which ((1, 0), (1,0)) is played, both players’ value
functions satisfy the ODE

2ap(1 — p)u'(p) + 2rp + ryu(p) = 21 +r)pg. (4.8)

On any open interval of beliefs at which a player is indifferent between his safe arm
and his risky arm A, his value function satisfies the ODE

Ap(1 — pyu'(p) + rpu(p) = (A +r)pg —rs. (4.9)

4.6.1 Proof of Lemma 4.1

In a first step, I show that s is a lower bound on u. Assume to the contrary that
there exists a belief p+ €10, 1[ such that u( p*) < s. Then, since u is continuously
differentiable and u(0) = u(l1) = g > s, there exists a belief p €]0, 1 such
that u(p) < s and u’(p) = 0.1 write B4 and Bg for Bo(p,u) and Bg(p, u),
respectlvely, suppressing arguments whenever this is convenient. Moreover, I define
BA(p) p(g —s) > 0 and BB(p) A(1 — p)(g —s) > 0, while denoting
by (kj a,k;j, B) the other player’s action at p in the equilibrium underlying the value
function u. Now, at p, u < s immediately implies By = i‘ plg —u) > B4 and
Bp = f(l —p)g—u) > Bg, and we have that

u—s>kja(Ba— Ba)+kjp(Bp—Bp)=(kjap+kjp(l—p)s—u)=>0,
(4.10)
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a contradiction to u < s5.” Thus, we have already shown that u} bounds u from
below at all beliefs p < p7.

Now, suppose there exists a belief p > p’f at which u < u’l‘. I now write ng =
Fplg—ui— (= p)w))(p)) = uj—pgand By := (1—p)lg—uj+pu})(p)].
Since B} + By = ’r\(g — u}), and hence B}, = ﬁ(g —u}) — (uj — pg), we have
that By > 0 if and only if u} < )‘;j:fg =: wi(p). Let p be defined by wi(p) = s;
it is straightforward to show that p < p}. Noting furthermore that u}(p}) = s,
wi(l) = u’l‘(l) = g, and that w; is linear whereas u’lk is strictly convex in p, we
conclude that u] < w; and hence By > 0 on [p}, 1[. Moreover, since B > 0 (see
[6]), we have u] = pg + B} < pg+kj By + (1 + kja)B} on [p*, 1], for any
(kja.kjB).

Since s is a lower bound on u, by continuity, u(p) < u}(p) implies the existence
of a belief strictly greater than p} where u < uj and u} < (u})’. This immediately
yields By > B} > ca, as well as

u—uy>pg+kjpBp+ (1+kja)Ba—I[pg+ (1+kja)B)+kjpBgl (411)
=kjp(Ba+ Bp — BZ — Bg) + A +kja—kjp)(Ba— B:;) 4.12)

A
=kjB . (u] —u)+ (1 +kja—kjp)(Bs— B}) >0, (4.13)

a contradiction.”
An analogous argument applies for u3. O

4.6.2 Proof of Proposition 4.2

First, I show that p as defined in the proposition indeed exists and is unique in
1p7, 1[. It is immediate to verify that the left-hand side of the defining equation is
decreasing, while the right-hand side is increasing in p. Moreover, for p = py, the
left-hand side is strictly positive, while the right-hand side is zero. Now, for p 1 1,
the left-hand side tends to —oo, while the right-hand side is positive. The claim thus
follows by continuity.

9Strictly speaking, the first inequality relies on the admissibility of the action (0, 0) at 5. However,
even if (0, 0) should not be admissible at p, my definition of strategies still guarantees the existence
of a neighborhood of p in which (0, 0) is admissible everywhere except at p. Hence, by continuous
differentiability of u, there exists a belief ﬁ in this neighborhood at which the same contradiction
can be derived.

10 Again, strictly speaking, the first inequality relies on the admissibility of the action (1, 0) at the
belief in question, and my previous remark applies.
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The proposed policies imply a well-defined law of motion for the posterior belief.
It is immediate to verify that the function u satisfies value matching and smooth
pasting at p} and 1 — pj. To show that it is continuously differentiable, it remains
to be shown that smooth pasting is satisfied at p and 1 — p. From the appertaining
ODEs, we have that

Ap(1 — pu'(p—) + rpu(p) = . +r)pg —rs (4.14)

and
2xp(1 = pyu'(p+) + Qrp + ryu(p) = 2r +r)pg, (4.15)
where I write u’'(p—) := limp,pu’(p) and u'(p+) = lim, 5 u’(p). Now,

u'(p—) = u'(p+) if and only if u(p) = 25 — pg. Now, algebra shows that indeed
W(p) = 2s— pg. By symmetry, we can thus conclude that W(1—p) = 2s—(1—p)g
and that u is continuously differentiable. Furthermore, it is strictly decreasing on
10,1 — pl[ and strictly increasing on ]p7, 1[. Moreover, u = s + 2Bg — cp on
[0, 1—pl, u_s~|—kBBBon[1—p,1—p1] u=son[l— p1 pl] u=s+kaBa
on[p}, plandu = s+2B4—ca on[p, 1], which shows that u is indeed the players’
payoff function from ((k4, k), (ka, kp)).

Consider first the interval ]J1 — p7, pj[. It has to be shown that B4 —ca < 0
and Bg — cp < 0.0n |1 — pj, pi[, we have that u = s and u' = 0, and therefore
By —ca="1"pg-— )‘pjrs. This is strictly negative if and only if p < p}. By the
same token, Bgp — cp = }‘f’(l - pg — }‘(lfrp)ﬂ
only if p > 1 — pJ.

Now, consider the interval ] pT, pl. Here, B4 = ca by construction, as k4 is
determined by the indifference condition and symmetry. It remains to be shown that
Bp < cp here. Using the relevant differential equation, I find that Bp = A ( g—u)+

s. This is strictly negative if and

pg — s. This is less than cg = s — (1 — p)g if and only if u > )‘;frg 2’s. Yet,
}‘;f’ g — 3 s < sifandonly if ‘f < %’j)f‘ , so that the relevant inequality is satisﬁed.

The 1nterva1 11 — p, 1 — pj[is treated in an analogous way.
Finally, consider the interval ] p, 1[. Plugging in the relevant differential equation
yields B4 — Bp = u — pg — )‘(g — u). This exceeds c4 —cp = (1 — 2p)g if

Hr(l P)g. At p, the indifference condition gives us k4(p) = 1,

A+r(1—p)
str 8 1s decreasing and u is

Atr(1—-p)
Atr
top < A'{’ 2p™ — 1). From the indifference condition for the experimentation
u(p)—s
- ca(p)’
that lim 4 m k4 (p) = 400; hence p < p™. Therefore, it is sufficient to show that

p™ < M7 (2p™ — 1), which is equivalent to ¢ < Zr’f)f‘. o

and only if u >
which implies u(p) = 2s — pg. Since p

increasing, it is sufficient for us to show that u(p) > g, which is equivalent

intensity ka (p) = we see that k, is strictly increasing on ]p7}, p™[, and
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4.6.3 Proof of Proposition 4.3

The proposed policies imply a well-defined law of motion for the posterior belief.

The function u is strictly decreasing on ]O, %[ and strictly increasing on ]é, 1[.

Furthermore, as limpT ! u'(p) = limp i u'(p) = 0, the function u is continuously
differentiable. Moreover, u = s + 2Bp — cp on [0, 1 — pT], u = s+ kgBp on
[1—p", 2, u=s+kaBson[), p'landu = s+ 2B4 —ca on [p', 1], which
shows that u is indeed the players’ payoff function from ((k4, kp), (ka, kp)).

To establish existence and uniqueness of p', note that p Hr(l p) gand p —
2s — pg are strictly decreasing in p, whereas % is strictly increasmg in pon] é, 1[.

L A+l
Now, V/( ) = ’H a’s. This is strictly less than Aii g and 25 —§ whenever ¢ <

4(r+2) Ar(1—p™)
2r+431 Atr

whenever f > Thus, I have established uniqueness and existence of p' and

Moreover, 7/( ;) strictly exceeds

2r+A
r+A

that p' €1, p™I.

By construction, # > max{ g,2s — pg}in ] pT, 1], which, by Lemma
A.1l1n [7], implies that ((1, 0), (1, 0)) are mutually best responses in this region; by
the same token, u > max{k)\t:rpg, 2s — (1 —p)g}in[0, 1 — pT[, which, by Lemma
A.11in [7], implies that ((0, 1), (0, 1)) are mutually best responses in that region.

Now, consider the interval ]é, pT]. Here, B4 = c4 by construction, so all that
remains to be shown is Bg < cp. By plugging in the indifference condition for u’,
I get Bp = ’\(g —u)+ pg — s. Thisis less than cpg = s — (1 — p)g if and only if

g=g—,,sand2s—p"g =5

H—r(l P)

u > AJ{’ g— 2’s = 7/( ) = u( ), which is satisfied by the monotomclty properties
of u. An analogous argument establishes B4 < c4 on[1 — T, 2[. O
References

1. Bellman, R.: A problem in the sequential design of experiments. Sankhya Indian J. Stat. (1933—
1960) 16(3/4), 221-229 (1956)

2. Bolton, P., Harris, C.: Strategic experimentation. Econometrica 67, 349-374 (1999)

3. Bolton, P., Harris, C.: Strategic experimentation: the Undiscounted case. In: Hammond, P.J.,
Myles, G.D. (eds.) Incentives, Organizations and Public Economics — Papers in Honour of Sir
James Mirrlees, pp. 53-68. Oxford University Press, Oxford (2000)

4. Bradt, R., Johnson, S., Karlin, S.: On sequential designs for maximizing the sum of n
observations. Ann. Math. Stat. 27, 1060-1074 (1956)

5. Gittins, J., Jones, D.: A dynamic allocation index for the sequential design of experiments. In:
Progress in Statistics, European Meeting of Statisticians, 1972, vol. 1, pp. 241-266. North-
Holland, Amsterdam (1974)

6. Keller G., Rady, S., Cripps, M.: Strategic experimentation with exponential bandits. Econo-
metrica 73, 39-68 (2005)

7. Klein, N.: Strategic learning in teams. Games Econ. Behav. 82, 636-657 (2013)

8. Klein, N., Rady, S.: Negatively correlated bandits. Rev. Econ. Stud. 78, 693-732 (2011)



52 N. Klein

9. Robbins, H.: Some aspects of the sequential design of experiments. Bull. Am. Math. Soc. 58,
527-535 (1952)
10. Thompson, W.: On the likelihood that one unknown probability exceeds another in view of the
evidence of two samples. Biometrika 25, 285-294 (1933)



Chapter 5 )
Solution for a System of Hamilton—Jacobi e
Equations of Special Type and a Link

with Nash Equilibrium

Ekaterina A. Kolpakova

Abstract The paper is concerned with systems of Hamilton—Jacobi PDEs of the
special type. This type of systems of Hamilton—Jacobi PDEs is closely related with
a bilevel optimal control problem. The paper aims to construct equilibria in this
bilevel optimal control problem using the generalized solution for the system of the
Hamilton—Jacobi PDEs. We introduce the definition of the solution for the system
of the Hamilton—Jacobi PDEs in a class of multivalued functions. The notion of the
generalized solution is based on the notions of minimax solution and M-solution to
Hamilton—Jacobi equations proposed by Subbotin. We prove the existence theorem
for the solution of the system of the Hamilton—Jacobi PDEs.

5.1 Introduction

The paper deals with a differential game, the dynamics of the game is entirely
defined by the policy of the first player. The payoff functional of the first player
is also determined by the control of the first player and the payoff functional of the
second player depends on control of both players. Actually we investigate a bilevel
optimal control problem. In considerable problem Nash equilibrium coincides with
Stackelberg equilibrium [1, 5]. We restrict our attention to the case when the players
use open-loop strategies and examine this problem applying the solution of the
system of Hamilton—Jacobi equations.

The solution for a strongly coupled system of the Hamilton—Jacobi equations is
open mathematical problem. For the general case there is no existence theorems.
Furthermore the system of Hamilton—Jacobi equations is connected with the system
of the quasilinear first order PDEs. The systems of quasilinear PDEs (the system
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of conservation laws) describe many physical processes. If we differentiate the
system of Hamilton—Jacobi equations w.r.t. phase variable x, then we obtain a
system of quasilinear equations. The existence theorems for a generalized solution
are obtained only for initial values with a small total variation [3, 8]. Using this
link Bressan and Shen [3] constructed Nash strategies in the feedback for some
non-zero sum two players differential game on the line. The authors do not solve
the system of Hamilton—Jacobi equations, but they solve the corresponding strictly
hyperbolic system of quasilinear PDEs. This way can be applied only in the case
of the scalar phase variable and the hyperbolic system of quasilinear equations.
Analogous constructions for a differential game with simple motions were described
in [4].

As we mentioned above the theory of the system of Hamilton—Jacobi equations
is open mathematical problem, at the same time the theory of generalized solution
for the single Hamilton—Jacobi equation is well-developed. Subbotin proposed the
notion of minimax solution, he proved the existence and uniqueness theorems [13].
Crandall et al. introduced the viscosity approach [6]. Moreover Subbotin proved the
equivalence of these approaches.

In the paper we consider the systems of Hamilton—Jacobi equations where the
first equation of the system does not depend on the solution of the second equation,
and the second equation depends on partial derivatives of the solution for the first
equation. This implies that we can solve the equations of the system sequentially.
This system is connected with a bilevel optimal control problem [16]. Using the
minimax/viscosity approach we obtain the solution of the first equation of the
system. Further we substitute the derivative of the minimax/viscosity solution in the
second equation. The second equation is solved in the framework of M-solutions
[9].

Our main result is the following. We show that the solution for the system of
Hamilton—Jacobi equations of special type belongs to a class of multivalued map.
We construct this multivalued solution and connects with a Nash equilibrium in a
bilevel optimal control problem.

5.2 Bilevel Optimal Control Problem

A bilevel optimal control problem is a particle case of two-level differential games.
Let us consider the bilevel optimal control problem with dynamics

X = f(t,x,u), x(to) = x0, u e U CR". (5.1)
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Here ¢t € [0, T'], x € R”". The players maximize payoff functionals 11, I>:

T

I (u()) =01(X(T))~I—/gl(t,X(t),M(t))dt,

fo

T

(), v() =02(X(T))+/g2(t,X(t),M(t),v(t))dt~

0]

Here u and v are controls of the players. Assume that U, V C R" are compact sets.
Denote the set of all measurable controls of the first player by U:

U= {u:[to, T] — U, u are measurable functions},
and the set of all measurable controls of the second player by V:
V= {v : [to, T] — V, v are measurable functions}.

From [7, 12] it follows that the payoffs of the players satisfy the system of the
Hamilton—Jacobi equations:

dc

o1 + Hi(t,x,p) =0, (T, x) = o1(x); (5.2)
Jw
o + Ha(t,x, p,q) =0, w(T,x) =o0z(x), 5.3)

under condition

H(t,x, p) = I;gg(f(t,x, u), p) + g1(t, x, u)

= (f@ x,u*, x, p), p) + g1, x,u*{,x, p)),

Hy(t,x,q) = (f(t,x, u*(t,x, Bci(at);x)))’ q)

* ac(t, x)
—l—maxg2<t,x,u (t,x, ),v).
veV 0x

Here

u*(t, x, p) € argmax(f (¢, x, u), p) + g1, x, u), (5.4)
ue
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Further we shall assume that

Al. the function H;y : [0, T] x R" x R" — R is continuously differentiable, H;
satisfies sublinear condition w.r.t. x, p, the function H is strongly convex w.r.t.
p forany (¢, x) € [0, T] x R".

A2. the function o7 is Lipschitz continuous.

A3. the function H> : [0, T]xR" xR" xR" — R s continuously differentiable, H>
satisfies sublinear condition w.r.t. x, p, g, the function H> is strongly convex
w.r.t. ¢ for any (¢, x) € [0, T] x R".

A4. the function o, is continuously differentiable.

From assumptions A1, A3 we get

o0H (1, x,
g1(t,x,p)=H1*(t,x, 1 p)),
ap
0Hy 0H)(t,x,p,q)
&, x,p,q) = *(t X, , )
ap dq
Here H|', H; are conjugate functions to Hy, H, BBI;' = (%;111 AU %II;I; ) Hence

g1, &2 are continuous functions w.r.t all variables. Since condition A1 holds a
measurable function (5.4) u* : (¢, x, p) — U is well-defined.
Let us introduce the mapping
(to, x0) — &(to, x0) = {§£ € R" : X(t0, &) = x0, X(T,§) =&,
5(T,§) = Dxo1(§), (T, &) = 01(8), Z(t0, &) = c(to, x0)} (5.5)

Here (X(-),5(-), z(-)) is the unique and extendable solution of the characteristic
system for Bellman equation (5.2):

. 0Hi(t,X,5) . oH (¢, X,5) - OH, (¢t .
i 1(~XS),S=_ 1(~XS),Z=( 12, %,5) 5 — Hy (1. 5.5)
as ox as
with a boundary condition

X(T,§) =§, 5(T,§) = Dro1(§), 2(T,§) =01(6), § eR".

It follows from [11, 15] that for any point (9, xo) € [0, T] x R" assumption
A1 guarantees the existence of optimal open-loop control u’(-; 79, xo) satisfying the
relation

max Li(u()) = L1 10, x0)) = c(to, X0)-
u(-) el
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Pontryagin’s Maximum principle implies that the optimal open-loop control
u0(~; to, x0) of the first player for the initial point (¢, xo) € [0, T] x R" is defined
by the rule

u®(t; 10, x0) € arggleag[ﬁ(h o), f(t,x(t, &), u))+g1(t, X(t, &), u)], vVt € [1p, T]
(5.6)

Here (x(-), 5(-), z(-)) is the solution of the characteristic system for problem (5.2)
for any ¢ € [tg, T'], for any &y € &(ty, xo) defining by (5.5).
We determine the set of optimal open-loop controls of the first player

U O(to, X0) = {u(~) : [to, T] — Uare measurable functions, satisfying (5.6)}.

Remark 5.1 Equivalently the first player’s control can be considered in feedback
strategies [14]. In this case the optimal feedback is given by

[ dc(t, x)
dl, f(t,x,u))

u(t, x) € argmax

t’ 9 9
max + g1t x u)]

dc(t,x)

L fxu) 18 the derivative of ¢ at

where c is the solution of Cauchy problem (5.2), , (
the point (¢, x) in the direction (1, f (¢, x, u)).

5.3 The Solution of the System of the Hamilton—Jacobi
Equations

In this section we will focus on solution of system of Hamilton—Jacobi equations
(5.2), (5.3). We begin with definition of a minimax/viscosity solution of Cauchy
problem (5.2).

Definition 5.1 The continuous function ¢ : [0,T] x R" — R is said to be
the minimax/viscosity solution if ¢(7,x) = o2(x), x € R" and the following
inequalities hold for any (¢, x) € (0, T) x R"

o+ Hi(t,x,8) <0, (o, B)e€ D ct,x),

a+ Hi(t,x, ) >0, (a,8)€DVet,x).
Here D™ c(t,x) and D*c(t, x) are sub- and superdifferentials of function c at a
point (¢, x).

It is known from [13] that under conditions A1-A3 there exists the unique
minimax solution c(-, -) in problem (5.2).
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We recall the properties of the minimax solution of problem (5.2) under
conditions A1,A, from [13, 14]:

1. the minimax solution c(-, -) is a locally Lipschitz function;
2. the superdifferential of the minimax solution Dtc(¢,x) # @ for any point
(t,x) € [0, T] x R".

We solve the system of Hamilton—Jacobi equations sequentially. The minimax
solution of the first equation (5.2) is a Lipschitz continuous function. Thus the partial
derivative of the minimax solution can be discontinuous w.r.t. x. We substitute the
superdifferential D ¢ (-, -) of function ¢ for p in the second equation (5.3), therefore
we obtain the multivalued Hamiltonian

H(t,x,q) = Hy(t, x, Dyc(t, x), q). (5.7)
Hence, we have the Hamilton—Jacobi equation with the multivalued Hamiltonian:

aalf Y HWx,q) =0, w(T,x) = 02(x). (5.8)

AL Subbotin proposed the notion of M-solution for Cauchy problem (5.8) with the
multivalued Hamiltonian relative to x.
Consider the differential inclusion

IHL (¢, x, p,
(.9 € EGoxq) Etix.q)={(frg): fe 2 vy DD e Dbeqr ),
(f.q) — 8§ € [Ha(t,x,q), Hy(t,x,q)],q € R"}.
(5.9)
Here ?H2(%.p.0) _ (aHz(r,x,p,q) aHz(z,x,p,cn)
dq - 0q1 R 0qn K

Hy(t,x,q) =lim inf H(t,&,q), Hf(t,x,q) =lim sup H(t, £, q).
(t,6)—>(1,x) (T,6)—(t,x)
(5.10)
It follows from [10] that differential inclusion (5.9) is an admissible characteris-
tical inclusion. Recall some definitions and theorem from the work [9].

Definition 5.2 The closed set W C [0, T] x R" == R is viable w.r.t. differential
inclusion (5.9), if for any point (9, x9, z0) € W there exist T > 0 and a trajectory
(x(+), z(+)) of admissible differential inclusion (5.9) such that (x(0),z(0)) =
(x0, z0), (¢, x(1), z(¢)) € W forany ¢ € [0, T].

Definition 5.3 The closed maximal set W C [0, T] x R” =% R is called the M-
solution of Cauchy problem for Hamilton—Jacobi equation (5.8), if W is viable w.r.t.
admissible differential inclusion (5.9) and satisfies the condition

(T,x,2) e W= z=o02(x) Vx € R".
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Definition 5.4 The closed set W C [0,T] x R” x R is said to be the epi-
solution (hypo-solution) of problem (5.8) if W is viable w.r.t. admissible differential
inclusion (5.9) and satisfies the condition

(T,x,2) e W=2z>0x)(T,x,2) e W=z <0o(x))Vx e R".
We introduce the definition for a generalized solution of the system of the Hamilton—

Jacobi equations.

Definition 5.5 The multivalued map (c, w), where c(-,-) : [0,T] x R" — R,
w : [0,T] x R" = R is called a generalized solution of Cauchy problem for
the system of Hamilton—Jacobi equations (5.2), (5.3), if the function c(-, -) is the
minimax solution of problem (5.2), the map w(, -) is the M-solution of problem
(5.8).

Theorem 5.1 ([10]) Let w : [0, T] x R" — R be a multivalued map and gr w is
closed set. Suppose that w(t, x) is not empty fort € [0, T], x € R" and put

wy(t,x) = min z > —o00, w*(f,x) = max z < 0o.
zew(t,x) zew(t,x)

The map w is the M-solution of problem (5.8) iff epi wy and hypo w* are the M-
solutions of problem (5.8).

Givent € [ty, T], x e R", u € U let

(t,x,u) —> Q(t,x,u) =argma&<g2(t,x,u,v). (5.11)
ve

be the set of optimal controls of the second player. Consider the map I"(u(")) :
U — R given by the following rule

T
u(-) = o2(x[T 10, xol) + / ga(t, x[t: 10, xol, u(r), Q(t, x[1; 10, x0], u(r)))dt,

fo

u(-) € U%to, xo), the function x[-; 7o, x0] is a solution of the problem 612
&= f(t,x,u@®), u() € U, x0), x(to) = xo. (5.13)

Put
wio.x0) = I (5.14)

u(-)eUO%io,xo)

Lemma 5.1 Map (5.14) is compact-valued.
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Proof Let us choose w; = I'(u;(-)) € w(ty, xo). We show that if w; — wq, i —
00, then wg € w(ty, Xxp).
Let us define the set generalized controls

A={u:[ty, T] x U — [0, +00) is measurable ,

Vit, 2] C [0, T] p([r1, 2] x U) = 10 — 11, }. Here A is Lebesgue measure on
[0, T']. Hence the trajectory x (-) under control p has the form

x(1) = xo + f S (@ x(0), wyu(d(z, u)).

[to,t]xU

In this case the first player’s outcome is

Ii(p) = o1 (x(T)) + / g1(t, x(7), wp(d(t, u)).

[to,t1xU

We consider the set of generalized optimal controls
M, = {n € A : p maximizes I1(u)}.

Itis known from [15] that the set My, is a compact metric set. Now we show the link
between U°(19, xo) and My, . Ifu() e U®(to, x0) then there exists Mu() € My, such
that

T

Vo eC(0,TIxU) / @, u) pu(y (d(t,u)) = fw(t, u(r))dt.

[0, T1xU 0

Hence from u; € Uo(to, Xp) we obtain p; = ;) € M. Consider u; — p* as
i — oo. Since M, is a closed set we get u* € M. Let us construct u™ € Uo(to, Xx0)
such that u* = pu,+(.).

We have

lim w; = lim I'(u;(-)) = T'W*(-)) = wo.

11— 00
Hence wo = I"(u*(-)) € w(fo, xo). Since I' (u) is bounded on the set U (7o, xo) it
follows that w(z, xg) is bounded.
We prove the following theorem.

Theorem 5.2 If conditions AI-A4 hold, then the multivalued map w, defining
(5.14) is the M-solution of problem (5.8).
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Proof Put

w* (10, X0) = max y,
yew(to,xo)

where w is defined by (5.14). Let us show that hypograph w* is viable w.r.t.
differential inclusion (5.9).

We fix the position (t9, x9) € [0, T] x R". Choose (#y, X0, z0) € hypo w*, 79 <
w* (19, x0). If assumptions A1-A3 are true, then in the optimal control problem with
payoff functional /; there exists an optimal open-loop control u* in the class of
measurable functions. And control u* generates the trajectory &:

E=f(t,6,u* (1)), &(to) = xo.

The choice of point zg and Bellman’s optimality principle yield the equality

20 < w*(to, x0) = w*(t, &(1))

t

+ [ g2(7, &[5 10, x0], u* (1), Q(7, £[7; 10, x0], u*(7))d.
1o
Further we have

t

20 — /gz(f, &lz;: 10, xol, u™(7), Q(z, &[5 10, x0l, u™(1)))dT < w*(t, (1))

fo
for any ¢ € [t9, T']. Note that

t

z(1) = z0 — /gz(f, &[z; 10, xo0l, u™(v), O(, &[T; 10, x0], u™(7)))dT,

fo

hence the trajectory (£(-), z(+)) satisfies to differential inclusion (5.9). From defini-
tion of the Hamiltonian H; it follows that

g=2=—g@, 1), u" (), Q@ &), u™ (), (f, 1), u" 1), p) —¢
= (f(t, &), u™ (1), p) + g2, @), u™ (1), Q(t,£(t), u™ (1)) €
[Has(t, £(1), p), Hy (t,£(1), p)].

Hence (¢, £(¢), z(¢)) € hypo w*(¢, £(¢)),t € [to, T]. Therefore hypo w* is a closed
set, satisfying the definition of the hypo-solution.
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Put

wx(fo, X0) = min vy,
yew(to,xo)

where w is defined by (5.14). We choose a point (fy, x0,20) € epiws, 20 >
wx (%o, x0). Let us consider the optimal trajectory £(-) of dynamical system (5.1),
generated by control u, and satisfying to initial condition & (fp) = xo. Since &(-) is
the optimal trajectory we have

t

w*(t,é(t))+/g2(f,$[f;to,m],u*(f), Q(z, &[5 1o, x0l, ux(1)))dt

0]

= wy(ty, x0) < zo. Therefore

wy(t,£(@)) < 20
t

—/gz(f,é[t;to,m],u*(f), O(t, &[7; 10, x0l, us(v)))dt = 2(1),

fo

that is the trajectory (£(-), z(-)) lies in the epigraph w,. We show that z(-) is a
solution of differential inclusion (5.9). Really

8= Z = _g2(tv ‘i:(t)s u*(t)v Q(tv ‘i:(t)s M*(l))), <f(tv ‘i:(t)s M*(I), p) — 8
= (f (1,80, ux (1), p) + 822, §(1), ux (1), Q(1, §(1), us (1)) €
[Ha(t, £(t), p), Hy (t,§(1), p)].

Consequently epi wy is a closed set, satisfying the definition of the epi-solution.
Using Theorem 5.1 we obtain epi wy [ hypo w* is the M-solution of problem
(5.8). We note that epi w« (7, x) [ hypo w*(T, x) = 02(x), x € R".

Remark 5.2 'We have proved that multivalued map (5.14) is the M-solution of
problem (5.8). From definition 5.3 the M-solution is maximal-valued. Let us assume
that there exist two M-solutions W and W’ of problem (5.8). Then we have
inclusions W € W’ and W/ C W. Hence W = W’ and the M-solution is unique.

5.4 Design of Nash Equilibrium

Let us recall the definition of a Nash equilibrium in program strategies.
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Definition 5.6 ([2]) A couple of strategies (u(-), v(-)) is a Nash equilibrium in two
persons differential game if following inequalities hold for any u(-) € U, v(-) € V

T T
m(i(T))+fg1(t,f<r>,ﬁ<r>)dr > m(x'“(T))+/g1(r,x'“(t),u(r>)dr,
1o 0]
T T
o2 (X(T)) + / g(t, X(1), (1), v(1))dt > o2 (X(T)) + / g1, X(1), (), v(r))dt,
1) 0]

t € [tg, T], where

X(1) = f(t,%(0), @), M) = £, xM@), u@), 3(t9) = xM(19) = xo.

Let us define the control u(-) by formula (5.6). The control u(-) maximizes the
functional /; for optimal control problem (5.1), and therefore the first inequality
holds in Definition 5.6.

Let v(-) be given by

v(t) € argma&({gz(t, x(@),u(),v)}, t €lto, T1, (5.15)
ve

where x(-) is a solution of problem fc(t) = f(t,x(t),u(t)), x(tp) = xo. Since

g2 is a continuous function w.r.t. all variables, x(-) is a differentiable function and

u(-) is measurable function we see that g>(-, x(-), u#(-), v) is a measurable function

w.r.t. ¢ and multivalued map G(¢) = {g2(¢, x(t),u(t),v) : v € Vit € [to,T]

is measurable w.r.t. . The multivalued map Gm(t) = ma&c g(t, x(t),u(t),v) is
ve

upper semicontinuous therefore this map is measurable w.r.t ¢. Using this fact and
Casteing’s theorem [15], we get the map

arglglea‘;(gz('a x(')v IZ()’ U) : [th T] :; V

is measurable. Hence from Neiman—Aumann—Casteing’s theorem [15] the measur-
able multivalued map has a measurable selector v(-) : [tp, T] — R”.

By the definition v (5.15) the second inequality for integral parts holds in
Definition 5.6.

Hence the couple of strategies (u, v) provides a Nash equilibrium. The first
player solves the optimal control problem and the payoff does not depend on
behavior of the second player. Choosing the control i (-; fy, xo), the first player will
obtain a payoff c(#g, xp). We shall show how the choice of the control of the first
player influences on the payoff of the second player.

Remark 5.3 Letus fix the point (t9, xo) € [0, T]xR". Let (¢, w) be the generalized
solution of problem (5.2), (5.3), « € w(%y, xo), then there exists a couple of Nash
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equilibrium strategies (u*, v*):

u*(t)y earg  max  I'(w), v*(r) = O, x[t; 1o, x0]), u™ (1)),
u(-)eU (1o, x0)

I' is defined by (5.12), x*[-; fo, xo] satisfies (5.1). From A3 we can use arg max
instead of argsup. The corresponding payoffs of players at the point (), xo) €
[0, T] x R™ equal to (c(to, x0), ).

5.5 Example

Let us consider the optimal control problem
X =u, x(to) = xo,
xeR,te[0,T], |u] <1,|v|] <1.Leader maximizes the payoff functional

(-

L) = x(T)| - f "t max,

1o
and the follower maximizes payoff functional

T
L), v() =x(T)— / v? + uvdt — max.

0]

The system of Hamilton—Jacobi equations has the form

% | maxtpu— " 1= 0, o(T.x) = |
oo I = 51 =0 e =l
ow 0 20 _ _
+ qu’(t, x, p) + max[—v u(t,x, p)v] =0, w(T, x) = x,
ot veV

xeR,te[0,T],p= gfc, qg= ‘?’;’. Using formula (5.4) we obtain

p, if|p| =1,
u’(r, x, p) = 1, ifp>1,
—1, if p < —1.
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Lax—Hopf formula yields the solution of the first Hamilton—Jacobi equation
c(t,x)=|x| =12 = T).
Now by formula (5.6) the open-loop control of the leader

1, if xo > 0,
u®(t; 1o, x0) = —1, ifxg <0,
{—1,1}, if xo = 0.

Applying (5.11) we construct the map QO
0w =~
u)=—_.
2
Hence the open-loop control of the follower
, if xg > 0,

V0(t; 19, x0) =

1
2
1, ifxo < 0,
2

[ ! 1], if xp = 0.

)

Further we construct M-solution of the second equation

x—{—i(t—T), ifx <0,
5 .
w(t,x) = x—4(t—T), ifx >0,

3 5 .
[x+ L= T)x = - T)}, if x = 0.

We see that the solution of the second Hamilton—Jacobi equation is multivalued
under x = 0.

The payoffs of the players at the point (7o, xo) € [0, T] x R” equal to (|xo| —
1/2(to — T), @), where o € w(ty, xp).
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Chapter 6 )
The Impact of Discounted Indices Shethie
on Equilibrium Strategies of Players

in Dynamical Bimatrix Games

Nikolay Krasovskii and Alexander Tarasyev

Abstract The paper deals with construction of solutions in dynamical bimatrix
games. It is assumed that integral payoffs are discounted on the infinite time
interval. The dynamics of the game is subject to the system of differential equations
describing the behavior of players. The problem of construction of equilibrium
trajectories is analyzed in the framework of the minimax approach proposed by
N.N. Krasovskii and A.I. Subbotin in the differential games theory. The concept
of dynamical Nash equilibrium developed by A.F. Kleimenov is applied to design
the structure of the game solution. For obtaining constructive control strategies of
players, the maximum principle of L. S. Pontryagin is used in conjunction with the
generalized method of characteristics for Hamilton—Jacobi equations. The impact of
the discount index is indicated for equilibrium strategies of the game.

6.1 Introduction

The dynamical bimatrix game with discounted integral payoff functionals is con-
sidered on the infinite horizon. Usually the discount parameter appears to be very
uncertain value which reflects subjective components in economic and financial
models. In this case models with discounted indices require an implementation of
sensitivity analysis for solutions with respect to changing of the discount parameter.
In the paper we build optimal control strategies based on Krasovskii minimax
approach [10, 11], using constructions of Pontryagin maximum principle [21]
and Subbotin technique of method of characteristics for generalized (minimax)
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solutions of Hamilton-Jacobi equations [22, 23]. Basing on constructed optimal
control strategies we simulate equilibrium trajectories for dynamical bimatrix
game in the framework of Kleimenov approach [8]. It is important to note that
in considered statement we can obtain analytical solutions for control strategies
depending explicitly on uncertain discount parameter. That allows to implement the
sensitivity analysis of equilibrium trajectories with respect to changing of discount
parameter and determine the asymptotical behavior of solutions when the discount
parameter converges to zero. It is shown that control strategies and equilibrium
solutions asymptotically converge to the solution of dynamical bimatrix game with
average integral payoff functional considered in papers by Arnold [1].

It is worth to note that we use dynamical constructions and methods of
evolutionary games analysis proposed in the paper [18]. To explain the dynamics of
players’ interaction we use elements of evolutionary games models [2, 5, 6, 25, 27].
For the analysis of shifting equilibrium trajectories from competitive static Nash
equilibrium to the points of cooperative Pareto maximum we consider ideas and
constructions of cooperative dynamical games [20]. The dynamics of bimatrix game
can be interpreted as a generalization of Kolmogorov’s equations for probabilities
of states [9], which are widely used in Markov processes, stochastic models of
mathematical economics and queuing theory. The generalization is understood in
the sense that parameters of the dynamics are not fixed a priori and appear to be
control parameters and are constructed by the feedback principle in the framework
of control theory and differential games theory.

The solution of dynamical bimatrix games is based on construction of positional
strategies that maximize own payoffs at any behavior of competing players, which
means “guaranteeing” strategies [10, 11, 19]. The construction of solutions on the
infinite horizon is divided into fragments with a finite horizon for which Pontryagin
maximum principle is used [21] in accordance with constructions of positional
differential games theory [11]. More precisely, elements of maximum principle are
considered in the aggregate with the method of characteristics for Hamilton-Jacobi
equations [12, 22, 24, 26]. The optimal trajectory in each time interval is constructed
from pieces of characteristics while switching moments from one characteristic to
another are determined by maximum principle. In this method switching moments
and points generate switching lines in the phase space which determine the synthesis
of optimal positional strategies. Let us note that analogous methods for construction
of positional strategies are used in papers [7, 13—17].

In the framework of proposed approach we consider the model of competition on
financial markets which is described by dynamical bimatrix game. For this game we
construct switching curves for optimal control strategies and synthesize equilibrium
trajectories for various values of the discount parameter. We analyze the qualitative
behavior of equilibrium trajectories and demonstrate that equilibrium trajectories
of dynamical bimatrix game provide better results than static Nash equilibrium.
Results of the sensitivity analysis for obtained solutions are demonstrated. This
analysis shows that switching curves of optimal control strategies for the series of
the discount parameter values have the convergence property by the parameter. We
provide calculations confirming the fact that equilibrium trajectories in the problem
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with discounting converge to the equilibrium trajectory in the problem with average
integral payoff functional.

6.2 Model Dynamics

The system of differential equations which defines the dynamics of behavior for two
players is investigated

X(t) = —x() +u(?), x(10) = xo,

6.1
$(0) = —y(0) + (@), y(io) = yo. ©.1)

The parameter x = x(¢), 0 < x < 1, means the probability that first player holds
to the first strategy (respectively, (1 —x) is the probability that he holds to the second
strategy). The parameter y = y(#), 0 < y < 1, is the probability of choosing the first
strategy by the second player (respectively, (1 — y) is the probability that he holds to
the second strategy). Control parameters # = u(¢) and v = v(¢) satisfy conditions
0 <u < 1,0 < v < 1, and can be interpreted as signals, that recommend change of
strategies by players. For example, value u = 0 (v = 0) corresponds to the signal:
“change the first strategy to the second one”. The value u = 1 (v = 1) corresponds
to the signal: “change the second strategy to the first one”. The value u = x (v = y)
corresponds to the signal: “keep the previous strategy”.

It is worth to note, that the basis for the dynamics (6.1) and its properties were
examined in papers [18, 25]. This dynamics generalizes Kolmogorov’s differential
equations for probabilities of states [9]. Such generalization assumes that coeffi-
cients of incoming and outgoing streams inside coalitions of players are not fixed a
priori and can be constructed as positional strategies in the controlled process.

6.3 Local Payoff Functions

Let us assume that the payoff of the first player is described my the matrix A = a;;,
and the payoff of the second player is described by the matrix B = b;;

arl agn b1 b12>
A= , B= .
<a21 azz) <b21 b2
Local payoff functions of the players in the time period ¢, t € [fy, +00) are
determined by the mathematical expectation of payoffs, given by corresponding

matrices A and B in the bimatrix game, and can be interpreted as “local” interests
of the players

ga(x(0), y()) = Cax(0)y(t) — a1x(t) — azy(t) + ax,

gB(x(1), y(1)) = Cpx()y(r) — B1x(t) — Pay (1) + baa.
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Here parameters C4, a1, @ and Cp, B1, f2 are determined according to the
classical theory of bimatrix games (see [27])

Ca=ay —ap —az +axy, Dig=ajan —apay,
ap =axp —ap, o =ap—ayj,

Cp =b11 —bi12 —by1 + b2, Dp = by11b — bi2by,
B1 =bx —b1a, Pr=bxn—byy.

6.4 Nash Equilibrium in the Differential Game
with Discounted Functionals

In this section we consider the non-zero sum differential game for two players with
discounted payoff functionals on the infinite horizon

JDY =[JD},JD}], (6.2)

T
JDy = JDy(x(),y()) = liminf / e Mg (x (1), y(1) dt,

]

T—o00

T
JD} = JD}(x(), y()) = lim sup/ e MIT0) g4 (x(1), y(1)) dt,
0]

defined on the trajectories (x(-), y(-)) of the system (6.1).

Payoff functionals of the second player JD%, JDy, J D;F are determined
analogously by replacement of the function g4 (x, y) by the function gp(x, y).

Discounted functionals (6.2) are traditional for the problems of evolutionary
economics and economic growth [6, 12], and are related to the idea of depreciation
of financial funds in time. In the problems of optimal guaranteed control such
functionals were considered in the paper [25]. Unlike payoff functionals optimized
in each period, discounted functionals admit the possibility of loss in some periods
in order to win in other periods and obtain better integral result in all periods. This
fact allows the system to stay longer in favorable domains where values of local
payoffs for the players are strictly better than values of static Nash equilibrium.

Let us introduce the notion of dynamical Nash equilibrium for the evolutionary
game with the dynamics (6.1) and discounted payoff functionals (6.2) in the context
of constructions of non-antagonistic positional differential games [8, 11, 18]. Let
us define the dynamical Nash equilibrium in the class of positional strategies
(feedbacks) U = u(t,x,y,¢€), V =v(t,x,y,¢).

Definition 6.1 The dynamical Nash equilibria (U°, V?), U = u%@, x,y,¢),
V0 = 10, x, y, &) from the class of controls by the feedback principle U =
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u(t,x,y,e),V=uv(,x,y,e¢) for the given problem is determined by inequalities

ID,(x°(), ¥°() = IDL(x1(), y1 () — &,
IDZ(x°C(), y°()) = IDE (x2(), y2 () — e,

(-xo(')ﬂ yo()) S X(-x()’ Yo, UOa Vo)a ('xl(.)7 Y1 ()) S X(.X(), Yo, Ua Vo)a
(XZ(‘), y2()) € X(-x()a Yo, UO, V)

Here symbol X stands for the set of trajectories, starting from initial point and
generated by corresponding postional strategies is the sense of the paper [11].

6.5 Auxiliary Zero-Sum Games

For the construction of desired equilibrium feedbacks U, V? we use the approach
[8]. In accordance with this approach we construct the equilibrium using optimal
feedbacks for differential games I'y = I’y U F/;r and I'p = I'y U F; with
payoffs /D and JDF (6.2). In the gamed I'4 the first player maximizes the
functional J D, (x(-), y(-)) with the guarantee using the feedback U = u(z, x, y, &),
and the second player oppositely provides the minimization of the functional
JDZr (x(-), ¥(-)) using the feedback V = v(¢, x, y, €). Vice versa, in the game I'p
the second player maximizes the functional J Dy (x(-), y(-)) with the guarantee, and
the first player maximizes the functional J D;F xG), ye).

Let us introduce following notations. By u% = ug(t, x,y,¢&) and v% =
v% (t, x, y, ) we denote feedbacks that solve the problem of guaranteed maximiza-
tion for payoff functionals JD, and JDjy respectively. Let us note, that these
feedbacks represent the guaranteed maximization of players’ payoffs in the long
run and can be named “positive”. By u% = u%(t, x,y,¢) and vg = vg (t,x,y,¢)
we denote feedbacks mostly favorable for opposite players, namely, those, that
minimize payoff functionals J D}, J Dj of the opposite players. Let us call them
“punishing”.

Let us note, that inflexible solutions of selected problems can be obtained in the
framework of the classical bimatrix games theory. Let us propose for definiteness,
(this proposition is given for illustration without loss of generality for the solution),
that the following relations corresponding to the almost antagonistic structure of
bimatrix game hold for the parameters of matrices A and B,

Cyp >0, Cp <0,

o B2
0<xA_CA<1, 0<xB_CB<1, (6.3)
0< _a1<1 0< —'Bl<1
yA_CA ’ yB—CB .

The following proposition is fair.
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Lemma 6.1 Differential games I'y , I" : have equal values

Dy
-t

wA= 9
Wy =Wy = Ca

and differential games I'y , F; have equal values

:wB =
Cg

wp =
for any initial position (xo, yo) € [0, 1] >< [1, O). These values, for example, can
be guaranteed by “positive” feedbacks u, v%l corresponding to classical solutions
XA, YB

0, xa<x<1,
0

ququuA(x =31, 0<x <uxyu,
[0,1], x = x4.
0, yp<y=l,
W=v) =,y =41, 0<y<ys,

[0,1], y=ys.

“Punishing” feedbacks are determined by formulas

0, xp<x<1,

u%:uB:uB(_x y) 1, 0§x<xBa
[0,1], x=uxp,
07 yA<y51’
vg_vA_vA(x =31, 0=y <y,

[0,1], y=ya,

and correspond to classical solutions xg, ya (6.3), which generate the static Nash
equilibrium NE = (xp, yA).

The proof of this proposition can me obtained by the direct substitution of shown
strategies to corresponding payoff functionals (6.2).

Remark 6.1 Values of payoff functions ga(x,y), gp(x,y) coincide at points
(x4, yB), (xB, yA)

8a(xa, ¥yB) = ga(XB, ya) = wa, gB(xa, yB) = gB(xB, ya) = wp.
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The point NE = (xp, y4) is the “mutually punishing” Nash equilibrium, and the
point (x4, yp) does not possess equilibrium properties in the corresponding static
game.

6.6 Construction of the Dynamical Nash Equilibrium

Let us construct the pair of feedbacks, which consist the Nash equilibrium. For this
let us combine “positive” feedbacks u%, v% and “punishing” feedbacks u%, vg.

Let us choose the initial position (xgp, yo) € [0, 1]x [0, 1] and accuracy parameter
e > 0. Let us choose the trajectory (x90), yo(-)) e X(xo, yo, UX(-), v%(-)),
generated by “positive” u% = Ug (t,x,y,¢e)and v% = v% (t,x,y,¢). Letus choose
T. > 0 such that

A%,y > ID;(x°(), () —e,
ge(x?),y%(1) > IDZ("(), () — e,
t € [T, +o0].

Let us denote by u’ (¢): [0,T:) — [0,1], vi(): [0,T:) — [0, 1] step-by-
step implementation of strategies u%, v% such that the corresponding step-by-step

trajectory (x:(-), ys(-)) satisfies the condition

0 0
nax. [C7(@), y7 (1) = (xe(2), ye (D) < &.

From the results of the paper [8] the next proposition follows.

Lemma 6.2 The pair of feedbacks U’ = uo(t,x, v, €), Vo = vo(t,x, v, €),
combines together “positive” feedbacks u%, v% and “punishing” feedbacks u%, vg

according to relations

& [—
UOZMO(t,x,y,S) — {ué(t)a ”(-xa y) (-XE(t)ﬂ yS(t))” <87
up(x,y), otherwise,

& [—
VO:UO(I,)C,y,E‘): {vg(t)a ”(-xa y) (-XE(t)ﬂ yS(t))” <87
vu(x,y), otherwise

is the dynamical e-Nash equilibrium.

Below we construct flexible “positive” feedbacks that generate trajectories
(xf l(-), yf l(~)), which reduce to “better” positions than the inflexible dynami-
cal equilibrium (xp, ya), (xa, yg) by both criteria JDF (x/!(), y/'()) > va,
IDR (), yI1()) = vp.
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6.7 Two-Step Optimal Control Problems

For the construction of “positive” feedbacks u% = uﬁl (x,y), v% = vél(x, y)
we consider in this section the auxiliary two-step optimal control problem with
discounted payoff functional for the first player in the situation, when actions of
the second player are most unfavorable. Namely, let us analyze the optimal control
problem for the dynamical system (6.1)

x(t) = —x(@)4+u@), x(0)=xp,

) (6.4)
y(t) = —y@)+v@), y(0)=yo.
with the payoff functional
T
JDy = /O e Mga(x(®), y(1))dt. (6.5)

Here without loss of generality let us consider that fp = 0, T = T, and terminal
moment of time Ty = T (xo, yo) we determine later.

Without loss of generality, we assume that the value of the static game equals to
zero

_ba_y (6.6)
wa = c, .
and next conditions hold
%) (241
Cy>0, O<xyq= <1, O<ys= < 1. 6.7)
Ca Ca

Let us consider the case when initial conditions (xg, yp) of the system (6.4) satisfy
relations

X0 = X4, Y0 > VA- (6.8)

Let us assume that actions of the second player are mostly unfavorable for the first
player. For trajectories of the system (6.4), which start from initial positions (xo, yo)

(6.8), these actions v% = vi‘l (x, y) are determined by the relation

vff(x, y)=0.

Optimal actions u% = uﬁl (x, y) of the first player according to the payoff functional

J D£ (6.5) in this situation can be presented as the two-step impulse control: it
equals one from the initial time moment #y = O till the moment of optimal switch s
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and then equals to zero till the final time moment 7'y

- <

Go = oo ={y 0
Here the parameter s is the optimization parameter. The final time moment 7'y is
determined by the following condition. The trajectory (x(-), y(-)) of the system
(6.4), which starts from the line where x(f9) = x4, returns to this line when
x(Tf) = xa.

Let us consider two aggregates of characteristics. The first one is described
by the system of differential equations with the value on the control parameter
u=1

x(t) = —x@) +1,

. (6.9)
y(0) =—y(@),
solutions of which are determined by the Cauchy formula
X(t)=(o— e +1, y(t)=yoe . (6.10)

Here initial positions (xg, yo) satisfy conditions (6.8) and time parameter ¢ satisfies
the inequality 0 < t < s.

The second aggregate of characteristics is given by the system of differential
equations with the value of the control parameter u = 0

x() = —x(1),
0= 0 @11
solutions of which are determined by the Cauchy formula
x(®) =xie”", y@) =ye . (6.12)
Here initial positions (x1, y1) = (x1(s), y1(s)) are determined by relations
x1=x1() = (xo—De* + 1, yi =yi(s) = yoe ”’, (6.13)

and the time parameter ¢ satisfies the inequality 0 < ¢ < p. Here the final time
moment p = p(s) and the final position (x2, y2) = (x2(s), ¥2(s)) of the whole
trajectory (x(-), y(-)) is given by formulas

xie P =x4, p=pG)=I x;(s)’ X2 =xa, y2=ye ’. (6.14)
A
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Fig. 6.1 Families of
characteristics and switching
points in the two-step optimal
control problem

The optimal control problem is to find such moment of time s and the corre-
sponding switching point (x1, y1) = (x1(s), y1(s)) on the trajectory (x(-), y(-)),
where the integral I = I (s) reaches the maximum value

I1(s) = I1(s) + La(s), (6.15)
Ii(s) = / e M (Cal(xo — De™" + Dyge™ —a1((xo — De™" + 1)
0
—azyoe ' + ax)dt,

p(s)
L(s) = e f e M(Cax1(5)y1()e ™ — arx1(s)e™ —aayi(s)e™ +ax)dt.
0

On the Fig. 6.1 we depict the initial position / P, chosen on the line x = x4 when
y > ya, the characteristic C H, oriented on the vertex (1,0) of the unit square,
characteristics C Hy, C Hy, C H3, oriented on the vertex (0, 0) of the unit square,
switching points S Py, S P>, S P3 of the motion along characteristics and final points
of the motion F' Py, F P>, F P3, located of the line x = x4.

6.8 The Solution of the Two-Step Optimal Control Problem

We obtain the solution of the two-step optimal control problem (6.9)-(6.15), by
calculating the derivative d1/ds, presenting it as the function of optimal switching
points (x,y) = (x1, y1), equating this derivative to zero dI/ds = 0 and finding
the equation F(x, y) = 0 for the curve, that consist from optimal switching points

(x, y).
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Sufficient maximum conditions in such construction are obtained from the fact
that the integral 7 (s) has the property of monotonic increase by the variable s in the
initial period, because the integrand g4 (x, y) is positive, g4 (x, y) > w4 = 0, in the
domain x > x4,y > y4. In the finite period the integral I (s) strictly monotonically
decreases by the variable s, because the integrand g4 (x, y) is negative, g4(x, y) <
w4 = 0, in the domain x > x4,y < ya.

Firstly let us calculate integrals I, I>

(1— e—(k+2)S) a- e_()n"rl)S)
LI =1 =C -1 C
1 1(s) A(xo — Dyo ot 2) + Cayo Ot D)
1o —1) (1- @7(}'+1)S) W (1-— e*AS)
10 O+ 1) Lo
N e~ FDs) ta (1 —e™)
20 Gt 1) 22 N .

. | — e~ +2p())
L =D(s) = e Caxi(s)yi(s)

A+2)
1 — e~ AHDpls)y
_,—AS
e Majx(s) G+ 1)
_ o=@+ p(s)
s (1—e )
e Mazyi(s) Ot 1)
(1 — e *P())

—As
+e “an
A

Let us calculate derivatives d1/ds, dI>/ds and present them as functions of
optimal switching points (x, y) = (x1, y1)

dl
dsl — CA(-XO _ l)yoe—ZSe—M + CAyoe—Se—)LS
—A As

s As

—ai(xo — DeSe™ —aje™ —agype e + ape”

= e_“(CAxy —a1x — oy + an).

While calculating the derivative d I /ds let us take into the account next expressions
for derivatives dx /ds, dy/ds, dp/ds and the exponent e 7 as functions of variables
(x, y):

dx dy dp 1—x _ a2
= 1 —X, = —y’ = B e r = .
ds ds ds X Cypx
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Let us introduce the new derivative ¢ = e~ ? and obtain the expression for d1>/ds

dh, . ( (1 —g*2) (1—q®+)
= —AC Ca(l —
5 =€ axy iyt A(1—x)y At D
(1_ (A+2))
—Caxy ()»3—2) + Ca(l — x)yg*t?
1 —g@®+D 1 — o041
+Aa1x( 1 ) —ai(1 —x)( 4 ) —o1(1 — x)q()‘H)
Ar+1 A+1
(1—g%+D) (1 —g*+h) (1=%) Gan
+ Ao + o —
Poown T o !
(1—x)

+ann N q* —an(l — CIA)>-

Let us summarize derivatives dI1 /ds and d I /ds, equalize the expression to zero
and express y by x in the following form:

(1- q().Jrl)) (1-— q(lJrl)) )
= —A 1-— 1-—
y= (e —rant 0 a0t 0 (-
(I—x)
—an g +an(l—qg") - 6122)/
X
(1— q(k+2)) (1-— q()»+2)) 0t2)
Cax — ACax +Ca(1 —2x +Cs(1 —x

(Cax—ncax™ 1w Caa =207 44 Catl - g

1— (A+1) 1— (A+1) 1—x
—H»Otz( q ) ( q ) . ( )q()\+1) —az).

G+ P ot TP &

Simplifying the expression we obtain the formula:

1— (A+1) 1
Y= (“1( ()\i 1) g _“szqk)/
(1 —q*+2) (42) LG
c c - )
( G+ 2) + Cagq Olzxq

Taking into the account the fact that wg = 0 (6.6), we obtain az; = (xj02)/Ca.
By substitution of this relation and the expression ¢ = a/(Cax) to previous
formula we obtain:

= (o122 (i ()" o),
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Multiplying both parts on the expression by x**2) we obtain:

y= <a1<x(x+1) B (gi>(x+1)>()\ 4 2)x)/<CA (x(Hz) B (gi>(x+2)>()\ 4 1)).

Taking into the account relations x4 = a2/C4 and y4 = «1/C4 (6.7), we obtain
the final expression for the switching curve M}‘ A):

A+2) (x()‘H) — XXH_D))’AX

(A+2)
O+ 1)<x0‘+2) —x¥ )

To construct the final switching curve M4 (1) for the optimal strategy of the first
player in the game with the discounted functional in the case C4 > 0, we add to the
curve M}‘ (A) the similar curve M% (A) in the domain, where x < y4 and y < yu

Ma(h) = My(0) U Mz (), (6.16)
ML) = {(x, y) € [0, 1] x [0, 1]:

(A +2)<x(x+1) _ xgk+l))yAx

y=
(A+2)
()\—i-l)(x()‘“)—xA )

» X 2 XA, yEYA},

M%) = {(x, y) € [0, 1] x [0, 1]:

G4 ((1 =M = 1 = x)*HD) (1 =y = x)

+ 1,
A+ 1)((1 —x)+2) — (1 — xA)(Hz))

y:

X = XA, ySyA}-

In the case when C4 < 0, curves M4(A), M}x()‘) andMi()\) are described by
formulas

Ma(h) = My(0) U MZ (), (6.17)
ML) = {(x, y) € [0, 1] x [0, 1]:

42 (1= 00D — (1 = x) ¢ ) ya(l = 2)

B (A + 1)((1 —x)0+2 — (1 = XA)(””)

X < XA, yEYA}7
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M%) = {(x, y) € [0, 1] x [0, 1]:

O+ 2)(x(k+l) _ x{(:d—l))(l _ yA)x

y=
(A+2)
a+ 1)(x0‘+2) — X, )

+ 1, x > x4, ySyA}-

The curve M4 (X) divides the unit square [0, 1] x [0, 1] into two parts: the upper
part

DY D{(x,y): x=x4, y>ya}
and the lower part
DQ D{(x,y): x=xa, y<yal

The “positive” feedback u ﬁl has the following structure

max{0, —sgn(Ca)}, if (x,y) € D%,
Wi = ull(x, y) = { max{0, sgn(Ca)}, if (x,y) € D, (6.18)
[0, 1], if (x,y) € Ma(d).

On the Fig. 6.2 we show switching curves M}‘ ), Mf‘ (A) for the first player.
Directions of velocities x are depicted by horizontal (left and right) arrows.

Fig. 6.2 Switching curves
ML), M3 () for the first
player in the problem with
discounted payoff functionals




6 The Impact of Discounted Indices on Equilibrium Strategies 81

For the second player one can get similar switching curves M ()) for the optimal
control problem with the discounted functional, corresponding to the matrix B.
More precisely, in the case when Cp > 0, the switching curve Mp(}) is given
by relations

Mp(h) = Mp(h) U ME (), (6.19)

M) = {(x, y) € [0,1] x [0, 1]:

+ +1
()»+2)<y“ D _ y(BA ))xgy
= > >
X ( 1)( 42) o 2)) , X Z XB, V_VB},

M%) = {(x, y) € [0, 1] x [0, 1]:

G421 = »HD = (1= y)* D) (1 = xp)(1 = y)

A+ 1)((1 — ) — (1 — yB)(Hz))

X =

+17

X = xg, yS)’B}-

In the case when the parameter Cp is negative Cp < 0, curves Mp (L), Mll; (A) and
Mlzg (1) are determined by formulas

Mp(h) = M) U Mz (), (6.20)
My = {(x, y) €10, 1] x [0, 1]:
G+ 2 (1= 9D = (1 = y) D )ap(1 = y)

X =
(n+ 1)((1 — )04 (1 — yB)(A+2)>

X =Xxp, y= yB},
Mi()) = {(x, y) € [0, 1] x [0, 1]:

G+ (50D =) A = xp)y

O+ (32 =y +2)

x = +1,XSXB,yZyB}-
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The curve M p()) divide the unit square [0, 1] x [0, 1] into two parts: the left part

DZBD{(x,y): X <xp, y=yp}

and the right part
Dp D {(x,y): x>xp, y=ys}
The “positive” feedback vél has the following structure

max{0, —sgn(Cp)}, if (x,y) € Dk,
vl = vl (x, y) = § max{0, sgn(Cp)}, if (x.y) € DI, 6.21)
[0, 11, if (x,y) e Mg(d).

Remark 6.2 Let us note that in papers by Arnold [1] average integral payoff
functionals were considered

1 T
T —to)/ gax (), y(®))dr. (6.22)
1o

In the paper [16] switching curves for optimal control strategies of players in
the game with average integral functionals were obtained. For example, for the first
player in the case when C4 > 0 the switching curve in the domain x > x4, ¥y > ya
is described by relations

2001x

= . 6.23
Y Cax + o ( )

The asymptotical analysis of solutions (6.16) for the game with discounted payoff
functionals shows, that according to L’Hospital’s rule, when the discount parameter
A tends to zero, the relation for switching curves (6.16) of the control strategy for the
first player converges to switching curves (6.23) in the game with average integral
payoff functionals (6.22).

On the Fig.6.2. the solid line shows the switching curve of control strategies
for the first player in the game with average integral payoff functionals, which is
asymptotically approximated by solutions of the game with discounted functionals
when A | 0. The dashed line and the dotted line show switching curves of control
strategies for the first player in the game with discounted payoff functionals with
values of the discount parameter A = 0.1 and . = 0.2, respectively.

On the Fig. 6.3 we show switching curves M }9 ), Mlzg (1) for the second player.
Directions of velocities y are depicted by vertical (up and down) arrows.

It is worth to clarify the asymptotical behavior of switching curves for optimal
control when discount parameters can be infinitely large. In this case, one can check
that switching curve M4 (A) for optimal control in the problem with discounted
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Fig. 6.3 Switching curves
M }3 ), M% (1) for the second
player in the problem with
discounted payoff functionals

Fig. 6.4 Asymptotical 0.6
behavior of switching curve

M 4 () for the first player in

the problem with discounted

payoft functionals

integral payoffs describing long-term interests of players converge to the switching
line y = y4 generated by the short-run payoff function g4 (x, y) when the discount
parameter A tends to infinity. Such behavior of the switching curve M4 (1) is shown
on the Fig. 6.4.

A+2) (x(“'l) — xX‘H))yAx

(A+2)
O+ 1)(x(“2) —xY
xa4\*+D
P =)
et

s )

y:

ya — ya, Wwheni — +4o0.
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6.9 Guaranteed Values of Discounted Payoffs

Let us formulate the proposition, which confirms, that the “positive” optimal control
by the feedback principle u/];l (x,y) (6.18) with the switching cure M4, defined by
formulas (6.16), (6.17), guarantee that the value of discounted payoff functionals is
more or equal than the value w4 (6.6) of the static matrix game.

Theorem 6.1 For any initial position (xo,yo) € [0,1] x [0, 1] and for any
trajectory

. . , . .
a0, y71C) € X(xo, yo, ul), xTwo) =x0,  y'0) = yo, 10=0,

generated by the optimal control by the feedback principle u‘/’;l = ufxl (x, y) there
exists the final moment of time t, € [0, Tal such that in this moment of time the
trajectory (xT1(-), y71()) reaches the line where x = x4, namely xf!(t,) = x4.
Then, according to the construction of the optimal control, that maximizes the

integral (6.15) by the feedback principle u/];l, the following estimate holds

T
f M g (x (1), y(1) dt = “’; (1—e2T=) VT >4, (6.24)
Iy
In particular, this inequality remains valid when time T tends to infinity

T
1iminf)\f e Mg (1), yIH (1)) dt > wa. (6.25)

T—+o00 t

Inequalities (6.24), (6.25) mean, that the value of the discounted functional is not
worse, than the value w 4 (6.6) of the static matrix game.

The analogous result is fair for trajectories, which generated by the optimal
control v{;l (6.21), that corresponds to the switching curve Mp (6.19), (6.20).

Proof The result of the theorem follows from the fact that the value of the payoff
functional (6.5) is maximum on the constructed broken line. In particular, it is more
or equal, than the value of this functional on the trajectory which stays on the
segment x = x4 (see Fig. 6.1) with the control u(¢) = x4. The value of the payoff
functional on such trajectory is following

T
w
/ e My, dt = )\A(l—e—”—m).
Ly

These arguments imply the required relation (6.24), which in the limit transition
provides the relation (6.25). |
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Remark 6.3 Let us consider the acceptable trajectory (xﬁ; ), y/{i;(-)), generated

by “positive” feedbacks u‘/’;l (6.18), v'gl (6.21). Then in accordance with the
Theorem 6.1, next inequalities take place

T
.. At — 1 [
Jim inf 2 / e M gy ({0, ¥l 5 (0) dt > wa

T . .
1iminf)\f e MW gp (L (1), yIL () di > wp
1y

T—+o0

and, hence, the acceptable trajectory (x /{% ), yﬂg (+)) provides the better result for
both players, than trajectories, convergent to points of the static Nash equilibrium,
in which corresponding payoffs are equal to values w4 and wp.

6.10 Equilibrium Trajectories in the Game with Discounted
Payoffs

Let us consider payoff matrices of players on the financial market, which reflect
the data of investigated markets of stocks [3] and bonds [4] in USA. The matrix
A corresponds to the behavior of traders, which play on increase of the course and
are called “bulls”. The matrix B corresponds to the behavior of traders, which play
on the depreciation of the course and are called “bears”. Parameters of matrices
represent rate of return for stocks and bonds, expressed in the form of interest rates,

10 0 -53
A_<1.753>’ B‘(m 0.5)' (6:26)

Characteristic parameters of static games are given at the following levels [27]
Ca =ay —ay —ay +axp = 11.25,

) =axp —ajp =3, ay=axp —ay =125,

o2 o]
= =0.11, = =0.27;
XA Ca ya Ca

Cp=b11 —bia— by +bp=-175,
Br=bxn —bip=-25, pa=byp—by=-95,

B2 B1
=" =054, =
= VB= o

=0.14.
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On the Fig. 6.5 we present broken lines of players’ best replies, saddle points
N A, N B in static antagonistic games, the point of the Nash equilibrium N E in the
static bimatrix game.

Let us note, that players of the coalition of “bulls” gain in the case of upward
trend of markets, when players of both coalitions invest in the same market. And
players of the coalition of “bears” make profit from investments in the case of
downward trend of markets when players of the coalition of “bulls” move their
investments from one market to another.

For the game of coalitions of “bulls” and “bears” we construct switching curves
M4 (A), Mp(A) and provide calculations of equilibrium trajectories of the market
dynamics with the value of the discount parameter A = 0.1.

This calculations are presented on the Fig. 6.6. Here we show saddle points N A,
N B in static antagonistic games, the point of the Nash equilibrium N E in the static
bimatrix game, switching lines for players’ controls M4 () = M}4 »y M% (A) and
ML) =M }9 »y Ml% (1) in the dynamical bimatrix game with discounted payoff
functionals for matrices A, B (6.26). The field of velocities of players is depicted by
arrows.

The field of directions generates equilibrium trajectories, one of which is
presented on the Fig. 6.6. This trajectory T R(X) = (xﬁlB ), yﬁg (+)) starts from the
initial position /P = (0.1, 0.9) and moves along the characteristic in the direction
of the vertex (1, 1) of the unit square [0, 1] x [0, 1] with control signals u = 1,
v = 1. Then it crosses the switching line Mp(}), and the second coalition switches
the control v from 1 to 0. Then, the trajectory 7 R(}) moves in the direction of
the vertex (1, 0) until it reaches the switching line M4 (1). Here players of the first
coalition change the control signal u# from 1 to 0. After that the movement of the
trajectory is directed along the characteristic to the vertex (0, 0). Then the trajectory
crosses the line Mp()), on which the sliding mode arises, during which the switch
of controls of the second coalition occurs, and the trajectory 7 R(A) converge to

Fig. 6.5 Saddle points NA, 1
N B and the point of the Nash
equilibrium N E

NA NE
1 NB
yB __| ______________
I
1
0 Xy Xp 1
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Fig. 6.6 The equilibrium
trajectory in the game with
discounted payoffs

the point IM(A) = M4 (1) () Mp()) of the intersection of switching lines M4 (1),
Mp()).
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Chapter 7 )
On Control Reconstruction Problems Chack for
for Dynamic Systems Linear in Controls

Evgeniy Krupennikov

Abstract In differential games the a posteriori analysis of motions, namely,
trajectories of the dynamics and the analysis of the players’ controls generating
these trajectories are very important. This paper is devoted to solving problems
of reconstruction of trajectories and controls in differential games using known
history of inaccurate measurements of a realized trajectory. A new method for
solving reconstruction problems is suggested and justified for a class of differential
games with dynamics, linear in controls and non-linear in state coordinates. This
method relies on necessary optimality conditions in auxiliary variational problems.
An illustrating example is exposed.

7.1 Introduction

This paper is devoted to solving inverse problems of reconstruction of players’
trajectories and controls in differential games, using known inaccurate measure-
ments of the realized trajectories. The a posteriori analysis is an important part
of the decision making in the future. Inverse problems may occur in many
areas such as economics, engineering, medicine and many others that involve
the task of reconstruction of the players’ controls by known inaccurate trajectory
measurements.

The inverse problems have been studied by many authors. The approach
suggested by Osipov and Kryazhimskii [6, 7] is one of the closest to the material
of this paper. The method suggested by them reconstructs the controls by using a
regularized (a variation of Tikhonov regularization [12]) procedure of control with
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a guide. This procedure allows to reconstruct the controls on-line. It is originated
from the works of Krasovskii’s school on the theory of optimal feedback [3, 4].

Another method for solving dynamic reconstruction problems by known history
of inaccurate measurements has been suggested by Subbotina et al. [10]. It is
based on a method, which use necessary optimality conditions for auxiliary optimal
control problems [9]. This method has been also developed in [5, 8, 10, 11]. A
modification of this approach is presented in this paper. It relies on necessary
optimality conditions in an auxiliary variational problem on extremum for an
integral functional. The functional is a variation of a Tikhonov regularizator.

In this paper the suggested method is justified for a special class of differential
games with dynamics linear in controls and non-linear in state coordinates. Results
of simulation are exposed.

7.2 Dynamics

We consider a differential game with dynamics of the form
() =Gx@®),Hu(), x():[0,T1— R", u():[0,T]— R", tel0,T]
(7.1)
Here G(x,t) is an n x n matrix with elements g;;(x,?) : R" x [0,T] — R, i =

1,...,n, j =1, ..., nthat have continuous derivatives
0gij(x, 1) 0gij(x,1)
Jat ’ 0Xk

xeR", te[0,T].

In (7.1) x; (¢) is the state of the ith player, while u; (¢) is the control of the ith player,
restricted by constraints

i) <U <oo, i=1,....n, tel0,T]. (7.2)

We consider piecewise continuous controls with finite number of points of discon-
tinuity.

7.3 Input Data

It is supposed that some base trajectory x*(-) : [0, T] — R" of system (7.1) has
been realized on the interval r € [0, T]. Let u*(-) : [0, T] — R" be the piecewise
continuous control satisfying constrains (7.2) that generated this trajectory.

We assume that measurements y°(-,8) = y®() : [0, T] — R”" of the base
trajectory x*(¢) are known and they are twice continuously differentiable functions
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that determine x*(¢) with the known accuracy § > 0, i.e.

V@) —xF@0)) <8, i=1,..n 1€[0,T] (7.3)

7.4 Hypotheses

We introduce two hypotheses on the input data.

Hypothesis 7.1 There exist such compact set ¥ C R", such constant r > 0 and
such constants w > 0, w > 0, o' > 0 that

WO {xeR:|xi—x*0)| <r Vtel0, Tl

agii(x,t dgii(x,t
0 < w? <|detG(x,1)| < w?, 8ij (x. 1) 8ij(x, 1)
at DXk

i=1,...,n, j=1,....,n, k=1,...,n, xe¥, +tel0,T]

<Q)/

= 3

<o, (7.4)

Let’s introduce the following constants

Tw T 5, anTo'e
Ri= 5, R= ,(0+o) R= 5
w w w
Trw? 2 _Rimo* (05T
Ry = m;) +47m +2 1w (ln 2w+1>+R2+1, (7.5)
2w w w w

14w
Ry = max{ » (R4 +2R3), (1 + w)(R4 + 2R3)},

which will be used in Hypothesis 7.2 and Theorem 7.1.

Hypothesis 7.2 There exist such constants §y € (0, min{0.5r, le HandY > O that
forany $ € (0, ]

Mol<y, ol<y, [&ol<Yy, €[0T, i=1,...,n (7.6

and for any § € (0, 8o] exists such compact 2% < [0, T] with measure ,uQ‘S =

§—0
B° 2 that

FOI<Y, Telo,TI\2°, max|@Ip° <Y, i=1L...n. (17
tef2

Remark 7.1 Conditions (7.6) reflect the fact that the right hand sides of Eq.(7.1)
are restricted.
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Remark 7.2 In Hypothesis 7.2 the constant Y is unified for all inequalities to
simplify the further calculations and explanations.

Remark 7.3 Hypothesis 7.2 allows the functions y°(-) to be able to approximate
piecewise continuous functions x*(-) = g(x*(-), -)u*(-).

7.5 Problem Statement

Let’s consider the following reconstruction problem: for a given § € (0, o] and
a given measurement function y?(-) fulfilling estimates (7.3) and Hypothesis 7.2
to find a function u(-,8) = u®(-) : [0,T] — R" that satisfies the following
conditions:

1. The function u®(-) belongs to the set of admissible controls, i.e. the set of
piecewise continuous functions with finite number of points of discontinuity
satisfying constraints (7.2);

2. The control u®(-) generates trajectory x(-,8) = x%() : [0,T] — R" of
system (7.1) with boundary condition (1) = y‘S(T). In other words, there
exists a unique solution x%() [0, T] — R" of the system

B0 =680, nul@), telo,T]

that satisfy the boundary condition x3(T) = y3(T).
3. Functions x®(-) and u%(-) satisfy conditions

lim [57() =27 Ollegry =00 lim 1} () =47 OllLyor =0, i = 1.
(7.8)

Hereinafter
I fOllcor = tg[l(%] lflL fG:[0,T]— R

is the norm in the space of continuous functions C and

T n
IfOllLsgor = / Y fAodr, f():10,T]— R
o i=1

is the norm in space L.
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7.6 A Solution of the Inverse Problem

7.6.1 Auxiliary Problem

To solve the inverse problem in Sect.7.5, we introduce an auxiliary variational
problem (AVP) for fixed parameters § € (0, éo], @ > 0 and a given measurement
function y®(-) satisfying estimates (7.3) and Hypothesis 7.2.

We consider the set of pairs of continuously differentiable functions Fy, =
{{xC),u)} : x(¢) : [0,T] = R*, u(:) : [0,T] — R"} that satisfy differential
equations (7.1) and the following boundary conditions

x(T) = y*(T), u(T) = G~ (y*(T), T)y* (T). (7.9)

Hereinafter G~! is the inverse matrix for non degenerate matrix G. Let us remark
that due to Hypothesis 7.1, the inverse matrix G! (y‘s (T), T) exists.

AVP is to find a pair of functions x(-,8, @) = x>%(-) : [0,T] — R" and
u(-, 8, ) = ub*() : [0,T] — R" such that {x®%(.), u®*(-)} € Fy, and such
that they provide an extremum for the integral functional

T
x() = YO1? o lu@)]?
I(x(-),u(-)):/ @ =y @l 4 eI ,, (7.10)
2 2
0
n
Here « is a small regularising parameter [12] and || f|| = | fl.z, f e R"is
i=1

Euclidean norm in R".

7.6.2 Necessary Optimality Conditions in the AVP

We can write the necessary optimality conditions for the AVP (7.1), (7.10), (7.9) in
Lagrange form [14]. Lagrangian for the AVP has the form

S PONTE S ST B n
L(x,u,)é,k(t),t):—"x y2(t)|| L ||2u|| +Z|:Ai(¢)2[xi—gij(x,t)uj]:| ,
i=1 j=1

where A(¢) : [0, T] — R" is the Lagrange multipliers vector.
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The 2n corresponding Euler equations are

. " - 9
M (1) + (i (0) — y2 () + Z [A i@ Z u () ag

x:
j=1 k=1 !

7 (x(t),r)} =0,
(7.11)

n
—ui(t)+ Y [rjgjix@®),nD] =0, i=1,....n.
j=1
The first n equations in (7.11) can be rewritten in vector form:

: s G -
A+ () =y )+ (A1), B x@®,HDu@®)=0, i=1,...,n. (7.12)

Hereinafter (a, b) means the scalar product of vectors @ € R", b € R" and

8 .
(x(1), t) is a matrix with elements ag/k x@,t,j=1,..,nk=1,..,n.

0x; X
lThe last n equations in (7.11) define thé relations between the controls u; () and
the Lagrange multipliers A;(¢), i =1, ..., n:
L .7
u®) = G (x@),HAr@). (7.13)
o

Hereinafter GT means transpose of a matrix G.

We can substitute equations (7.13) into (7.12) and (7.1) to rewrite them in the
form of Hamiltonian equations, where the vector s(#) = —A(¢) plays the role of the
adjoint variables vector:

i(1) = —(1/e)G®), NGT (x(1), s (),
si(t) = x;(t) — yf(t) + (:2 (s(1), sz x@®),HGT (x(0),ns(0)), i=1,...,n.

(7.14)

By substituting (7.13) into (7.9), one can obtain boundary conditions, written for
system (7.14):

X(T) = yX(T), s(T) =—a*(GOX(T), TYGTGA(T), T)) ' 3(T).  (7.15)

Thus, we have got the necessary optimality conditions for the AVP (7.1), (7.10),
(7.9) in Hamiltonian form (7.14), (7.15).

7.6.3 A Solution of the Reconstruction Problem

Let’s introduce the function

ube() = —(1/a?)GT (x>, s> (), (7.16)
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where x%(.), s%-%(.) are the solutions of system (7.14) with boundary condi-
tions (7.15).
We now introduce the cut-off functions

U, u}*(t) = U,
@)=, Wml<U, i=1,...n (7.17)

~U, 1) <-U.

We consider the functions ftf (+) as the solutions of the inverse problem described

in Sect. 7.5. We choose o = «(§) in a such way that «(§) 8—_>9 0.

7.6.4 Convergence of the Solution

In this paper a justification for the suggested method is presented for one sub-class of
considered differential games (7.1), (7.2). Namely, we consider from now dynamics
of form (7.1), where matrixes G (x, t) are diagonal with non-zero elements on the
diagonals. The dynamics in such case have the form

Xi(t) = gi(x(@®),Hu;i(®), i=1,..,n,

where the functions g;(x,f) = gii(x,t), i = 1,...,n are the elements on the
diagonal of the matrix G (x, t).

Condition ®? < |detG (x, 1)| < w* in Hypothesis 7.1 in such case is replaced by
equal condition

o <gx,)<w’ i=1,...,n. (7.18)

Necessary optimality conditions (7.14) has now the form

2
K1) = —s5; (D) (xa(;)’ f)’
1 & B Ge (),
SO =x0-yO+ , ) [sf.(t) g,a(;c((tt)) ) - t))} 7 (7.19)
j=1 i
i=1,...,n

with boundary conditions

s

xi(T) = yX(T), si(T)=—a*3(1)/gf (1), T), i=1,..., (7.20)

The following lemma is true.
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Lemma 7.1 For § € (0, o] twice continuously differentiable measurement func-
tions ylfs (), i = 1,...,n satisfying estimates (7.3) and Hypothesis 7.2 fulfill the
following relations

8.
lim [5/¢) = Ol = 0, Jim | i ¢)

—ui ()l =0,i=1,..,n
~00 g (y3(), ) e

(7.21)

Proof The first relation in (7.21) is true due to (7.3). Let’s prove the second one.

Relying upon Luzin’s theorem [2] one can find for the piecewise continuous
function #*(-) such constant Y" that for any 6 € (0,60l and alli = 1,...,n there
exist such twice continuously differentiable functions uf () : [0, T] = R and such
set 2 C R with measure ©2° = B2 that

W <Y rel0.T], il )] <Y, rel0.T]\ 28,

X
B max u; (0] < ¥, (7.22)
lud () = ufOllLsr <8 i=1,...,n

Let’s estimate the following expression first (hereinafter in the proof i =
1,...,n).

T
. . 2
1357 () — 4} & ), DT, o 7y = f (3 ) — w00, 0)dr. (7.23)
0
The integral in (7.23) can be calculated by parts.

T
/ 2(1) — u (r)g, O, 0) (G2 @) — ul (g (¥ (1), 1))dt
0

av
! T
= [(y'f @) —u (g (@), 1) (v (1) — xF(0) — / ul(1)gi (v (1), r)dr)}
v
T t
- f (V2 (@) — x}(0) — f ul (0)gi (v (v), T)dr)
0 N 0 _
) v
: (y‘S 0 — 1 g 0. 1) — ud (Y lgh ., G20, 0351+ ], O 1), t))) dt
j=1
- (_;{] -

(7.24)
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To estimate the whole expression (7.24) we first estimate the difference V = ylf3 (t)—

t
xi* 0) — f uf (v)gi (y‘S (1), T)dt. In order to do this, we estimate integral
0

t

f (1 (v) — uf (1)) (¥° (1), D)dt = / (l () — uf (1)) (¥°(r), v)dt

0 _Qf>5

+ [ @ - m)aeb o, o,
2L
(7.25)
where set 'Qtza ={r € [0,1] : |uf(r) — I/l;k(l’)| > &} and set ‘Qia ={rt €[0,1] :
ul (t) — uf ()| < 8}.
The first term in (7.25)

/ () — uf(0)gi (¥°(1), DdT| < S (2w < 8Tw. (7.26)
QLs

Remark 7.4 Let’s remember that hereinafter when the first argument of functions

gi(x,t), i =1,...,n belongs to compact ¥ from Hypothesis 7.1, relations (7.18)
are true.

Using (7.22), the second term in (7.25)

Son _ x ) _ s 2 s
/ i@ =~ @)ai07, e = / (1 (1) = uf (D) u?(r)—u}k(r)dz
2L o,
g (¥’ (1), 7) / .
(o) -y | ] O @)

t
<6

< max

t
el

T
= Cgf(u?(ﬂ —u}(0)’dr < 8Tw.
0

(7.27)
From (7.25), (7.26) and (7.27) follows that

t

f (d(r) — u} (1)) gi (y° (1), 1)dt| < 82T w. (7.28)
0
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We can now estimate function V in (7.24):

t

RO -5t - [0 @, 0dr

0
t
< |30 - 370 - [ w0, o]
0
t
+‘/(u?(r)—u;‘(r))gi(y‘s(r),r)dr‘
0
t
= Yf(t)—xf‘(o)—/u?(r)gi(X*(t),t)dr‘

0

t
+| / uf @& 0° (0, 0) = gi(r* (), D)dr|
0
+82wT <

HOEEAG]

t

.....

0
5(1 + TUno' +20T) Y sR,.
(7.29)
Thus, the term UVlg in sum (7.24) can be estimated as
! T
(30~ 080°0.0) (320 - 30 - [ @150, 0dr)
0
0
<28(Y + Y"0)R,.
(7.30)

T
Using (7.7), (7.22) and (7.29), the term f VdUdt in (7.24) can be estimated in
0

the following way

t

T
‘/[(y?(t)_xi*(o)_/”?(T)gi(ya(l'),t)dr)
0

0

(70 = i 06 @0 = O Yk, 670, 0351 + g1, 67 0,0) ) ||

j=1
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1
= [ (b0 -x0- [w@uet©.od)5iod
[0,T]\$28 0
t
# [ (i -x0 - [onei. oo
8 0

t
+| / (v -0 - / u} (g 0 (0, )T )i (g 6P ), Dt
[0.77\2} 0
t
+ f CHOEEHORE f u} (D)8 (6° (0), DT )i (i 64 (1), Dl
s 0
T t
+| / (o —x0 - / u} (08 (6 (), D))
0

0

=

(Dt 02 @. 0351+ g1, 6P ). ) d|
j=1

< STR,Y +8R,Y + TR, Y &+ SR, Y 0+ 8T Ry (nY + 1) Y sR,,.
(7.31)

Combining estimates (7.30) and (7.31), we can now estimate expression (7.24).

T
. 2
/ () —ud (g (Y (1), 1)) dt < §(Ry +2(Y + Y w)Ry) (7.32)
0
Finally, we can use the first mean value theorem for definite integrals and
estimate (7.32) to get

2

/ y () f(t)) dt
gy (). 1)

1 .5 5 ) 2
= 20,71 |:gi2(y5(t),t):| 0/ 0 =i D020 0)

2(Y + Y'0)R, + Ry, s—
e 2)“ "0
w

(7.33)
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It follows from (7.33) that

¥ )

— =0.
g (), ")

L 0,1

ul(-)

m
§—0

Remember that we consider such function u?(~) that lim ||u?(-) — u?‘(~) ||L =
5§—0 2,10.7]

0. So, from the triangle inequality || fi(-) + f2(')”L2.[o.T1 < A Olliago s +
| f2() 1Ly 0.7y TOllows that

.8 .
yg() — Ut =0, i=1,....n,
5—0 || g (¥ (), ) Lo
which was to be proved. O

Theorem 7.1 For any fixed § € (0, 8ol there exists such parameter Otg = Olg )

that the solution x‘s’o‘g ), s‘s’o‘g () of system (7.19) with boundary conditions (7.20)
is extendable and unique on t € [0, T1].
Moreover, ahr% ag (6) =0and

tim [ () = xFOllcep = 0. lim (1) = u O lags =0, i = L, o
5550 i i Cor = Y 5550 i i Ly =Y, t=1,...,01,
(7.34)

where
8,08 s LR .
u, () = =1/ (@) g (PN (), )50, i=1,...,n (7.35)
Proof Let’s introduce new variables:

a?yo (1)

.1 =1,...,n.  (7.36)

zi(t) = xi(t) — 2 (1), wi(t) = s: (1) +

Their derivatives are

2i(t) = % (1) — Y2 (1),
2 N .
? ) (1) 2“ ng [glxj (0. 0% (t)]

(), 1) g (x (), 1)

a? 50 (1) 2/21 [gi;j (@), £)s; (t)g? x®, t)]

2 (x(1), 1) &,

wi(t) = $; (1) +

= §5i(t) +
(7.37)
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System (7.19) can be rewritten in this variables as

2 )
. g z(®) + y°(0), 1)
zi(t) = —w; (t) o2 ; (7.38)

wi (1) =z;(t) + F;(z(t), w(t),t), i=1,...,n.

where
(1)
Fi(z(t), w(t),t) = 2( Vi
0, w), ) =« Feo+ronT
, w; (1) y5 ()
Zn: [zgf(z(t) + (1), Dgiy, () + Y2 (), 1) < o gf(z(r)+y5(r),r>)
= g (1) +y°(0). 1)
8% @ + Y (0, NG1)? L GO+ Y2(0), g5, @) + ¥ (1), Dw3 (1)
87 + Y50, 1) ot
8%, @) + ¥ (1), DY (Ow; (1) .
-2 5 s i|), i=1,...,n.
asgj(z(r) +y°(1), 1)
(7.39)
Boundary conditions (7.20) in new variables take the form
2(T)=0, w(T)=0. (7.40)

As it follows from Hypothesis 7.1, the right hand side of system (7.38) is
locally Lipschitz on ¥ x [0, T]—so, by Cauchy theorem there exists such interval
[To, T1 C [0, T] that solutions z-%(-) : [Ty, T] — R", w>(:) : [Ty, T] — R" of
system (7.38) with boundary conditions (7.40) exist and are unique on ¢ € [Tp, T].
Moreover, due to continuity of the solutions and zero boundary conditions (7.40),
there exists such interval [¢1, T'] C [Ty, T] that

122(0)] < @8Ry, |wP*(1)| < &®SRy, i=1,...,n, t€[n,T],

where the constant Ry, is defined in (7.5).

Let’s now extend the solution further in reverse time (to the left from #; on time
axis). As the solution is continuous, we can alwagls extend it up to such moment 7
thateitherzf’“(to) =2a6Ry,i € {1,...,n}or wi’“(to) =2a%8Ry, i €{1,...,n}
or extend it up to ¢+ = 0. If we are able to extend it up to + = 0 without reaching
values 2a8 Ry, 2028 Ry (the second case), then

122%(0)| < 28Ry, W (1)] < 20%8Ry, i=1,...,n, 1€l[0,T].
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In the first case there exists such moment zy € [0, T'] that
22 (t) < 28Ry, wP(t) <2%Ry, i=1,...,n, t€lt,T]. (741)

Let’s consider this case closer.
We introduce a new system of ODEs for functions z; (), w;(-), i =1,...,n

g (@) + ¥ (), 1)

zi(t) = —w;(1) 2 :
wi (1) = (1) + F (2% (1), wh (1), 1), (7.42)
i=1,....n, telt,T]
with boundary conditions
2(T)=0, w(T)=0, (7.43)

where zf’o‘(t), wf’o‘ (t) are solutions of system (7.38) with boundary condi-
tions (7.40), constrained by (7.41).

System (7.42) is a heterogeneous linear system of ODEs with time-dependent
coefficients, continuous on ¢ € [fg, T]. So, the solution of (7.42), (7.43) exists and
isunique on ¢ € [tg, T].

Let’s now prove that the solutions of (7.42), (7.43) coincide with the solutions
of (7.38), (7.40). To do this, we introduce residuals

Az(t) = 2590 — z2(1),  Aw(t) = wh% (1) — w(r).

Subtracting Eq. (7.42) from (7.38) (with substituted solutions 25%(1), wh (1)), we
get

g2 (1) + y° (1), 1) @t + (1), 1)

Azi(1) = —w)* (1) ) + w; (1) )
OO
= —Awl(t)gl (Z 2 y ’ .
o
Aw;(t) = Azi(t) + F;(259@), wbe (1), 1) — F; (2% (1), w®* (1), 1) = Az (1),
i=1,...,n
(7.44)
with boundary conditions
AzZ(T) =0, Aw(T)=0. (7.45)

As a homogenous system of linear ODEs with continuous time-dependent coeffi-
cients, system (7.44) with zero boundary conditions has the only trivial solution

Az()=0, Aw() =0, telw,T] (7.46)
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That means that z5-%(t) = z(¢), W) = w(), 1 € [to, T).
Now let’s study the properties of the solutions z(#), w(#) of system (7.42) with
boundary conditions (7.43). System (7.42) can be rewritten in vector form

Z(t) =AMZ(t) + F(b), (7.47)
where

Z() = (Zl(')y ey Zn(')v wl(')v LR wn())v
F()=(0,... 0, i) wh (). ), oo Fa OO, w(),)) (748)

n

and the 2n x 2n matrix A(t) can be written in the block form A(f) =

(IO GA(OX’ ) ), where [, is an identity matrix, O is an n X n zero matrix,
n
—gi(x% (), 1) 0 . 0
02 (+0,x
Galx.1) = 0 & (x>%(0), 1) ... 0
0 0 o —g2(xX5(1), 1)

Solutions of system (7.42) can be written in the following form with the help of
Cauchy formula for solutions of a heterogenous system of linear ODEs with time-
dependent coefficients. One can easily check that for boundary conditions, given at
the point ¢t = T (instead of t = 0), it has the form

T
Z(t) :¢(t)d5_1(T)Z(T)—¢(t)/¢_1(r)F(z5’“(r),w‘s’“(r),r)dt, (7.49)
t

were @ () is an n x n fundamental matrix of solutions for the homogenous part of
system (7.42). This matrix can be chosen as

T T k

@ (1) = exp —/A(t)dr = Zkl' —/A(t)dr . (7.50)

1 k=0 1

One can check that after expanding the kth powers in the sum in the latter formula
and folding the sum again, using the Taylor series for sin and cos functions, we can

getthat @ (¢) = <¢1(I) Do (1)

, where @1 (1), ®,(t), @3(t) are diagonal matrixes
3(1) &1 (r)) ¢
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with ith elements on diagonals

®1;i(t) = cos

(T —1) / g2 (x%e(1), r)dt |,
t

(p%t(t) -

T
@i (1) = @ (1) sin ( (T —1) / giz(x‘s*“(t), )dt |, (7.51)
1

T
(T —1) f g (x%e(r), vyde |,
t

where continuous function

T
\/f giz(x‘s’“(r), 7)dt
' € [to0, T),

VT —t ’ (7.52)
&G>T, T), t =T

i=1,...,n.

Using (7.18), one can obtain that
wﬁ‘éi(t)‘ﬁa), i=1,....n (1.53)

Due to simple structure of matrix @(¢), one can check that inverse matrix

@—l(t) =< D (1) _®2(t))
—@3(1) D1(1)

T
Let’s return to (7.49). Here Z(T) = 6>, so vector Z(t) = —@(t) f@‘l(t)
t

F(t)d has the following coordinates

T
Zi(t) = zi(t) = i (1) [ P2si (T)Fi (25%(7), w>*(7), )d7
t

T
—®5i(t) [ @1, (V) F;(25%(x), wP* (1), 1)dT,
t

T 7.54
Zi1(t) = wi(t) = @3, (1) [ @21 (D) Fi (25 (z), wP(7), 1)dt (759
t

T
~@1Li(0) [ DL (D F (4 (@), wh (), 1) |dv
t

telt, T, i=1,...,n.
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To estimate these expressions, we consider the following expression

T

T
/cos ; (T—f)/gl?(xw(e),e)de fAmydr, i=1,...,n  (1.55)

fo

where function fl.‘S ) = fi‘S (-,6) : [0, T] — R depends on § and is continuous in
the first argument for any § € (0, §o].

T
Let’s introduce functions ¢;(r) = \/(T - 1) f gl.2 (x%-2(0), 9)d9> , I =
T
1, ..., n, which are continuously differentiable in 7.
Note that all following calculations in the proof are true for all i € {1, ..., n}.

Using Hypothesis 7.1, we can estimate the derivative

T
— [ g>0),)d0 — (T — 1)} (x"(7), 7)
gi(t) = °* .
2\/(T —1) [ g?(x%(0), 0)do

203(T — 1) ?

(7.56)

T /(T -0 o
2

Similarly, ¢;(t) < — . € [0, T].
w

So, ¢i(7) is a decreasing function with restricted derivative and ¢; (T) = 0. This
means that we can construct a finite increasing sequence {r;] < 7o < ... <
Tny, » Ny, € N} that has the following properties:

(p,-(t(,,%_ ) =a05+kr, k=0,...,(ny —1);

Tw <( ) < Tw - Tw (7.57)
o <(tjiy1— 7)) <« , Ny < , .
w2 Jj+ J w2 (7 aw?

as the derivative ¢(t) is restricted by (7.56).
Let’s add to this sequence elements 79 = #o and 7(, g = T.
Integral (7.55) can be rewritten as

}’l(pi

T Tj+1
/cos ((pi(r)) fi‘s(r)dt = Z / cos ((pi(r)) fi‘s(r)dt. (7.58)
o iy o

0]
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O\ .. . .
Because cos (‘p'o([ )) is sign-definite on t € [7j,7j41], j = 0,...,ny and

fl.‘s (t) is continuous, it follows from the first mean value theorem for definite

integrals that for each j = 0,...,ny, there exists such point 7; € [z}, Tj41]
Tj+1 Tj+1

that | cos (‘p"‘ff)) fAydr = f2(F) [ cos (‘p"o(f))dr. Combining the terms
Tj Tj

of sum (7.58) by pairs [t}, 7;11], [Tj41, Tj42], we get

Tj+2
/ cos ((pi(r)) fl-‘s(r)dt
o
:
Tj+l ! Tj+2 (7.59)
= fl.‘s(fj) / cos (wi(T)> dt + f‘is(fj+1) / cos (%’(T)) dr.
o o
Tj Tj+1
To estimate expression (7.59), we first make the following estimates:
Tj+2 Tj+2 .
/ cos ¢i(t) dt = / .a ¢i(T) cos ¢i(t) dt, j=0,...,ny —3,
o ¢i(t) « o !
Tj 7
(7.60)
as (T — 1) # O for j < ny,. We can integrate (7.60) by parts.
Tj+2 . -
/ o ¢i(7) ((Pi(ﬂ) a ((ﬂi(f)) s
. cos dt = sin
pi(t) « o @i (7) o 7
T S~~~ - - ~ - - -
U U
i dVd 1 v (7.61)
—a/sin #i(0) " dr. j=0.....n, -3
a ) dt \¢i(1)
T: = - -~ -~ -~
! A dau
Here
a . (e[ a |5t d 1
. sin =|. <a sup . (Tj+2 — T)).
(pl(t) o 7j (pl(t) 7j TE['L’J','L’J'+2] dt (pl(t)
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One can check that the derivative

1

d
dt ¢;i(7)

L,
\/ (T — 1) [ g?(x>(0), 0)do

_ 2 02,0 _ (.0,
. & (x*%(1), 1) + (T — 1)gi(x"" (1), 7)
@(7)

( Xn: dgi (x%%(1), 7) _ wa’a(f)giz(xa’a(f), T) n gi (x>%(1), T)))‘
4 ox; a? at

1 ®, 5
Tw(Snw o*R ).
w(T—rj+2)+a)2(w + Tw@nw'w” Ry + o))

(7.62)
So, the term UV|?+l in (7.61) can be estimated by using (7.57) and (7.62) as
J

a ((pi(f))
. sin
@i (1) o

where the constants Ry, R, R3 are defined in (7.5). Let’s emphasize that these
constants don’t depend on § and «.
Now let’s estimate the term | TIJ;"+l VdU in (7.61).

Tj+2
/ . ((pi(f)) d ( 1 )
o sin X dt
a ) dt \¢i(7)

Tj+2

2 Ry
<a + Ry +3R3Ry ), (7.63)

T; T —7j42

7j
. (ei(T)\ d 1 (7.64)
<a sup |sin ) (Tj+2 — 75)
Telt),7j42] (24 dt Qi (T)
2 Ry
<o + Ry +6R3Ry ).
T —7j42
Applying estimates (7.63) and (7.64) to (7.60)—(7.61), we get
Tj+2
i R
/ cos(wl(t)>dr < 2a2< ! +R2+8R3Rw). (7.65)
o T —1j4

Tj
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Now let’s return to expression (7.59). By splitting the last integral term in (7.59)
Tj+2 Tji+2  Tj+l

as [ = [ — f we get

Tj+l 7j

Tj+2
/ cos (90;:;)) fl-a(‘l.')dt

< cos(“”()) (R - REm) (7.66)

+ 2 (F41) / cos(gﬂio(;)>d

By Heine—Cantor theorem, every continuous function defined on a closed interval
is uniformly continuous. So, continuous fi‘S (1) is uniformly continuous on [ty, T].
In other words,

V8 > 03ad =al(8) > 0: V11, 1 € [15, Tj42]
Tw 7.67
(It — ool < 2" %) = (12 @) — £P ()] < 9). el
w

Remark 7.5 As fi‘S () is uniformly continuous on [fg, T'], we are able to choose the
same o) = &(8) in (7.67) foreach j =0, ..., (ny, + 1) as [1}, Tj42] C [to, T1.

Combining (7.57), (7.65), (7.66), (7.67), we get

Tj+2
/CO (‘pt( )>f (t)dt
7 (7.68)
Tw ’ 5 Ry
<ad 5 + 2a max _ f°(7) + Ry +8R3Ry, | .
w T€lT),7j42] T — Tj42

To be specific, let’s assume that the number n, is odd. Then

T
/cos ((pi;;)) fia(‘l,')dt

fo

7 ) 0.5(ng; —1)—1 2j+1 @

_ @i(T)\ s @i(T)\ s

= /COS< o )fi (v)dt + jz_:l / cos( " )f,' (Mdt  (7.69)
fo = -1

Tng;

1 T
+ / cos(wi(ir)>ff(r)dr%—/cos(wl( )>f (v)dr.

Tng; =2 Ny,
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Using (7.68), let’s first estimate the sum

0.5(ng;—1)—1 | T2j+1

Z / cos(goi(r)) fl-‘s(r)dr
o

=t oja (7.70)
0.5(ng; —1)—1

Tw ) R
< > [aa ot f,-( +R2+6R3Rw)]

i T —1j41

Tw s 8
where n,, < and f; = max f°(7).
Y = aw? f[ 'L'E[I(),T]‘fl ( )
The following sum can be estimated by substituting the denominator in the

fraction with it’s minimal possible value (7.57) and reversing the order of terms
in the sum.

0.5(ng; —1)—1 0.5(ng; —1)—1 5 0501, —D—1
o o )
< =
0.5(ny, —1)—1

The partial sum > ; of a harmonic series can be estimated by Euler—
j=1
k

Mascheroni formula )" i < (Ink) + 1. Thus, continuing estimates (7.70) we get
n=1

0.5(ng —1—1| T2j+l

@i (7) S
Z /cos( o )fi(t)dr

j=1 -1 (771)

T7w? s [ Tw?Ry 0.5Tw
<34 + 2o f; (In
w

1)+ Ry +38R3Ry | .
= 200 aw? + )+ 2+ 3y
We have estimated the second term of sum in the right hand side of (7.69).
Using (7.57), one can get the following relations for the first, third and forth terms
in (7.69).

ani

T
‘/cos(wi(ﬂ> fi‘s(t)dr~|— / cos (W(T)> fi‘s(r)dt
o o

1o

g =2 (7.72)

T X 2
+ f cos(golo(:)) £ (0yde

1)
i
ng;

<4a" £
w
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Remark 7.6 We assumed that the number n, is odd. In the case of even ny, the
calculations are similar, because the only difference is in formula (7.69), where the

an)i
lower limit of the integral [ cos (‘p"o(f)> f2(z)d is exchanged for 7, g1
Tn‘/’i -2

Finally, applying (7.71) and (7.72) to (7.69), we get

T
‘/cos (fﬂi(f))ﬁ;(r)dt
o
1o

s mw? Rlna)z Tw s s
+af; |4 +2 In + 1)+ R | +allna|f; +2af; R3Ry,.
w 19 2w?

Trw?

<$é
- 204

For any given § € (0, §p] there exists a constant f? = f?(S) (as fi‘s(r) is
continuous for § € (0, §p]). We can always find such parameter ag = ag(S) that

as(8)| 1na§(5)|ff(5) <. (7.73)

This is possible because 1im0 o| Ina| = 0. Thus, for any
a—

o <ouay= min{a‘ls, ozg, 1},  (where a‘f is from (7.67), ag is from (7.73)),

(7.74)
we have

T
/ cos<¢’"(”> fP(x)dr| < SRy +26°R3R,,, (1.75)
o

4]

where the constants R3, Ry are defined in (7.5).
We can apply this result to expressions (7.54). First, let’s estimate expression

T

Fi(2%%(1), w>¥(1), 1)

0rit) [ orace) T dr. (7.76)
1o

2 nﬁt

for which f(z) = Fi(z>*(v), w**(v), 7)/a*> = f}|(r) in the sense of (7.55). It
follows from (7.39), (7.41) and Hypotheses 7.2, 7.1 that

f? = f?’l = max |F,'(Z‘3’°‘(T), w® (1), T)/“2|

velio.T]
.-8
max y°(7) 2 ry2 20/ /
<[t TN g, (w‘; +2wY) + 8 Ry 00,
1) [0 @ ®

(7.77)
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For o < &}, where o} is defined in the same way as g in (7.67), (7.73), (7.74),

but assuming fi‘s(r) = fl.‘?l (t) and f?(r) = ff’l(l'), estimates (7.75) and (7.53)
give us

T
B B (8,0 d,a
@z,”(t)t{q)l,u(f)ﬂ(z (0), w*(r), T)dv (1.78)

< aw(8Rs + 28°R3Ry), t € [19, T).

Let’s introduce oz(z) that is defined in the same way as o in (7.67), (7.73), (7.74),
but assuming

2 not

R @ =& @FE @), 00, 0/ "2 50, fia=of,.

One can use the scheme of proof (7.55)—(7.78) and (7.51)—(7.53) to obtain that
fora < min{a(l), oz(z)} the following estimates are true as well

T
@1ii (1) [ P2,ii (O Fi (2% (1), w’ (1), T)dt

o (7.79)
< aw(8Rs+28°R3Ry), t€[to, T];
T
®3,ii (1) f ®2,ii (1) Fi (2% (1), w**(7), T)dt 7.80)
<a?) (OR4+26°R3Ry), 1€ i, T;
i § S
.. .. A ed 0
P10 [ @i (OF @), wh (@), 1) |dr 781)
< a?(8R4 + 28°R3Ry), t €, T
Remark 7.7 Estimates (7.78)—(7.81) are true under combined condition
o < o ¥ minfal, o). (7.82)

Combining (7.54) and (7.78)—(7.81), we get

|zi ()] < @d(1 + w)(R4 + 20R3Ry),
lwi ()] < a?8' T (Rs +28R3Ry), 1€lt0,T1, i=1,...,n.
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Ford:0 <8 <68 < le,oc € (0, ozg], as far as 229 (1) = z(1), w*¥() = w(), t €
[0, T],

220 = 1zi ()] < a8(1 + @)(Ry + 2R3) < ad R,
W) ()] = lwi (1) < 28" 57 (Ra + 2R3) < 026Ry, (7.83)
telto,T], i=1,...,n.

Remark 7.8 Estimates (7.83) are true for #9 € [0, T') as long as solutions 25,
w®(.) of system (7.38) with boundary conditions (7.40) exist and are unique on
t € [ty, T] and (7.41) is true.

But (7.83) means that for é € (0, 6], @ € (0, cxg] att = 1y (in particular)

209 (t0)| < @Ry, Wl (t0)] < @8Ry, i=1,....n,
which is contrary to the assumption that either zf’a (to) =2aéRy, i € {1,...,n}or
w?’“(to) =20%5R,, i € {1,...,n}. That means that such moment 7y does not

exist.
In other words, we have proved that we can extend the solutions 250y, whe()
upto ¢ = 0 and

8,
2.7 ()| < ad2Ry,,
g < a1 a0, (71.84)
|lw;" ()| < a"62Ry, t€[0,T], i=1,...,n
for § € (0, 8ol and @ € (0, &) ].
As far as we can extend solutions z>%(-), w®%(-) onr € [0, T'], we can return to
variables (7.36)

0]

gi (xO%(1), 1)
B 2 w (v, .
o & (x%%(1), 1)

XU =200+ Y0, w0 = HOR

Applying the result (7.84) (see Remark 7.8), we get that

-5

8,a 5 S.a Vi @)

25 — v ()] < ad2Ry, 2R () —

O = O S @b2Rus U0 = S
i=1,...,n, tel0,T]

[=02Ru (785)

for 8 < (0, 80] and @ € (0, ).
It follow from (7.85) and Hypothesis 7.2 that

8. X 8.0 5 X 5
lx; " @) —x; @O < |x;” " @) — y; O+ |x (@) — y; @]
<a82Ry+8 230, i=1,..n 1e[0.Tl
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which means that
. S,ag %
lim [lx;” ") = x;7 Ol =0 (7.86)
§—0
Let’s now make the following calculations.

V) (gi (1), 1) — g (x%% (1), 1))
gi (X3 (1), 1)gi (y(1), 1) (787)

LA NS A0
gi(x®(n), 1) gi(y*(1),1)
- Yno'2a8 Ry,

, " i=1l,..n, te[0,T]
w

for 8 < (0, 80] and « € (0, 3].
It follows from (7.87) and (7.85) that

5 vl (¢ 5 vd (¢

Wb - O ey o W

gi(y (t)§ 1) 6 gi (x%0 (1), 1)

Vi gt) _ yig(t) (7.88)
gi (x> (), &), 1)

Yna)’ZO(SSRw )

< 82R, + ) . i=1,..n, t€l0,T].
w

Relation (7.88) and Lemma 1 imply that

T T 2
8,00 « 5,ad « 5,a) y;s @)
llu; "0 () — uj (t)||%2’[0ﬂ = !(ui o) — u} ()*dt = 0/ [ (”i o) — 2 (1), t))

2
s ) wo oo, N O
+2<ui R | Pt iC) R G Ry

2
an/Zag(SRw an’ZozgSRw Y
<71 (2R, + ) +7 (82R, + ; +U
w

w w
() 550
’5 —ul (1) — 0,
8i(y°(n), 1) L
2,[0,T]
which was to be proved. O

Let’s now consider for a fixed § € (0, §g] cut-off functions

8
U, w0 > U,
~ d J .
u?(t) = uf’%(z‘), |uf’a°(t)| <U,, I= 1,...,n, (7.89)
8
~U. w0 < -U,
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where the functions u 0( ), i =1,...,naredefined in (7.35) and ocg is introduced
in Theorem 7.1 in (7. 82).
It follows from Theorem 7.1 that

Iy 00 *()IILmn—n( B A+ @O - u O,
= 1 0 = OB, + 18O ~ 7 Ol

T
+2/ 5“%) al(0) (@) — ui (1))dr 290
0

(7.90)
Combining (7.89) and constraints (7.2), we get
8.0 N N
;) —al0) (@ @) —ur () =0, 1e[0,T].
Since all terms in the last expression in (7.90) are non-negative, we obtain
808 A 50
ity ) = @27, 0y — O (7.91)
~5 #0112 §—0
182 () = w3, 0 — O (7.92)

Now let’s prove the following lemma

Lemma 7.2 The system of differential equations

%) = gi(x(0),naS @), xi(T)=yXT), i=1,....n, 1t€[0,T],
(7.93)

where ﬁ‘s() is defined in (7.89) for a fixed § < (0, 8], have a unique solution

not

x() = %5() : [0, T] — R™. Moreover,
lim [1x() — BOlcprn =0, i=1,...,n.
Proof Let’s introduce new variables
Ax,(t)_x,(t)—x 0(t) i=1,...,n,

where x‘s""g () is the solution of system (7.19) with boundary conditions (7.20).
System (7.93) in this variables has the form

Bxi(0) = gi(Ax () + 68 (0, 1)l (1) — g (b 0). )l D, (7.94)
Axi(T)=0, i=1,...,n
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The right-hand sides of this equations

i (Bx) + X280, )0 0) — g (0 0). 1)y Vo) £ 5 (628 ). ) 0|
a0 (i (Dx (@) + X000, 1) — gy (x b 1), 1))
+gi (x‘*“g (1), 1) (@S (1) — uf""g ®))

< U Y [1Ax; 0] + ol @) — a0 )]

j=1
’ ~§ ‘S’O‘S
< Uo'n||Ax )| + wluj (1) —u; " (1)].

i

(7.95)

8
Since estimates (7.95) are true and the function |ﬁ;.s ) — uf’% (+)| is continuous, the
solution of system (7.94) is unique and can be extended on [0, T'] [13]. Thus, the

)
solutions )Ef (t) = Axi(t) — xf’% (), i =1,...,n of system (7.93) can be extended
ont € [0, T] as well.
From (7.95) it follows that

imxi(tm'xi(r)] i[nAx(t)u S Ax; (0)]]
_ i=1 < i=1

llax@l; axol | |Ax )]

N 8.0
< n(UWn| Ax@)]| + wlid @) — u; @),
Hence,

T
[Ax@] < |Ax(D)]| +/n(Uw’n||AX(f)II + wlig (v) - uf’ag(f)l)df
1

T T
)
< | AX(T)] + no / a8 (1) — u; () ldT + n*Uo / |Ax(D)ldr.
t t

Applying the Gronwall-Bellman inequality, we get

T
IAx@)] < (||Ax(T)|| +nw/ a8 (7) — uf""g(mdz) exp(n2Uw'T).
t
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— r H —
Here | Ax(T)| < vn8 222 0. Since (7.91), [ @8 (r) — u; “O(x)ldr =2 0, 1 e
t

[0, T1. So, | Ax(0)]| 2= 0, ¢ € [0, T]. In other words,

. 8.0 a8 .

512)1%) ”xl‘ 0() — X (')”C[O,T] =0, i=1,..,n

Combining this result with result of Theorem 7.1 (7.34), we get

lim 157 () = 2 Ollcg.ry =0, i =1,..m,

which was to be proved.

Lemma 7.2, definition (7.89) and formula (7.92) mean that functions (7.89) can
be considered as solution of the inverse problem described in Sect. 7.5.

7.7 Remarks on the Suggested Method

Note that Hypotheses 7.2 and 7.1, Theorem 7.1 and Lemmas 7.1 and 7.2 provide that
in case of diagonal matrix G (x, ) the solution for the inverse problem described in
Sect. 7.5 can be found as

U, ul(t)=>U,
al) = ul@0), i) < U, whereul() =
—-U, ul(@t) <-U.

28
y’(s() , =1,...,n.
I OND)

The case of non diagonal non degenerate matrix G(x, t) is more interesting. In
this case the solution can still be found by inversing the matrix G( y‘S (), 1)

u() =GN0, )30, (7.96)

but it involves finding the inverse matrix G! (y‘S (t),t) foreacht € [0, T].

One can modify the algorithm suggested in Sect. 7.6 to solve the inverse problem
for the case of non-diagonal matrix G(y‘S (t), t) as well. The justification uses the
same scheme of proof, but is more complex due to more complicated form of
system (7.19). It will be published in later works.

Comparing the direct approach (7.96) and the approach suggested in this paper,
one can see that the second one reduces the task of inversing non-constant n x n
matrix G(y‘s (t), 1) to the task of solving systems of non-linear ODEs. In some
applications numerical integration of ODE systems may be more preferable than
matrix inversing. Accurate comparing of this approaches (including numerical
computations issues) is the matter of the upcoming studies and also will be
published in later works.
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7.8 Example

To illustrate the work of the suggested method let’s consider a model of a
macroeconomic process, which can be described by a differential game with the
dynamics

dxi(t) _ 3G(X1(t),X2(t))ul(t)

d 9

dxzt(t) 8G(x1(t)31, x2(2)) (7.97)
= us ().

dt 3)62

Here ¢t € [0, T'], x1 is the product, x; is the production cost. G(x1, x2) is the profit,
which is described as

G(x1,x2) = x1x2(ag + a1x1 + azxx2), (7.98)

where ap = 0.008, a; = 0.00019, a = —0.00046 are parameters of the
macroeconomic model [1]. The functions u;(#), u2(t) are bounded piecewise
continuous controls

lui| <U, |ua] <U, U =200, tel0,T] (7.99)

The control #1 has the meaning of the scaled coefficient of the production increase
speed and u» has the meaning of the scaled coefficient of the speed of the production
cost changing.

This model has been suggested by Albrecht [1].

We assume that some base trajectories x'(¢), x3(¢) of system (7.97) have been
realized on the time interval ¢ € [0, T] (time is measured in years). This trajectory
is supposed to be generated by some admissible controls uj(-), u3(-). We also
assume that we know inaccurate measurements of x}'(¢), x5 (¢#)—twice continuously
differentiable functions y$(r), y3(¢) that fulfill Hypothesis 7.2.

Remark 7.9 To model measurement functions y‘f (t) and yg (1) real statistics on Ural
region’s industry during 1970-1985 [1] have been used. They satisfy Hypothe-
sis 7.2.

We consider the inverse problem described in Sect.7.5 for dynamics (7.97)—
(7.99) and functions xj(¢), x5(t), uj(-), u3(-) and y‘f(t), yg(t). We assume in
our example that we don’t know the base trajectory and controls, but know the
inaccurate measurements yf (1), yg (1).

The trajectories x‘lx"s(z‘), xg"‘s(t) and controls ﬁ‘f"s(t), ﬁg"s(z‘), generating them,
were obtained numerically. The results are presented on Figs. 7.1, 7.2, and 7.3. On
Figs. 7.1 and 7.2 time interval is reduced for better scaling.
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Chapter 8 )
Evolution of Risk-Statuses in One Creck o
Model of Tax Control

Suriya Kumacheva, Elena Gubar, Ekaterina Zhitkova, and Galina Tomilina

Abstract Nowadays information is an important part of social life and economic
environment. One of the principal elements of economics is the system of taxation
and therefore tax audit. However total audit is expensive, hence fiscal system should
choose new instruments to force the tax collections. In current study we consider an
impact of information spreading about future tax audits in a population of taxpayers.
It is supposed that all taxpayers pay taxes in accordance with their income and
individual risk-status. Moreover we assume that each taxpayer selects the best
method of behavior, which depends on the behavior of her social neighbors. Thus
if any agent receives information from her contacts that the probability of audit
is high, then she might react according to her risk-status and true income. Such
behavior forms a group of informed agents which propagate information further
then the structure of population is changed. We formulate an evolutionary model
with network structure which describes the changes in the population of taxpayers
under the impact of information about future tax audit. The series of numerical
simulation shows the initial and final preferences of taxpayers depends on the
received information.

8.1 Introduction

The tax system is one of the most important mechanisms of state regulation.
A significant part of this system is tax control, which provides receiving taxes and
fees in the state budget. For a wide class of models, such as [4, 6, 16, 25], which
describe tax control with static game-theoretical attitude, “the threshold rule” was
formulated. This rule defines the value of auditing probability which is critical for
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the decision of taxpayers to evade taxation or not. However, in real life it is difficult
to implement tax inspections with the threshold probability because this process
requires large investments from the tax authority, while it has substantially limited
budget. Hence, the tax authority needs to find a way to stimulate the population to
pay taxes in accordance with their true level of income.

Previous studies [18, 22] have shown that information dissemination has a
significant impact on the behavior of agents in various environments, such as the
urban population, the social network, labor teams, etc. Taking into account previous
research [1-3], the current paper studies the propagation of information about
upcoming tax inspections as a way to stimulate the population to pay taxes honestly.
This approach allows tax authority to optimize the collection of taxes within the
strong limitation of budget.

Let’s suppose that the population of taxpayers is heterogeneous in its perception
of such information. Additionally to previous research [9, 10] susceptibility of each
agent depends on its risk-status, due to her natural propensity to risk. Economic
environment of each individual also impacts on the perceiving of incoming infor-
mation. In contrast to many different works, where information spreads during
random matches of agents, here we consider only structured population and we
suppose that information can be transferred only between connected agents. Social
connections of each taxpayer can be described mathematically by using networks of
various modifications. We also assume that tax authority injects information about
future audits to the population and thereby the share of Informed agents is formed.
Agents from the Informed group can spread it over their network of contacts and
thereby the structure of population is changed. According to all these reasons we
formulate an evolutionary model on the network which describes the variation of
taxpayers’ behavior. We estimate the initial and final distribution of taxpayers which
prefer to evade taxation in series of numerical simulations. Numerical experiments
include two different approaches that characterize the evolutionary process: special
imitation rule for evolutionary game on the network and Markov’s chain which
define random process on the network.

The paper is organized as follows. Section 8.2 presents the mathematical model
of tax audit in classical formulation. Section 8.3 introduces an idea of risk propensity
of taxpayers. Section 8.4 shows the dynamic model of tax control, which includes
the knowledge about additional information and presents two different approaches
to find a solution. Numerical examples are presented in Sect. 8.5.

8.2 Static Model of Tax Audit

As a basic model we consider a game-theoretical static model of tax control, in
which the players are the tax authority and n taxpayers as a basis for the following
study. Every taxpayer has true income & and declares income 7 after each tax period,

n=<§.
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As it was studied in the classical works, such as [6, 25], to simplify the model,
we suppose, that the total set of taxpayers is divided into the groups of low level
income agents and high level income agents. Obviously, the number of partitions
can be increased, but it does not effect on the following arguments and conclusions.
In other words, taxpayers’ incomes can take only two values: & € {L, H}, where L
is the low level and H is the high level of income (0 < L < H). Declared income
also can take values from the mentioned binary set n € {L, H}.

Thus, in this model there are three different groups of taxpayers, depending on
the relation 7 (&) between true and declared incomes:

L. n() = L(L);
2. n(§) = H(H);
3. n(§) = L(H).

Obviously that the taxpayers from the first and the second groups declare their
income correspondingly to its true level and they do not try to evade. The third
group is the group of tax evaders. In other words, this group is of interest of the tax
authority.

The tax authority audits those taxpayers, who declared n = L, with the
probability Py every tax period. Let’s suppose that tax audit is absolutely effective,
i.e. it reveals the existing evasion. The proportional case of penalty is considered:
when the tax evasion is revealed, the evader must pay (6 +) (& —n), where constants
6 and 7 are the tax and the penalty rates correspondingly. For the agents from the
studied groups the payoffs are:

u(L(L)=@0-0)-L; (8.1
u(H(H))=(1-90)-H, (8.2)
u(L(H))=H—0L — P.(0+n)H—L). (8.3)

The fraction of audited taxpayers is Pr. It’s obvious that either the agents from
the first group (who actually have true income & = L) or the evaders from the third
group are both in this fraction of audited taxpayers.

The total set of the taxpayers is divided into the next groups: wealthy taxpayers,
who pay taxes honestly (7(§) = H(H)), insolvent taxpayers (n(§) = L(L)) and
wealthy evaders (n(§) = L(H)). The diagram, presented in Fig. 8.1a, illustrates this
distribution.

In Fig. 8.1, cases: b, c, d, the little circle, inscribed in the diagram, corresponds to
the fraction of audited taxpayers. Let’s call it an “audited circle”. Only those, who
declared n = L, are in the interest for auditing. Therefore, the mentioned circle
is inscribed into the sectors, which correspond to the situations n(§) = L(H) and

n(€) = L(L).
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n(&=H(H) n(&=H(H)
n©@=L(H)

n@=LL)

(a) (b)

n(©=H(H)

n©=LL)
(c) (d)

Fig. 8.1 Auditing of the different groups of the taxpayers

On one hand in Fig.8.1b the case, when either evaders or simply insolvent
taxpayers are audited, is considered. In Fig. 8.1c the “audited circle” is contained in
the area, which satisfies the condition n(§) = L(H). This is the optimistic situation,
when every audit reveals the existing tax evasion. On the other hand, the Fig. 8.1d
illustrates the pessimistic case, when none of the audits reveals the evasion, because
only insolvent taxpayers, declared their true income 1n(§) = L(L), are audited.
Certainly, all presented diagrams illustrate only some boundary ideal cases, however
the tax authority’s aim is obviously to lead the real situation closer to the illustration
in Fig. 8.1c.

Hence, the following arguments, related to the searching of possible tax evasions,
apply to the third group of the agents, declared n(§) = L(H). Thereby, precisely
this group is expedient to be considered as the studied population, speaking in the
terms of the evolutionary games.

Risk neutral taxpayers’ behaviour supposed to be absolutely rational: their tax
evasion is impossible only if the risk of punishment is so high that the tax evader’s
profit is less or equal to his expected post-audit payments (in the case when his
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evasion is revealed):
PO +m)(H—-L)=60(H—L).

Therefore, the critical value of audit probability P;, (due to the taxpayer’s decision
to evade or not) is

_ %
R

*
L

(8.4)

For this type of models the optimal solution is usually presented in the form of
the “threshold rule” in various modifications (see, for example, [6] or [25]). In [4]
this rule is formulated so that the optimal value P/ of the auditing probability is
defined from (8.4), and for the risk neutral taxpayer the optimal strategy is

H, Py > P}

8.5
L, PL < P}. (8.5)

() ={

Nevertheless there are some problems which should be fixed to make the static
model described above close to real-life process. The first problem is that the players
are supposed to be risk neutral. However in real life there are also risk averse and
risk loving economic agents. Another problem is that we consider the game with
complete information. It is assumed that the taxpayers know (or can estimate) the
value of the auditing probability, but, by considering the static model, we do not
take into account the method of receiving information. The third problem is that
the auditing with optimal probability (8.4) is excessively expensive and the tax
authority usually has strongly limited budget, thus, the actual value of P; should
be substantially less than P; in real life. By taking into consideration all mentioned
reasons, we formulate an extended model of tax audit which includes an information
component and an evolutionary process of adaptation of taxpayers to the changes in
the economic environment.

8.3 Model with Different Risk-Statuses

Now let’s consider the homogeneous population of n taxpayers, where agents
possess one of three risk-statuses: risk averse, risk neutral and risk loving agents.
Let’s restrict the considered population by the subpopulation of taxpayers with high
level H of income. This restriction is natural because there is no reason and ability
to evade for the taxpayers with low level L of income, independently on their risk-
status.

The size of this subpopulationis ng (ny +nyg = n, where ny, is a number of the
taxpayers with income level L). Now let v, be the share of risk averse agents with
income H (v, = ,':[‘; ), v, be the share of risk neutral agents with high-level income
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(v, = :Z) and v; be the share of risk loving agents with income H (v; = :111 )
respectively. Naturally, v, +v,+v; = 1 (or, equivalent equation, n,+n,+n; = ng).

We also assume that each risk-status has its “threshold of sensitivity”. This term
means that each taxpayer with income H compares the real and critical values of the
auditing probability P; before to make a decision to evade or to pay taxes honestly.
Based on the results obtained for the static model 8.2 it is obvious that for the risk
neutral agent this threshold value is PZ‘ from the Eq.(8.4). Let Py, and P be the
sensitivity thresholds for the risk averse and risk loving agents correspondingly.
These values satisfy the inequality [17]:

OSPL<PL*<PL§1.

It is natural to suppose that the agents’ behavior depends on their statuses. Here,
risk-status defines the relation between obtained information about future auditing
and agent’s own sensitivity threshold. If the information of tax audit is absent then
we assume that initially the population is sure that the probability of future audits
takes its values from the interval (P, Pr™).

This value is less than the threshold for the risk neutral agents, therefore,
they evade of taxation, moreover, risk loving taxpayers, which are sure in small
possibility of auditing, also do not pay. The only payers are agents with risk-averse
status form the considered subpopulation. In this situation the total tax revenue is

TTRy=n0L+npg (vibH+ 1 —v,)OL+PL(O+7m)H—-L))—nPpc,
(8.6)

where c is the cost of one audit.

8.4 The Evolutionary Model on the Network

In Sect.8.2 we have discussed that it is extremely expensive to audit taxpayers
with the optimal probability (8.4). Thus the tax authority needs to find additional
ways to stimulate taxpayers’ fees. One of these ways is the injection of information
about future auditing (which possibly can be false) into the population of taxpayers.
Following [9-11], in current study we discuss that information contains a message
“Pp > P/”. We suppose that the dissemination of such information over the
population will impact on the behavior of taxpayers and their risk-statuses. The
cost of unit of information is c;,r. We assume that c;,s is significantly less than
the auditing casts (ciny < c). Every taxpayer who receives the information can
use it by choosing the strategy to pay or not to pay taxes due to her true income
level. Additionally, in contrast to the standard approach of evolutionary games
[21, 26], in which it is assumed that meetings between agents occur randomly
in the population, here we will consider only the connected agents. For example,
any taxpayer has a social environment such as family, relatives, friends, neighbors.
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Communicating with them, agents choose opponents at random to transmit infor-
mation, but taking into account the existing connections. Thus, to describe possible
interactions between agents, the population can be represented by a network where
the nodes are taxpayers transmitting information to each other during the process of
communication and links are the connections between them. Earlier such approach
was considered in [9].

Therefore, the taxpayer’s decision about her risk-status (risk averse, risk neutral
or risk loving) depends on two important factors: her own (natural) risk propensity
and the behavior of her neighbors in the population (those with whom she commu-
nicates). As a result of the dissemination of information, the entire population of
agents is divided into two subgroups: those who received and used the information
(the share n;,r), and those who do not intend to use the information (the share
Nnoinf), OF, We can say, those who have a propensity to perceive or not to perceive
the received information. Thus, at the initial time moment this population can be
presented as a sum of the mentioned shares:

n = ninf(10) + Nuoing (1),

but at each following moment the ratio of the fractions n;, ¢ (¢) and nyeins () will
differ from the previous one.

If one taxpayer from a subgroup of those who use information meets another
one from the same subgroup, they will get the payoffs (U;nr, Uiny). In this case
both of them know the same information and pay, hence their payoff is defined
from the Eq. (8.2). Similarly, if the taxpayer who does not perceive the information
(and therefore wants to evade) meets the same taxpayer, they will get the payoffs
(Uey, Ugy), which are defined from the Eq. (8.3).

We denote the taxpayer’s propensity to perceive the informationas 6,0 < 6 < 1,
and consider a case when the uninformed taxpayer meets the informed taxpayer. As
a result of such meeting, uninformed taxpayer obtains information and should pay
the payoff (8.2) with probability § if she believes in this information, or the payoff
(8.3) if she does not believe.

In the current study we use evolutionary game approach to describe the dynamic
nature of such economic process. Thus, we have a well-mixed population of
economic agents (taxpayers), where the instant communications between taxpayers
can be defined by two-players bimatrix game [21]. For the cases, when taxpayers of
different types meet each other, the matrix of payoffs can be written in the form:

A B

A (Uinfs Uinf) (Uinfs annf + (0 =8)Uey)
B (5Uinf + (1 =8)Uey, Uinf) (5Uinf + (1 =08)Uey, 5Uinf + (1 =08)Uev)

where A is the strategy of taxpayer if she is informed (she perceives the information)
and B is the strategy of taxpayer if she is uninformed.
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Suppose that at a finite time moment 7 the system reached its stationary state.
Then let’s denote by v;,r the share of those who used the received information and
paid taxes according to their true income level (vi,r = vinr(T) = "i”f:l(T)), while
the share of those who evades taxation despite information received is denoted by
Ve e = Ve (T) = "1,

Hence the total income received from taxation of the entire population is

TTRy =n 0L +ny (Ving0H + vey (OL + PL(6 + 7)(H — L))) — 87
—n(PLc+v?nfc,-nf), '
where v?nf = Vins (f0)-

The papers [12, 14, 15] have studied the game of a large number of agents and
obtained the results which can be used to give precise quantitative predictions and
proper stability analysis of equilibria.

In this paper we present a comparative analysis of two evolutionary approaches
applied to the model of tax control. The first approach is to define propagation
information as a random process on the network and use the model by De Groot
[7] as a mathematical tool. The second approach is built on the special stochastic
imitation rule for evolutionary dynamics on the network [20, 21]. Now let’s examine
how these ideas can be applied to the modeling of dynamic processes on networks.

8.4.1 The Model Based on the Markov Process on the Network

Now let’s refuse the assumption that agents can estimate the choice of each
strategy absolutely correctly. This refusion allows us to consider a model of random
dissemination of information about the probability of future auditing. One of the first
models describing this problem is the model by De Groot [7], then similar attitude
was also studied in [8] and [5].

Based on the previous research we consider a direct network G = (N, P), where
N is the set of economic agents (for the present study N = {1,...,n}), and P is
a stochastic matrix of connections between agents: p;; is an element of the matrix
P which characterizes the connection between agents i and j. p;; > 0 in the case
when there exists a social connection between taxpayers i and j, (i, j € N). The
value of this parameter is close to 1 if the ith agent has a reason to assume that the
agent j has an expert knowledge about the probability of auditing, and otherwise it
is close to 0.

Let’s assume that at the initial time moment each agent has a certain belief, fl.o
about the value of the auditing probability. Moreover, we suppose that she decides
to evade taxation, comparing fl.o with the threshold of sensitivity Pr*, in this case
if fl.o < Pr* then the ith agent evades paying taxes, else if the threshold rises, then
she prefers not to risk.
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Interaction of agents leads to the updating of their knowledge on the auditing
probability at each iteration:

n
k k—1
=2 pifi
=1

The interaction continues infinitely or until the moment when for some k the
condition fik ~ fikf1 holds for every i.

Now, we assume that information centers can be artificially introduced into the
natural population of agents, which is presented as a network. Here, as information
centers (further principals) we set the agents who seek to convince the other agents
that value of the auditing probability is equal to some determined value.

The role of such information center can be performed by any of the agents j. Let
S be the set of agents for which the condition p;; > 0,i # j, (itis clear because this
inequality is formulated for pairs of different agents). We assign the parameter o,
which expresses the degree of confidence of the value 0, with this agent j. Then
the updated elements of the jth row of the matrix P will have the following form:

aj, i=j
pij=1 "5 ies (8.8)
0. igSi#j

Described model can be used, for example, to present a goal of the tax authority
to overstate the value of the auditing probability. In this case, the parameters of the
information center have the following form: fJQ =1la;~1

8.4.2 The Model Based on the Proportional Imitation Rule

In the current paragraph we present a different approach to describe the sequence of
changes in the population of taxpayers. Let G = (N, L) denote an indirect network,
where N is a set of economic agents (N = {1,...,n} as in Sect.8.4.1) and L C
N x N is an edge set. Each edge in L represents two-player symmetric game between
connected taxpayers. The taxpayers choose strategies from a binary set X = {A, B}
and receive payoffs according to the matrix of payoffs in Sect. 8.4. Each instant time
moment agents use a single strategy against all opponents and thus the games occurs
simultaneously. We define the strategy state by x(T) = (x1(¢), ..., Xn T, xi(t) €
X.Here x;(t) € X is astrategy of taxpayeri,i = 1, n, at time moment . Aggregated
payoff of agent i is defined as in [20]:

U = w; Z A (1).x;(1)> (8.9)
JEM;
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where ay; (1) x; (1) is a component of payoff matrix, M; :={j € L : {i, j} € L}isa
set of neighbors for taxpayer i, weighted coefficient w; = 1 for cumulative payoffs
and w; = | A/llil for averaged payoffs. Vector of payoffs of the total population is
u(®) = (ui(0), ..., un ()"

The state of population is changed according to the rule, which is a function of
the strategies and payoffs of neighboring agents:

xi(t+1) = f({xj(0),u;(0) : j € N; U{i}}). (8.10)

Here we suppose that taxpayer changes her behavior if at least one neighbor
has better payoff. As the example of such dynamics we can use the proportional
imitation rule [21, 26], in which each agent chooses a neighbor randomly and if this
neighbor received a higher payoff by using a different strategy, then the agent will
switch with a probability proportional to the payoff difference. The proportional
imitation rule can be presented as:

1

(uj(t) — ”i(t)):| (8.11)

0

A
p (it +1) =x;(1) = [

l ! |M;|
foreach agenti € L where j € M; is a uniformly randomly chosen neighbor, A > 0
is an arbitrary rate constant, and the notation [z](l) indicates max (0, min(1, z)).

Below we present two cases of the changing rule [10, 11]:

e Case 1. Initial distribution of agents is nonuniform. When agent i receives
an opportunity to revise her strategy then she considers her neighbors as one
homogeneous player with aggregated payoff function. This payoff function is
equal to the mean value of payoffs of players who form a homogeneous player.
It is assumed that the agent meets any neighbor with uniform probability, then
mixed strategy of such homogeneous player is a distribution vector of pure
strategies of included players. If payoff function of homogeneous player is better,
then player i changes her strategy to the most popular strategy of her neighbors.

» Case 2. Initial distribution of agents is uniform. In this case agent i keeps her
own strategy.

8.5 Numerical Simulations

In this section we present numerical examples to support the approaches described
in Sects. 8.4.1 and 8.4.2. Based on these simulation we analyze the following factors
of influence on the population of taxpayers:

1. the structure of the network: we use grid and random structures of graphs;
2. the way of information dissemination: we consider the processes based on the
Markov processes and the proportional imitation rule;
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Table 8.1 The distribution of income among taxpayers

Group Income interval (rub. per month) Share of population (%)
1 Less 7500 1.8
2 7500.1-10,600 6.1
4 10,600.1-17,000 15.2
6 17,000.1-25,000 19.9
6 25,000.1-50,000 36.1
6 50,000.1-10,0000 16.4
7 100,000.1-250,000 4.0
8 More 250,000 0.5

Table 8.2 Two modeled groups and average income

Group Income interval (rub. per month) Average income Share of population (%)
L Less 25,000 L = 12,500 43

H More 25,000 H = 50,000 57

3. the initial distribution of risk-status in the population, i.e. what part of the

population has a certain propensity to risk;

. the value of the information injection, i.e. the portion of Informed agents at the

initial time moment.

In all experiments we use the distribution of the income among the population of

Russian Federation in 2017 [23] (see Table 8.1).

According to the model we suppose that only two level of income is accessible

for each taxpayer: low and high (L and H). After the unification of groups with
different levels of income according to the economic reasons, we calculate the
average levels of income L and H (the mathematical expectations of the uniform
and Pareto distributions—see 8.6) and receive the corresponding shares of the
population (see Table 8.2).

For all experiments we fix the following values of parameters:

share of risk-averse taxpayers in population is v, = 17% due to the psychological
research [19];

tax and penalty rates are 6 = (.13 due to the income tax rate in Russia [24],
7 = 0.065 (for bigger values of 7, we obtain even bigger values of optimal audit
probability Pr*);

optimal value of the probability of audit is Pr* = 0.67;

actual value of the probability of auditis Py, = 0.1;

unit cost of auditing is ¢ = 7455 (minimum wage in St. Petersburg [23]);

unit cost of information injection is ¢jnf = 10%*c = 745.5;

under the implementation of the approximate equality fik ~ fl.k_1 from the
Sect. 8.4.1 we have that the inequality | /¥ — £*~'| < 1073 holds.

As we described in Sect. 8.4, we use the network G to define the structure of

population. The number of considered taxpayers is defined from the Table 8.2. If,
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for example, the size of the total populationis n = 30, the size of subpopulation with
income level H isnyg = 0.57-n = 17.10, when n = 25 we obtain that ny = 14.25
and so on. For the network we use the relation | A;i‘ = 1 and vary values of other
parameters in different examples.

Let the number of nodes in the population be n = 30. For the initial model,
which does not include the process of information dissemination the value of total
tax revenue (8.6)is TT Ry = 50,935.26. For the network of n = 25 nodes TT R| =
42,446.05.

For the model which takes into account dissemination of information, we
apply two algorithms: the first is based on the Markov process on the network
(see Sect. 8.4.1), the second is based on the proportional imitation rule (Sect. 8.4.2).

Several results of numerical modeling of the Markov process in the network are
presented in Figs. 8.2, 8.3, 8.4, and 8.5. Blue dots correspond to evaders and yellow

1.0 1
. .
et ®
0.5 1
®
o
0.0 1 @
®
—0.5 1 PY -
o ®
—1.0 1 @ @
-1.0 -0.5 0.0 0.5 1.0

Fig. 8.2 Markov process. Agents are considered in pairs. Direct link from one to the other is

formed with a probability of 1/20, n = 25. Initial state is (v;;f, Vey) = (1, 24)

1.0 1

0.51

0.0 1

—-1.0 1

-1.0

Fig. 8.3 Markov process. Stationary state is (Viuf, Vey) = (22, 3). Total tax revenue 77T R,

83,624.94

-0.5

0.0

0.5

1.0
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Fig. 8.4 Markov process.
Agents are considered in 1.0 ® o ©
pairs. Direct link from one to 6] °
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Initial state is ° @
(Vinf, Vey) = (1,24) 0.0 ° @
L
-0.5
. ®
-1.01 ® o
-1.0 -05 0.0 05 1.0
Fig. 8.5 Markov process.
Stationary state is 1.04
(Vinf7 Vey) = (20, 5).
Total tax revenue 054
TTR, =78,901.06 ’
@
0.01 @
L
-0.5
@
-1.0 @
-1.0 -0.5 0.0 0.5 1.0

dots correspond to those who pay honestly, respectively. The value of T T R, exceeds
TTR; by almost two times, thus the existence of an information center is actual
because the number of evaders has decreased.

For the second algorithm we compute the payoff functions of taxpayers U;,r =
43,500, U, = 47,643.75.

The results of numerical simulation obtained from the proportional imitation
rule are shown in Figs. 8.6, 8.7, 8.8, 8.9, 8.10, and 8.11. Despite the fact that the
probability of information perception is high (6 = 0.9), the network structure is
such that most agents become evaders, and the total tax revenue is significantly
reduced. From the experiments it follows that the value of TT R, is significantly
lower than the value of TT R;.

From the series of numerical experiments by using two alternative algorithms for
the model of tax control which takes into account the risk statuses of economical
agents we can summarize the following.

Firstly, the algorithm based on proportional imitation rule (see Sect. 8.4.2) is not
very effective for the considered model. In contrast to the previous study (see. [10]
or [11]), where we considered the average income of each agent, in the current
paper the structure of the network influences on the population of taxpayers such
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Fig. 8.6 Grid. Probability of perception information § = 0.9, n = 25. Initial state is (vi,f, Vey) =
(23,2)
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Fig. 8.7 Grid. Probability of perception information § = 0.9, n = 25. Stationary state is
(Vinf» Vev) = (0, 25). Total tax revenue TT Ry = 15,261.31

as the imitation of behavior of nearest neighbor increases the share of evaders, even
with a high probability of information perception and a relatively small number
of the evaders at the initial moment. Therefore, the total revenue of the system
is significantly reduced. Hence we can conclude that if the income of taxpayers
is differentiated than we need to apply an alternative approach to estimate the
effectiveness of the propagated information.

In contrast, the new approach considers the algorithm which is based on the
Markov process (see Sect. 8.4.1). And the second conclusion is that the mentioned
algorithm is effective. In the framework of this attitude only one agent injects
information and hence she can be considered as an information center in the
network. This approach significantly minimizes the costs of spreading information
over the population of taxpayers. Thus the total revenue of the system is increased
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Fig. 8.8 Random.
Probability of perception

information § = 0.9, n = 30.

Initial state is
(Vinf, Vey) = (28,2)

Fig. 8.9 Random.
Probability of perception

information § = 0.9, n = 30.

Stationary state is

(Vinfs Vew) = (3,27). Total
tax revenue

TTR, =25,101.19

Fig. 8.10 Ring. Probability
of perception information

8 = 0.9, n = 30. Initial state
is (Vinf, vey) = (13,17)
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depending on the structure of the population and a number of connections between
the information center and the outer network.

8.6 Conclusion

In the study presented above we have investigated the problem of tax control taking
into account two important factors: the difference between propensity to risk of
the economical agents and the propagation of the information about possible tax
inspections among the population of taxpayers. We used two different approaches
to illustrate the process of propagation of information on network such as Markov
process and stochastic imitation rule for evolutionary dynamics. For the mentioned
models we presented mathematical formulations, analysis of the agents’ behavior
and series of numerical experiments. Numerical simulation demonstrates the dif-
ferences between the initial and final distribution of honest taxpayers and evaders
and estimates the profit of tax authority in the case of using information as a tool to
stimulate tax collection. We also can summarize that if agents behave accordingly
to the proportional imitation rule then numerical simulation has demonstrated that
the injected information in the population of taxpayers and the process of it’s
propagation is not effective. Whereas if the propagation process is described by
Markov process with one authorized center then the described model is valid.

Acknowledgements This work are supported the research grant “Optimal Behavior in Conflict-
Controlled Systems” (17-11-01079) from Russian Science Foundation.
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Appendix

In Appendix we present additional information about probability distribution, used
in this paper. Let’s recall that the density f(x) and function F(x) of the uniform
distribution of the value X on the interval (b — a, b + a) are defined by the next
way [13]:

21a’ if |x—b| <a,
fx) =
0, if |x —b| >a,
0, if x<b-—a,

1
F(x) = (x —b+a), if |[x—b|<a,
2a

1, if x>b+a,
The mathematical expectation M X of the uniform distribution is M X = b.
The Pareto distribution [13], which is often used in the modeling and prediction
of an income, has the next density

ab? .
oo catl’ if x>0b,
X) =
0, if x <b,
function
b a
1 - ( ) , if x>b,
X
F(x) =
0, if x<b,
and the mathematical expectation M X = ( a4 1 .
a —

The scatter of income levels in the group with the highest income may be
extremely wide. Therefore, as a value of parameter of the distribution we consider
a = 2: higher or lower values significantly postpone or approximate average value
to the lower limit of income.
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Chapter 9 )
Stationary Nash Equilibria for Average Shethie
Stochastic Positional Games

Dmitrii Lozovanu

Abstract An average stochastic positional game is a stochastic game with average
payoffs in which the set of states is divided into several disjoint subsets such that
each subset represents the position set for one of the player and each player controls
the Markov process only in his position set. In such a game each player chooses
actions in his position set in order to maximize his average reward per transition.
We show that an arbitrary average stochastic positional game possesses a stationary
Nash equilibrium. Based on this result we propose an approach for determining the
optimal stationary strategies of the players.

9.1 Introduction

The problem of the existence and determination of stationary Nash equilibria in
average stochastic games is a relevant problem extensively studied in game theory.
However the existence of Nash equilibria in stationary strategies actually is shown
only for special classes of average stochastic games. In [12] the existence of
stationary Nash equilibria has been proven for the games where the probability
transition matrices induced by any stationary strategies of the players are unichain.
Important results concerned with the existence of Nash equilibria have been
obtained for two-player stochastic games in [14]. In general case, for an average
stochastic game with m players (m > 3) a stationary Nash equilibrium may not
exist. This fact has been shown in [5] where an example of 3-player average
stochastic game that has no stationary Nash equilibrium is presented.
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In this paper we prove the existence of stationary Nash equilibria for a class of
average stochastic games that we call average stochastic positional games. This
class of games generalizes the deterministic positional games from [3, 6-9]. We
formulate and study the considered class of games by applying the concept of
positional games to average Markov decision processes with finite state and action
spaces. We assume that a Markov decision process is controlled by m players where
the set of states is divided into m disjoint subsets such that each subset represents
the position set for one of the players and each player controls the Markov process
only in his position set. In the control process each player chooses actions in his
position set in order to maximize his average payoff.

Note that some special classes of average stochastic positional games has been
considered in [8, 9]. In [8] the existence of pure Nash equilibria for the average
stochastic positional games with unichain property is proven and in [9] the existence
of pure Nash equilibria for two-player zero-sum average stochastic games is shown.
In general, a pure Nash equilibrium for a non-zero average positional game with m
players may not exist even for the deterministic case. This fact has been shown in
[6] where an example of a non-zero two-player cyclic game that has no pure Nash
equilibrium is constructed.

In this paper we show that for an arbitrary m-player average stochastic positional
game there exists a Nash equilibrium in mixed stationary strategies. Based on
constructive proof of this result we suggest an approach for determining the optimal
stationary strategies of the players.

The paper is organized as follows. In Sect.9.2 we formulate the average
stochastic positional game and specify the formulation of the game when players
use pure and mixed stationary strategies. In Sect. 9.3 we present some necessary
preliminary results from [2, 4] concerned with the existence of Nash equilibria in
m-player noncooperative games with quasi-concave and graph-continuous payoffs.
In Sect. 9.4 we show that an average Markov decision problem can be formulated
in the terms of stationary strategies as a nonlinear optimization problem where the
object function is quasi-monotonic (i.e. it is quasi-concave and quasi-convex). In
Sect. 9.5, based on results from Sects. 9.3 and 9.4, we present the proof of the main
result, i.e. we prove the existence of Nash equilibria in mixed stationary strategies
for an average stochastic positional game.

9.2 Formulation of Average Stochastic Positional Games

We first present the framework of a m-person stochastic positional game and then
specify the formulation of stochastic positional games with average payoffs when
the players use pure and mixed stationary strategies.
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9.2.1 The Framework of an Average Stochastic Positional
Game

A stochastic positional game with m players consists of the following elements:

— astate space X (which we assume to be finite);

— apartition X = X1 UX,U---UX,, where X; represents the position set of
playeri € {1,2,...,m};

— afinite set A(x) of actions in each state x € X

— astep reward fi (x,a) with respect to each player i €{1,2,...,m} in each
state x € X and for an arbitrary action a € A(x);

— a transition probability function p : X x [ A(x) x X — [0, 1] that gives

xeX

the probability transitions p} , from an arbitrary x € X to an arbitrary y € X

for a fixed action a € A(x), where ) pfé’y =1, Vxe X, ae Ax);
yeX
— astarting state xo € X.

The game starts at the moment of time r = 0 in the state xo where the player i €
{1,2,...,m} who is the owner of the state position xo (xo € X;) chooses an action
ap € A(xg) and determines the rewards f!(xo,ao), f%(xo,ao), ..., f™(xo0, ao)
for the corresponding players 1,2, ..., m. After that the game passes to a state
y = x1 € X according to probability distribution {p%. y}. At the moment of
time t+ = 1 the player k € {1,2,...,m} who is the owner of the state position
x1 (x1 € Xi) chooses an action a; € A(x;) and players 1,2, ..., m receive
the corresponding rewards fl(xl, ai), fz(xl, at), ..., f™(x1,ar). Then the game
passes to a state y = xp € X according to probability distribution {p5! v}
and so on indefinitely. Such a play of the game produces a sequence of states
and actions xo, aog, X1, 4ai, ..., Xs, ds, ... that defines a stream of stage rewards
fl(xt, a), fz(x,, ag), ..., f™(xp,ar), t = 0,1,2,.... The average stochastic
positional game is the game with payoffs of the players

N (= .
ijO:tll)HOlOIHf IZE)E(fl(xT’af))’ i=1,2,....m
T=

where E is the expectation operator with respect to the probability measure in the
Markov process induced by actions chosen by players in their position sets and
given starting state x¢. Each player in this game has the aim to maximize his average
reward per transition. In the case m = 1 this game becomes the average Markov
decision problem with given action sets A(x) for x € X, a transition probability

function p: X x J[ A(x) x X — [0, 1] and step rewards f(x,a) = flx,a)
xeX
forx € X anda € A(x).

In the paper we will study the average stochastic positional game when players
use pure and mixed stationary strategies of choosing the actions in the states.
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9.2.2 Pure and Mixed Stationary Strategies of the Players

A strategy of player i € {1,2, ..., m} in a stochastic positional game is a mapping
s’ that provides for every state x, € X; a probability distribution over the set of
actions A(x;). If these probabilities take only values 0 and 1, then s’ is called a pure
strategy, otherwise s’ is called a mixed strategy. If these probabilities depend only
on the state x; = x € X; (i.e. st do not depend on t), then st is called a stationary
strategy, otherwise s is called a non-stationary strategy.

In the following we can identify a pure stationary strategy s’ (x) of player i with
the set of boolean variables s)"c’a € {0, 1}, where for a given x € X; s)’;’a =1 if
and only if player i fixes the action a € A(x). So, we can represent the set of pure
stationary strategies S’ of player i as the set of solutions of the following system:

Z S)ic,azlv Vx € X;;
acA(x) (91)
si,ef01),  VxeX,;, VaeAQ).
Obviously the sets of pure strategies S!, S2,..., S™ of players are finite sets. If in

system (9.1) we change the restrictions s)’;’a € {0, 1} for x € X;, a € A(x) by the
conditions 0 < s)’;ﬁa < 1 then we obtain the set of stationary strategies in the sense
of Shapley [13], where s)’;ﬁa is treated as the probability of the choices of the action
a by player i every time when the state x is reached by any route in the dynamic
stochastic game. Thus, we can identify the set of mixed stationary strategies S' of

player i with the set of solutions of the system

3 s)’;’azl, Vx € X;;
acA(x) 9.2)
st >0, Vx € X;, Va € A®x)
and for a given profile s = (sl,sz,...,s’”) € S=S! %82 x ... xS of mixed
strategies s, 2, ..., s of the players the probability transition matrix P = (p%,y)

induced by s can be calculated as follows

piy= Y sipt, for xeX; i=12...m (9.3)
acA(x)

In the sequel we will distinguish stochastic games in pure and mixed stationary
strategies.
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9.2.3 Average Stochastic Games in Pure and Mixed Stationary
Strategies

Let s = (s!,s2,...,5™) be a profile of stationary strategies (pure or mixed
strategies) of the players. Then the elements of probability transition matrix PS5 =
(pfcyy) in the Markov process induced by s can be calculated according to (9.3).
Therefore if Q% = (g5 ,) is the limiting probability matrix of P* then the average

payoffs per transition a)}c0 (s), a))%o (s), ..., wy (s) for the players are determined as
follows
. mn .
D)= g5 f s i=12m, (9.4)
k=1 yeXy
where
fios= >0 sk flv.a). for yeXi kef{l.2,....m) 9.5)
acA(y)

expresses the average reward (step reward) of player i in the state y € X; when
player k uses the strategy s~.

The functions wio(s), a)%o(s), coey @ (8) on S = S' x 8§ x .- x 8™,
defined according to (9.4), (9.5), determine a game in normal form that we denote
<{Si}i=1,m’ {wio (s)}i=1,m ). This game corresponds to the average stochastic
positional game in mixed stationary strategies that in extended form is determined
by the tuple ({X;} {A(X)}xex, {f"(x,a)}l-zl’m, p, x0). The functions

w}o(s), w?co(s), Sy (s)on S o= S' x 82 x -+ x §™, determine the game

i=1,m>’

({S"} iy {0, (9)};_, ,, ) that corresponds to the average stochastic positional
game in pure strategies. In the extended form this game also is determined by the
tuple ({Xi}[zl’mv {A(x)}x€X1 {fl (-xv a)}izl,m’ ps XO)-

9.2.4 Average Stochastic Positional Games with Random
Starting State

In the paper we will consider also stochastic positional games in which the starting
state is chosen randomly according to a given distribution {6,} on X. So, for
a given stochastic positional game we will assume that the play starts in the state
x € X with probability 6, > 0 where ) 6, = 1. If the players use mixed

xeX



144 D. Lozovanu

stationary strategies then the payoff functions

Vi) =) Ouak(s), i=12,....m

xeX

on S define a game in normal form ({S'} il {wé (s)} i=tm ) that in extended form
is determined by ({Xi};_, - {A®)}xex. {7 (X, @)}y - P {0x}xex). Inthe case
0x = 0,Vx € X\{xp}, 6, = 1 the considered game becomes a stochastic positional
game with fixed starting state xg.

9.3 Preliminaries

In the paper we shall use some results concerned with the existence of Nash equi-
libria in noncooperative games with quasi-concave and quasi-monotonic payoffs.
A function f : 8 — R!' on convex set S € R" is quasi-concave [1] if
Vs',s” € S and VA € [0, 1] holds f(As’'+ (1 — A)s”) > min{f(s), f(s")}. If
Vs',s" € S and VA € [0, 1] holds f(As’' + (1 — 1)s”) < max{f(s"), f(s”)} then
the function f : S — R!is called quasi-convex. A function f : S — R!, § C R”,
which is quasi-concave and quasi-convex is called quasi-monotonic. A detailed
characterization of quasi-convex, quasi-concave and quasi-monotonic functions
with an application to linear-fractional programming problems can be found in [1].
Let (S fi (8);—1,,) be an m-player game in normal form, where

i=1l,m’
S C R4, | =1, 2,...,m, represent the corresponding sets of strategies
. m .
of the players 1,2,...,m, and f' : []S/ — R, i = 1,2,....m,
j=1
represent the corresponding payoffs of these players. Let s = (s',s%,...,s™)
m . .
be a profile of strategies of the players, s € S = S/, and define s™' =
j=1
(sh,s2, ..., st 0sm), ST = [ S/ where s7' € ST, Thus,
J=1(j#i)

for an arbitrary s € S we can write s = (s',s7').
Fan [4] extended the well-known equilibrium result of Nash [10] to the games
with quasi-concave payoffs. He proved the following theorem:

Theorem 9.1 Ler S CRY, i =1,2,...,m, be non-empty, convex and compact
. m .
sets. If each payoff f':S — R, i € {1,2,...,m}, is continuouson S = [ S/
j=1
and quasi-concave with respect to s' on S!, then the game (S"i=1 e Vi Si—1m)
possesses a Nash equilibrium.
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Dasgupta and Maskin [2] considered a class of games with upper semi-
continuous, quasi-concave and graph-continuous payoffs.

m

Definition 9.1 The payoff f' : I1 S/ — R! of the game (S';_, ,, f(5);_,,) i

Jj=1

m .
upper semi-continuous if for any sequence {sy} €S = [] S/ suchthat {s;} — s

j=1
it holds lim sup f(sp) < fi(s).
k—o00

Definition 9.2 The payoff f/ : [[ S/ — R! of the game (S (8)imy ) 18
j=1
graph-continuous if for all s = (s',s7') € S = [] S/ there exists a function
j=1
Fi : S - § with Fi(s™) = s’ such that f/(F'(s™),s™) is continuous at
sTi=s"".

Dasgupta and Maskin [2] proved the following theorem.

Theorem 9.2 Let SE CR", i=1,2,...,m, be non-empty, convex and compact
sets. If each payoff f' : T[S/ — R', i € {1,2,...,m}), is quasi-concave
Jj=1
. . m .
with respect to s' on S', upper semi-continuous with respect to s on S = [] S/
Jj=1

and graph-continuous, then the game ({S'}
equilibrium.

{f'(8)};—1 ) possesses a Nash

i=1,m’

In the following we shall use this theorem for the case when each payoff
(st s, i € {1,2,...,m} is quasi-monotonic with respect to s' on §' and
graph-continuous. In this case the reaction correspondence of player

s =8 eSf@E . sTH=max fi(s',sT)), i=1.2,....m
steSt

are compact and convex valued and therefore the upper semi-continuous condition
for the functions f'(s), i = 1,2, ..., m in Theorem 9.2 can be released. So, in this
case the theorem can be formulated as follows.

Theorem 9.3 Let S C R", i = 1,m be non-empty, convex and compact sets. If

. m .
each payoff f': ]S/ — R!,i € (1,2,...,n}, is quasi-monotonic with respect
j=1
to s' on S' and graph-continuous, then the game <{Si}i:1,m’ {f"(s)}i:Lm)
possesses a Nash equilibrium.
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9.4 Some Auxiliary Results

To prove the main result we need to formulate and study the average Markov
decision problem in the terms of stationary strategies. We present such a formulation
for the average Markov decision problem and prove some properties of its optimal
solutions that we shall use in the following for the average stochastic positional
game in mixed stationary strategies

9.4.1 A Linear Programming Approach for an Average
Markov Decision Problem

It is well-known [11] that an optimal stationary strategy for the infinite horizon
average Markov decision problem with finite state and action spaces can be found
by using the following linear programming model:

Maximize

ol f) =) Y [ ae (9.6)

xeX aeA(x)

subject to

Z ay*a - Z Z pi,yax,d =07 Vy € Xa

acA(y) xeX aeA(x)
Z Uyq+ Z ,By,a - Z Z p;’yﬂx,a = an Vy € X; 9.7
acA(y) acA(y) xeX aeA(x)

Qxq >0, Bya = 0, Vx e X, a € A(x),

where 60, for y € X represent arbitrary positive values that satisfy the condition

> 0y =1, where 6, for y € X are treated as the probabilities of choosing the
yeX
starting state y € X. In the case 6, = 1fory = xp and 6y =0 fory € X \ {xo} we

obtain the linear programming model for an average Markov decision problem with
fixed starting state xo.

This linear programming model corresponds to the multichain case of an average
Markov decision problem. If each stationary policy in the decision problem induces
an ergodic Markov chain then restrictions (9.7) can be replaced by restrictions

Z Uy.a — Z Z Pi‘,y axqa =0, Vy € X;
acA(y) xeX acA(x)

) Qya = 1; (9.8)
yeX aeA(y)
ay, >0, VyeX, acA(y).
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In the linear programming model (9.6), (9.7) the restrictions

Z Ay.a+ Z By.a — Z Z pz,yﬂx,a = 9)7, Vye X
) )

acA(y acA(y xeX acA(x)

with the condition ) 6, = 1 generalize the constraint ) > @, = 1 in the
yeX xeX acA(y)
linear programming model (9.6), (9.8) for the ergodic case.

The relationship between feasible solutions of problem (9.6), (9.7) and stationary
strategies in the average Markov decision problem is the following:

Let (o, B) be a feasible solution of the linear programming problem (9.6), (9.7)
and denote by X, = {x € X| Y @y, > 0}. Then («, B) possesses the properties

aeX
that > By > O0forx € X \ X, and a stationary strategy sy , that corresponds
acA(x)
to («, B) is determined as
Ox.q . )
if x € Xy, ae Ax);
2 ara
Sx,a = aEAI%X) 9.9)

*a if xe X\ Xy, aeA),

Y Bea

acA(x)

where s, , expresses the probability of choosing the actions a € A(x) in the states
x € X.In[11] itis shown that the set of feasible solutions of problem (9.6), (9.7)
generate through (9.17) the set of stationary strategies S that corresponds to the set
of solutions of the following system

> osya=1, Vx € X;
acA(x)
Sx.a > 0, Vx € X, Ya € A(x).

Remark 9.1 Problem (9.6), (9.7) can be considered also for the case when 6, =
0 for some x € X. In particular, if 6, = 0, Vx € X \ {xo} and Oy, =1
then this problem is transformed into the model with fixed starting state xq. In this
case for a feasible solution (¢, 8) the subset X \ X, may contain states for which
Za cA(x) Bx.a = 0.In such states (9.9) cannot be used for determining s, ,. Formula
(9.9) can be used for determining the strategies sy , in the states x € X for which
either ZaeA(x) dxq >0 or ZaeA(x) Bx.a > 0 and these strategies determine the
value of the objective function in the decision problem. In the state x € X, where

Xo={xeX| Y axa=0 Y PBra=0}

acA(x) acA(x)

the strategies of a selection the actions may be arbitrary because they do not affect
the value of the objective function.
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9.4.2 Average Markov Decision Problem in the Terms of
Stationary Strategies

We show that an average Markov decision problem in the terms of stationary
strategies can be formulated as follows:

Maximize
Y(s, q,w) = Z Z f(x, a)sx aqx (9.10)
xeX acA(x)
subject to
qy — > X pﬁc{,y Sx,.aqx =0, Vy € X;
xeX acA(x)

gy +wy— > X P)ac,ysx,awx =0,, VyelX;
X A
xeX acA(x) ©.11)

Yo Sya=1, Vy € X;
acA(y)

Sxa >0, Vx € X, Va e A(x); wy >0, Vx € X,

where 0, are the same values as in problem (9.6), (9.7) and sy 4, gx, wy for x € X,
a € A(x) represent the variables that must be found.

Theorem 9.4 Optimization problem (9.10), (9.11) determines the optimal station-
ary strategies of the multichain average Markov decision problem.

Proof Indeed, if we assume that each action set A(x), x € X contains a single
action a’ then system (9.7) is transformed into the following system of equations

qy_ Z px,yqxzo, VyGX;

xeX

gy +wy — Y pxywx =6y, VyeX
xeX

with conditions gy, wy > 0 for y € X, where gy = a o/, wy = By o, Vy € X
and py y = p;‘:y, Vx,y € X. This system uniquely determines g, for x € X and
determines wy for x € X up to an additive constant in each recurrent class of P =
(px,y) (see [11]). Here ¢, represents the limiting probability in the state x when
the system starts in the state y € X with probabilities 6, and therefore the condition
gx = 0 for x € X can be released. Note that w, for some states may be negative,
however always the additive constants in the corresponding recurrent classes can be
chosen so that w, became nonnegative. In general, we can observe thatin (9.11) the
condition w, > 0 for x € X can be released and this does not influence the value of
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objective function of the problem. In the case |A(x)| = 1, Vx € X the average cost

is determined as ¥ = Y f(x)qx, where f(x) = f(x,a),Vx € X.
xeX
If the action sets A(x), x € X may contain more than one action then for a given

stationary strategy s € S of selection of the actions in the states we can find the
average cost ¥ (s) in a similar way as above by considering the probability matrix
PSS = (pfc’y), where

Piy= D Plysia (9.12)
acA(x)

expresses the probability transition from a state x € X to a state y € X when the
strategy s of selections of the actions in the states is applied. This means that we
have to solve the following system of equations

gy — 2 Py.yqx =0, Yy € X;
xeX
gy +wy — Y pyywx =6y, VyeX.
xeX

If in this system we take into account (9.12) then this system can be written as
follows

qy — Z Z pﬁ,y Sx,.aqx =0, Vy € X;
xeX acA(x)
(9.13)

qy + wy - Z Z pi’ny’awx = 9)7, Vy e X.
xeX aeA(x)

An arbitrary solution (q, w) of the system of equations (9.13) uniquely determines
qy for y € X that allows us to determine the average cost per transition

Ys) =Y Y f(x.a)sr.adx (9.14)

xeXaeX

when the stationary strategy s is applied. If we are seeking for an optimal stationary
strategy then we should add to (9.13) the conditions

3 osya=1, Vx € X;
acA(x) (9.15)
Sx.a > 0, Vx € X, Va € A(x)

and to maximize (9.14) under the constraints (9.13), (9.15). In such a way we obtain
problem (9.10), (9.11) without conditions w, > 0 for x € X. As we have noted the
conditions w, > 0 for x € X do not influence the values of the objective function
(9.10) and therefore we can preserve such conditions that show the relationship of
the problem (9.10), (9.11) with problem (9.6), (9.7). |
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The relationship between feasible solutions of problem (9.6), (9.7) and feasible
solutions of problem (9.10), (9.11) can be established on the basis of the following
lemma.

Lemma 9.1 Let (s, q, W) be a feasible solution of problem (9.10), (9.11). Then
Ux.a = Sx,aqx» .Bx,a = Sx,aWx, Vx e X,aeAx) (9.16)

represent a feasible solution (o, B) of problem (9.6), (9.7) and ¥ (s,q, w) =
o(a, B). If (o, B) is a feasible solution of problem (9.6), (9.7) then a feasible solution
(s, q, w) of problem (9.10), (9.11) can be determined as follows:

Ox.a for x € Xy, a € A(x);

E Ux.a

acA(x)
Pr.a for x € X\ Xy, a € A(x);

Y Bra

acA(x)

9.17)

Sx,a =

qx = Z Ux,a, Wy = Z Bx.a for x € X.

acA(x) acA(x)

Proof Assume that (s, q, w) is a feasible solution of problem (9.10), (9.11) and
(o, B) is determined according to (9.16). Then by introducing (9.16) in (9.6), (9.7)
we can observe that (9.7) is transformed in (9.11) and ¥ (s, q, W) = ¢(«, B), i.e.
(o, B) is a feasible solution of problem (9.6), (9.7). The second part of lemma
follows directly from the properties of feasible solutions of problems (9.6), (9.7)
and (9.10), (9.11). O

Note that a pure stationary strategy s of problem (9.10), (9.11) corresponds to
a basic solution (¢, 8) of problem (9.6), (9.7) for which (9.17) holds, however
system (9.7) may contain basic solutions for which stationary strategies determined
through (9.17) do not correspond to pure stationary strategies. Moreover, two
different feasible solutions of problem (9.6), (9.7) may generate through (9.17) the
same stationary strategy. Such solutions of system (9.7) are considered equivalent
solutions for the decision problem.

Corollary 9.1 If (o, ,Bi), i = 1,k, represent the basic solutions of system (9.7)
then the set of solutions

k k
M= {(a,ﬁ)l @p) =Y M@, p), Y a=1 21>0i= 1,k}

i=1 i=1

determines all feasible stationary strategies of problem (9.10), (9.11) through (9.17).
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An arbitrary solution (a, B) of system (9.7) can be represented as follows:
o = Zle)»’a’, where Zle)»’ =1; M >0, i =1,k, and B represents a
solution of the system

Z .Bx,a - Z Z p?,xﬂz,a =0y — Z Ux,a, Vx € X;

aeA(y) ze€X acA(z) acA(x)
Bya=0, Vx € X, ac A(x).

If (a, B) is a feasible solution of problem (9.6), (9.7) and (o, B) & M then there
exists a solution (o', B') € M that is equivalent to (a, B) and ¢(a, B) = (o', B).

9.4.3 A Quasi-Monotonic Programming Model in Stationary
Strategies for an Average Markov Decision Problem

Based on results from previous section we show now that an average Markov
decision problem in the terms of stationary strategies can be represented as a quasi-
monotonic programming problem.

Theorem 9.5 Let an average Markov decision problem be given and consider the
function

Y=Y Y fXa)scaqx (9.18)

xeX aeA(x)

where qy for x € X satisfy the condition

qy — Z Z p;y Sx,aqx =0, Vy € X;
xeX acA(x)
(9.19)

gy twy— 3 > piiscawx =6, VyeX.
xeX acA(x)

Then on the set S of solutions of the system

> sya=1, VxeX;
a€Ax) (9.20)
Sxa >0, Vxe X, aeAx)

the function (S) depends only on sy, for x € X, a € A(x) and Y(s) is
quasi-monotonic on S (i.e. Y (s) is quasi-convex and quasi-concave on S).
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Proof For an arbitrary s € S system (9.19) uniquely determines g, for x € X and
determines w, for x € X up to a constant in each recurrent class of P® = (p§. )

where pi’y = > P%,ySx,a, Vx,y € X. This means that ¥(s) is determined
acA(x)

uniquely for an arbitrary s € S, i.e. the first part of the theorem holds.

Now let us prove the second part of the theorem.

Assume that 6, > 0,Vx € X where er x 0x = 1 and consider arbitrary two
strategies s, s” € S for which s’ # §”. Then according to Lemma 9.1 there exist
feasible solutions (a’, 8’) and (o, 8”) of linear programming problem (9.6),
(9.7) for which

V() =@, B), ¥ =@, B, 9.21)
where

Oy g = Sy.aly> %x,y =Sy oy Vx € X, a e A(x);

i i / 4 " " .
Bya = Sx.aWys ,BX’), =Syq9cs VX € X, a € A(x);

/ / / l .
qx = Z C(x,a wx,a_ Z ﬂx,a’ VXEX’

acA(x) acA(x)
q! = Z a , wl,= Z B4 VxeX.
acA(x) acA(x)

The function ¢(a, B) is linear and therefore for an arbitrary feasible solution (¢, B)
of problem (9.6), (9.7) holds

g, ) =tp, ) + (1 —He@", B 9.22)

if0<t<land(a, B) =1, B)+UA—-1)a",B").
Note that (o, B) corresponds to a stationary strategy s for which

¥(s) = ¢(a, B), (9.23)
where
Foaif x e Xy
Sxa = ﬁ‘“ (9.24)
T x e X\ Xg.

Wy
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Here X4 = {x € X| ) axq > 0} is the set of recurrent states induced by
acA(x)

P = (I’fc,y)’ where pfc’y are calculated according to (9.12) for s = s and
gy =tq. + (1 —1q", wy=r1w,+1-nNw!, VxeX.

We can see that Xo = X U Xyr, where Xoo = {x € X| > o, > 0} and
acA(x) '
Xy ={xeX| Y «f,>0}. Thevalue

x,a
acA(x)

vE =) Y f& a5,

xeX acA(x)

is determined by f(x, a), sx.q, and ¢, inrecurrent states x € X, and it is equal to
¢(a, B). If we use (9.24) then for x € X, anda € A(x) we have

e+ (L=, sy g+ (A —0s]q)

Sx,a = = =

tqy + (1 = t)gy tqy + (1 —1t)qy
tq)/c / (1 - l‘)q! "

gl + (U= 0gl ™ agl + (1= gy
andforx € X \ X, and a € A(x) we have

_ tBra+ A =0B, _ tsy oWy + (1 —=10)s) jwy

twl + (1 = Hwy N twh + (1 —nw!
tw', , (1 —-nw! y

s )
tw, + (1 —nw?! ™" " tw + 1 —pw! “°

So, we obtain

Sx.a = txs;’a + (1 — tx)sgﬁa, VYa € A(x), (9.25)
where
tq. .
, /+(1x—t) , if x € Xg;
P o 4x (9.26)
. if xe X\ Xg.

tw, + (1 —Hw!
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and from (9.21)—(9.23) we have

Y (s) =1y () + (1 =Y. 9.27)
This means that if we consider the set of strategies
S(s',8") = {8l sx.a =tuSy o + (1 —12)s/ .. Vx € X,a € A(x)}
then for an arbitrary s € S(s’, s”) it holds

min{y(s"), ¥ (s")} < ¥(s) < max{y(s"), ¥(s")}, (9.28)

i.e ¥(s) is monotone on S(s’,s”). Moreover, using (9.25)—(9.28) we obtain that s
possesses the properties

/

limsy, , = Sy.as

t—1

Vx e X, ae A(x); lin(l)sx,azs” Vxe X, ae A(x)
—

x,a’
(9.29)
and respectively

lim ¢ (s) = ¥(s");  lim y(s) = ¢ (s").
t—1 t—0

In the following we show that the function v (s) is quasi-monotonic on S. To
prove this it is sufficient to show that for an arbitrary ¢ € R! the sublevel set

Lo(W)={seS|y(s) =c}
and the superlevel set
LE() =1{s €S| ¥(s) = c}

of function ¥ (s) are convex. These sets can be obtained respectively from the
sublevel set

Lo (o) ={(a, Pl (e, ) < ¢}

and the superlevel set

L () = {(a, B)| 9(a, B) > ¢}

of function ¢(«, B) for linear programming problem (9.6), (9.7) using (9.17).
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Denote by (o, ,Bi ), i = 1, k the basic solutions of system (9.7). According to
Corollary 9.1 all feasible strategies of problem (9.6), (9.7) can be obtained trough
(9.17) using the basic solutions (o/, /), i = 1,k. Each (a!, %), i = 1,k,
determines a stationary strategy

i

a4, for x € Xyi, a € A(x);

st = ,qux (9.30)
4 for x € X\ X,i, a € A(x)
w

X

for which ¥ (s') = ¢(a', B) where

Xp=lxeX| Y o,>0 gi=> oab, wi=> Bi,VreX
acA(x) acA(x) acA(x)
(9.31)
An arbitrary feasible solution (¢, B) of system (9.7) determines a stationary strategy

Oél’;’“, for x € Xy, a € A(x);
swa=1 4 (9.32)
uf);“, for x € X \ Xy, a € A(x),

for which ¥ (s) = ¢(«, B) where

Xy ={x € X| Z ayq >0}, gx= Z Uxg, Wy = Z Bx.a, Yx € X.

acA(x) acA(x) acA(x)

Taking into account that («, 8) can be represented as

k k
(. B) =) _Al(e', ). where Y A" =1, A" >0, i=1k (9.33)
i=1 i=1

k S
we have ¢(a, B) = > @(a!, B/)A" and we can consider

i=1

k k k k
Xo=|JXp: a=) Ma's g=) g w=) ruw. (9.34)
i=1 i=1 i=1 i=1
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Using (9.30)—(9.34) we obtain:

k k
YoMak, X Ms a4 I
Sxg = b o i == —Z)\q Vx € Xo, a € A(x);
X,d qx qx qx P qx x a’ o>
k . ko
Z)‘lﬁxa Z)‘ls)lc aw;c i
Bx.a i=1 i=1 Al w)
Sx,a = 7= = = xa’ VXEX\Xa,aeA(X)
Wy Wy Wy = wy
and
gx = leq;, Wy = Z)vw; for x e X. (9.35)
i i=1
So,

k .
Algl .
Z qxs)’w if gx > 0;
Spa = (9.36)

xs’ if gy =0,

x,a
i=1

where g, and w, are determined according to (9.35).
We can see that if \',s', ¢*, i = 1,k are given then the strategy s defined
by (9.36) is a feasible strategy because sy, > 0,Vx € X,a € A(x) and

koo
> acA@)Sxa = 1, Vx € X. Moreover, we can observe that g, = Zl)\’qjc, wy =
=

Z Mwi for x € X represent a solution of system (9.19) for the strategy s defined

by (9.36). This can be verified by plugging (9.35) and (9.36) into (9.19); after such
a substitution all equations from (9.19) are transformed into identities. For ¥ (s) we
have

) =Y > frdscage= Y. Y flx, a)Z( v ¢ )

xeXacA(x) xeXq acA(x)

k k
Y (2 8 st =3 e
i=1

i=1 “xeX, i acA(x)



9 Stationary Nash Equilibria for Average Stochastic Positional Games 157

ie.
k . .
Yis) =Y (s, (9.37)
i=1

where s is the strategy that corresponds to («, ).

Thus, assuming that the strategies st s, ... sk correspond to basic solutions
(@', Y, @2, B2), ..., (¥, B¥) of problem (9.6), (9.7) and s € S corresponds
to an arbitrary solution (o, 8) of this problem that can be expressed as convex
combination of basic solutions of problem (9.6), (9.7) with the corresponding
coefficients A!, A%, ..., A%, we can express the strategy s and the corresponding
value ¥ (s) by (9.35)—(9.37). In general the representation (9.35)—(9.37) of strategy
s and of the value v (s) is valid for an arbitrary finite set of strategies from S if (¢, 8)
can be represented as convex combination of the finite number of feasible solutions
(al, ,81), (012, ,82), R (cxk, ,Bk) that correspond to sl %, ..., s5 in the case k = 2
from (9.35)—(9.37) we obtain (9.25)—(9.27). It is evident that for a feasible strategy
s € S the representation (9.35), (9.36) may be not unique, i.e. two different vectors
A = (Al, Az, R Ak) and A = Al, Az, R Ak may determine the same strategy
s via (9.35), (9.36). In the following we will assume that st s, ... s represent
the system of linear independent basic solutions of system (9.20), i.e. each s’ € S
corresponds to a pure stationary strategy.

Thus, an arbitrary strategy s € S is determined according to (9.35), (9.36) where
A1, A2, ..., AF correspond to a solution of the following system

k
Z}\" =1; A'>0, i=1,k.
i=1

Consequently, the sublevel set L (1) of function v (s) represents the set of

strategies s determined by (9.35), (9.36), where Aoz Ak satisfy the condition
k -
Y UsHA <c
i=1 (9.38)

k. .
S A=1; A>0, i=1k
i=1

and the superlevel set Lj (¢¥) of ¥ (s) represents the set of strategies s determined
by (9.35), (9.36), where A', A2, . .., A¥ satisfy the condition

k o

Y Y sHA = ¢
i=1

o | (9.39)
SA=1; A >0, i=1k
i=1
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Respectively the level set L.() = {s € S| ¥ (s) = ¢} of function ¥ (s) represents
the set of strategies s determined by (9.35), (9.36), where Al, Az, R Ak satisfy the
condition

k . .

DY sHA =¢;

= (9.40)
M=1; AM>0, i=1,k.

=1

1

Let us show that L (), L} (), Lc(y) are convex sets. We present the proof
of convexity of sublevel set L (). The proof of convexity of L} () and L.(y) is
similar to the proof of convexity of L_ (/).

Denote by A the set of solutions (A A2, 0k of system (9.38). Then from
(9.35), (9.36), (9.38) we have

Lo =15

xeX

where S, represents the set of strategies

« oo
c_ Alglst o
le_kl ;le f’a if Yoi_, Algl > 0,
i=1d
sa=1 acA®)
diz1 Mwisy o ko 4i i
i=1 X

in the state x € X determined by (Al, 22, )J‘) e A.
For an arbitrary x € X theset A can be represented as follows A = A} U A?,
where

k
AT ={' 2200 e Z}\iq; > 0},
i=1

k
A ={01 025 e Al Y digl =0)
i=1

and Zf:l A wfc >0 if Zle )J'qjC = 0. Therefore S, can be expressed as follows
Sy = 87U 89, where S represents the set of strategies

k [
 AMgls
Sea = Liz1 M 4 fora € A(x) (9.41)

i Mgl
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in the state x € X determined by (Al, 22, )J‘) € A;F and 3’2 represents the set
of strategies

k PG
L Awts
tea = ZTM IR g ¢ A (9.42)

i Mwi

in the state x € X determined by (Al, 22, Ak) € Ag.

Thus, if we analyze (9.41) then observe that sy , for a given x € X represents
a linear-fractional function with respect to Az, 2k defined on convex set
Al and .§'j is the image of sy, on A}. Therefore .§'j is a convex set. If we
analyze (9.42) then observe that s, , for given x € X represents a linear-fractional
function with respect to Aoz 2K on the convex set AB and .§')? is the image of
Sx,q ON Ag. Therefore 3’2 is a convex set (see [1]). Additionally, we can observe
that A7 N AY = ¢ and in the case A}, A%, # @ the set A represents the
limit inferior of A}. Using this property and taking into account (9.29) we can
conclude that each strategy s, € .§')? can be regarded as the limit of a sequence
of strategies {s’} from SF. Therefore we obtain that §; = S+ U 80 is a
convex set. This involves the convexity of the sublevel set L_ (1/). In an analogues
way using (9.39) and (9.40) we can show that the superlevel set LT () and
the level set L.(y) are convex sets. This means that the function v (s) is quasi-

monotonic on S. So, if 6, > 0,Vx € X and ) .y 6 = 1 then the theorem
holds.

If 6, = 0 for some x € X then the set X \ X, may contain
states for which 3, 4 @a = 0 and Y 4 Bra = 0 (see

Remark 9.1 and Lemma 9.1). In this case X can be represented as
follows:

X = (X \ Xo) U Xo,
where

Xo={x € X| Z ayq =0; Z Bx,a = 0}.

acA(x) acA(x)

For x € X \ X the convexity of S, can be proved in the same way as for the case
Oy > 0,Vx € X.If Xo # 0 then for x € X we have S, = S, and the convexity
of S, isevident. So, the theorem holds.

O
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9.5 The Main Results

In this section we prove the existence of Nash equilibria in mixed stationary
strategies for an arbitrary average stochastic positional game. To prove this result
we show that such a game in normal form can be formulated as a game with quasi-
monotonic and graph-continuous payoffs of the players.

9.5.1 A Normal Form of an Average Stochastic Positional
Game in Mixed Stationary Strategies

Based on the results from Sect. 9.4 we can now formulate the average stochastic
positional game in the terms of mixed stationary strategies as follows.
LetS', i € {1,2,...m} be the set of solutions of the system

> sj'c’a =1, VxelX;;

acA(x) (9.43)
s)’c’a >0, VxeX;, aeAkx)

that determines the set of stationary strategies of player i. Each S is a convex
compact set and an arbitrary extreme point corresponds to a basic solution s of
system (9.43), where sj'c’a € {0,1}, Vx € X;, a € A(x), i.e.each basic solution of
this system corresponds to a pure stationary strategy of player i.

Ontheset S=S8!x 8% x --- x 8" we define m payoff functions

m
Wé(sl,sz,...,sm)zz Z Z si"af’(x,a)qx, i=1,2,...,m,
k=1

xeXy acA(x)
(9.44)
where g, for x € X are determined uniquely from the following system of linear
equations

m
qy — Z Z Z Sjlg,a pﬁ,y qx = 0, Vy € X;
k=1 xeX; acA(x)
(9.45)
m
CIy"‘wy_ Z Z Z s)lc{,a pgc{,y wngy, VyEX
k=1 xeXy acA(x)
fo_r an arbitrary fixed profile s = (sl,sz,...,s’”) € S. The functions
wé(sl,s2, co,s™), i o= 1,2,...,m, represent the payoff functions for the

average stochastic game in normal form ({S' Yictms {Wé(s)}izl’m ). This game
is determined by the tuple ({X;},_, .. (A }xexs (fF X @)imy e o (Oy)yex)

where 6, for y € X are given nonnegative values such that ) yex 0y = 1.
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If 8, =0, Yy € X\ {xo} and 6y, = 1, then we obtain an average stochastic
game in normal form ({S"}i:Lm, {a)fco (s)}i:Lm ) when the starting state xg is
fixed, i.e. wé(sl,sz,..., s™) =a)§c0(s1,s2, ey 8™, i=1,2,...,m. So, in this
case the game is determined by ({Xi}i=1,m’ {A()}rex, {fi(x, a)}i=1,m’ P, X0).

If 6y >0, Vy € X and ) ,.x6y = 1, then we obtain an average stochastic
game when the play starts in the states y € X with probabilities 6. In this case
for the payoffs of the players in the game in normal form we have

lﬂé(sl,sz,...,sm) = 29),w;(s1,s2,...,sm), i=1,2,...,m.
yeX

9.5.2 Existence of Mixed Stationary Nash Equilibria in
Average Stochastic Positional Games

Let ({§ Yictms {I/Ié ($)};—1,n ) be the non-cooperative game in normal form
that corresponds to the average stochastic positional game in stationary strate-
gies determined by ({Xi}izl,m’ {A(x)}xex, {fi(x, a)}i:Lm, P, {0y}yex). Hence,
St i=1,2,...,m, and wé(s), i=1,2,...,m, are defined according to (9.43)—
(9.45).

Theorem 9.6 The game ({S'}
rium st = (sl*, sz*, ...,8™Y € S which is a Nash equilibrium in mixed
stationary strategies for the average stochastic positional game determined by
({Xi}i=1,ms {A(X)}xex,

{(fi(x, A}izy s P> 0y)yex). If6y > 0, ¥y € X, thens*= (s'*,s2*, ..., s"*) isa
Nash equilibrium in mixed stationary strategies for the average stochastic positional
game <{Si}i=1,m’ {a)§ (S)}izl,m )} with an arbitrary starting state y € X.

{Wé(s)}izl’m) possesses a Nash equilib-

i=1l,m’

Proof To prove the theorem we need to verify that ({S'},_, . (v, S)}i—1m)
satisfies the conditions of Theorem 9.3. So, we have to show that each payoff
1/;5 (s',s7") is quasi-monotonic with respect to s’ on convex and compact set S,
and each payoff function ¥ (s, s™) is graph-continuous.

Indeed, if players 1,2, ...,i—1,i+1, ..., m, fix their strategies sk e Sk k #*i
then we obtain an average Markov decision problem with respect to s € S* in which
it is necessary to maximize the average reward function ¢'(s") = ¥i(s',§7).
According to Theorem 9.5 the function ¢’ (s’: ) = I/J‘é (si, §77) possesses the property
that it is quasi-monotonic with respect to s’ on S‘. Additionally we can observe
that if for the payoff ¥’ (s’,s™) we consider the function F’ : 87/ — S’ such
that

FisT) =5 e¢i(s™) for s eS™, ie(l,2,....m)
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where
967 =15 €S Y)6 s = max i),
steS!
then the function Ipé(Fi(s_i),s_i) is continuous at s = s for

an arbitrary (s',s™") € S. So, wé(s) is graph-continuous and according
to Theorem 9.3 the game ({Si}izl,m’ {gﬁé(s)}i:l’m) possesses a Nash

equilibrium s* € S. This Nash equilibrium is a Nash equilibrium in mixed
stationary strategies for the average stochastic positional game determined by

({Xi}izl’m7 {A(x)}x€X7 {fi(-xv a}[:Lms D {ey}yEX)- a

Thus, for an arbitrary average stochastic positional game a Nash equilibrium in
mixed stationary strategies exists and the optimal stationary strategies of the players
can be found using the game <{Si}i=1,m’ {gﬁé(s)}i:l’m), where S and wé(s),
i=1,2,...,m, aredefined according to (9.43)—(9.45).

9.6 Conclusion

Average stochastic positional games represent an important class of average stochas-
tic games with finite state and action spaces that generalizes deterministic positional
games with mean payoffs from [3, 6, 7]. For this class of games Nash equilibria exist
in the set of mixed stationary strategies and the optimal mixed stationary strategies
of the players can be found using the game model in normal form from Sect. 9.5.
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Chapter 10 )
Game Equilibria and Transition Shethie
Dynamics in Networks with

Heterogeneous Agents

Vladimir Matveenko, Maria Garmash, and Alexei Korolev

Abstract We study game equilibria in a model of production and externalities
in network with two types of agents who possess different productivities. Each
agent may invest a part of her endowment (for instance, time or money) at the
first stage; consumption at the second period depends on her own investment and
productivity as well as on the investments of her neighbors in the network. Three
ways of agent’s behavior are possible: passive (no investment), active (a part of
endowment is invested) and hyperactive (the whole endowment is invested). We
introduce adjustment dynamics and study consequences of junction of two regular
networks with different productivities of agents. In particular, we study how the
behavior of nonadopters (passive agents) changes when they connect to adopters
(active or hyperactive) agents.

10.1 Introduction

Models of network economics and network games take into account structure of
socio-economic systems, social settings, interactions of agents (see e.g. [1-4, 7—
11, 13]). Such models assume that agents in a network act as rational decision
makers, and the profile of actions of all agents in the network is a game equilibrium.
Decision of each agent is influenced by behavior (or by knowledge) of her
neighbors in the network. Usually, in such models the agents are assumed to be
homogeneous except differences in their positions in the network; a specific problem
is to study how the network structure relates to behavior of agents in the game
equilibrium. However, since diversity and heterogeneity become an important aspect
of contemporary social and economic life (international working teams is a typical
example), an important task is to account for heterogeneity of agents as a factor
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defining differences in their behavior and well-being. This direction of research is
only forming in the literature.

We add agents’ heterogeneity into the two-period consumption-investment game
model (see [16] for a special case of complete network and [14] for a general
network case). In the model, in the first stage each agent in network, at the expense
of diminishing current consumption, makes investment of some resource (such as
money or time). Consumption in the second stage depends not only on her own
investment and productivity but also on her ‘environment’—the sum of investments
of both herself and her neighbors. Total utility of each agent depends on her
consumption in both stages. Such situations are typical for families, communities,
international organizations, innovative industries etc.

The fact that other players influence the payoff only through the environment
makes applicable the concept of ‘Nash equilibrium with externalities’, similar to
the one introduced by Romer [16] and Lucas [12]. Under this concept, the agent is
attached, in some degree, to the equilibrium of the game. Namely, it is assumed
that the agent in the moment of decision-making considers the environment as
exogenously given.

For this model Matveenko et al. [15] assume that there are two types of agents
characterized by different productivities. It is shown that, in dependence on the
type of agent and externality which she receives, three ways of agent’s behavior
are possible: passive (no investment), active (a part of endowment is invested) and
hyperactive (the whole endowment is invested). In other terms, the equilibrium
behavior of agents is defined by their generalized «-centralities which take into
account their productivities. Matveenko et al. [15] confine themselves by studying
the case of complete networks.

In the present paper we consider a more general case of regular (equidegree)
networks with two types of agents. A central question studied in the paper is
consequences of junction of two networks with different productivities of agents.
We introduce a continuous adjustment dynamics and study the process of transition
to a new equilibrium. The dynamics pattern and the nature of the resulting
equilibrium depend on the parameters characterizing the heterogeneous agents. We
find conditions under which the initial equilibrium holds after unification, as well
as conditions under which the equilibrium changes. In particular, we study how the
behavior of nonadopters (passive agents) changes when they connect to adopters
(active or hyperactive) agents. Thus, our paper contributes a new approach to the
literature on diffusion in networks (typical examples are technology adoption and
development of provision of local public goods—see e.g. [3, 6, 17]).

The paper is organized in the following way. The game model is formulated
in Sect. 10.2. Agent’s behavior in equilibrium is characterized in Sect. 10.3. Sec-
tion 10.4 studies equilibria with heterogeneous agents in regular network of a special
class. Section 10.5 introduces and studies the adjustment dynamics which may start
after a small disturbance of initial inner equilibrium or after a junction of networks.
Section 10.6 studies consequences of junction of two regular networks with different
types of agents. Section 10.7 concludes.
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10.2 The Model

There is a network (undirected graph) with n nodes i = 1,2, ..., n; each node
represents an agent. At the first stage each agent i possesses initial endowment of
good, e (it may be, for instance, time or money) and uses it partially for consumption
at the first stage, c’i, and partially for investment into knowledge, k;:

c’i+k,~=e,i=1,2,...,n

Investment immediately transforms one-to-one into knowledge which is used in
production of good for consumption at the second stage, cé.

The consumption of the second period is equal to production: cé = F(ki, K;).
Production in node i is described by production function:

F(ki, K;) = gikiK;, gi >0,

which depends on the state of knowledge in ith node, k;, and on environment, K;.
The environment is the sum of investments by the agent himself and her neighbors:

Ki=k + K, K; = Zk
JEN(i)

where N (i)~—is the set of incident nodes of node i. The sum of investments of
neighbors, K;, will be referred as pure externality.
Preferences of agent i are described by the quadratic utility function:

Ui(c, ¢5) = ¢ (e — ac)) + dicy,

where d; is the value of consumptlon at the second stage, d; > 0; a is a satiation
coefficient. It is assumed that c1 € [0, e], the utlhty increases in c1 and is concave
(the marginal utility decreases) with respect to ¢|. A sufficient condition leading to
such shape of the utility is 0 < a < 1/2; we assume that this inequality is satisfied.

We will denote the product d; g; by b; and assume that a < b;. Since increase of
any of parameters d;, g; promotes increase of the second stage consumption, we will
call b; productivity. We will assume that b; # 2a, i = 1,2,...,n. If b; > 2a, we
will say that ith agent is productive, and if b; < 2a—that the agent is unproductive.

Three ways of behavior are possible: agent i is called passive if she makes zero
investment, k; = O (i.e. consumes the whole endowment at the first stage); active
if 0 < k; < e; hyperactive if she makes maximally possible investment e (i.e.
consumes nothing on the first stage).

We consider a game in which possible actions (strategies) of player i are the
values of investment k; € [0, e]. The Nash equilibrium with externalities (for
shortness, the equilibrium) is a profile of actions k7, k3, ..., k;;, such that each k*
is a solution of the following problem of maximization of ith player’s utility given
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environment K;:

U,'(c’i,cé) —> max
Ci Ci
1°%2
c’i =e—kj,
b = F(ki, Ky),
¢h >0,¢h >0,k >0,

where the environment K; is defined by the profile k}, k3, ..., k;;:

Ki=ki+ Y k.

JEN()

Substituting the constraints-equalities into the objective function, we obtain a
new function (payoff function):

Vitki, Ki) = Ui(e — ki, Fi(ki, K;)) = (e — ki) (e — ale — k;)) + bik; K;
=¢*(1 —a) — kie(1 — 2a) — ak? + bik;K;.  (10.1)

If all players’ solutions are internal (0 < k,* <e,i=1,2,..,n),ie. all players
are active, the equilibrium will be referred to as inner equilibrium. It is clear that,
the inner equilibrium (if it exists for given values of parameters) is defined by the
system

DVi(kj,K;)=0,i=1,2,...,n, (10.2)
where D is the differentiation operator for the first argument of function. Here
Dy Vi(ki, K;) = e(2a — 1) — 2ak; + b; K;. (10.3)

The following theorem will serve as a tool for comparison of utilities.

Theorem 10.1 (Theorem 1.2 in [15]) Let W* and W** be networks with the same
endowment e; i, j be, correspondingly, two their nodes; b;, b be productivities of
the agents at these nodes; k}, K}, U and k** K** U** be equilibrium values of
knowledge, environment and utllmes in these two nodes ki € (0, el, k** € (0, el].
In such case

1. ifbiK} < b; Kj** then U} < U**
2. if b; K* <b; K** then U* < U**
3. ifb; K*—b K** then U*—U**

Ifkr =0, K}'.‘* > 0, then U} = Ul(e,0) < U;‘*.
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10.3 Indication of Agent’s Ways of Behavior

Definition 10.1 We will denote by k;s the root of the equation
D1Vi(ki, Ki) = (bi — 2a)k; + b;K; — e(1 —2a) = 0.
Thus,

5 e(2a — 1) + b;K;
P 2a — b;

’

where K; is the pure externality received by the agent.

Remark 10.1 Evidently, if in equilibrium the agent is active, her investment is equal
to kis . In other cases this value has only “informative” role.

Remark 10.2 Lemma 2.1 and Corollary 2.1 in [15] imply that a profile of actions is
an equilibrium only if for every agenti,i = 1,2, ..., n:

1) Ifk; =0, then K; < “! 29,

2) If0 < k; < e, thenk; =k3;

3) If ki = e, then K; > “U!, 7).

Definition 10.2 A network in which each node has the same degree (number of

neighbors) is referred as regular. A regular network is denoted (n, m), where n is
the number of nodes, and m is degree.

Corollary 10.1 In regular network (n, m) in equilibrium, in which all the agents
make the same investments

1) ifb; < L= 1,2, ..., n, then agents are passive;

m+1’
2) ifb; = m_lH, i =1,2, ..., n, then agents are passive or hyperactive;
3) ifb; > m«lH’ i =1,2,...,n, then agents are passive, active or hyperactive.

Proof It follows immediately from Remark 10.2. In fact, the condition of passivity

0 < e(l —2a)
= by
is already valid. The condition of activity
- e(l —2a)

0<kd=
< k; (m+1)bi<e
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is equivalent to

1
P > .
m+ 1
The condition of hyperactivity
~ 1—b;
i =me> e( i)
b;
is equivalent to
1
b; > .
m+ 1
O
Remark 10.3 Evidently, k;s can be presented as
~ biKi—e(l—-2
kS = Vi e(1—2a) (10.4)
2a
Lemma 10.1 (Lemma 2.2 in [15]) In equilibrium ith agent is passive iff
1-2
K; < . a); (10.5)
bi
ith agent is active iff
1-2
el a) < K; < e; (10.6)
bi bi
ith agent is hyperactive iff
Ki>¢ (10.7)
iz .

Remark 10.4 In any network, in which all agents have the same environment,
there cannot be equilibrium in which an agent with a higher productivity is active
while an agent with a lower productivity is hyperactive, or when an agent with a
higher productivity is passive while an agent with a lower productivity is active or
hyperactive.
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10.4 Equilibria in Regular Network with Heterogeneous
Types of Agents

Definition 10.3 Let us consider a regular network consisting of n; agents with
productivity b; (agents of type 1) and n, agents with productivity b, (agents of
type 2); b1 > by. Let each agent of type 1 have m neighbors of her own type and
my + 1 neighbors of type 2; and let each agent of type 2 have m> neighbors of her
own type and m + 1 neighbors of type 1. Such network will be referred as biregular.

Remark 10.5 A special case of biregular network is a complete network with n+n;
agents, which is received in result of unification of two complete networks with n;
and ny agents. In such network m; =n; — 1,i =1, 2.

Definition 10.4 Equilibrium (or any other situation) is called symmetric, if all
players of the same type choose the same action (make the same investment).

Let a biregular network be in a symmetric equilibrium, in which each Ist type
agent makes investment k1, and each 2nd type agent makes investment k. Then, for
each agent environment is equal to K = ki(m1 + 1) + ka(m2 + 1). According to
Remark 10.4, only six symmetric equilibria are possible. The following proposition
lists these possible symmetric equilibria and provides conditions of their existence.

Proposition 10.1 In biregular network the following symmetric equilibria are
possible.

1) Equilibrium with all hyperactive agents is possible iff

1

b1 > by > .
my+my+2

(10.8)

2) Equilibrium in which 1st type agents are hyperactive and 2nd type agents are
active is possible if

1—2a — (m + Dby

1. 10.9
my+ Dby —2a (109
1 —2a—(mi+ Dby 1

i i > . 10.10
D Db —2a T by (1019

3) Equilibrium in which 1st type agents are hyperactive and 2nd type agents are
passive is possible iff

1 1 —2a

by > by < .
my+1 mp+1

(10.11)
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4) Equilibrium in which Ist type agents are active and 2nd type agents are passive
is possible if

1 b <(m1+l)b1—2a.

by < (10.12)
my+1 my+ 1

by >

5) Equilibrium with all passive agents is always possible.
6) Equilibrium in which agents of both types are active is possible if

(m1 + 1)(b1 — b2) < 2a,2abi(m; +m2 +2) > 2a + (mp + 1)(b1 — b2).

Proof

1) Follows from Lemma 10.1.

2) This equilibrium is possible if inequality (10.9) is checked. According to (10.7),
the equilibrium is possible under (10.10).

3) Since in this case the environment is K = (m + 1), according to (10.5) and
(10.7), the equilibrium is possible iff (10.11) is checked.

4) According to (10.5) and (10.6), the equilibrium is possible if

b 1 (m1 + Dky < e(l —2a)
> , (m = 5
1 mi+ 1 1 1 by

where

o e(l1 —2a)
T mi 4+ Dby =24’

5) Follows from Remark 10.2.
6) The system of Eq. (10.2) turns into

((m1 + Dby —2a)k; + (my + 1)b1kr = e(1 — 2a),
(my + Dbk + ((my + )by — 2a)ks = e(1 — 2a).

We solve this system by Kramer method and obtain

s e(l— 2a)((ma + 1)(by — by) — 2a)
' 2a(2a — (my + Dby — (ma + Dby)’
)

LS _ e(1 —=2a)((my + 1)(by — by) — 2a
> 7 2a(2a — (my + Dby — (ma + Dby)’
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It is clear that kls > kzs ; hence, the necessary and sufficient conditions of
existence of the inner equilibrium are

ks >0,k <e,
i.e.
(m1 + 1)(b1 — b2) < 2a, (10.13)
2aby(m1 +my +2) > 2a + (ma + 1)(b1 — by). (10.14)
Under inequalities (10.13), (10.14), the inner equilibrium is
ki =ki ko =k5
O
Remark 10.6 The signs of the following derivatives show how a change in the
types’ productivities by, by influences volumes of investments k1, k2:
(k1)y, = C1((m2 + )bz — 2a) (where Cy > 0)
(k1)p, = Ca(—(my + 1)(m2 + by — (m2 + 1)?by) < 0 (where Cs > 0)

(k2)y, = C3(—(m1 + D)(mz + Dby — (m1 + 1)%h2) < 0 (where C3 > 0)

(ka)y, = Ca((my + 1)b1 — 2a) > 0 (where Cy4 > 0)

Thus, with an increase in productivity of ith type agents, their equilibrium
investments increase, while the equilibrium investments of jth type agents decrease

(#i,i=1,2).

10.5 Adjustment Dynamics and Dynamic Stability of
Equilibria

Now we introduce adjustment dynamics which may start after a small deviation
from equilibrium or after junction of networks each of which was initially in
equilibrium. We model the adjustment dynamics in the following way.

Definition 10.5 In the adjustment process, each agent maximizes her utility by
choosing a level of her investment; at the moment of decision-making she considers
her environment as exogenously given. Correspondingly, in continuous time if
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ki(to) = 0, where o is an arbitrary moment of time, and D1V;(k;, K;)|,=0 < O,
then k;(t) = 0 for any ¢ > fo, and if k;(fo) = e and D1V;(k;, K;)|r;=e > O, then
ki(t) = e for any ¢ > to; in all other cases, k;(¢) satisfies the difference equation:

i b; 7 b; — 2ak e(l —2a)
"T2a + 2 ' 2a
Definition 10.6 The equilibrium is called dynamically stable if, after a small
deviation of one of the agents from the equilibrium, dynamics starts which returns
the equilibrium back to the initial state. In the opposite case, the equilibrium is called
dynamically unstable.

In biregular network, let in initial time moment each 1st type agent invest ko1 and
each 2nd type agent invest k. Correspondingly, the environment (common for all
agents) in the initial moment is K = ko;(m1 + 1) + kga(m2 + 1).

Assume that either kg1 = 0 and D1 Vi (k1, K)|x;=0 > 0, or ko1 = e and

D1Vi(ki, K)lkj=e < 0, or kot € (0,e), and ether ko = 0 and
D1 Va(ka, K)|k,=0 > 0,0rko2 = e and D1 V(k2, K)|k,=e < 0,0rkp2 € (0, ). Then
Definition 10.5 implies that the dynamics is described by the system of differential
equations.

k'l — (m1+1)h1—2ak + (m2+1)h1k + e(2a—1)
kz — (m1+1)h2k + (m2+1)b2 Zak n g(za 1 (10.15)
with initial conditions
kO = ko1,
P (10.16)
k9 = ko2.

Proposition 10.2 The general solution of the system of differential equations
(10.15) has the form

k(t) = Cy - exp{—t} <_’(nn12++11)>
(m1 + )by + (m2 + )b b D
1 G- exp!( . - 1>t} <b2) n (Dz) . (10.17)

where (D1, D)7 is the steady state of (10.15),

e(1 —2a)((ma + 1)(by — b1) — 2a)

: 10.18
2a(2a — (my + Dby — (mz + 1)by) ( )

1=
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_ e(l— 2a)((m1 + 1)(b1 — b2) — 2a)

= . 10.19
7 2a(2a — (my + Dby — (ma + Db2) (1019

The solution of the Cauchy differential problem (10.15)—(10.16) has the form

_ blkg — bzk(l) +byD; — b1 Dy

) o~ m2+1)
KO = o+ Dby + o+ D~ P ”( )

m;+1

(m1~|—1)k(1)~|—(m2+1)k(2)—5'ex i (mi+ Db+ (ma+ Dby | t} by
(m1 + )by + (ma + )b 2a by

D,
+ (Dz) , (10.20)

where

e(l1 —2a)y(m; +my +2)

D= )
(m1 + Dby + (m2 + )by — 2a

(10.21)

Proof The characteristic equation of system (10.15) is

(mlg“l)bl —(A+1 (ma+1)by

2a
b b
(m1+1Dby (Wuz-a) 2_ (A4 1)

2a

(my1+ Dby n (ma + 1)by

=—(A+1)( a 2

)+(x+1)2=0.

Thus, the eigenvalues are

_ (mi+ Dby + (ma+ Dby

rM=-=1, A 2

1.

An eigenvector corresponding A1 is

(-(mz + 1))

er = )

mp+1

while an eigenvector corresponding A, can be found as a solution of the system of
equations

2a
(ml+1)b2x1 _ (ml+1)blx2 =0.

{ _(ngjl)ble 4 (miDbiy
2a 2a
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e = b
2% \p, )
The general solution of the homogeneous system of differential equations
corresponding (10.15) has the form

We find

mp+1

‘G .exp!<(m1 + Db1 + (ma+ Dby 1)t} <b1) .

2a by

As a partial solution of the system (10.15) we take its steady state, i.e. the solution
of the linear system

2a

0= (MI;_al)bz D1 4 (mzz‘al)bz (D2 _ 1) 4 9(20—1).

:O — (mlg‘al)bl (Dl _ 1) 4 (mzz'al)hl D2 4 9(20—1)’
2a

The solution is (10.18)—(10.19); hence, the general solution of the system (10.15)
has the form (10.17). In solution of the Cauchy problem (10.15)-(10.16), constants
of integration are defined from the initial conditions:

k) —(my+ 1) 1 by Dy
) =cC C . 10.22
<k8> : ( my+1 * by + by \b2 + Dy ( )
Multiplying by (—b2, b1) we obtain
Ci(ba(ma + 1) + bi(my + 1)) + b1 Dy — byDy = b1k — bok!.

Thus,

blkg — bzk(l) +byD; — b1 Dy
T (mi 4+ Db+ (ma+ Dby

However, since one of the eigenvalues is zero, we need only constant C to write
the solution. Multiplying by (m1 + 1, m2 + 1) we obtain

(m1+ DK+ (ma+ 1)k = Ca((m1+1)by +(ma+ 1)b2) +(m14+1) D1 +(ma+1)Dy.
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We denote D = (m1 4+ 1)D1 + (m2 + 1) D, and derive expression (10.21). Thus,

_ (mi+ DAY + (ma+ DY = D
 (my+ Db+ (ma+ Dby
Substituting for Cy and C3 into (10.17) we obtain (10.20). |

Let us find conditions of dynamic stability/instability for the equilibria in
biregular network, which are listed in Proposition 10.1.

Proposition 10.3
1. The equilibrium with all hyperactive agents is stable iff

1 1

by > , by > .
my+mo+2 my+my +2

(10.23)

2. The equilibrium, in which agents of 1st type are hyperactive and agents of 2nd
type are active, is stable iff

(may+1)(1—2a—(m+Dby) 1

1 , 10.24
mt (my + 1)by — 2a ~ by ( )
(m2 + )by
< 1.
2a

3. The equilibrium, in which agents of 1st type are hyperactive and agents of 2nd
type are passive, is stable iff

1 1—2a

b1> , 0 < .
my+1 my+1

4. The equilibrium, in which agents of 1st type are active and agents of 2nd type are
passive, is always unstable.

5. The equilibrium with all passive agents is always stable.

6. The equilibrium with all active agents is always unstable.

Proof
1. According to Definition 10.5 and Eq. (10.3),

D1Vi(k1, K)|ky=e = b1(m1 +mz +2)e — e, D1Va(kz, K)|jy=e
=by(mi +my+2)e —e.

Both derivatives are positive iff (10.23) is checked.
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2. According to Definition 10.5 and Eqgs. (10.3), (10.10),

(ma + De(1 — 2a — (m) + 1)b2)>e -

D Vi(ky, K)|gj=e = b 1
1Vik, K) g =e 1<(m1+ e + (> + Dby — 2a

> 0.

However, for dynamic stability, the strict inequality is needed. Let (10.24) be
checked and k; = e. The differential equation describing dynamics of each of
the 2nd group agents is

_ (my+ )by — 2ak2 n (m1 + Debr n e(Qa — 1).

k 10.25
2 2a 2a 2a ( )

For stability it is necessary and sufficient that (matDb2

3. According to Definition 10.5 and Egs. (10.3), (10.11),
D1Vi(k1, K)|ky=e = b1e —e >0,
D1 Va(kz, K)|ky=e = €(2a — 1) + ba(m; + 1)e < 0.

For stability the strict inequalities are needed.
4. According to Definition 10.5 and Egs. (10.3), (10.12),

(m1 + De(1l —2a)

(my + 1)by —2a

_e(l— 2a)((m1 + 1)(ba — b1) + 2a) <0
o (m1 + Dby —2a -

D1Vi(ka, K)|iy=0 = e(2a — 1) + b2

For stability the strict inequalities are needed. Let the second inequality in
(10.12) be satisfied strictly. The differential equation for any of the 1st group
agents is

. Dby —2 2a — 1
k1=(m1+)1 ak1~|—e(a ).
2a 2a

According to the first inequality in (10.12),
(mi + )by > 1 > 2a,;

hence, the equilibrium is unstable.
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5. According to Definition 10.5 and Eq. (10.3),
DiVitki, K)liy=0 = e(2a —1) <0,
D1Va(ky, K)|ky=0 = €(2a — 1) < 0.
6. One of the eigenvalues of the system (10.15) is

o — (m1+ Dby + (ma+ Dby

1>0;
2 2a -

hence, the equilibrium is unstable. m]

10.6 Biregular Junction of Two Similar Networks

Definition 10.7 Two regular networks (11, m1) and (n2, m2) will be called similar
with similarity coefficient q, if

ni nz

m1—|—1:m2~|—1:q‘

Remark 10.7 Since for complete network n = m 4 1, any two complete networks
are similar with similarity coefficientg = 1.

Definition 10.8 Let there be two regular networks (n1, m1) and (n,, m;) with same
similarity coefficient ¢, and let them unify, creating a biregular network. Each agent
of the first network (1st type agent in the unified network) establishes m, + 1 links
with agents of the second network (2nd type agents in the unified network), while
each agent of the second network establishes m + 1 links with agents of the first
network. (In special case of complete networks this means that each agent of the first
network establishes links with each agent of the second network). Such junction of
similar networks will be called biregular.

Thus, after a biregular junction of similar networks, each of n1 + n, agents of the
unified network has degree m| +my+ 1, i.e. regular network (n1 +no, mi +mo+1)
is formed. This regular network has the same similarity coefficient g as each of the
initial unified networks: it is easy to check that

ny+ny

m1+m2+2=q.

Let all agents of the first of the networks have productivity b, and all agents
of the second network—productivity b, and let the networks initially be in a
symmetric equilibrium, in which agents in the networks make investments ko; and
ko2, correspondingly. Then, evidently, after junction the symmetry still holds: all
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agents of the same type behave similarly. It follows from the fact that at time
moment ¢ environment of each agent is equal to

ki(t)(my + 1) + ko (1) (m2 + 1),

i.e. environment is the same for all agents.
Will the agents hold their initial behavior? Or, will a transition dynamics start
after the junction?

Proposition 10.4 After biregular junction of similar networks, all agents of the
unified network hold their initial behavior (make the same investments as before
the junction) in the following four cases:

1) ifinitially agents in both networks are hyperactive;
2) if
1 —2a

by < ,
2_m1—|—1

and initially agents in the Ist network are hyperactive, and agents in the 2nd
network are passive;

3) if

1 2a

b , by <b— ,
1>m1—|—1 2 ! mp+1

and initially agents in the 1st network are active, and agents in the 2nd network
are passive;
4) ifinitially agents in both networks are passive.

In all other cases the equilibrium changes.
Proof
1) According to Corollary 10.1,

1 1

by > , by> ,
mp+1 my + 1

Substituting k1 = e and k2 = e into (10.3) we obtain, correspondingly,

Dy Vi(ki, K)|ky=e = b1(m1 +my +2)e —e > 0,
Dy Va(ky, K)lky=e = bo(m1 +my +2)e — e > 0.
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2) According to Corollary 10.1,

1

by > .
mp+1

Substituting kp = 0 and k; = e into (10.3) we obtain

D1Vi(ky, K)|kj=e = b1(m1 + 1)e —e > 0,
D Vy(kz, K)|iy=0 = bo(my + 1)e —e(1 —2a) < 0.

3) Substituting k1 =, “\'}7%,, and ky = 0 into (10.3) we obtain

e(l — 2a)(2a —(mi+ )by —2a+ (m + 1)b1)
(m1+ 1)by —2a

e(2a — 1)((my + 1)(by — by) — 2a) -0
(mi+ )by —2a -

D1Vi(k1, K) = =0,

D Vy(ky, K) =

4) Substituting k1 = 0, ko = 0 into (10.3) we obtain
D Vi(ky, K)|gy=0 = D1 Va(ka, K)|g,=0 = e(2a — 1) < 0.

In all other cases the initial values of investments of agents will not be
equilibrium in the unified network, and there will be a transition dynamics. O

Proposition 10.4 shows, in particular, that passive agents (nonadopters), when
connected with adopters, can remain nonadopters only if their productivity, by, is
relatively low.

A pattern of transition process after the junction depends on initial conditions
and parameters values. If adjustment dynamics of the unified regular network starts,
it is described by the system of difference equations (10.15) with initial conditions
(10.16).

Proposition 10.5 We consider a biregular junction of two similar regular networks.
Let the agents in the 1st network before junction be hyperactive (hence, by > m11+1
by Corollary 10.1) and agents in the 2nd network be passive. Then the following
cases are possible.

1. If by < ;;ﬁ, then after junction all agents hold their initial behavior, and

there is no transition process in the unified network. The unified network is in
equilibrium with {ky = e, ko = 0}.



182 V. Matveenko et al.

2. If by > 31?_2;{ and by > miil’ then the Ist group agents stay hyperactive;
investments of the 2nd group agents increase, until they also become hyperactive.
The unified network comes to equilibrium {ky = e, ko = e}.!

3. If mgf‘H > by > 31?_2;{ then the 1st group agents stay hyperactive; investments
of the 2nd group agents increase. The unified network comes to equilibrium

¢ 1)by+2a—1
’kl — e k= L((m1+)2+a )

. 1 e
20— (mat+-1)by ] if b < my+my+2? and to equilibrium

ki =e, ky=e}ifbr> m1+»512+2'

In cases 2 and 3, utilities of all agents in the unified network increase. In case 1,
the utilities do not change.

Proof

1. Follows from Proposition 10.4, point 2.
2-3. If for agents of the 2nd group

D1V (ky, K)|ky=0 = bo(my + e — e(1 — 2a) > 0,

they change their investments according to the differential equation (10.25). The
general solution of Eq. (10.25) is:

Dby —2
kz(t)=Cexp((m2+ )b2 “)+D, (10.26)
2a
where
Dby +2a — 1
p = €+ Do +2a ), (10.27)

2a — (ma + )by
and (m1 + 1)by > 1 — 2a. The initial conditions imply
C=k—D=-D.

The partial solution satisfying initial conditions is

ka(r) = D(l —exp ((m2 + 12)ab2 - 2“)).

Notice that conditions by > ,}Iﬁ"l

of equilibrium {k; = e, ky =e}.

2a

and by > o1 imply by > i.e. condition of existence

my+my’
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If by > m§i1 , then (nga D02 'p <0, and ko (t) converges to e. After the value e

is achieved, k> () = e, since
D1 Va(ka, K)|ky=e = b2(m1 +m2 +2)e —e > (1 —2a + 2a)e — e = 0.

If b, < miil,then (mzéral)bz < 1, D > 0, and k2 (¢) convergesto D if D < e, i.e.

if by < - +:n2 42 In the opposite case, if by > - +:n2 420 ko (t) converges to e.
It is clear that both the equilibria, {ky = e, k2 = e} and {kl = e k) =

e((mi+1)by+2a—1)

20— (mr+1)by }, possible in result of junction, are stable.

In the “resonance” case,

2a

by = ,
2 my + 1

we are looking for the solution of differential equation (10.25) in form ¢ D, where

D_dwwnm+m-ﬂ
a 2a '

Since (m1 + 1)by > 1 — 2a, the value of investment k> (¢) converges to e and,
since this value is achieved, stays equal to e, because

D1 Va(ka, K)lky=e = bo(m1 ++mp +2)e —e > (1 —2a+ 2a)e —e = 0.

The last statement (concerning utilities) follows directly from Theorem 10.1. O

Proposition 10.6 We consider a biregular junction of two similar regular networks.
Let agents of the Ist network before junction be hyperactive (which implies by >
m11+1 by Corollary 10.1), and agents of the 2nd network be active (which implies
by > m21+1). The unified network moves to the equilibrium with all hyperactive
agents. The utilities of all agents increase.

Proof The 1st group agents stay hyperactive, because, by (10.3),
D1V (k1, b1, K)|ky=e = e(2a — 1) — 2ae + b1 (m1 + 1)e + ba(mz + 1)ka > 0.

For the 2nd group agents we have Eq. (10.25). Its general solution is (10.26),
where D is defined by (10.26). From the initial conditions we find

e(1 —2a) _e(l —2a— (m1+ Dby) (m1+ )b

C=K-D=
2 (my+ 1)by — 2a (my+ 1)by — 2a (my+ 1)by — 2a

Hence, k»(t) achieves the value e.
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The statement concerning utilities follows directly from Theorem 10.1. O

Proposition 10.7 We consider a biregular junction of two similar regular networks.
If before junction agents of both networks are hyperactive (this implies by > m11+1 ,
by > m21+1 by Corollary 10.1), they stay hyperactive after junction: there is no
transition dynamics, and utilities of all agents do increase.

Proof 1t follows from Proposition 10.4, item 1. The increase of utilities follows
from Theorem 10.1. O

Proposition 10.8 We consider a biregular junction of two similar regular networks.
If before junction agents of both networks are passive, they stay passive after
Junction: there is no transition dynamics, and agents’ utilities do not change.

Proof It follows from Proposition 10.4, item 4. Utilities do not change according to
Theorem 10.1. m|

The following two propositions show how, depending on the relation between
the heterogeneous productivities, passive agents (nonadopters) may change their
behavior (become adopters).

Proposition 10.9 We consider a biregular junction of two similar regular networks.
Let agents of 1st network before junction be active (which implies by > 1 | by

Corollary 10.1), ko (mffrll)gla) 2q» and agents of the 2nd network be passzve Then

the following cases are possible.

1. Under (m1 + 1)by = (m1 4 1)b2 + 2a, all agents hold their initial behavior, and
there is no transition process.
2. Let (my + )by < (m1 + Dby + 2a. If by > 2“ and

the network moves to the equilibrium with all hyperactlve agents. If by <

e—D k _
1 < esz,then
2

2a
mo+1

D k
and l < ¢ szz then the network moves to the equilibrium, in which the

Ist group agents are hyperactive and the 2nd group agents are active,

e(1—2a — (mi + 1)b2)
(my+ 1)by — 2a ’

LD[

3. If > ‘)ZZDZ, then the network moves to the equilibrium with all

hyperacnve agents.

In case 1, utilities of all agents do not change; in case 2, utilities of all agents
increase.
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Proof For the 2nd group agents, initially

(m1 4+ De(l —2a)
D V(ky, by, K) =e(Ra — 1 b
1Vikz, b2, K) = e(2a )+2(m1+1)b1—2a

_e(1=2a)((m1 + 1)(b2 — b1) + 2a)
o (m1 + Dby —2a ’

Thus, D1V (kp, by, K) < 0if (m1+1)b1 > (m1+ 1)by + 2a. In this case the 2nd
group agents stay passive. The 1st group agents also hold their behavior unchanged,
because their environment does not change.

Now, let (m1 + 1)b; < (m1 + 1)b2 + 2a. The 2nd group agents increase their
investments, and so do agents of the 1st group, because their environment increases.
Conditions (m1+1)b; < (m1+1)by+2a and by > me imply by > Jﬁ”ﬁ . Hence,
by Lemma 10.1, the equilibrium with hyperactive agents of one of the groups and
active agents of another group is always possible, as well as the equilibrium with all
hyperactive agents.

Agents of one of the groups may achieve the investment level e earlier than

_ 10
the agents of another group. Let it be the 1st group, i.e. ¢ Db11 b ‘)Zf 2. The
investment level of the 2nd group agents in this moment is some kg After that
investments of the 2nd group agents follow Eq.(10.25). The general solution of
(10.25) is (19.26), where D has the form (10.27). From the initial conditions we

have C = k(z) — D. Thus, if b, > miil’ then D < 0, which implies C > 0;

hence, investments of the 2nd group agents will achieve level e. If by < miil , then
investments of agents of the 2nd group will become equal to D > 0.

In the “resonance” case, by, = mi‘jrl, as previously, the general solution of
Eq. (10.25) has the form

Dby +2a — 1
kz(t)=C~|—t((m1+ )22+ a=1).
a

It follows from initial conditions that C = k~(2), so the partial solution of (10.25)
satisfying the initial conditions is

~ + Dby +2a -1
o) =+ te((ml )22 a )

Since (m1 + 1)by > 1 — 2a, the value of investments of the 2nd group agents in

this case also achieves e.

Suppose now, that the 2nd group agents have received the investment level e first,
. —Dy—kY - . .
ie. © hll h> ¢ szz, while the investment level of the 1st group agents was equal

to some k(l). It is possible only if by > b;. From that moment the investments of the
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1st group agents follow equation

mi + )by — 2a my + 1)eb e(2a—1
=(1 )by k1~|—(2 )1+( )’

K 10.28
! 2a 2a 2a ( )
whose general solution is
Dby —2a\"
kl(t)=Cexp<(ml+ b1 a) + D,
2a
where
D— e(1 —2a— (my+ 1)by)
(m1+ 1)by — 2a
From the initial condition we have C = k~(1) — D. Moreover, k~(1) > k(l) =
e(1—2a) . . .
- l‘ b b:l—Za , which implies
C=k~0—D> e(l —2a) _e(1—2a—(m2~|—1)b1)
! (my 4+ Dby —2a (my + )by — 2a
(m2 + )by

= (ny + )by —2a

Hence, investments of the 1st group agents achieve e.
In case when agents of both groups achieve investment level e simultaneously,

. —D;—k? o— . e .
ie. ¢ hll 1= ¢ b?z’ the network, evidently, turns to the equilibrium with all
hyperactive agents. O

Proposition 10.10 We consider a biregular junction of two similar regular net-

. . . .. . 1
works. If before junction agents of both networks are active (this implies by > M1
by > m21+1 by Corollary 10.1), then after junction all agents become hyperactive;
their utilities increase.

. .. 0 _  e(1-2a) 0 _ e(l-2a)
Proof The initial conditions are k| = (m1+1)by—2a° ky = (ma-+1)by—2a"

to (10.3),

According

D1V (k1, b1, K)

(b1(my +1) — 2a)e(l —2a) ~ by(ma+ De(l —2a)

07
(my + )by — 2a (my+ Dby —2a

=eRa—-1)+
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D1V (k2, by, K)

(b2(my + 1) — 2a)e(l —2a)  by(my + De(l — 2a)

=eRa—1)+
(my + 1)by — 2a (m1+ 1)by — 2a

> 0.

Thus, agents of both groups will increase their investments following Eq. (10.26).
Agents of one of the group will achieve investment level e first. Let it be the Ist

group, and let investments of the 2nd group agents in this moment be k~(2) Then
investments of the 2nd group agents follow differential equation (10.25), whose
general solution is (10.26), where D has the form (10.27). The initial conditions

imply C = k3 — D, but

- 1-2
K > k9 el = 2a)

5= > D,
(my + )by — 2a

Hence, C > 0. Thus, investments of the 2nd group agents will also achieve level
e. Absolutely similar argument is for the case when the 2nd group achieves the
investment level e first. O

Remark 10.8 In all cases considered in Propositions 10.4-10.10, agents’ utilities in
result of junction do increase or, at least, do not decrease. Thus, all the agents have
an incentive to unify, or, at least, have no incentive not to unify.

10.7 Conclusion

Research on the role of heterogeneity of agents in social and economic networks is
rather new in the literature. In our model we assume presence of two types of agents
possessing different productivities. At the first stage each agent in network may
invest some resource (such as money or time) to increase her gain at the second
stage. The gain depends on her own investment and productivity, as well as on
investments of her neighbors in the network. Such situations are typical for various
social, economic, political and organizational systems. In framework of the model,
we consider relations between network structure, incentives, and agents’ behavior
in the game equilibrium state in terms of welfare (utility) of the agents.

We touch some questions of network formation and identify agents potentially
interested in particular ways of enlarging the network. We introduce continuous
adjustment dynamics which may start after a deviation from equilibrium or after a
junction of networks initially being in equilibrium.

Earlier, a special case of complete networks was considered in [15]. Here we
introduce a more general case of regular networks. In particular, we study behavior
of agents with different productivities in two biregular networks after junction.
Specifically, we show that if a network consisting of non-adopters (passive agents)
does unify with a network consisting of adopters (active or hyperactive agents),
and the non-adopters possess a low productivity, then there is no transition process,
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and the non-adopters stay passive. Under somewhat higher productivity, the non-
adopters become adopters (come to active state), and under even higher productivity
they become hyperactive.

Agents, who are initially active in a symmetric equilibrium in regular network
(which implies that their productivities are sufficiently high), also may increase
their level of investment in result of unification with another regular network with
hyperactive or active agents. The unified network comes into equilibrium in which
all agents are hyperactive.

A natural task for future research is to expand the results to broader classes of
networks.
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Chapter 11 )
Non-cooperative Differential Game Shethie

Model of Oil Market with Looking
Forward Approach

Ovanes Petrosian, Maria Nastych, and Dmitrii Volf

Abstract The paper applies Looking Forward Approach to analyze the world oil
market with the framework of a differential game model of quantity competition
oligopoly. Namely Looking Forward Approach is used to take into account dynami-
cally updating information. Under the information we understand the forecast of the
oil demand dynamics. We focus on the period from December 2015 to November
2016 and suppose that during this time interval countries did not cooperate officially
on the amounts of oil to be produced. Therefore, their behavior can be modeled
using the non-cooperative game model. As a solution concept for this conflict-
controlled process we use feedback Nash equilibrium. In order to define the
parameters of model open source data is used, results of numerical simulations and
comparison with the historical data are presented.

11.1 Introduction

The paper is devoted to constructing a game theoretical model for the world oil
market using the Looking Forward Approach. Game models with Looking Forward
Approach allow taking into account the variability of market demand, the adaptation
of participants actions to a changing environment and the actual planning horizons
for demand. That is the intuition to apply the approach to the oil market which has
highly volatile prices.

The object of this paper is to simulate the oil market dynamic during the period
from December 2015 to November 2016. The largest oil exporters reached an
agreement about the reduction of oil production to raise the prices in the aftermath
of November 30, 2016 and the game started to be cooperative. We suppose that
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countries did not cooperate officially on the amounts of oil to be produced before
this date. Therefore their behavior can be simulated using the non-cooperative game
model. As an optimality principal the feedback Nash equilibrium is used. OPEC
countries, which we call player one, and eleven non-OPEC countries, which we
call player two, produce more than 60% of oil in the world together. The model
includes US shale and non-shale oil producing companies as players three and four
respectively as main market rivals. All the other oil exporting countries are united
under player five. To obtain data on the world oil market we used open sources.
Namely, we used International Energy Agency for monthly data on crude oil supply
from January 2015 till November 2016, Finam agency for monthly data on brent
and light oil prices from January 2015 till November 2016, Rystad Energy Ucube
and oil market news for the cost of producing a barrel of oil in 2016.

Following well-established tradition, we use oligopoly quantity setting to model
the oil market. Likewise, Moran in [12] and Krasner in [10] analyze main features
of the oil oligopoly. The authors in [11] give a selective survey of oligopoly models
for energy production. In the paper [20] the author examines cartel formation
in the world oil market under Cournot setting. The authors in [3] also use the
quantity competitive environment to model collisions and proportionate adjustment
of production levels.

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 far future are intrinsically 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 will continue indefinitely. Looking Forward Approach for differential games
provides a more realistic and practical alternative to the study of classical differential
games. Looking Forward Approach enables us to construct game theoretical models
in which the game structure can change or update over time (time-dependent
formulation) and players do not have full information about the change of the game
structure, but they have full information about the game structure on the truncated
time interval. We understand the information about the motion equation and the
payoff functions as information about the game structure. The duration of the period
of this information is known in advance. At defined instants information about the
game structure is being updated. Looking Forward Approach was mainly developed
for cooperative games with transferable utility [7, 15—17], but there are also papers
on non-cooperative differential games [22], dynamic games [23] and games with
non-transferable utility [18].

The concept of the Looking Forward Approach is new in game theory, especially
in differential games, and it gives the foundation for further study of differential
games with dynamic updating. At the moment there were no known attempts of
constructing approaches for modeling conflict-controlled processes where infor-
mation about the process updates in time dynamically. The first time the Looking
Forward Approach was presented in the paper [15], it was applied to the cooperative
differential game with finite-horizon. The paper [17] on the subject is focused
on studying Looking Forward Approach with stochastic forecast and dynamic
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adaptation in the case when information about the conflicting process can change
during the game. In the paper [7] the Looking Forward Approach was applied to
a cooperative differential game of pollution control. The aim of the paper was to
study dependency of the resulting solution upon the value of the informational
horizon; the corresponding optimization problem was formulated and solved. In
the paper [16] the Looking Forward Approach was applied to the cooperative
differential game with infinite-horizon. Papers [22] and [23] are devoted to study
of cooperative differential games and non-cooperative dynamic games with infinite
horizon where information about the process updates dynamically. The focus of
these papers is a profound formulation of Hamilton—Jacobi—Bellman equations for
a different types of forecasts and information structures. Paper [18] is devoted to
studying the Looking Forward Approach for cooperative differential games with
non-transferable utility, and current paper is the continuation of that paper. Here we
try to construct non-cooperative game model and apply it to the real historical data.
Future steps are to construct game model describing the six-month long agreement
which was signed by the OPEC countries and eleven non-OPEC countries about the
reduction of oil production at the summit in Vienna on November 30, 2016.

Looking Forward Approach has the common ground as the Model Predictive
Control theory worked out within the framework of numerical optimal control. We
analyze [5, 8, 19, 21] to get recent results in this area. Model predictive control
is a method of control when the current control action is achieved by solving, at
each sampling instant, a finite horizon open-loop optimal control problem using the
current state of an object as the initial state. This type of control is able to cope
with hard limitations on controls and states, which is definitely its strong point
over the rest of methods. It has got, therefore, a wide application in petro-chemical
and related industries where key operating points are located close to the set of
admissible states and controls. Mathematically, the main problem that the Model
Predictive Control solves 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 for defining controls which
will lead the system to the target trajectory. Looking Forward Approach, on the
other hand, solves the problem of modeling behavior of players when information
about the process updates dynamically. It means that Looking Forward Approach
does not use a target trajectory, but answers the question of composing trajectory
which will be used by the players of the process and allocating a cooperative payoff
along the trajectory.

In the current paper the Looking Forward Approach is applied to the non-
cooperative oligopoly differential model [4] of the oil market with the largest oil
exporters and other oil producing countries. Considered game model is defined by
the set of linear differential equations and the quadratic utility functions, which
means that it is a linear quadratic differential game. These type of game models
are very popular in the literature and a recent exposition of this theory can be found
in [2, 6]. The popularity of these games is caused on the one hand by practical
considerations. To some extent these kinds of differential games are analytically
and numerically solvable. Important references that contributed to this research
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during the last decennium are Basar and Bernhard [2], Basar and Olsder [1]. Non-
cooperative game theory deals with strategic interactions among multiple decision
makers with the objective functions depending on choices of all the players and
suggests solution concepts for a case when players do not cooperate or make
any arrangements about players actions. Players cannot simply optimize their own
objective function independently of the choices of the other players. In 1950 and
1951 in [13, 14] by John Nash such a solution concept was introduced and called
Nash equilibrium. It has a property that if all players but one stay put, then the player
who has the option of moving away from the solution point should not have any
incentive to do so because she cannot improve her payoff. It suggests that none of
the players can improve their payoff by a unilateral move. The Nash equilibrium
solution concept provides a reasonable noncooperative equilibrium solution for
nonzero-sum games when the roles of the players are symmetric, that is to say when
no single player dominates the decision process.

The paper is structured as follows: In Sect. 11.2 we describe the initial game
model. In Sect. 11.3 we define the notion of truncated subgame. In Sect. 11.4 we
define the feedback Nash equilibrium for each truncated subgame. In Sect. 11.5 we
describe the process of information updating, define a notion of a resulting trajectory
and payoffs. In Sect. 11.6 we present the results of numerical simulation of oil price
on the market on the time interval from December 2015 to November 2016.

11.2 Initial Game Model

Consider the differential game model of Cournot oligopoly [4] on the oil market.
An oligopolistic market of n asymmetrical counties (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 — 7y and initial state p(ty) = po € P C R.

According to the model market price p; evolves according to the differential
equation:

p@) =s(p@) — p(1)), p(to) = po, (1L.1)

where p(t) € P C R is the notional level of price at time #, p(¢) is its current level,
and the parameter s : 0 < s < 1, is the speed of adjustment. Thus, prices adjust to
the deference between its notional level and its current level.

Further, we assume that the notional prices at any time ¢ are defined by linear
inverse demand function

piy=a—d)Y q. (11.2)

ieN
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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,

fo

(11.3)

here, 0 < p < 1 represents the positive discount rate, which is the same for all
the periods and all the players to simplify the model and to equalize players as
symmetrical participants in the global capital market. C;(¢) = c;q;(t) + giqiz(t) is
the total cost function for each player i.

11.3 Truncated Subgame

Suppose that the information for players is updated at fixed time instants ¢ = oy +
jAt, j =0,...,1, where |l = ATt — 1. During the time interval [fo + jAt, 19 +
(j 4+ 1) At], players have certain information about the dynamics of the game (11.1)
and payoff function (11.5) on the time interval [fo + jAt, to + jAt + T], where
At < T < T.Attheinstantt = o+ (j + 1) Az information about the game is being
updated and the same procedure repeats for time interval with number j + 1.

To model this kind of behavior we introduce the following definition (Fig. 11.1).
Denote vectors pjo = p(to + jAt), pj1 = pto + (j + 1) Ar).

Definition 11.1 Let j = 0,...,[. A truncated subgame I:j(pj,o, to + jAt, ty +
JjAt+T) is defined on the time interval [f+j At, t9+ j At+T]. The motion equation

P

t, At At At At At At T

Fig. 11.1 Each oval represents random truncated information, which is known to players during
the time interval [ty + jAt, 1o+ (j + 1)At], j =0,..., 1
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o t

to At At At At At At T

L]

-
P
L

L

Fig. 11.2 Behaviour of players in the game with truncated information can be modeled using the
truncated subgames I'j(pj 0,0 + jA?1), j =0,...,1

and the initial condition of the truncated subgame fj (pjo,to+jAt, to+jAt+T)
have the following form:

) =s(a; —d; Y a! 0 = p®)). plio+jAD = pjo. (11.4)
ieN

The payoff function of the player i in truncated subgame j is equal to

Kl (pjo.to+ jAt,to+ jAt+Tiqf,....q0) =

to+jAt+T , .
= / e gl () — i = gigl )] dr. (115)
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.11.2).

11.4 Non-cooperative Outcome in Truncated Subgame

According to [1, 9] non-cooperative Nash equilibrium solution of the game
fj (pjo.t0 + jAt, 1o + jAt + T) can be defined by the Fleming-Bellman-Isaacs
partial differential equations. Consider a family of subgames I';(p(?),t, 1 +
jAt + T) with payoff structure (11.3) and dynamics (11.4), starting at the
time t € [tg + jAt, to + jAt + T] with initial state p(r). Let q;-VE (t,p) =
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@@ 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-](l’, p) : [t,T] x R® — R denote the value
function of player i € N that satisfy the corresponding Bellman-Isaacs-Fleming
equations [1, 9].

Theorem 11.1 Assume there exists a continuously differential function Vij (t, p):
[to + jAt, to + jAt + T] x R — R satisfying the partial differential equation

v/ (1, p) = max {e”“m) 4/ (0 =i —zia)) | +
a
+ v ps(a—algl 0+ Y a" 0] - p0) } i=1,...,n. (116
ki

where Vl.j (to+ jAt + T, p) = 0. Denote by q/NE(t)(t, p) controls which maximize
right hand side of (11.6). Then qj.VE(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 a LQ differential game, then the feed-
back Nash equilibrium is unique (see [1]).
In this game model Bellman function V/ (t, p) can be obtained in the form:

Vi p =0 [Alopr+ Blop+clo] i=1a a1y

Substituting (11.7) in (11.6) we can determine Nash equilibrium strategies in the
following:

(ci — p) +ds [Bl.j (1) + 24! (t)p]
2gi

JNE

ql" ", p) = Li=1,n, (11.8)

where functions Alj(t), Bl.j (R Cl.j (), t € [ty + jAt, ty + jAt 4 T] are defined by
the system of differential equations:

. . T (Ddis — 1)2 J o Ad J V7262
A{(t):A{(t)[erst(2Al(t)d,s 1) _ZAI (Ndjs — 247 (1) Al (t)d2s

4gl- ki 8k
. 4 . 4 AL (1) B (1)d?s*
. C
Bl =BlWlp+s1— 0 —24]was =3 T -
2gi s 8k

5 B/ ()djs — Al (t)exdjs — Al (t)B! (1)d2s?

keN 8k
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2+ (B! (t)d;5)? B/ (1) Bl (1)d?s?
, (’()’)+Z cOdjsT

Clty=Clt)p — Bl (t)a;
) S(p S (Dajs + 4g; 200

ki

B/t ckdis
3 e
keN 8k
with the boundary conditions A’ (1o + jAr + T) = 0, B/ (1o + jAr + T) = 0 and
Cl(to+ jAt+T)=0.

Substituting qj.*’ E(t, p) (11.8) into (11.4) yields the dynamics of Nash equilib-
rium trajectory:

p0y=s(a—dY q/" . p) = p®). pto+jan =pjo.  (119)
ieN

Denote by pj.v E (t) the solution of system (11.9).

to At at At At At At

Fig. 11.3 Solid line represents the conditionally non-cooperative trajectory {py g (t)}tT:tO. Dashed
lines represent parts of non-cooperative trajectories that are not used in the composition, i.e., each
dashed trajectory is no longer optimal in the current truncated subgame
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11.5 Information Updating

Suppose that each truncate subgame fj (pj,0,to+jAt, to+jAt+T) develops along
pj.v E(t) then the whole non-cooperative game with Looking Forward Approach
develops along:

Definition 11.2 Conditionally non-cooperative trajectory { py g (z‘)}tht0 is a combi-
nation of pj.VE (#) for each truncated subgame fj (pj.\{g, to+ jAt, 1o+ jAt +T)
(Fig. 11.3):

PYE®). t €lto. 10+ A),
(PNEDY L,y = pYEW®), t € lto+ jAt, 10+ (j + 1A, (11.10)

pNE@), 1 € lto+ 1At 10 + (L + 1) Ar].

Along the conditionally non-cooperative trajectory players receive payoff
according to the following formula:

Definition 11.3 Resulting non-cooperative outcome for playeri = 1, ..., n in the
game I'(po, T — to) with Looking Forward Approach has the following form:

1
Vitt, pye) = Y [V,-m(to—kn1At,pﬁl]€)—Vl-'"(t0+(m—|—1)At,p,1,\l]€)}+ (11.11)
m=j+1

+[Vij(t, pYE@) - V(0o + (j + DA, pf’f)] ieN.

11.6 Numerical Simulation

Game starts from December 2015 and lasts till the summit in Vienna at November
2016. We consider the oil as homogeneous product, we appraise the demand
function with parameters of average world oil price and total world oil supply. We
calculate the average oil prices for each period based just on the two major trading
classifications of brent crude and light crude which are accessible on Finam agency
data source. As an initial price we take the average price in December 2015 which
is equal to pg = 34.51.
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Total world supply, Brent, Light, Average price,
Date million barrels per day $ for barrel $ for barrel $ for barrel
12.2015 96.411 35910 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

To estimate a demand function one needs to mine several observations for the
same period. Unfortunately, available petroleum statistics cannot provide data with
such frequency. As a result, we fixed the parameter of a choke price of the demand
function to ensure its linear form and to simplify our work. Being a minimum price
with a zero demand by the definition of a choke price, this quantity must be higher
than the historical maximum of the oil price. The oil price reached its maximum of
$122 for the barrel in May of 2008. It is equal to $282 at the end of October 2016
with adjust for inflation of 10$ as we assumed above. We suppose that fixation the
parameter a; on the level of 300 gives us the approximate choke price. Parameter
d; can be obtained as

dj =(aj—pt— 1)) qi(t = 1. (11.12)

ieN

The length of each Az-time interval is 1 month. Players use appraised demand
with parameters a; and d; as the forecast for the next 7 = 3 periods. We set a
value upon the parameters of cost function by using total cost of producing a barrel
and average volumes of oil production for our players in 2016 and by fixing the
parameter g; on the level 0.7 for each player and each period. Both the parameters
of ¢; and g; remains unchanged during the game. We assume that the speed of
adjustment s = 0.2 and discount factor r = 10%.
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Fig. 11.4 Conditionally non-cooperative trajectory of the oil price py g (¢) (thick solid line) with
Looking Forward Approach, historical oil price trajectory (thick dotted line)

Date a d
12.2015 300 2.717
01.2016 300 2.753

02.2016 300 2.760 i Producer c g

03.2016 300 2.735 1 OPEC 3.169 0.7
04.2016 300 2.658 2 Non-OPEC 17.333 0.7
05.2016 300 2.629 3 US shale 20.238 0.7
06.2016 300 2.634 4 US non-shale 18.182 0.7
07.2016 300 2.683 5 Others 20.867 0.7

08.2016 300 2.621
09.2016 300 2.617
10.2016 300 2.627

On the Fig.11.4 comparison of conditionally non-cooperative trajectory
{PNE (t)}tT:,O and historical average oil price dynamics is presented.

On the Fig.11.5 Nash feedback strategies (11.8) corresponding to the
{PNE (t)}tT:,O and historical quantities of production of oil are presented for each
group of countries.
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Fig. 11.5 Nash feedback strategies defined with Looking Forward Approach (solid lines), and
corresponding historical quantities of production of oil (dashed lines)
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Fig. 11.6 Payoffs of players corresponding to the Nash equilibrium Vi, PNE(D))

According to the Figs. 11.4 and 11.5 we can suggest that parameters from the
table below ¢; and g; can be used for constructing other models based on this
approach.

On the Fig.11.6 we can see the payoff of players Vl-(t,ﬁNE(t)), i € N
corresponding to the Nash equilibrium strategies along the trajectory pyg (¢).
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11.7 Conclusion

Differential game model of oil market is considered. Looking Forward Approach
is used for constructing model where information about the process updates
dynamically. An attempt has been made for constructing oil market model for
time period from December 2015 to November 2016. Namely, we assume that
from December 2015 to November 2016 a non-cooperative oligopoly structure
was on the oil market. Therefore, we construct 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 reduction of oil extraction to rise
the prices. For this case we will continue our research in future papers. Numerical
results shows high applicability of Looking Forward Approach for modelling and
simulating real life conflict-controlled processes. But there are still a lot of open
questions such as defining appropriate value for information horizon, defining form
of payoff functions and type of forecast for parameters which is used by the players.
Future steps are to construct game model describing the six-month long agreement
which was signed by the OPEC countries and eleven non-OPEC countries about the
reduction of oil production at the summit in Vienna on November 30, 2016.
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Chapter 12 )
S-strongly Time-Consistency Shethie
in Differential Games

Leon A. Petrosyan and Ekaterina V. Gromova

Abstract In the paper the definition of S-strongly time-consistency in differential
games is introduced. The approach of the construction of S-strong time-consistent
subcore of the classical core on the base of characteristic function obtained by
normalization of classical characteristic function is formulated. Its relation to
another characteristic function obtained by an integral extension of the original
characteristic function is studied.

12.1 Introduction

Dynamic games theory has many applications in different areas (see [1, 2, 11, 13]).
Particularly important are cooperative differential games that are widely used for
modeling the situations of joint decision taking by many agents. When considering
such problems, the realizability of cooperative solution in time turns out to be one
of the central issues.

As it was mentioned earlier, [9, 13], an attempt to transfer the optimality princi-
ples (cooperative solution) from the static cooperative game theory to n-persons
differential games leads to dynamically unstable (time inconsistent) optimality
principles that renders meaningless their use in differential games. Hence, the
notion of time consistent cooperative solution and an approach to determining such
cooperative solution was proposed in [9].

A strong time-consistent optimality principle has even more attractive property.
Namely, strong time consistency of the core considered as a cooperative solution
implies that a single deviation from the chosen imputation taken from the core in
favor of another imputation from the core does not lead to non-realizability of the
cooperative agreement (the core) defined for the whole duration of the game, [7].
This implies that the overall payment for players will also be contained in the core.
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In this paper, a cooperative differential game with the set of players N is studied
in general setting on the finite time horizon. The work is of fundamental character,
but may potentially have a big practical impact because it proposes a constructive
approach to the definition of a new cooperative solution which satisfies the condition
of strong time-consistency.

In the paper, we study different approaches to constructing a strongly time-
consistent cooperative solution, which are based on the use of additional procedures
for the imputation distribution on the time interval [#9, 7] (IDP) for classical
cooperative solution, i.e., the core, and on the transformations of the classical
characteristic function V (S, -), S € N. Furthermore, we present results illustrating
the relationship between the introduced concepts.

In [7, 8], it was shown that it is possible to define a new type of characteristic
function V (S, -) on the base of integral transformation of the classical characteristic
function V (S, -) such that the resulting optimality principles are strongly time-
consistent.

In [10], another approach to the construction of the characteristic function 14 (S,
on the base of normalizing transformation of V (S, -) had been suggested and it
was shown that the core constructed on the base of the new V(S, -) belongs to the
classical core.

In this contribution we track the connection between the optimality principles
constructed on the basis of classical characteristic function and the constructions
resulted from the new types of characteristic function. We study the property of
strong-time consistency for all constructed optimality principles and suggest a
modification of the notion of strong time-consistency as described below.

The notion of S-strong time-consistency can be considered as a weakening of
the strong time-consistency and means the following: after a single deviation from
the chosen imputation from the optimality principle M (xo, 1) in favor of another
imputation from the same optimality principle M(x*(t), 1) the resulting imputation
will belong to a larger set M (xg, tp) D M (xo, fo) even if the resulting solution does
not belong to the initial set M (xo, f). Note that S-strong time-consistency of the
cooperative solution is considered with respect to another (bigger) set, hence the
prefix S-.

The construction of a S-strongly dynamically stable subcore on the base of all
described approaches is presented.

12.2 List of Key Notations

by trajectory of the system

u control vector u = {uy, ..., u,}

K;i(x,t,u) payoff of the player i in a subgame starting at ¢ from x
N set of players (the grand-coalition)

S subset of players (a coalition), S & N

V(S,x,t) Dbasic characteristic function (c.f.)
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‘:/(S, x,t) an integral extension of the c.f. V
V(S,x,t) anormalized c.f. V

L(x,t) set of imputations associated with V
i(x, 1) set of imputations associated with 1%
C(x,t) core associated with V
C (x,1) core associated with V
o) (x,1) core associated with V

12.3 Basic Game

Consider the differential game I"(xo, fp) starting from the initial position x¢ and
evolving on time interval [#, T']. The equations of the system’s dynamics have the
form

X = f(x,u1,...,uy), x(to) = xo,
(12.1)
uj € Ui C CompR™, x € R,i=1,...,n.
The players’ payoffs are
T
Ki(x, to;u1, ..., un) =/ hi(x(®)dt, i =1,...,n, hi(:) 20,
fo
where x(¢) is the solution of system (12.1) with controls uq, ..., u,. The non-

negativeness of the utility function 4;(-) is an important assumption of the model.

It is furthermore assumed that the system (12.1) satisfies all the conditions
guaranteeing the existence and uniqueness of solution x(¢) on the time interval
[to, T] for all admissible measurable open loop controls ui(¢),...,u,(t), t €
[to, T]. Let there exist a set of controls

w (@) = {uj@),...,up(@®)}, t €10, T]

such that

n n T
max E Ki(xo, to; u1(t), ..., u, (1)) = E / hi (x*(¢))dt = V(N xo, t0).
uy 4 t

i=1 i=1 Y10

seenslUn £
(12.2)

The solution x*(¢) of the system (12.1) corresponding to u*(¢), is called the
cooperative trajectory.

In cooperative game theory, [6], it is assumed that the players initially agree upon
the use of the controls u*(t) = {uj(¢),...,u,(¢)} and hence, in the cooperative
formulation the differential game I"(xo, f9) always develops along the cooperative
trajectory x*(¢).
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Let N = {1,...,i,...,n} be the set of all players. Let S € N and denote
by V(S; xo, to) the characteristic function of the game I (xo, fp), [6]. Note that
V(N; xg, tp) is calculated by the formula (12.2). Let V(S; x*(¢),7), S € N,
t € [to, T] be a (superadditive) characteristic function of the subgame I"(xo, fo)
constructed by any relevant method [5].

So, we state the following properties for characteristic function:

V(¥; xo, 10) = 0;
n T
V(N; x0,10) = Z[ hi (x*(1))dT;
i=1710

V(81U 825 x0, t0) = V(815 x0, t0) + V(82 X0, 10). (12.3)

For the sake of definiteness we can assume that the characteristic function
V(S; xo, tp) is constructed as the value of a zero-sum differential game based on
the game I" (xo, #p) and played between the coalition S (the first maximizing player)
and the coalition N \ S (the second minimizing player), and in each situation the
payoft of coalition S is assumed to be the sum of players’ payoffs from this coalition.

Consider the family of subgames I'(x*(¢),t) of game I'(xg,#y) along the
cooperative trajectory x*(¢), i.e. a family of cooperative differential games from the
initial state x*(¢) defined on the interval [¢, T'], ¢ € [y, T] and the payoff functions

T
Ki(x*(t), t;uy, ..., up) =[ hi(x(x))dz, i =1,...,n,
t

where x(t) is a solution of (12.1) from initial position x*(¢#) with controls
UL, .oy Up.

Let V(S;x*(),1), S € N, t € [ty, T] be the (superadditive) characteristic
function of subgame I"(x*(¢), t), s.t. the properties (12.3) hold. For V(N; x*(¢), t),
the Bellman optimality condition along x*(¢) holds, i.e.

t n
Vo) = [ Ym0,

0 j=1

12.4 Construction of a Core with a New Characteristic
Function

Define the new characteristic function V(S; X0, 1), S € N, similar to [7, 8], by the
formula

- B T . Z?:lhi(x*(‘c))
V (S; xo, fo) _/ V(S; x*(1), 1) V(N: x*(1), T) dt

fo

(12.4)
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Similarly, we define for ¢ € [#p, T']

> izt hi (X*(T))dr

(12.5)
V(N; x*(), )

T
V(S; x*(1), 1) =f V(S; x*(1), T)
t

One can readily see that the function V (S; xo, to) has the all properties (12.3) of
the characteristic function of the game I"(xo, #p). Indeed,

V(#; xo.10) = 0,
—_ n T
V(N; xo.10) = V(N; xo, o) = Z/ hi(x*(t))d,
i=1 70

V(81 U 82 x0, 10) = V(S1; x0, to) + V (S2; X0, to).

for S;, S C N, S1 NSy = @ (here we use the superadditivity of function
V(S x0, 10)). The similar statement is true also for function V(S:; x*(¢), t) which
is defined as the characteristic function of I" (x*(¢), 1).

Let L(xg, to) be the set of imputations in I" (xg, #p) determined by characteristic
function of V (S; xo, fp), S C N, i.e.

L(xo,10) = :5 ={&}: Z&' = V(N;xo0,00), & = V({i}; xo, to)} . (12.6)

i=1

Similarly, we define the set of imputations L(x*(¢), t), ¢t € [ty, T] in the subgame
' (x*@),1):

Lx*(0), 1) = {&" = (g} : YL & = V(N x*(1). 1),
(12.7)
g > V({i}; x*(t),1),i € N}.

We denote the set of imputations defined by characteristic functions V(S 3 X0, f0)
and V(S; x*(1), t) by L(xo, to) and L(x*(t), 1), respectively. These imputations are
defined in the same way as (12.6), (12.7).

Let&£(t) = {&(t)} € L(x*(¢), t) be the integrable selector [9], t € [tg, T'], define

T Y k)
£ = f G St ar, (12.8)

(T S @)
t__ . i=1
5 ‘/t SOy .0 T (122

wheret € [t,T]andi =1, ...,n.
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One can see that

Zéi = V(N; xo, 10),

i=1
D & = VN0, 0).
i=1

Moreover, we have

. Y hi(x*(@)
ra .. % i=1 _ 7 ..
3 E/m VAR, L de =i

and similarly
E > V({iyx* ), 0, i=1,...,n, t €1, T,

i.e. the vectors & = {£;} and é_ = {Si’} are imputations in the games I (xo, fp) and
I (x*(1),1),t € [t9, T, respectively, if the functions V (S; xq, 7o) and V (S; x*(1), 1)
are used as characteristic functions.

We have that & € L(xo, 1o) and & € L(x*(¢), 1).

Denote by C(xg, o) C L(xo, tg), C(x*(¢),t) C L(x*(t),1),t € [to, T], the core
of the game I"(x, fp) and of the subgame I"(x*(¢), t), respectively (it is assumed
that the sets C(x*(¢), t), t € [y, T], are not empty along the cooperative trajectory
x*(t)). For an application of the core in differential games see also [3].

So, we have

C(xo.10) = {& = {&}, s.0. ) & = V(S; x0,10), )& = V(N;x0,0), VS C N},

ieS ieN

Let further C‘(xo,to) and C(x*(1),1), t € [to, T] be the core of the game
I'(xp,%0) and of I'(x*(¢),1), constructed using the characteristic function
V(S; x, ty), defined by the formulas (12.4) and (12.5). Thus, C (xo, 1o) is the set of
imputations {&:} such that

D &= V(Sixo.t0), YSCN; Y &= V(N:xo,t0) = V(N; x0, f0)
ieS ieN
(12.10)

and C (x*(1), 1) is the set of imputations {él.’}, s.t.

DOE = V(Sixt(@). 0, YSCN; Y E =V(INix*(0),1) = V(N: x*(t). 1).
i€s ieN
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Let in the formulas (12.8) and (12.9) £(¢) be an integrable selector, £(f) €
C(x*(1),19), t € [to, T]. Define the set

iy hi(x* (7))

C (xo, o) = {é 1= 5( )V(N x*(7), 7)

fo

dt}, YE(1) € C(x* (1), T)} .

Similarly, we define

iy hi (¥ (7))

e ) Y@ € Ca (r),r)}.

C(x*(0), t)—{é £ = /E()

We have the following lemma.

Lemma 12.1
C(xo,10) € C(x0,10),  C(x*(t),1) € C(x*(t),1),  Vreln, Tl

Proof To prove this lemma, we use the necessary and sufficient conditions for
imputations from the core (12.10).
We have V& € C(xp):

Yory hi(x* (1))
;a Z; s,() V(.7 0

For imputations from the (basic) core C(x*(¢), t) we have
Y &) = V(S x*(1),1), VSCN.
ieS
Hence,
Y & = V(S.x0.00). VSCN,
ieS

and C(x) € C(x). i
The inclusion C (x*(¢), t) € C(x*(¢), 1), Vt € [tp, T] can be proved in a similar
way. |

Moreover, we also have the converse result.

Lemma 12.2

C (x0, 10) < C(x0, 10); C(x*(t),1) C C(x*(1),1),  Vtelt, Tl
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Proof We show that for each imputation 5,- eC (x0, t0), ég € C‘(x*(t), t) there
exists an integrable selector £(¢) € C(x*(t),t), t € [ty, T] such that

E = /T E(T) Y ey hi (x*(r))d
to V(N’X*(T)ﬂ T)

‘git _ /T E(T)Y jenhi (x*(r))d‘c,
t V(N;x*(1), 7)

i=1,...,n.

Since &’ is an imputation, we have

S Tv(iy x*(), )
[ = V({i}. x* (), =/
& > V{i},x* (), 1) . V(N;x*(1), 1)

1

hi (x*(1))dx.
EN
Moreover, by summing up we get
B n
VIN:x*(0).0) =Y &,
i=1

The non-negativeness of the utility functions 4;(-) implies that there exist ; > O,
i =1,...,n such that

zr_ /T @i (t) + V({i}; x*(0), 1))
t

" V(N; x*(t), T) iEZNhi (x* (7)),

and

(i) + Vi x*(), 1)
V(N; x*(1), 7) -

1.

Obviously, that £(t) = {&(r) = «; () + V({i}; x*(7), 7))} is an imputation in
the game with the characteristic function V(S; x*(t), t)). But we can also prove
that £(7) = {&(r) = i (7) + V{i}; x*(7), 7))} belongs to the core C(x*(7), 7).
For &' € C(x*(r), t) we have

Y& = / T Yies(@i(@) + V{i}; x(1), 1))
! 13

V(N x*(1). 1) > hi*(@)dr

ieN

— [T V(Six*(). ) ok
> V(S x*(1).1) _/, VNt (o). ) ,-EZNh'(x (r))dx,

ieS
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and hence we get

Z(ai(f) + V({ik x* (1), 1) = V(S: x* (1), 7).

ieS
The lemma is proved. O

The preceding results imply that
CO* (1), 1) = C&™ (1), 1), Vi €10, T).

It means, that the core C (x0, t9) constructed by using characteristic function 1%
coincides with the set of imputations C (xo, 1p) constructed by formula (12.8) for any
imputation £(¢) from the initial core C(x*(¢), t). Later on we will use the unified
notation C (x0, tp) for both sets.

12.5 Strong Time-Consistency

The property of strong dynamic stability (strong time consistency) coincides with
the property of dynamic stability (time consistency) for scalar-valued principles of
optimality such as the Shapley value [8] or the “proportional solution”. However,
for set-valued principles of optimality it has significant and non-trivial sense, which
is that any optimal behavior in the subgame with the initial conditions along the
cooperative trajectory computed at some intermediate time ¢ € [f9, T'], together
with optimal behavior on the time interval [¢, T] is optimal in the problem with
the initial condition #y. This property is almost never fulfilled for such set-valued
principles of optimality as the core or the NM-solution.

Let us formulate the definition of strong time-consistency for an arbitrary
optimality principle M (xo, #p) based on previous results, [9]. A slightly different
definition was given in [4].

Introduce the subset M (xo, #p) of the imputation set L(xo, fp) as the optimality
principle in the cooperative game I" (xo, #p). M (xo, tp) can be a core, a N M -solution,
a Shapley value or another one. Similarly, we define this set for all subgames
I (x*(t), t) along the cooperative trajectory x*(z).

Definition 12.1 The solution (optimality principle) M (xo, fo) is said to be strongly
time-consistent in the game I" (xo, o) if

1. M(x*(t),t) #@,t € [to, T].
2. for any & € M (xy, tp) there exists a vector-function 8(t) > 0 such that

t
M (xo, 10) D[ B(T)dt & M(x*(1),1),
0]

Vi € [10. T1, [, B()dr = & € M(xo, 10).
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Here symbol & is defined as follows. Leta € R", B C R", then
a®B={a+b:be B}

Let us consider the core C (x0, ty) as the set M(xg, to). Thus we have the
following lemma.

Lemma 12.3 C(xo, to) is a strongly time-consistent optimality principle.

Proof From the definition of the set C (x0, o) we have that any imputation £ e
C(x0, tp) has the form (12.8). Then for any £ € C(xp, fo) there exists

D hix()
ieN

>0,i=1,...,,t€ltn, T
VN xr ). . T

Bi(t) = & (1)
such that £ = ft B(t)dt € C(xo, 1p).

Let us take another imputation é’ from the core C(x*(¢), t). Then accordlng to
the definition of the set C (x*(¢), t) we have that there exists a selector E (t) from the
initial basic core C(x*(¢), 1) , i.e. £(r) € C(x*(¢), 1) such that

Dien hi(x* (@)

>0,i=1,...,N, t €[t T],
V(N; x*(@), T — 1)

Bi(t) =& ()
such that & = [T A(t)dt € C(x*(1), 1).
Let us consider the vector-function

£(r) = {é(f) v €l 7, (12.11)
&(t), Te@T],

It is obvious that §(r) € C(x*(1), 1), VT € [fo, T]. Then we have a new vector

Sien hiG*(D)
s-/ Bloydr + & _/0 By e,

where £ (1) € C(x*(7), 1), V1 € [to, T].

From the definition of the set C (xo, fo) we have that new vector 5 e C(xo, 10).
The vector § " had been taken from the core C (x* (), t) arbitrarily.

So, we have shown that

C (o, 10) / 5()v27\7 i((T)(’T)))dreaé(x*(r),t),

€ [to, T].
The lemma is proved. O



12 S-strongly Time-Consistency 213

The value

oy hi (et
g ey MO
V(N; x*(1), 1)
is interpreted as the rate at which the ith player’s component of the imputation, i.e.,
&;, is distributed over the time interval [7g, T].

12.6 S-strongly Time-Consistency

As above we consider the subset M (xo, 7o) of the imputation set L(xo, fo) as the
optimality principle in the cooperative game I (xg, fp) which can be a core, a
N M-solution, a Shapley value or another one. Similarly, we define this set for all
subgames I"(x*(t), t) along the cooperative trajectory x*(z).

Suppose we have two different optimality principles (cooperative solutions)
M (xo, tp) and M (x0, fo) such that

M (x0, t0) S M (x0, o),

M(x*(1),1) € M(x*(t), 1),

Vt e [to, T]. Again, we assume that these sets are non-empty during the whole
game.

Definition 12.2 The cooperative solution M (x0, 19) is S-strongly time-consistent
(dynamically stable) with respect to the set M (xg, tp) if for any imputation £ €
M (xo, tp) there exists (t) > 0 such that

t
M (x0,10) D / B(r)dt ® M(x* (1), 1),
fo

Vi € lto. T)., [, B()dt =& € M(xo, 10).

Here we introduce the definition of strong time-consistency of the optimality
principle with respect to another (bigger) set, hence the prefix S-.

This definition means the following: even if the resulting solution will not belong
to the initial set M (x0, tp) it will stay within the set M (xq, fo) which includes
M (x, tp).

From Definition 12.2 we have the following proposition.

Lemma 12.4 Let the optimality principle M (xg, ty) such that M(x*(t),t) #
@, ¥t € [ty, T] be strongly time-consistent. Then any subset M(xo, 10), M(xo, tp) C
M (x, to) such that M(x*(t), 1) # @, M(x*(t),1) C M(x*(1),1),Vt € [to, T, is
S-strongly time-consistent with respect to M (xo, to).
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12.7 The Construction of a S-strongly Dynamically Stable
Subcore

In the following we identify a subset ¢ (x0, to) of the imputations in the set C (xo, 10),
which would belong to the core C(xp, fo), defined on the basis of the classical
characteristic function V (S; xo, f9).

Consider the value

V(S; x*(1), 1)

I VN k) O (1212
then the following inequality holds
_ T
V(S; x0, t0) < A(S, 1) Zhi (x*(v))dt = A(S, 10) V(N; x0, to). (12.13)
0 jen
We introduce a new characteristic function
V (S; x0. 10) = A(S, 10) V(N X0, to). (12.14)

Similarly, for ¢ € [ty, T] define the respective characteristic function V(S xR, 1)
as

V(S; x*(t), 1) = A(S, )V (N; x* (1), 1), (12.15)

where

AS.) = max | SF @D
r<t<T V(N; x*(1), T)

(12.16)
From (12.12), (12.13), (12.15) and (12.16) we get
V(S; x0. 0) = V (S: x0. f0).
V(S:x*(1), 1) = V(S; x*(1), 1).
Notice that
V(N x0,10) = V(N X0, 10),
V(N; x*(1), 1) = V(N; x*(1), 1).

In addition, for all S;, S7, S; C S»

V(S1; x*(), 1) < V(Sa; x*(1), 1), 1 € [to, T).
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Unfortunately, the property of superadditivity for the function V(S; x*(1), 1), 1 €
[0, T] does not hold in general. One can write

V(S; x*(@), 1) = A(S, )V (N; x*(1), 1) =

V(S; x*(2), T)
= max
t<t<T V(N; x*(t), T)

V(S; x*(t), 1) L
VN x*(0). 1) > V(S;x*(@),1), SCN. (12.17)

V(N; x*(1),1) >

> V(N; x*(1),1)

The preceding inequality leads to the following lemma.

Lemma 12.5 The following inequality holds true:

V(S; x*(1), 1) < V(S; x*(t), 1), Vt € [to, T].

Denote by ¢ (x0, to) the set of imputations £ = (&1, ... &,) such that

Y & = V(S x0.10), VS C N,
ieS

(12.18)
> & = V(N: xo. t0).

ieN

Assume that the set é(x*(t), t) is not empty when ¢ € [fp, T]. It is easy to see
that it is analogous to the core C(xy, fp), if the function 17(5; x*(t), t) is chosen as
the characteristic function.

Thereby we have the statement.

Theorem 12.1 ([10]) The following inclusion takes place:

C(x* (1), 1) C C(x* (1), 1) N C(x*(1), T), VT € [t0, T (12.19)

We can also formulate the following Theorem (see Fig. 12.1 for an illustration).

Fig. 12.1 The basic core and
the associated cores / \
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Theorem 12.2 The subcore C (x0,t0) C C(xo,10) is S-strongly time-consistent
with respect to the set C(xg, tp).

Proof From Theorem 12.1 we have that ¢ (x0, 10) C C(x0, t0)NC (x0, 1), and hence
c (xo0, 10) C C(x0, tg). Lemma 12.3 implies that C(xo, o) is strong-time consistent
optimality principle.

Finally, the requested result follows from Lemma 12.4. O

The preceding theorem shows that using the new characteristic function (12.14)
we constructed a subset of the classical core C(xp,?p) (subcore) in the game
I"(x0, to) which is S-time-consistent with respect to C (x0, o).

This gives an interesting practical interpretation of the subcore C (xo, o).
Selecting the imputation &£ from the subcore as a solution, we guarantee that
if the players—when evolving along the cooperative trajectory in subgames—
change their mind by switching to another imputation within the current subcore
¢ (x*(t), 1), the resulting imputation will not leave the set C(xo, o) which is
also a core in I"(xg, fg), but with the characteristic function of the form ‘_/(S ,0)
(12.3) obtained by an integral transformation of classical characteristic function
V (S, x*(t), t) in the games I" (x*(7), 7).

From Theorem 12.1 it follows that the imputations of type C(x*(1), 1) belong
to the classical core of the game I'(x*(¢),t) for all ¢ € [tg, T]. In this sense,
Theorem 12.1 establishes a new principle of optimality (cooperative solution).

12.8 Conclusion

In the paper we introduced the definition of S-strong time-consistency in differential
games. The approach to the construction of an S-strong time-consistent subcore of
the classical core is based on the use of normalized initial characteristic function. We
also considered its relation to another characteristic function obtained by an integral
extension of the original characteristic function.

We shown that the computed subset of the classical core can be considered as a
new optimality principle (cooperative solution) in differential games.

In the future we plan to study the relationship of proposed approach with another
constructive approach [12] which allows to identify another subset of the core which
is strongly time-consistent.
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Chapter 13 )
Characteristic Functions in a Linear Chack for
Oligopoly TU Game

Artem Sedakov

Abstract We consider a linear oligopoly TU game without transferable technolo-
gies in which the characteristic function is determined from different perspectives.
In so-called y-, §-, and ¢-games, we study the properties of characteristic functions
such as monotonicity, superadditivity, and supermodularity. We also show that these
games have nonempty cores of a nested structure when the §-characteristic function
is supermodular.

13.1 Introduction

In the definition of a TU game, the characteristic function plays an important role as
it measures the worth of any coalition of players, which, in turn, influences players’
cooperative payoffs. When the game is initially formulated as a normal-form game,
the characteristic function of the corresponding TU game has to be determined. The
first study on this problem was done in [12] in which the concepts of so-called
a- and B-characteristic functions were proposed. Later in [1], TU games based
on these characteristic functions were called «- and B-games, respectively. When
transiting from a normal-form game to the corresponding TU game, other studies
devoted to the definition of the characteristic function include the concepts of y-, §-,
and ¢-games proposed in [8, 9], and [5], respectively.! All these definitions of the
corresponding TU games proceed from the assumption that any coalition of players
maximizes the sum of the payoffs of its members.

ICharacteristic functions considered in [9] and [8] were called later the y- and §-characteristic
functions, in [2] and [10], respectively.
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In this paper, we study the properties of the aforementioned characteristic
functions applicable to linear oligopoly games where a finite number of firms
producing a homogeneous product compete in a market. The literature on this topic
covers two means of determining the cost of a group of firms (coalition): games with
transferable technologies (weak synergy) [0, 13, 14], and games without transferable
technologies [3, 4, 7]. Here, we follow the second approach as it is consistent with
[12] in determining the profit of a coalition.

For the class of oligopoly TU games under consideration, the properties of a- and
B-games have already been studied in [3, 7]. We continue studying the properties
of y-, 8-, and {-games such as monotonicity, superadditivity, and convexity. The
remainder of the paper has the following structure. In Sect. 13.2, we consider a basic
linear oligopoly game for which both noncooperative and cooperative solutions are
presented. Next, Sect. 13.3 provides closed-form expressions for «-, 8-, y-, §-, and
¢ -characteristic functions, while their properties are examined in Sect. 13.4. The
existence of the cores of linear oligopoly TU games based on the aforementioned
characteristic functions is discussed in Sect. 13.5. Section 13.6 concludes.

13.2 The Model

We consider a market consisting of firms—competitors producing a homogeneous
product. Denote the set of the firms by N = {I,...,n} with n > 2. Each firm
decides on its output, i.e., the quantity it must produce, ¢; € Q; = [0, a] with
a > 0, thus the output is the firm’s strategy. The market price for the product is
determined by the profile of quantities ¢ = (g1, ..., gn) according to the inverse
demand function P(q) = (a— Y ;cn qi)+ = max{0,a — ) ;cy ¢i}. Under the
assumption of linearity of the cost function C;(g;) = c;q; with ¢; < a for any firm
i € N, we obtain the following expression of firm i’s profit: w; (¢) = (P(q) — ¢i)q;-
Thus we have a noncooperative normal-form game (N, {Q;}ien, {mi}ien). We note
that ;; is not concave on ]_[jeN Qjforanyi € N.

For any subset S C N, let Ig = {i € N :i = argminjeg ¢;}, a firm belonging to
Is be denoted by i, and cs = ZjeS cj.

13.2.1 Nash Equilibrium

A Nash equilibrium in the game (N, {Q;}ien, {mi}icn) is the profile ¢* =
(g}, ... qy) such that m;(¢*) > mi(gi,q*;) foranyi € N and ¢g; € [0, a], where
q*; denotes the profile of outputs of all firms except firm i in g*. For practical
reasons, we suppose that the price P(q) is positive under the equilibrium. It is well-
known that the Nash equilibrium profile ¢* has the form:

a-—+cn .
g = el —¢;, 1€N. (13.1)
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From the expression of equilibrium outputs, it follows that ¢;* + ¢; = q;'.‘ +¢;j and
therefore ¢/ — g% = cj —c; for any two firms i and j. To meet a positive equilibrium
profile ¢g*, we additionally require that

(n+1)c; <a+cy forall ieN. (13.2)

Under the Nash equilibrium profile g* we notice the following: .y ¢ < a, the
profit of firm i € N is positive and it equals 7; (¢*) = (q;*)z; the equilibrium price
for the product becomes P(g*) = “;fo’ what exceeds the unit cost of any firm
owning to inequality (13.2).

13.2.2 Cooperative Agreement

Now we shall consider the case when firms aim at maximizing the sum of their
profits without being restricted in forming one alliance. This means that one must
consider the following optimization problem:

max E mi(q) subjecttoq; € [0,a], i€ N. (13.3)
q
ieN

For practical reasons, we isolate the case when the price P(g) is positive under
the solution. Otherwise, when this price equals zero, the sum to be maximized will
be nonpositive. The optimal solution of problem (13.3) will be denoted by g =
(15 - - - » gn) and called the cooperative agreement. The optimization problem (13.3)
may be written in an alternative form:

2
Jmax } (= ci)gi - (Z q,-> (13.4)
""" ! ieN

ieN
subjectto ¢; € [0,a], i€ N.
To analyze both the solution and the value of problem (13.4), we will use the
following statement.

Proposition 13.1 Letz,zy, ..., zx be real numbers such thatz > z1 > ... 2> 2 >
0. The value of the constrained optimization problem

2

k k
)Jna)ik Zzix,- — (in) (13.5)

----- £
i=1

subjectto x; €[0,z], i=1,...,k,

equals z%/4. This value is attained at x = (z1/2,0, ..., 0).
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Note that Proposition 13.1 does not list all optimal solutions. For example,

when z| = z2, the aforementioned optimization problem (13.5) admits any optimal
wzr  (1-w)zy

solution (“5', " 7,7",0,...,0) where w € [0, 1]. When z; = ... = zi, for some
integer ko < k, the profile x = (x1, ..., xx) where
it < ko,
Xi = 2k0

0, ifko <i <k,

also appears to be the optimal solution of the optimization problem (13.5) as it gives
the same value of Z% /4. For the analysis that we carry out below, we are interested
only in the value of the constrained optimization problem, therefore the optimal
solution/solutions are not of much relevance.

The cooperative agreement ¢ = (g1,...,qn) can directly be found from
Proposition 13.1:

W itiel
- 9 l N’
Gi =1 2lIyl (13.6)

0, otherwise.

Under the cooperative agreement, only firms with the lowest unit cost produce
positive output. Firm i’s profit under this agreement equals

(a—C,'N)Z o
- Jifi e Iy,
m@ =1 agy cUEW (13.7)

0, otherwise,

and the sum of firms’ profits is ) ;. 7i(q) = (a — c;N)2/4. The price on the
product will be P(g) = (a + c;,)/2. Comparing the equilibrium and cooperative
policies, we conclude that P(g) > P(g*). Moreover since § maximizes the sum of
firms’ profits, it immediately follows that Y.y i (q) = D ;cy 7wi(g™), yet there
may exist a firm j € N that 7;(g) < m;(g*). At the same time, ) ;. yqi <

Y ien 4; - Indeed,

. . na—cN  a—cCiy (n—1a —2cy + (n+ iy,
>4 =2 n+1 2 T 2(n + 1)

ieN ieN
- (n+ Demiy — (= Dey —2eny + (m+ Dy

2(n+1)
_ (m+Den —(n—Dey —2en _0
o 2(n+1) o

The inequality is true because (n — 1)(a + cy) > (n + 1)cy\iy owning to
(13.2). Summarizing the above, under the cooperative agreement firms produce less



13 Characteristic Functions in a Linear Oligopoly TU Game 223

product, its price is higher, and firms get more profit in total with respect to the Nash
equilibrium agreement.

13.3 Characteristic Functions in a Linear Oligopoly
TU Game

We have observed that under the cooperative agreement, a firm may receive
zero profit, however its profit is always positive under the Nash equilibrium. To
encourage firms to cooperate with each other, the joint profit of ), _y 7;(¢) should
be allocated in an alternative way, differing from (13.7). For this reason, we first
move from a noncooperative game (N, {Q;}ien, {7i}ien) to its cooperative version
called a cooperative game or TU game, and then allocate that joint profit with the
use of an appropriate cooperative solution. We denote the cooperative game by
(N, v) where v : 2V > R is the characteristic function assigning the worth v(S)
to any subset S € N called coalition with v(&) = 0. In this section, we consider
different approaches for determining the characteristic function v. To emphasize
a particular approach, we will use a superscript for v, however for any of the
approaches v(N) = (a —¢; N)2 /4 will denote the joint profit to be allocated.

13.3.1 «a-Characteristic Function

The first measure determining the worth of any coalition S C N and considered in
the game-theoretic literature was the «-characteristic function v* introduced in [12].
The value v¥ (S) is interpreted as the maximum value that coalition S can get in the
worst-case scenario, i.e., when the complement N \ S acts against S:

v*(S) = max min 7 (q). 13.8
Y q,-e[O,a],ieque[O,a],jeN\S; i(@) (13:8)

From [3] it follows that v*(S) = O for any coalition S C N, and the profile of
outputs that solves (13.8) is of the form:

0, ifi €8,
ifi e N\S,

o,S

q; " = (13.9)

a
IN\SIT

. o, S
with ) ",y g;"” =a.
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13.3.2 B-Characteristic Function

Another measure determining the worth of coalition S C N was also considered
in [12]. The value v” (S) amounts to the smallest value that the complement N \ S
can force S to receive, without knowing its actions, and this value is defined as

v¥($)=  min max Y mi(q). (13.10)

qj€l0,al,jeN\S g;€[0,al,ieS ies
In [3] it was shown that v#(S) = 0 for any coalition S C N thus v*(S) =
v#(8) = 0, and the profile of outputs that solves (13.10) is the same: qf’s = qf"s,

i € N with Ziequ}’S =a.

13.3.3 y-Characteristic Function

Considered in [2, 9], the y-characteristic function v¥ for any coalition S C N
assigns its equilibrium payoff in a noncooperative game played between S acting as
one player and players from N \ S acting as singletons. Hence we get the following
result.

Proposition 13.2 For any coalition S C N, it holds that

2

1
y _ * *
v’ (S) = q"5+n—s+2‘g_qj . (13.11)
JES\is

Proof According to the definition of the y-characteristic function, coalition S C N
aims at maximizing the profit Zie smi(g) over g; € [0,a] for all i € S, whereas
each firm j € N \ § seeks to maximize its own profit 7;(g) over g; € [0,al].
Maximizing ), ¢ 7; (¢) with respect to the profile of quantities of firms from S, we
get the reaction of S (by Proposition 13.1):

a— Z qj — Cig

7S _ JEMS ifiesnI

ql = 2|IS| , 11 S (13.12)
0, ifieS\Is.

At the same time for any j € N \ §, maximizing 7 ;(g) with respect to the g;, the
first-order conditions imply ¢; = a@ — Y ;cgqi — D _jcy\s ¢i — ¢j- Summing these
equalities over all j € N \ S and substituting expression (13.12) into this sum, we
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obtain that

Z oS = (n —s)(a+cig) —2cn\s

s

i _
ieN\S n—s+2
where s = |S|. Thus
2 2
1 a—(n—s+Dcig+cns
14 — _ 4 _ — S
S = e 2 a9 —( -
ieN\S
2

1
_ * *
- qlS+n_s+22q/
JES\is

The equilibrium profile of outputs which is used to find the value v? (S) for S C N
is of the form:

1 1 e
|1s] (qi*s—‘_n—s—l—Z )3 q}‘),lfleSﬂIS,

V.S JES\is
4" =10, ifi €S\ Is, (13.13)
5 ifi e N\ S,
q; n_s+2j§\isqj \
and Y, v g7 <y qf O
ieN qz = ieN q, .

13.3.4 §-Characteristic Function

Motivated by the computational complexity of «-, 8-, and y -characteristic functions
known for that moment, Petrosjan and Zaccour [8] introduced the §-characteristic
function v® which for any coalition S C N was determined as its best response
against the Nash equilibrium output of singletons from N \ §, i.e.:

6 *
S) = (g5, : 13.14
v Qiéﬁgiiesgm(qs qN\S) ( )

Here the equilibrium profile of outputs of firms from coalition N \ S is given by
(13.1).
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Proposition 13.3 For any coalition S C N, it holds that

2

1
V2 (S) = q,.*s+2 Yoar| - (13.15)
JES\is

Proof By the definition of the §-characteristic function, the expression of the Nash
equilibrium output (13.1), and the result of Proposition 13.1, we obtain

v = mn S ((e-Xa- ¥ ] a)a
Gi€halies g jes jems )
S IO (R 2R A
G altes g JEN\S jes
2
SO 3] (D ST P
qie[o,a],zeSieS . -
JEN\S jes
2
1 *
JEN\S
2 2
*
((s + Dg;, —cs + sc,-s> L1 .
= 4 = qis+2 Z 4qj
JE€S\is

Here we assumed that the total output does not exceed a, otherwise the maximum
in (13.14) would be negative. Note that one of the profiles of quantities that solves
maximization problem (13.14) is of the form:

1 1
|I|<qi*s+2 > qj),ifieSﬂIs,
lfS,S _ S Jjes\is . (13.16)
0, ifi e S\ Is,
qr, ifi e N\S,

5.8 .S 5.8 .S .
and Y oy g < Djen ] T but Y iceq’” > Y icgq; . Hence the proposition
is proved. O
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We notice a relationship between the y- and §-characteristic functions. For any
S, it holds that

2
) _ S(;
W (S) = (2/v (S);_(Z +szwv (m)) |

i.e., vV (S) is the square of the weighted average of \/ v3(8) and equilibrium output
q;'; of firm is having the smallest unit cost in coalition S.

13.3.5 ¢-Characteristic Function

An approach for determining the worth of a coalition by means of the so-called ¢-
characteristic function v® was presented in [5]. For coalition S C N, the value v (S)
measures the worst profit that S can achieve following the cooperative agreement g
given by (13.6). In other words, v¢ (S) is the value of the minimization problem

£(s) = i (s, . 13.17
vé(S) q,.e[o,‘é‘i?ezv\sz”"‘” ams) (13.17)

ieS
Proposition 13.4 For any coalition S C N, it holds that
v(8) = —1S N In|ciyGiy - (13.18)

Proof By the definition of the ¢-characteristic function and the expression of the
cooperative output (13.6), we get

¢ _ . _ | \.
v°(S) = min _ _ 3
) qleIO,al,jeN\SZ a qu E q;j ¢i | g

ieS jes jeEN\S +
= > =Y a;| —ci|@=—I1SNINlciyGiy.
ieSNly jes i

A profile of firms’ outputs that solves minimization problem (13.17) is given by:

ifi €S,
ifi e N\S,

é.a
0.5 Ya (13.19)
IN\ S|’

and ),y qf 5 > 4. Thus the statement of the proposition is proved. O
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13.4 Properties of the Characteristic Functions

In this section, we study properties of the characteristic functions that have
been introduced and the relationships between them. Characteristic function v is
monotonic if v(R) < v(S) for any coalitions R C S. Characteristic function v is
superadditive if v(S U R) > v(S) + v(R) for any disjoint coalitions S, R € N.
Characteristic function v is supermodular if v(SUR) +v(SNR) = v(S) 4+ v(R) for
any coalitions S, R € N. When v is supermodular, the game (N, v) is convex. The
properties of v, v# such as monotonicity, superadditivity, supermodularity were
examined in [3, 7]. Some results for v¥ were presented in [6, 9], for example, the
existence of the y-core for an oligopoly game either with transferable technologies
or without transferable technologies but with n < 4. In the present section we study
the properties of v¥, v?, and v¢ for the linear oligopoly game without transferable
technologies.

Proposition 13.5 Characteristic functions v¥ and v® are monotonic whereas v® is
not.

Proof Let R C S € N with |R| = r and |S| = s. Therefore, ¢, > cis and
q;"R < ql.*s. First, prove the monotonicity of v®. Since v? is nonnegative, it suffices to

show that +/v? is monotonic. Indeed,

1
VIS VO R) =gl gl +, Y 4f >0

JES\is)\(R\iR)

Second, prove the monotonicity of v¥. Again, since v¥ is nonnegative, it suffices
to show that ~/v? is monotonic. We have:

1 1
\/vV(S)—\/vV(R)=q,~*S+n_s+2 > G =iy~ _pyn Yoa;
JE€S\is JER\IR

1 1
> gt —gf _ *
/qls q1R+<n_s+2 n_r+2) Zq]>0
JeS\is

Finally, show that v¢ is not monotonic. Indeed, for R € S C N, it holds that
vE(S) — v (R) = (IRN Iy| — IS N InDeiygiy < 0, but v (N) — vé(S) =
(a — ciN)2/4 + |S N Iylciygiy > 0, and this completes the proof. O

Proposition 13.6 Characteristic functions v® and v¢ are superadditive whereas v¥
is superadditive only in case of duopoly; i.e., when n = 2.

Proof Let S, R C N be two disjoint coalitions with |S| = s and |R| = r. Without
loss of generality, we suppose that ¢;; < ¢, therefore qi*s > qi’;. First, prove the



13 Characteristic Functions in a Linear Oligopoly TU Game 229

superadditivity of v®. From (13.15), it can be easily verified that

V(S UR) = V() + Vo3 (R) — ;\/v‘s(iR). (13.20)
Using (13.20), we obtain:
V(SUR) = v’ () —v*(R)
- iv‘s(iR) + 2/ (O R) = Vo (ir) (ViA(S) + Vi (R))
= PR+ (S) (VI (R) — Vbl Vo (R (Vo () — Vol i)
> iv‘s(m) +V/0(8) (VIR (R) = Vub (i) Vo (R) (VP (8) = Vv i) ) > 0.
Second, to prove the superadditivity of v®, we note that for SUR C N,

v (SUR) —v°(8) — v*(R) = —ciyGiy (I((SUR) N Iy| — [SN Ix| — RN Iy])
= —cCiyGiy ((SNIN)URNIN)| =[SO IN|— RN IN])
= —cCiygiy SN IN[+ RN IN|
=N IN) N(RNIN)| =[SO IN|—[RNIN])

= Ciyqiy|(SNIN) N (RN IN)| =0,
because (SN Iy)N(RNIy) = @ when S and R are disjoint coalitions. At the same
time, when SUR = N, we have v* (SUR) —v8(S) — v (R) = v¢(N) +ciy iy (ISN
In|+ RN IN]) > 0.

And finally, consider v¥. The superadditivity of v in case of duopoly is obvious.
Let S =igand R = ig. Using (13.11), it follows that

2
o . . a, 2 2
s Ui =" tis) =) = (a5 + ) = (05 - i)

2 q 1
k% LR
is

2
which becomes negative when n > ql?'; /ql?"R + \/ 1+ (ql*s /ql?"R) > 1442 > 2.The
statement is proved. O
Proposition 13.7 Characteristic function v¢ is supermodular; v¥ is supermodular

only in case of duopoly, and v® is supermodular either when n < 4, or when firms
are symmetrical.
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Proof We first prove the supermodularity of v*. Using results of Proposition 13.6,
we obtain: 6 (S U R) + v4(S N R) — v4(S) — v*(R) = ciyGiy (SN Iy) N (RN
IN)|—1(SNR)NIy|) =0when SUR C N.If SUR = N, then v* (SUR) +v* (SN
R) —v¥(8) = v*(R) = v*(N) + iy Giy ISN IN| + RN IN| = (SN R) N IN]) > O
because the expression in the brackets is nonnegative.

Second, supermodularity implies superadditivity, and if v? is not superadditive,
it cannot also be supermodular. By Proposition 13.6, in case of duopoly, v? is
superadditive and therefore supermodular.

Finally, consider V. Let S, R € N be two coalitions with |S| = s and |R| = r.
Without loss of generality, we suppose that ¢;; < ¢, < Cigp» therefore q;'; > q;"R >
q;'; - It can be verified that

VU (SUR) = v3(S) + Vv (R) — V3 (SN R) — ;\/vé(z‘m + ;\/vé(z‘m),
(13.21)

which is an extension of (13.20) when coalitions S and R are not necessarily
disjoint. Using (13.21) and recalling that \/v%(ig) = q;, and VoS (isnr) = q e
we have:

1

VS UR) + v (SNR) — v5(S) — ¥ (R) = , @i at..)
+2 <\/v5(5) —J/us(sn R)) (\/U‘S(R) — /SN R))
— (@, = i) (VOIS + VI R) = VA (SN B)).

Due to the monotonicity of v?, the latter expression is positive when q;kR = qi*s -
i.e., the supermodularity condition holds. This is also the case when firms are
symmetrical, hence v® will be supermodular.

Now we show that v® is supermodular in a general case for n < 4. In case of
duopoly supermodularity is obvious. Let n = 3, and without loss of generality, we
suppose ¢ < ¢2 < c¢3, thus here there is only one case of our interest: § = {1, 3},
R = {2,3}. The case when S = {1,2}, R = {2, 3} is not of much interest since
q;kR = qi*mR and therefore ig = isng = 2. Similarly, when S = {1, 2}, R = {1, 3},
we have ql.*R = qi*s R and therefore i = isng = 1. Other cases lead either to the
inequality for superadditivity or to the case when the supermodularity inequality
becomes an equality. Consider the aforementioned case. Let § = {1, 3}, R = {2, 3}.
We obtain: v*(S U R) + v*(S N R) — v3($) — v¥(R) = (-3(g))? +3(@)? +
44795 = 20303) > 3((43)” +3@* — 24343) = 4 (a3 —43)* +2(a)*) > 0.

Letnow n =4 and c; < ¢z < ¢3 < c¢4. There are ten cases when the inequality
guaranteeing supermodularity should be verified (when coalitions S and R intersect,
but qi*R #* qi*mR): S={1,3, R={2,3;S={1,4,R=1{2,4}; S={1,4},R =
(3,4}; S=1{2,4,,R=1{3,4}; S=({1,3}, R=1{2,3,4}; S ={1,4}, R = {2,3,4};
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S={1,3,4, R={2,3;S={1,3,4}, R=1{2,4}; § ={1,2,4}, R = {3,4}; and
S =1{1,3,4}, R = {2, 3, 4}. Prove for the case when S = {1, 3,4}, R = {2, 3, 4}.
We have: v5(S U R) + v*(S N R) — v*(S) — v*(R) = }(=3(¢)? + 3(g)> +
A91q5 — 203035 — 20395 + 20595) = 1 (@5 — aD* +2aD? — 245 (a5 — q}) =
i((qi‘ —q; — qj{)2 + 2(q§‘)2 - (qj{)2) > 0. All other cases can be examined in a
similar way. Hence the proposition is now proved. O

Example 13.1 Consider an oligopoly with N = {1, 2,3,4,5} and the following
values of parameters: a = 10,c; = ¢ = 1, ¢3 = ¢4 = ¢5 = 2. From (13.1) we
get: g =q; =2,q9; =q; =q5 =1.LetS ={1,3,4,5}and R = {2,3,4,5},
therefore is = 1, ig = 2, isur € {1,2}, and isng € {3,4,5}. Using (13.15), we
obtain v*(S) = v3(R) = 12.25, v*(S U R) = 20.25, and v*(S N R) = 4 which
means that v(S U R) + v(S N R) < v(S) + v(R) and v° is not supermodular.

Proposition 13.8 For any coalition S C N, the condition v*(S) < v¥*(S) =
VP (8) <Y (S) < V(8 is satisfied.

Proof The fulfillment of two inequalities v¢(S) < v¥(S) and vP(S) < vV (S) is
obvious. Prove that v? (S) < v?(S). Since values v (S) and v®(S) are positive for
all S, it suffices to show that +/v¥ (S) < v/v3(S). We have \/v3(S) — /v (S) =
Ansi2) > jes\is g} which is positive. The statement of the proposition is hence
proved. O

13.5 Cooperative Solutions for a Linear Oligopoly TU Game

An imputation set of cooperative game (N, v) is the set Z[v] = {(&1,...,&) :
Yien & = v(N); & > v({i})}. A cooperative solution is a rule that maps v into
a subset of Z[v]. In particular, the core of the game (N, v) is defined as the set
Clvl = {(E1,....86) € vl : Y ics& = v(S), S C N}. The Shapley value
D[v] = (D1[v], ..., Py[v]) is an imputation whose components are defined as
@i[v] = Ygeny “TIPISED (S) — (S \ (i), i € N. The core of the game
(N, v*) will be called the a-core and denoted by € [v¥]. Similarly, we determine
B-, y-, 8-, and ¢-cores and denote them by Z[vP], €[v”], €[v’], and F[v¢],
respectively.

The existence of a-, B-cores was shown in [3, 7], thus in view of Proposition 13.8,
the next result directly follows.

Corollary 13.1 Let 8-core be nonempty. Then €[v°’] € €[] € €[] =
¢[vP] C V0.

The above result notes a nested structure of the cores when the §-core is
nonempty. The existence of y- and §-cores can be guaranteed when the number
of firms does not exceed 4 and/or when firms are symmetrical since the §-game
becomes convex in these cases (see [11]). As to the ¢-core, it always exists, and its
nonemptiness follows from the existence of €’ [v*].
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Table 183.1 "(ll“he values of «-, S V(S) vPS) vr(S)  vi(S)  vi(S)
-, y-, 8-, an

f-él)l/ar’act;:ristic functions {n 0 0 0.0676 0.0676 —0.25
2} 0 0 0.0676  0.0676  —0.25
{3} 0 0 0.0256  0.0256 0
{4} 0 0 0.0036  0.0036 0
{1, 2} 0 0 0.1056 0.1521 —0.5
{1,3} 0 0 0.09 0.1156 —0.25
{1,4} 0 0 0.0756 0.0841 —0.25
{2,3} 0 0 0.09 0.1156 —0.25
{2,4} 0 0 0.0756 0.0841 —0.25
{3, 4} 0 0 0.0306 0.0361 0
{1,2,3} 0 0 0.16 0.2209 -0.5
{1,2,4} 0 0 0.1344 0.1764 —0.5
{1,3,4} 0 0 0.1111 0.1369 —0.25
{2,3,4} 0 0 0.1111 0.1369 —0.25
{1,2,3,4} 025 025 0.25 0.25 0.25

Example 13.2 We consider an oligopoly with N = {1,2, 3,4} wherea = 2,¢c] =
¢y = 1,c3 = 1.1, and ¢4 = 1.2. Here the set Iy = {1, 2}. Table 13.1 summarizes
the values of «-, 8-, y-, §-, and ¢ -characteristic functions. Figure 13.1 demonstrates
¢-, a-, ¥-, and §-cores where the largest set represents the ¢-core and the smallest
one is the §-core (recall that the «-core coincides with the 8-core). On Fig. 13.2, we
demonstrate the same cooperative set solutions in a more detailed view.”

Example 13.3 (Symmetric Firms) As one of the special cases of oligopoly often
considered in the literature, we examine a symmetric game where unit costs of the
firms are equal, i.e., ¢y = ... = ¢; = ¢ with ¢ < a. Under these assumptions, the
condition (13.2) holds for any n. We also note that Is = S for any S € N. The
a—c

equilibrium output of firm i € N determined by (13.1), takes the form ¢/ = ,

n+1
whereas under the cooperative agreement, the output determined by (13.6) becomes

2
gi = %, The equilibrium profit of firm i € N equals 7;(¢*) = (Z;j) and

the profit of i under the cooperative agreement becomes 7; (g) = (“Zn")z exceeding
7;(g™*). This fact means that all firms take advantage from cooperation even without
reallocating the total profit of )y 7i(¢) according to a cooperative solution.
We note that this result does not hold in a general case. However if firms come
to a cooperative solution, the characteristic function should be determined. Then
v¥(N) = v#(N) = vV (N) = v)(N) = v*(N) = (a — ¢)?/4. Further, for any
S C N, we have v*(S) = v#(S) = 0 while using (13.11), (13.15), and (13.18), it

2The figures were obtained with the use of TUGlab toolbox for Matlab http://mmiras.webs.uvigo.
es/TUGIab/.
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Fig. 13.1 ¢-, @-, y-, and §-cores (from largest to smallest)
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Fig. 13.2 y-core (superset) and §-core (subset)

follows that vY (S) = (ng;z)z, W (S) = (“;(1,35?1;”)2, and v¢ (5) = —@=)
where s = |S].

By Proposition 13.7, where characteristic function v° is supermodular, the
corresponding TU game (N, v?) is convex and therefore has a nonempty core €[v0].
From [11], the Shapley value ®[v®], whose components equal the cooperative

profits 7;(7), i € N, belongs to €[v®] being the center of gravity of its extreme

8
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points. Since firms are symmetrical, @[v¥] = O[] = P[] = P[V¥] = P[vY].
From Corollary 13.1, it follows that the Shapley value ®[v®] belongs to any of the
cores.

13.6 Conclusion

We have examined the properties of y-, -, and ¢-characteristic functions in linear
oligopoly TU games. We found that the y-characteristic function is monotonic,
however it is superadditive and supermodular only in case of duopoly. The §-
characteristic function is monotonic, and superadditive, but it is supermodular either
when n < 4, or when firms are symmetrical. As to the ¢ -characteristic function, it is
superadditive and supermodular but not monotonic. When §-characteristic function
is supermodular, we also found that the y-, §-, and ¢-games have nonempty cores
with a nested structure that is also expressed in their relationship to the «- and B-
cores.

Acknowledgement This research was supported by the Russian Science Foundation (grant
No. 17-11-01079).
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Chapter 14 )
The Position Value and the Myerson Shethie
Value for Hypergraph Communication
Situations

Erfang Shan and Guang Zhang

Abstract We characterize the position value and the Myerson value for uniform
hypergraph communication situations by employing the “incidence graph game”
and the “link-hypergraph game” which are induced by the original hypergraph
communication situations. The incidence graph game and link-hypergraph game are
defined on the “incidence graph” and the “link-hypergraph”, respectively, obtained
from the original hypergraph. Using the above tools, we represent the position
value by the Shapley value of the incidence graph game and the Myerson value
of the link-hypergraph game for uniform hypergraph communication situations,
respectively. Also, we represent the Myerson value by the Owen value or the
two-step Shapley value of the incidence graph game with a coalition structure for
hypergraph communication situations.

14.1 Introduction

The study of TU-games with limited cooperation presented by means of a com-
munication graph was initiated by Myerson [10], and an allocation rule for such
games, now called the Myerson value, was also introduced simultaneously. Later
on, various studies in this direction were done in the past nearly 40 years, such as
[3, 6,9, 13, 18] and [17]. Among them, the rule, named position value [9], is also
widely used for communication situations. Both the Myerson value and the position
value are extensively studied in the literature. On one hand, the two allocation
rules are employed in many communication situations, such as for conference
structures [11], hypergraph communication situations [19] and for union stable
systems [1, 2]. On the other hand, both values have been characterized axiomatically
in several ways (see [4, 15, 16]). Furthermore, the approaches of non-axiomatic
characterization for both the Myerson value and the position value are investigated
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in [5] and [8], respectively. Casajus [5] gave a characterization of the position
value by the Myerson value of a modification of communication situations, called
the link agent form (LAF) on graph communication situations and the hyperlink
agent form (HAF) on hypergraph communication situations. However, the structure
of “HAF” is relatively complex. Kongo [8] provided unified and non-axiomatic
characterizations of the position value and the Myerson value by using the divided
link game and the divided link game with a coalition structure, respectively.

The aim of this paper is to provide non-axiomatic characterizations of the
Myerson value and the position value for hypergraph communication situations.
These characterizations extend results for graph communication situations, due to
[8] and [5], to hypergraph communication situations. For this purpose, we first
introduce a new tool—the incidence graph and the incidence graph game defined
on the link set of the incidence graph, where the incidence graph is induced by the
hypergraph and the incidence graph game is obtained from the original hypergraph
communication situation. It turns out that the Shapley payoffs of the set of links
incident to a player in the incidence graph sum up to the position value payoff
of that player in an original uniform hypergraph communication situation. Similar
in spirit to that of Kongo [8], we further define the incidence graph game with a
coalition structure on the incidence graph and we characterize the Myerson value
for a hypergraph communication situation in terms of the Owen value or the two-
step Shapley value of the incidence graph game with a coalition structure. Based on
the incidence graph, we define the link-hypergraph of the incidence graph. It turns
out that the position value for a hypergraph communication situation is represented
by the Myerson value of the link-hypergraph game, which is defined on the link-
hypergraph and obtained from the original hypergraph communication situation.

As we will see in Sect. 14.3, for graph communication situations as a special
case of hypergraph communication situations, the incidence graph game and the
link-hypergraph game in this paper coincide with the divided link game [8] and
the link agent form (LAF) [5], respectively. But, for a hypergraph communication
situation, the link-hypergraph game differs from the hyperlink agent form (HAF)
[5]. The link-hypergraph is more natural expression for hypergraph communication
situations, since the HAF comprises much more agents than the link-hypergraph
game.

This article is organized as follows. In Sect. 14.2, we introduce basic definitions
and notation. In Sect. 14.3, we first introduce the incidence graph game and the
link-hypergraph game, then we present characterizations of the position value and
the Myerson value for hypergraph communication situations.

14.2 Basic Definitions and Notation

In this section, we recall some definitions and concepts related to TU-games,
allocation rules for TU-games and, the Myerson value and position value for
hypergraph communication situations.
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A cooperative game with transferable utility, or simply a TU-game, is a pair
(N,v) where N = {1,2,...,n} be a finite set of n > 2 players and v : 2N . R
is a characteristic function defined on the power set of N such that v(¢) = 0. For
any S € N, S is called a coalition and the real number v(S) represents the worth of
coalition S. A subgame of v with a nonempty set 7 € N is a game v|7(S) = v(S),
for all S € T. The unanimity game (N, ug) is the game defined by ug(S) = 1 if
R < S and ur(S) = 0 otherwise. We denote by |S| the cardinality of S. A game
(N, v) is zero-normalized if for any i € N, v({i}) = 0. Throughout this paper, we
consider only zero-normalized games.

Let ¥ (N) be the set of all permutations on N. For some permutation ¢ on N, the
corresponding marginal vector m® (N, v) € R" assigns to every player i a payoff
m?(N,v) = v(o' U{i}) — v(c"), where o' = {j € N | 0(j) < o(i)},ie., o is
the set of players preceding i in the permutation o. The best-known single-valued
solution is the Shapley value [14], which assigns to any game v the average of all
marginal vectors. Formally, the Shapley value is defined as follows.

1
Shi(N,v) = > m{(N.v), foreachi e N.
[ X (N)|
oeX(N)
Given a player set N, any partition C = {Cq, Ca, ..., Cy} of N into k sets is

called a coalition structure of N. Let I¢ be the set of all indices of C. A permutation

o € Y(N) is consistent with respect to C if players in the same element of the

coalition structure appear successively in o. In other words, each C; of C in o is

regarded as a “big player”. Let ¥ (N, C) be a set of all permutations consistent with

respectto C on N. A triple (N, v, C) is a game with a coalition structure. Owen [12]

and Kamijo [7] generalized the Shapley value to games with coalition structures.
The Owen value ¢ is defined as follows.

1 .
$i(N,v,C) = B, O Z m?(N,v), forany i € N,
GEeZ(N.C)

The two-step Shapley value x is defined as follows.

Shy(Ic, ve) — v(Cp)
|Ch|
forany i € N withi € Cy, h € Ic,

Xi(N,v,C) = Sh;(Cp, vic,) +

’

where vc(S) = v(UheS Ch) for any § € Ic. A pair (Ic,vc) is called the
intermediate or quotient game.

The communication possibilities for a TU-game (N, v) can be described by a
(communication) hypergraph 7€ = (N, H) where H is a family of non-singleton
subsets of N, i.e., H € HY := {e € N||e| > 1}. The elements of N are called
the nodes or vertices of the hypergraph, and the elements of H its hyperlinks or
hyperedges. The hypergraph 5 = (N, H) is called a conference structure of a TU-
game (N, v). Every hyperlink e € H represents a conference, the communication
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is only possible within a conference. The rank r(57) of s is the maximum
cardinality of a hyperlink in the hypergraph 7.

A hypergraph 7 is called an r-uniform or simply uniform if |e| = r for all
e € H.Clearly, a graph G = (N,L), L € LY := {e € N||e| = 2} € HV,
is a 2-uniform hypergraph where every hyperlink contains exactly two players.
Hypergraphs are a natural generalization of graphs in which “edges” may consist
of more than 2 nodes.

Let H; be the set of hyperlinks containing player i in a hypergraph 5 = (N, H),
ie., Hi :={e € H|i € e}. The degree of i is defined as |H;|, denoted by deg(i). A
node i € N is incident to a hyperlink e € H if i € e. Two nodes i and j of N are
adjacent in the hypergraph J7 if there is a hyperlink e in H such that i, j € e. Two
nodes i and j are connected if there exists a sequence i = ip, i1, ..., iy = j of nodes
of 7# = (N, H) in which i;_ is adjacent to i; for/ = 1,2, ..., k. A connected
hypergraph is a hypergraph in which every pair of nodes are connected. Given any
hypergraph ¢ = (N, H), a (connected) component of 7 is a maximal set of
nodes of N in which every pair of nodes are connected. Let N/H denote the set of
components in ¢ = (N, H) and (N/H); the component containingi € N. For any
SC N,let H[S]={e € H|e C S}, (S, H[S]) is called the subhypergraphinduced
by S. A hypergraph 5#’ = (N, H’) is called a partial hypergraph of 7 = (N, H)
if H' C H.The notation S/H[S] (or for short S/H) and N/ H’ are defined similarly.

A hypergraph communication situation, or simply a hypergraph game, is a triple
(N, v, H) where (N, v) is a zero-normalized TU-game and H the set of hyperlinks
(communication links) in the hypergraph .7 = (N, H).

The Myerson value p [10, 11, 19] is defined by

wi(N,v, H) = Sh;i(N,v?), forany i € N,
where v (S) = ZTGS/H v(T) for any § € N. The game (N, v is called the

Myerson restricted game.
The position value [9, 19] is given by

1
wi(N,v, H) = Z Ie|She(H, vN), foranyi € N,
ecH;

where vV (H') = ZTGN/H, v(T) for any H' € H. The game (H, v") is called a
hyperlink game.

14.3 Characterizations of the Position Value and Myerson
Value

In this section we first introduce the definition of the incidence graph of an arbitrary
hypergraph. We express the position value for a uniform hypergraph game in
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terms of the Shapley value of a game defined on the link set of the incidence
graph (called the “incidence graph game”), which is obtained from the original
hypergraph game. Based on the incidence graph of a hypergraph, we subsequently
define the link-hypergraph of the incidence graph and express the position value
for a uniform hypergraph game in terms of the Myerson value of a game restricted
on the link-hypergraph (called the “link-hypergraph game”), which is induced by
the original hypergraph game. Continuing to use the tool of the incidence graph,
we further provide characterizations of the Myerson value in terms of the Owen
value or two-step Shapley value of the incidence graph game with a coalition
structure respectively, for an arbitrary hypergraph game.

14.3.1 The Incidence Graphs and Link-Hypergraphs
of Hypergraphs

In this subsection we give the concept of the incidence graph and link-hypergraph of
a hypergraph. By definition of the position value, the Shapley payoff that a hyperlink
receives in the hyperlink game is equally divided among the players that lie in the
hyperlink. This definition reflects the assumption that each hyperlink is composed of
the players’ cooperation in the hyperlink, and the contributions of the players in the
hyperlink toward maintaining the hyperlink are considered to be the same. In light
of the above observation, we introduce the concept of an incidence graph which is
obtained from a given hypergraph .7 = (N, H) and then, we define a new game
on the link set in the incidence graph.

A graph G = (N, L) is bipartite if its node set N can be partitioned into two
subsets X and Y so that every link has one end in X and one end in Y; such a
partition (X, Y) is called a bipartition of the graph, and X and Y its parts.

Let 7 = (N, H) be a hypergraph, the incidence graph of ¢ is a bipartite graph
1(s¢) = (N U H, I(H)) with node set N U H, and wherei € N and ¢ € H are
adjacent, i.e., {i, e} € I(H) if and only if i € e. The link-hypergraph £ (1 (F¢)) of
the incidence graph I (J¢) is the hypergraph with node set / (H) and hyperlink set
L(I(5)), where {i, e}, {i’, ¢’} € I(H) are joined as nodes by a link if and only if
i = i’ and they are adjacent by the hyperlink {{i, ¢} |i € e} if and only if e = ¢;
that is,

LU () = {{{i, e} i, e} e, € Hyi e N} U {{{i, e}licellec H}.

A hypergraph %1 = (N, F}) and its incidence graph I (%) = (N U Fy, [ (F1))
are shown in Fig. 14.1, and the link-hypergraph £ (1 (#1)) = (I (F1), L(I(%1)))
of I(%#) is shown in Fig.14.2, where N = {1,2,...,5} and F; =
{{1, 31 {2, 4}, {3, 4, 5}}.
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Fig. 14.1 The hypergraph
Z1 = (N, Fy) and its
incidence graph

1(F1) = (N VU Fy, I(F))

Fig. 14.2 The
link-hypergraph £ (1 (%))
of the incidence graph I (%)

In link-hypergraph .2 (I (.#¢)) of the incidence graph I (J¢), let
L={{ti.e).ti.eh} e e Hyi e N}
and
H= {{{i,e}|i cellee H].

Then L and H consist of links and hyperlinks, respectively, and L(I (J¢)) = LUH.
Comparing with the original hypergraph 5 = (N, H), clearly |ﬁ | = |H|, and
each hyperlink ¢ = {{i ,e}|i e e} in H corresponds to exactly the hyperlink e in
H, the links of L are added in .% (1(27)). Roughly speaking, the link-hypergraph
ZL(I(H)) can be directly obtained from s# = (N, H) by expanding each node i
in N to deg(i) new nodes and adding all possible links among the deg (i) nodes. By
definition, we have

=3 (de”;(”) =¥ ("f') = D ] 1),

i=1 i= i=1

Given a hypergraph ¢ = (N, H), we divide each hyperlink ¢ =
{i1, i2,...,i;} € H into ¢ links, as {i1, e}, {i2, e}, ..., {i;, e}. The resulting bipartite
graph is the incidence graph /(J¢) = (N U H, I(H)). Each divided link {i;, e}
can be interpreted as a unilateral communication channel of player i; through
the hyperlink e. If player i; is contained in a hyperlinks in 2 = (N, H), then
it possesses a distinct unilateral communication channels. Clearly, each player i;
possesses exactly deg(i;) distinct unilateral communication channels. We introduce
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the incidence graph game defined on the incidence graph, it is employed to show
that the position value for a uniform hypergraph game (N, v, H) is represented
by the Shapley value of the incidence graph game. Furthermore, the game with a
coalition structure serves to show that the Myerson value for hypergraph games
(N, v, H) can be represented by either the Owen value or the two-step Shapley
value of the incidence graph game with a coalition structure.

For the hypergraph s = (N, H), we split each player i € N in the original
hypergraph (N, H) into deg(i) separate “agents”’, each of which corresponds
to exactly some link {i, e} (a unilateral communication channel) in /(H). All
the agents generated by the same hyperlink e of H still form a conference (or
hyperlink) and we link any two of agents generated by the same player. The resulting
hypergraph is the link-hypergraph Z(I1(57)) = (I(H),L(I(57)). The link-
hypergraph game defined on the link-hypergraph serves to show that the position
value for a uniform hypergraph game (N, v, H) is represented by the Myerson value
of the link-hypergraph game.

14.3.2 Characterizations of the Position Value

Let (N, v, H) be a hypergraph game. A pair (I (H), u) is called an incidence graph
game induced by the hyperlink game (H, v") where u : 2/ #) — R is defined as

u(l)y =v"(fee H|{i,e} e L', foralli €e}),

forany L’ C I(H).
For a uniform hypergraph game (N, v, H), we present the following characteri-
zation of the position value in terms of the incidence graph game (I (H), u).

Theorem 14.1 For any uniform hypergraph game (N, v, H) and anyi € N,

mi(N.v. Hy= Y Shi(I(H),u),
lel(H);

where I (H); is the set of all links incident to i in [(H), i.e., I[(H); = {{i,e} €
I(H)|e € H;}.

Proof Let f be a mapping from X' (I (H)) to X (H): For any hyperlinks e, ¢’ € H
ando € X(I(H)), f(o)(e) < f(o)(¢) if and only if

max{o({i,e}) |i € e} < max{o({i’, €'}) |i’ € ¢'}.

In other words, if all links adjacent to e in I (H) precede any one of links adjacent
toe ino € X (I(H)), then the hyperlink e precedes the hyperlink ¢’ in f (o).
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For any 0 € Y (I(H)) and any {k,e} € I(H), if o ({i, e})=max{o ({k, e}) | k €
e}, then

MG o (I (H), ) = ml @ (H, o).

Otherwise, we have mi’i’e} (I(H),u) = 0. Hence,

S g UH) W) =m{ T (H V).
{k.e}e{{j.e} | jee}

Note that | X (I(H))| = (ZlN:l |H,-|)! and |Y(H)| = |H|! For each § €
Y (H), since (N, H) is uniform, X' (I (H)) has exactly g = |X(I(H))|/|X(H)|
permutations 01, 02, ..., 04 such that f(oy) =4 fort =1, 2, ..., q. Therefore, we
have

1 (o2
| X (I(H))| > ( > m{;,e}(I(H),u))

ceX(I(H) {i,e}ellk,e}|kee}

1
T Z(H) 2, melH. oY),

seX(H)

or, equivalently,

> Shig(I(H), u) = She(H,vN). (14.1)
{i,e}e{lk,e} | kee}

Note that |e] > 1 for each e € H, so there exist at least two nodes i, j € e such that
{i,e},{j, e} € I(H). By the definition of u, for any L’ C I(H) \ {{k, e} |k € e}
and any two links {i, e}, {j, e} € {{k, e} |k € e} in I (H), we have u(L' U {i, e}) =
u(L)) = u(L’ U{j,e}).So {i, e} and {j, e} are symmetric in (I (H), u). From the
symmetry of the Shapley value, it follows that Shy; oy (I (H), u) = Shyj y({ (H), u)
for any two links {i, e}, {j, e} € {{k,e}|k € e}. By Eq.(14.1), for any {i, e} €
{{k, e} | k € e}, we have

! She(H, o).

Shiiey(I(H),u) =
le]

Consequently,

1
ni(N,v,H)zz:'elShe(H,vN): > Shi(I(H) u)

eeH, li.e)el (H);

= > Shi(I(H).u).

el (H);
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This completes the proof of Theorem 14.1. O

Remark 14.1 For the communication situations, Kongo [8] introduced the divided
link game u which is defined on the link set of a graph D(L), where D(L) is
obtained from the original graph L by dividing each link e = {i, j} into two directed
links (i.e., unilateral communication channel in [8]), as ij and ji. By definition of
the incidence graph, it is easy to see that the incidence graph /(L) of L coincides
with D(L) by regarding {i, e} and {j, e} in I(L) as the directed links ij and ji
in D(L) respectively. This shows that if we restrict to the graphs L, the incidence
graph game coincides with the divided link game in [8]. Therefore, Theorem 14.1
implies the previous characterization of the position value for a graph game, due to
[8]. Moreover, the following Example 14.1 shows that the scope of Theorem 14.1
cannot be extended to include non-uniform hypergraph communication situations.

By applying the incidence graph, we can define the duplicated hyperlink game
(I(H),u) and provide another description of the position value for a uniform
hypergraph game. Specifically, for any hypergraph game (N, v, H), duplicated
hyperlink game # is defined as follows.

u(l) = vN({e € H | there exists anode i € N such that {i, e} € L'}),

forany L' C I(H).

In order to realize this characterization, as in Theorem 14.1, we just define
a mapping g : Y(I(H)) — X(H) as follows: for any hyperlinks e,¢’ € H
and 0 € X(I(H)), glo)(e) < g(o)(e) if and only if min{o({i,e})|i €
e} <min{o({i’, e'}) |i’ € ¢'}. The remainder of the proof for this result is almost
the same as that of Theorem 14.1 and is omitted.

Corollary 14.1 For any uniform hypergraph game (N, v, H) and anyi € N,

m(Nv, H)y= Y Sh(I(H).@).
lel(H);

Example 14.1 LetN = {1,2,...,7}and %, = (N, F>) be a 3-uniform hypergraph
(see Fig. 14.3), where F» = {{1,2,5}, {5, 6,7}, {3, 4, 6}}. Consider the 3-uniform

Fig. 14.3 The 3-uniform
hypergraph .%; and its
incidence graph I (%)

e ez €s
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hypergraph game (N, v, F>) with v = u(j 3}, where u(; 3; is the unanimity game of
coalition {1, 3}.
The Shapley value associated to the hyperlink game v” is determined by

1
She, (F2, v) = She, (F2, vV) = She, (F2,vV) = 3

and it is easy to see that the Shapley values associated to the incidence graph game u
and the duplicated hyperlink game i are Sh; (I (F»), u) = Shy(I(F2), %) = é for all
| € I(F). Therefore, by definition of the Myerson value and two different formula
in Theorem 14.1 and Corollary 14.1, we obtain that the position value is

1111221

TN 0 F) = (00 g0 000 0 00 o)
9999999

However, Theorem 14.1 and Corollary 14.1 are not true for non-uniform hyper-

graphs. Consider the hypergraph game (N, v, F1) (see Fig. 14.1) with v = uy 2.

Clearly, She, (Fi, vN) = She, (Fi, vV) = She,(F1,vV) =}, s0

n(NvF)—(l 1 5 5 1)
T 606018 1879/

But, the Shapley value associated to the incidence graph game u is Shy (I (Fy), u) =
; for all I € I(F1), and the Shapley value associated to the duplicated hyperlink
game U is

Shi1,e)y(I(F1), 1) = Sh{3,e;y(I(F1), 1)

~ - 27
= Sh(2,e,)({ (F1), U) = Shig,e,3 (I (F1), u) = 140

and

~ ~ ~ 8
Shiz.ey(1(F1), ) = Sha e5y(I (F1), u) = Shys e5) (1 (F1), u) = 105"

It is easy to see that formula in Theorem 14.1 and Corollary 14.1 do not hold for
(N, v, F1) and u.

Next we turn our attention to the characterization of the position value for a
uniform hypergraph game in terms of the Myerson value of the link-hypergraph
game. The link-hypergraph game is defined on the link-hypergraph .Z (I 7)) =
(I(H),LU (%))) and is obtained by original game v on a hypergraph J#Z =
(N, H).

In Z(1()) = (I(H), LU (), let N(V) = {i € N|[I(H); NV # @} for
allV CI(H)andlet H(V) ={e € H|{i,e} € V, forall i € e}, where [ (H); =
{{i, e} e € H;}. We define (V) = v(N(V)), and we call (1(H), v, L(I1(J¢))) the
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link-hypergraph game, where I (H ) is the node set of link-hypergraph £ (1 (J¢)) =
(I(H), LU (Y)).

Now we can express the position value for a uniform hypergraph game (N, v, H)
in terms of the Myerson value of the link-hypergraph game (I (H),v, LU (A ))).

Theorem 14.2 For any uniform hypergraph game (N, v, H) and anyi € N,

i (Nov. Hy= Y e (I(H). D, LU (X))
{i,e}el (H);

Proof For any V C I(H) in Z (I (5¢)), by definitions of the Myerson restricted
game and the link-hypergraph game, we have

FLUGO) () = 3 33) = 3 (N ()
Sev/(Laweniv) Sev/(Laweniv)
= Y = 3w =v"(HW),
SeN(V)/H(V) SeN/H(V)

where the forth equality holds since v is zero-normalized; the last equality holds
follows the definition of the hyperlink game. On the other hand, by the definition of
u, we have

u(Vy=vV{ee H|{i,e} €V, foralli € e}) = v™(H(V)) = -UD(y).

Therefore, by Theorem 14.1, we have

m(Nv, H)y= Y Sh(I(H)u)= > pe(I(H). 9 LUIH))).

lel(H); {i,e}el (H);

This completes the proof of Theorem 14.2. O

Example 14.2 Consider the 3-uniform hypergraph game (N, v, F>) with v = u(; 3,
described in Example 14.1. We calculate the Myerson value associated to the link-
hypergraph game : ,ul(I(Fz),ﬁ, L(I(F»)) = ) foralll € I(F») and, therefore,

the position value is T (N, v, Fp) = (}), é, }), é, g, g, é) by Theorem 14.2.

Remark 14.2 When we restrict our attention to the uniform hypergraph (including
the graph), it is easy to check that the link-hypergraph game is the same as the link
agent form (LAF) or the hyperlink agent form (HAF) introduced by Casajus [5].
Here the definition of link-hypergraph game gives a clean and concise representation
of the hyperlink agent form. However, by Example 14.1, we see that Theorem 14.2
does not hold for non-uniform hypergraph games.
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14.3.3 Characterizations of the Myerson Value

In this subsection, by continuing to use “the incidence graph”, we consider the
relationships between the Myerson value of hypergraph communication situations
and incidence graph games with coalition structures. By definition of the incidence
graph I () = (N UH, I(H)), clearly .# = {I(H), [(H)>,...,I(H),} forms a
partition of the link set 7/ (H), where n = |N|. This means that the partition can be
regarded as a coalition structure on I (H). We define a triple

(I(H), u, {I(H)1,I(H)s,...,1(H),})

to be an incidence graph game with a coalition structure.

The following results give clear the relationships between the Myerson value of a
hypergraph communication situation and the Owen value and the two-step Shapley
value of the incidence graph game with a coalition structure corresponding to the
original game. Since the proofs are similar to those of Theorems 3 and 4 in [8], we
omit them.

Theorem 14.3 For any hypergraph game (N, v, H) and anyi € N,

wi(N, v, Hy =Y gi(I(H),u, {I(H)1, [(H)a, ..., [(H),}),
lel (H);

where [ (H); = {{i, e}el(H)|ee H,'}.
Theorem 14.4 For any hypergraph game (N, v, H) and anyi € N,

pi(N,v, H) = Z xi (H),u, {1(H)1, I(H)2, ..., 1(H)}),
lel (H);

where [ (H); = {{i, e}el(H)|ee H,'}.

Example 14.3 Consider the hypergraph game (N, v, Fy) with v = u(; 2 exhibited
in Fig. 14.1. Then u(L") = 1if L’ = I(F1) and u(L") = 0 otherwise. The Owen
value ¢ associated to the incidence graph game u is

1

1
D101} = P2,e) = D(5,e3) = 5’ DB.e1) = P3.e3) = Plder} = Plde3} = 10’

where write ¢{,',ej} for (ﬁ{i,gj}(I(Fl), u, {I1(Fi)1, I(F1)2,...,I1(F1)s5}). The two-
step Shapley value x to the incidence graph game u is x; = é foralll € I(F1),
where write y; for x; (I (F1), u, {I(F1)1, [(F1)2, ..., I(F1)s}). By the formula in
Theorems 14.3 and 14.4, we obtain that the Myerson value is u(N,v, F;) =
Gl LLh

For the duplicated hyperlink game, it fails to represent the Myerson value for
hypergraph communication situations by the Owen value or the two-step Shapley
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value of the duplicated link game. In other words, Theorems 14.3 and 14.4 are not
true for the duplicated link game . We consider the hypergraph game (N, v, F})
with v = uy1 3) again. By definitions, it is easily calculated that the Owen value ¢
associated to the duplicated link game # is

1 1 27 7
Dlle) = PR.e)) = 57¢{5,e3} =30 D301} = Pld,er) = 1207¢{3,e3} = Pld,e3) = 120”
and

1 1 27 7
Xiler) = X{2e2) = 50 X(5.03) = 50 X(Ber) = Xida) = 550 X(Bues) = Did e} = 120°

Obviously, the formula in Theorems 14.3 and 14.4 do not hold for (N, v, F}) and &.
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Chapter 15 )
Bertrand Meets Ford: Benefits G
and Losses

Alexander Sidorov, Mathieu Parenti, and Jacques-Francois Thisse

Abstract The paper carries out the detailed comparison of two types of imperfect
competition in a general equilibrium model. The price-taking Bertrand competition
assumes the myopic income-taking behavior of firms, another type of behavior,
price competition under a Ford effect, implies that the firms’ strategic choice takes
into account their impact to consumers’ income. Our findings suggest that firms
under the Ford effect gather more market power (measured by Lerner index), than
“myopic” firms, which is agreed with the folk wisdom “Knowledge is power.”
Another folk wisdom implies that increasing of the firms’ market power leads
to diminishing in consumers’ well-being (measured by indirect utility.) We show
that in general this is not true. We also obtain the sufficient conditions on the
representative consumer preference providing the “intuitive” behavior of the indirect
utility and show that this condition satisfy the classes of utility functions, which are
commonly used as examples (e.g., CES, CARA and HARA.)
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15.1 Introduction

“The elegant fiction of competitive equilibrium” does not dominates now the
frontier of theoretical microeconomics as stated by Marschak and Selten in [11]
in early 1970s, being replaced by also elegant monopolistic competitive Dixit-
Stiglitz “engine”. The idea that firms are price-makers even if their number is
“very large”, e.g., continuum, is a common wisdom. But what if the monopolistic
competitive equilibrium conception, where firms has zero impact to market statistics
and, therefore, treat them as given, is just a brand new elegant fiction? When firms
are sufficiently large, they face demands, which are influenced by the income level,
depending in turn on 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 [8]. 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. Ford wrote “our own sales
depend on the wages we pay. If we can distribute high wages, then that money is
going to be spent and it will serve to make... workers in other lines more prosperous
and their prosperity is going to be reflected in our sales”, see [7, p. 124-127]. To
make things clear, we have to mention that the term “Ford effect” may be used in
various specifications. As specified in [5], the Ford effect may have different scopes
of consumers income, which is sum of wage and a share of the distributed profits.
The first (extreme) specification is to take a whole income parametrically. This is
one of solutions proposed by Marschak and Selten [11] and used, for instance,
by Hart [9]. This case may be referred as “No Ford effect”. Another specification
(also proposed by Marschak and Selten [11] and used by d’ Aspremont et al. [5])
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 are still treated parametrically.
This case may be referred as “Wage Ford effect” and it is exactly what Henry
Ford meant in above citation. One more 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 second 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 [4]. In what
follows, we shall assume that wage is determined. This includes the way proposed
by Hart [9], in which the worker fixed 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 we show in this paper, this advantage allows firms to get more
market power, which vindicate the wisdom “Knowledge is Power”. As for welfare
effect of this Knowledge, we show that it is ambiguous, but typically it is harmful for
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consumes. It should be mentioned also that being close in ideas with paper [4], we
have no intersections in results, because the underlying economy model of this paper
differers from our one, moreover, that research focuses on existence and uniqueness
of equilibria with different specifications of Ford effect and does not concern the
aspects of market power and welfare. We leave out of the scope of our research
all consideration concerning Wage Ford effect, such as Big Push effect! and High
Wage doctrine of stimulating consumer demand through wages. The idea that the
firm could unilaterally use wages to increase demand for its own product enough
to offset wage cost seems highly unlikely and was criticized by various reasons,
including empirical evidences. For further discussions see [10, 15].

15.2 Model and Equilibrium in Closed Industry

15.2.1 Firms and Consumers

The economy involves one sector supplying a horizontally differentiated good and
one production factor—labor. There is a continuum mass L of identical consumers
endowed with one unit of labor. The labor market is perfectly competitive and labor
is chosen as the numéraire. The differentiated good is made available under the
form of a finite and discrete number n > 2 of varieties. Each variety is produced
by a single firm and each firm produces a single variety. Thus, # is also the number
of firms. To operate every firm needs a fixed requirement f > 0 and a marginal
requirement ¢ > 0 of labor. Without loss of generality we may normalize marginal
requirement c to one. Since wage is also normalized to 1, the cost of producing g;
units of variety i = 1, ...,nisequalto f + 1 - g;.
Consumers share the same additive preferences given by

n

U =) ulx), (15.1)

i=1

where u(x) is thrice continuously differentiable function, strictly increasing, strictly
concave, and such that #(0) = 0. The strict concavity of # means that a consumer
has a love for variety: when the consumer is allowed to consume X units of the
differentiated good, she strictly prefers the consumption profile x; = X/n to any
other profile x = (xi, ..., x,) such that >, x; = X. Because all consumers are
identical, they consume the same quantity x; of variety i = 1, ..., n.

Suggesting that if firm profits are tied to local consumption, then firms create an externality by
paying high wages: the size of the market for other firms increases with worker wages and wealth,
see [12].
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Following [17], we define the relative love for variety (RLV) as follows:
ry(x) = — , (15.2)

which is strictly positive for all x > 0. Technically RLV coincides with the
Arrow-Pratt’s relative risk-aversion concept, which we avoid to use due to possible
misleading association in terms, because in our model there is no any uncertainty or
risk considerations. Nevertheless, one can find some similarity in meaning of these
concepts as the RLV measures the intensity of consumers’ variety-seeking behavior.
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. Another example of additive preferences
is paper [2] where authors consider the CARA utility u(x) = 1 — exp(—ax) with
a > 0 is the absolute love for variety (which is defined pretty much like the absolute
risk aversion measure —u” (x)/u’(x)); the RLV is now given by a.x.

A consumer’s income is equal to her wage plus her share in 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

1 n
y=1+ I Zni >1,
i=1
where the profit made by the firm selling variety i is given by
I; = (pi — Dgi — f, (15.3)

pi being the price of variety i. Evidently, the income level varies with firms’
strategies.
A consumer’s budget constraint is given by

n
Y pixi =y, (15.4)
i=1
where x; stands for the consumption of variety i.
The first-order condition for utility maximization yields
u'(x;) = Ap;, (15.5)

where A is the Lagrange multiplier of budget constraint. Conditions (15.4) and (15.5)
imply that

"o (x)x;
Z]_l (J)J>O

y

A= (15.6)
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15.2.2 Market Equilibrium

The market equilibrium is defined by the following conditions:

1. each consumer maximizes her utility (15.1) subject to her budget constraint
(15.4),
2. each firm i maximizes its profit (15.3) with respect to p; ,

3. product market clearing: Lx; = ¢q¢; Vi=1,..,n,
n
4. labor market clearing: nf + >_ q; = L.

i=1
The last two equilibrium conditions imply that
L f

. (15.7)

X

is the only possible symmetric equilibrium demand, while the symmetric equilib-
rium output g = Lx.

15.2.3 When Bertrand Meets Ford

As shown by (15.5) and (15.6), firms face demands, which are influenced by the
income level, depending in turn on 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 [8].

Letp = (p1, ..., pn) be aprice profile. In this case, consumers’ demand functions
x; (p) are obtained by solving of consumer’s problem—maximization of utility U (X)
subject to budget constraint (15.4)—with income y defined as

Y@ =14 (pj — Dxj(p).
j=1

It follows from (15.6) 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
implies that

1 n
)\, = : / 3 5
® =0 j§=1x., (P’ (x;(p)
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while the first-order condition (15.5) may be represented as A(p)p; = u'(x; (p)).
Since u’(x) is strictly decreasing, the demand function for variety i is thus given by

xi(p) =& (p)pi), (15.8)

where £ is the inverse function to u’(x). Thus, firm i’s profits can be rewritten as

I1;(p) = (pi — Dxi(p) — f = (pi = DER(PIpi) — f. (15.9)

Remark 15.1 The definition of £ implies that the Relative Love for Variety (15.2)
may be equivalently represented as follows

E(P)pi)

. (15.10)
&' (A(p) pi)M(p) pi

ru(xi(p)) = —

Indeed, differentiating & as inverse to u’ function, we obtain & = 1/u”, while
xi(p) = EA(P)pi), u' (xi(p)) = A(p) pi-

Definition 15.1 For any given n > 2, a Bertrand equilibrium is a vector p* =
(pys--» py) such that p* maximizes I1;(p;,p*;) for all i = 1,...,n. This
equilibrium is symmetric if p} = p;f forall i, j.

Applying the first-order condition to the profit (15.9) maximization problem,
yields that the firm’s i relative markup

- pi—1 _ §(Api) 7 (15.11)

pi & (Api)Api - (1 +4 adpl,)

which involves 9 /dp; because A depends on p. Unlike what is assumed in partial
equilibrium models of oligopoly, A is here a function of p, so that the markup
depends on dX/dp; # 0. But how does firm i determine 9 /9p;?

Since firm i is aware that A is endogenous and depends on p, it understands that
the demand functions (15.8) must satisfy the budget constant as an identity. The
consumer budget constraint can be rewritten as follows:

> piEOp) =1+ (pj — DEGMP)P)),
Jj=1 j=1
which boils down to

> EGmpy) =1. (15.12)

j=1
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Differentiating (15.12) with respect to p; yields

I
l 4 —
E0prt ;mé (hpj) =0
or, equivalently,
n __ §Gpdr (15.13)
pi Y18 0pp;

Substituting (15.13) into (15.11) and symmetrizing the resulting expression yields
the candidate equilibrium markup:

af = — §(p) = " @, (15.14)
n—1

, n
§'(Ap) - Ap -

n

where we use the identity (15.10) and x = rll — { due to (15.7).

Proposition 15.1 Assume that firms account for the Ford effect and that a symmet-
ric equilibrium exists under Bertrand competition. Then, the equilibrium markup is

given by
1
mf = " Ty —f .
n—1 n L

Note that r,, (rll — {) must be smaller than 1 for m* < 1 to hold. Since i — z can
take on any positive value in interval (0, 1), it must be
ru(x) < 1Vx € (0, 1). (15.15)

This condition means that the elasticity of a monopolist’s inverse demand is smaller
than 1 or, equivalently, the elasticity of the demand exceeds 1. In other words, the
marginal revenue is positive. However, (15.15) is not sufficient for 72 to be smaller

than 1. Here, a condition somewhat more demanding than (15.15) is required for
the markup to be smaller than 1, that is, r,, rll — {) < (n — 1)/n. Otherwise, there
exists no symmetric price equilibrium. For example, in the CES case, r,(x) = 1 —p

so that

mf= " a-p <1,
n—1
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which means that p must be larger than 1/x. This condition is likely to hold because
econometric estimations of the elasticity of substitution o = 1/(1 — p) exceeds 3,
see [1].

15.2.4 Income-Taking Firms

Now assume that, although firms are aware that consumers’ income is endogenous,
firms treat this income as a parameter. In other words, firms behave like income-
takers. This approach is in the spirit of Hart (see [9]), for whom firms should take
into account only some effects of their policy on the whole economy. Note that the
income-taking assumption does not mean that profits have no impact on the market
outcome. It means only that no firm seeks to manipulate its own demand through

0
the income level. Formally, firms are income-takers when Y = 0 for all i. Hence,

p
the following result holds true. For the proof see Proposition 11 in [13].

Proposition 15.2 Assume that firms are income-takers. If (15.15) holds and if
a symmetric equilibrium exists under Bertrand competition, then the equilibrium
markup is given by

_ n 1 f
m(n) = N ( — ) . (15.16)
n—14+r, (,11—{) n L

Obvious inequality

implies the following

Corollary 15.1 Let number of firms n be given, then the income-taking firms charge
the lesser price (or, equivalently, lesser markup) than the “Ford-effecting” firms.

In other words, Ford effect provides to firms more marker power than in case of
their income-taking behavior.

15.3 Free Entry Equilibrium

In equilibrium, profits must be non-negative for firms to operate. Moreover, if profit
is strictly positive, this causes new firms to enter, while in the opposite case, i.e.,
when profit is negative, firms leave industry. The simple calculation shows that
symmetric Zero-profit condition I7 = 0 holds if and only if the number of firms
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satisfies

n*="m. (15.17)

Indeed, let L(p — 1)x — f = 0 holds, where the symmetric equilibrium demand x
is determined by (15.7). On the other hand, budget constraint (15.4) in symmetric

n
case boils down ton- px = 1+ > IT; = 1 due to Zero-profit condition. Combining

i=1
these identities, we obtain (15.17).

Assuming number of firms n is integer, we obtain generically that for two
adjacent numbers, say n and n + 1 the corresponding profits will have the opposite
signs, e.g., [I(n) > 0, [T(n + 1) < 0, and there is no integer number n*
providing the Zero-Profit condition I7(n*) = 0. On the other hand, both markup
expressions, (15.14) and (15.16), allow to use the arbitrary positive real values
of n. The only problem is how to interpret the non-integer number of firms.> To
simplify considerations, we assume that the fractional part 0 < § < 1 of non-
integer number of firms n*, is a marginal firm, which entered to industry as the last,
and its production is a linear extrapolation of typical firm, i.e., its fixed labor cost is
equal to §f < f, while the production output is 8q. In other words, marginal firm
may be considered as “part-time-working firm”.

Therefore, the equilibrium number of firms increases with the market size and
the degree of firms’ market power, which is measured by the Lerner index, and
decreases with the level of fixed cost. Note also that

f(—m)
>

0, 15.18
Im ( )

X =
provided that m satisfies 0 < m < 1. Substituting (15.17) and (15.18) into (15.14)
and (15.16), we obtain that the equilibrium markups under free-entry must solve the
following equations:

o F
mF={+ru<{ln_1Fm ) (15.19)
m={+<1—{)ru<£1;’h). (15.20)

Under the CES, mf = f/L + 1 — p, while m = pf/L +1—p < mF. It

then follows from (15.17) and (15.18) that the equilibrium masses of firms satisfy

it > i, while g¥ < g. This result may be expanded to the general case. To prove

2Note that interpretation of non-integer finite number of oligopolies is totally different from the
case of monopolistic competition, where mass of firms is continuum [0, n], thus it does not matter
whether # is integer or not. For further interpretational considerations see [13, subsection 4.3].
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this, we assume additionally that

ry(0)=limr,(x) <1, ry0)=limr,(x) <2 (15.21)
x—0 x—0

Proposition 15.3 Ler conditions (15.21) hold and L be sufficiently large, then the
equilibrium markups, outputs, and masses of firms are such that

mf (L) > m(L), g (L) < (L), a¥ (L) > i(L)
Furthermore, we have:

lim m¥(L) = lim m(L) = r,(0).
L—o00 L—o0

Proof Considerations are essentially similar to the proof of Proposition 2 in [13].
Let’s denote ¢ = f/L, then L — oo implies ¢ — 0 and condition “sufficiently
large L” is equivalent to “sufficiently small ¢.”

It is sufficient to verify that function

1—m
Gm)=gp+r ¢ —m
m
is strictly decreasing at any solution of m of equation

1—m
m=qo+ry, ((p > (15.22)
m
Indeed, direct calculation show that

G/(m)z—;[ ! (p(l_m)r;<g01;1m>+m:|. (15.23)

1—m m
Differentiating r, (x) and rearranging terms yields
7 (0 = (147, (x) = 1 (X)) 7 (x)

for all x > 0. Applying this identity to x = ¢ 1;{;‘ and substituting (15.22) into
(15.23), we obtain

G () = —’; [r“(x) (2 =g —re(#) —|—(/):| <0 (15.24)

1—m

for all sufficiently small ¢ = f/L, or, equivalently, for all sufficiently large L.
Moreover, inequality (15.24) implies, that there exists not more than one solution



15 Bertrand Meets Ford: Benefits and Losses 261

of Eq. (15.22), otherwise the sign of derivative G’(m) must alternate for different
roots.

An inequality r,(x) > O for all x implies G(0) > ¢ > 0, while G(1) = ¢ +
ry(0) — 1 < 0, provided that ¢ < 1 — r,(0), therefore, for all sufficiently small
@ there exists unique solution m’ (¢) € (0, 1) of Eq.(15.22), which determines
the symmetric Bertrand equilibrium under the Ford effect. In particular, inequality
m < m¥ (¢) holds if and only if G(m) > 0.

Existence an uniqueness of income-taking Bertrand equilibrium for all suffi-
ciently small ¢ was proved in [13, Proposition 2]. By definition, the equilibrium
markup m satisfies F (m(¢)) = 0 for

(1 —m)
F(m)z<p+<1—cp>ru(¢ N )—m
It is obvious that G (m) > F(m) for all m and ¢, therefore,

G(m(p)) > F(m(p)) =0,

which implies m¥ (¢) > m(¢). The other inequalities follow from formulas (15.17)
and (15.18).

The last statement of Proposition easily follows from the fact, that both equations
G(m) = 0 and F(m) = 0 boil down to m = r,(0) when ¢ — 0 (see proof of
Proposition 2 in [13] for technical details.)

Whether the limit of competition is perfect competition (firms price at marginal
cost) or monopolistic competition (firms price above marginal cost) when L is
arbitrarily large depends on the value of r,(0). More precisely, when r,(0) > 0,
a very large number of firms whose size is small relative to the market size is
consistent with a positive markup. This agrees with [3]. On the contrary, when
r,(0) = 0, a growing number of firms always leads to the perfectly competitive
outcome, as maintained by Robinson [14]. To illustrate, consider the CARA utility
given by u(x) = 1 — exp(—ax). In this case, we have r, (0) = 0, and thus the
CARA model of monopolistic competition is not the limit of a large group of firms.
By contrast, under CES preferences, r,(0) = 1 — p > 0. Therefore, the CES model
of monopolistic competition is the limit of a large group of firms.

15.4 Firms’ Market Power vs. Consumers’ Welfare

Proposition 15.3 also highlights the trade-off between per variety consumption
and product diversity. To be precise, when free entry prevails, competition with
Ford effect leads to a larger number of varieties, but to a lower consumption
level per variety, than income-taking competition. Therefore, the relation between
consumers’ welfare values VF = af .u(xF)and V = 1-u(x) is a priori ambiguous.
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In what follows we assume that the elemental utility satisfies limy_ oo u'(x) =
0, which is not too restrictive and typically holds for basic examples of utility
functions. Consider the Social Planner’s problem, who manipulates with masses of
firms n trying to maximize consumers’ utility V(n) = n - u(x) subject to the labor
market clearing condition (f + L - x)n = L, which is equivalent to maximization of

V(n>=n~u(i —w), ne 9",

where ¢ = f/L.
It is easy to see that
. 1 . u(x) . ’ -1
VO)=limn-u —¢ | = lim =lim u(x)=0=V(p™ ),
n—0 n X—>00 X —|—(/) X—>00

where x = 1/n — ¢. Moreover,

1 1
V"(n) = o u” (n - (p) <0,

which implies that graph of V(n) is bell-shaped and there exists unique social
optimum n* € (0, ¢~1), and V'(n) < 0 (resp. V'(n) > 0) for all n > n* (resp.
n<n*)

This implies the following statement holds

Proposition 15.4

1. If equilibrium number of the income-taking firms it > n*, then V¥ < V

2. If equilibrium number of the Ford-effecting firms n* < n*, then VF > v

3. In the intermediate case i < n* < n' the relation between VF and V is
ambiguous.

In what follows, the first case will be referred as the “bad Ford” case, the second
one—as the “good Ford” case.
Let’s determine the nested elasticity of the elementary utility function

_xe(x)
Au(x) = SM(X) )
where
_xu(x)
e (x) = )

The direct calculation shows that this function can be represented in different form

Au(x) = [1 — e, (X)] = ru(x),
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where r,(x) is Relative Love for Variety defined by (15.2), while 1 — g,(x)
is so called social markup. Vives in [16] pointed out that social markup is the
degree of preference for a single variety as it measures the proportion of the
utility gain from adding a variety, holding quantity per firm fixed, and argued
that ‘natural’ consumers’ behavior implies increasing of social markup, or, equiv-
alently, decreasing of elasticity €, (x). In particular, the ‘natural’ behavior implies
Au(x) = 0.

Lemma 15.1 Let r,(0) < 1 holds, then A, (0) = lin}) Ay(x) =0.
X—>

Proof Assumptions on utility u#(x) imply that function xu’(x) is strictly positive
and

xu'(x)) =20/ () +xu”"(x) =u'(x)- Q2 —ry(x)) >0
for all x > 0, therefore there exists limit A = lim,_qx - u’'(x) > 0. Assume that

A > 0, this is possible only if u’(0) = +o0, therefore using the L’ Hospital rule we
obtain

. , . x R C4€3) CR T €9 )
A=1lim x-u'(x) = lim = lim — = M = > A
x20 S T I O )

u(x

because r,(0) < 1 by (15.21). This contradiction implies that A = 0. Therefore,
using the L’Hospital rule, we obtain

! / "
lim (1 —¢&,(x)) =1 — lim xu (x) —1— lim " (x) + xu(x)
x—0 .

=1 s
0 u(x) x—0 u'(x) x1—>n10ru(X)

which implies A, (0) = 0.

The CES case is characterized by identity A, (x) = 0 for all x > 0, while for the
other cases the sign and magnitude of A, (x) may vary, as well as the directions of
change for terms 1 — ¢, (x) and r,, (x) may be arbitrary, see [6] for details.

Let &, = limy,_.¢ A}, (x), which may be finite or infinite. The following theorem
provides the sufficient conditions for both “bad” and “good” Ford cases, while
the obvious gap between (a) and (b) corresponds to the ambiguous third case of
Proposition 15.4.

Theorem 15.1

(a) Letéy < ry(0), then for all sufficiently small ¢ = f/L the ‘bad Ford’ inequality
V > VF holds.

(b) Let §, > 1:‘;(140()0),_ then for all sufficiently small ¢ = f/L the ‘good Ford’

inequality VF > V holds.
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Proof See Appendix.

It is obvious that in CES case u(x) = x” we obtain that §cgs = 0 < rcgs(0) =
1—p, thus CES is “bad For” function. Considering the CARA u(x) = 1—e™**, o >
0, HARA u(x) = (x + @)? —a”, a > 0, and Quadratic u(x) = ax — x%/2,a > 0,
functions, we obtain r,,(0) = 0 for all these functions, while §cara = —a/2 < O,
Suara = —(1 — p)/2a < 0 and 8gueq = —1/2a < 0. This implies that these
widely used classes of utility functions also belong to the “bad Ford” case.

To illustrate the opposite, “good Ford” case, consider the following function
u(x) = axP' 4 xP2. Without loss of generality we may assume that p; < p2,
then

| — _a(l = p1) + (1 = pp)x
eu(x) = @+ xP2p )

o) = ap1(1 — p1) + p2(1 — p2)xP2~ A1
“ - ap) + p2xp2*pl ’

Using the L’Hospital rule we obtain

o alpy— p)? xR ru(0) 1—pi
lim A, = lim = 400 > = .
x—0 x=0 (o + xP27P1)(ap1 + paxP2—P1) 1 —ry(0) p1

Corollary 15.2 Let /,(0) <0, then V > VF.

Proof Using L’Hospital rule we obtain that

Ay .
x) — lim &) _ lim ¢/, (x) < 0 < ru(0),

Su = lim A (x) = lim =
x—0 x—0 X x—0 &,(x) £,(0) x—0

where €,(0) = 1 — r,(0) > 0 due to assumption (15.21).

Remark 15.2 The paper [13] studied comparison of the Cournot and Bertrand
oligopolistic equilibria under assumption of the income-taking behavior of firms.
One of results obtained in this paper is that under Cournot competition firms charge
the larger markup and produce lesser quantity, than under Bertrand competition,
m€ > m8, ¢ < g8, while equilibrium masses of firms 7¢ > 7®. This also
implies ambiguity in comparison of the equilibrium indirect utilities V< and V5.
It is easily to see, that all considerations for V* and V may be applied to this case
and Theorem 15.1 (a) provides sufficient conditions for pro-Bertrand result §,, <
r.(0) = VB > V€. Moreover, considerations similar to proof of Theorem 15.1 (b)

imply that inequality VC > V8 holds, provided that §,, > 1.
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15.5 Concluding Remarks

Additive preferences are widely used in theoretical and empirical applications of
monopolistic competition. This is why we have chosen to compare the market
outcomes under two different competitive regimes when consumers are endowed
with such preferences. It is important to stress, that unlike the widely used
comparison of Cournot (quantity) and Bertrand (price) competitions, which are we
compare two similar price competition regimes with “information" difference only:
firms ignore or take into account strategically their impact to consumers’ income.
Moreover, unlike most models of industrial organization which assume the existence
of an outside good, we have used a limited labor constraint. This has allowed us to
highlight the role of the marginal utility of income in firms’ behavior.

Acknowledgements This work was supported by the Russian Foundation for Basic Researches
under grant No.18-010-00728 and by the program of fundamental scientific researches of the SB
RAS No. L.5.1, Project No. 0314-2016-0018

Appendix
Proof of Theorem 15.1

Combining Zero-profit condition (15.17) m = {n = ¢n with formula for

symmetric equilibrium demand x = n~! — ¢ <= n = (x + ¢)~! we can rewrite
the equilibrium mark-up equation for income-taking firms (15.20) as follows

1

X+ =¢+ (1= @ru(x).

Solving this equation with respect to x we obtain the symmetric equilibrium
consumers’ demand x (¢), parametrized by ¢ = f/L, which cannot be represented
in closed form for general utility u(x), however, the inverse function ¢(x) has the
closed-form solution

IR L=x\?  xr(x) 15.95
LA <2>_1—ru(x)' (15:25)

It was mentioned above that graph of indirect utility V (n) is bell-shaped and
equilibrium masses of firms satisfy n* < n < ¥ if and only if V/(n) < 0.
Calculating the first derivative V'(n) = u(n™' — @) —n~! - u'(n~" — ¢) and
substituting both n = (x + ¢)~ ! and (15.25) we obtain that

2
n*<i<i’ = uk) < 1;x—\/(1;x) —lx_r”rix(l) u'(x),
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at x = x—the equilibrium consumers demand in case of income-taking firms. The
direct calculation shows that this inequality is equivalent to

1—x 4xry(x)
Aux) = A =r(x) | 1= 1= (1= r (L — x| (15.26)

We shall prove that this inequality holds for all sufficiently small x > 0, provided
that A’(0) < r,(0). To do this, consider the following function

which satisfies 4,(0) = 0 = 4,(0), A, (0) < A}, (0) = r,(0). This implies that
inequality A, (x) < A, (x) holds for all sufficiently small x > 0.
Applying the obvious inequality v/1 —z < 1 — z/2 to

_ 4xr,(x)
T A=) =)

we obtain that the right-hand side of inequality (15.26)

e Rl U L B > Au(®) = Aux)
T2 (A =r)d—x2 |~ 7=

for all sufficiently small x > 0, which completes the proof of statement (a).
Applying the similar considerations to Eq.(15.19), which determines the equi-
librium markup under a Ford effect, we obtain the following formula for inverse

function ¢ (x)
1—r,(x)—x 1—r,(x)—x 2
R (e b e

Using the similar considerations, we obtain that

2
i <nt e u(x) > l_r”;x)“—\/(l_r”;x)_x) () | W)

at x = X' —the equilibrium demand under Bertrand competition with Ford effect.
The direct calculation shows that the last inequality is equivalent to

Ay (x) > 1—r,(x) —x - i 4xr,(x) (15.27)
“ N 2 (l—ru()c)—x)2 . ’
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Now assume

74 (0)
1 —r,(0)°

u

which implies that

_ r(0) + (1 =1y (0))3y
o= > 1.
2r, (0)

Let

o axry(x)
T - ru(x) —x’

B, (x)

it is obvious that A, (0) = B, (0) = 0, and

ary (0) ru(0) + (1 — 1, (0))dy

B(O)= """ = Su = A,,(0),
O o 2—ry T
which implies that inequality A, (x) > B, (x) holds for all sufficiently small x.

On the other hand, the inequality /1 — z > 1 — az/2 obviously holds for any

givena > land z € [O, 4(";;1)]. Applying this inequality to

dxr,(x) ru(0) + (1 — 1, (0))é,
= , 0 =
(1 = ru(x) = x)° 2ru(0)

s

we obtain that the right-hand side of (15.27) satisfies

1—r,(x) —x 1— [1— dxry(x) < B,®) (15.28)
2 (I =—rn@)-x*] =" ’

for all sufficiently small x > 0, because x — 0 implies z — 0. This completes the
proof of Theorem 15.1.
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Chapter 16 )
On Multilateral Hierarchical Chack for
Dynamic Decisions

Krzysztof Szajowski

Abstract Many decision problems in economics, information technology and
industry can be transformed to an optimal stopping of adapted random vectors with
some utility function over the set of Markov times with respect to filtration build by
the decision maker’s knowledge. The optimal stopping problem formulation is to
find a stopping time which maximizes the expected value of the accepted (stopped)
random vector’s utility.

There are natural extensions of optimal stopping problem to stopping games-
the problem of stopping random vectors by two or more decision makers. Various
approaches dependent on the information scheme and the aims of the agents in a
considered model. This report unifies a group of non-cooperative stopping game
models with forced cooperation by the role of the agents, their aims and aspirations
(v. Assaf and Samuel-Cahn (1998), Szajowski and Yasuda (1995)) or extensions of
the strategy sets (v. Ramsey and Szajowski (2008)).

16.1 Introduction

The subject of the analysis is the problem of making collective decisions by the
team of agents in which the position (significance) of the members is not equal.
An object that is subject to management generates a signal that changes over time.
Agents deal with capturing signals. Everyone can capture and save one of them, and
its value is relative, determined by the function that takes into account the results
of all decisions. Both the ability to observe signals and their capture determines the
rank of agents who compete in this process. It is also possible that unequalizes of
the decision makers is a consequence of social agreement or policy (v. [10]).
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Earlier studies of such issues (cf. [6, 11, 13, 20, 29, 36]) showed their complexity,
and detailed models of the analyzed cases a way to overcome difficulties in modeling
and setting goals with the help of created models. The basic difficulty, except for
cases when the decision is made by one agent, consists in determining the goals of
the team, which can not always be determined so that the task can be reduced to
the optimization of the objective function as the result of scalarisation. Most often,
individual agents are to achieve an individual goal, but without the destabilization
of the team. When modeling such a case, one should remember about establishing
the rational goal of the agents in connection with the existence of the team (v. [5]).
In the considerations of this study, we use methods of game theory with a finite
number of players. However, the classic model of the antagonistic game is not the
best example of progress. The team has interactions of agents resulting even from
the hierarchy of access to information and the order in which decisions are made.
The proposed overcoming of this difficulty consists in the appropriate construction
of strategy sets and the payment function of players so that, taking into account the
interactions, construct a multi-player game in which players have sets of acceptable
strategies chosen regardless of the decisions of other players. Due to the sequential
nature of the decision-making process, this player’s decision-making independence
is at the time of making it, but it is conditioned by the team’s existing decision-
making process.

Due to the fact that the goal of each agent, aspiration assessment by defining
a withdrawal function, is to accept the most important signal from its point of
view, the result of modeling is the task of repeatedly stopping the sequence of
random vectors. In fact rating aspirations by defining the functions of payment is
the one of the preliminary work on the mathematical modeling of management
problem. Taking this into account, it should be mentioned here that this task was
first put forward by Haggstrom [16], although Dynkin’s [7] considerations can also
be included in this category. Despite the undoubtedly interesting implications of
such a model in applications, the subject has not been explored too much in its most
general formulation, at least it has not been referred to. We will try to point out
considerations that support such implicit modeling.!

In the game models applied to business decisions there are important models
formulated and investigated by economist von Stackelberg [41].> Formulation of
the game related to the secretary problem by Fushimi [14] with restricted set of
strategies, namely threshold stopping times, opened research on the stopping games
with leader by Szajowski (see papers [31, 35]). Similar games are subject of the
research by Enns and Ferenstein [8], Radzik and Szajowski [28]. The extension of
idea of Stackelberg was assumption that the lider is not fixed but the priority to the
player is assigned randomly. Such version of the stopping game is investigated in

IThe stopping games as the special case of the stochastic game has been presented by Jaskiewicz
and Nowak [17].

2This is his habilitation (see also the dissertation [42]), translated recently to English and published
by Springer [43] (v. [9] for the review of the edition).
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[36-38]. The Nash equilibria are obtained in the set of randomized strategies (cf.
[25, 26]).

Two or multi-person process stopping, originally formulated by Dynkin [7],3
met with more interest and research on multi-player games with stopping moments
as players’ strategies are quite well described in the literature. Both for random
sequences and for certain classes of processes with continuous time. We will use
this achievement in our deliberations.

In the following Sects. 16.2—16.4, we will discuss hierarchical diagrams in multi-
person decision problems and their reduction to an antagonistic game. We will use
the lattice properties of the stopping moments and we will obtain an equilibrium
point in the problems under consideration based on the fixed point theorem for the
game on the complete lattice.

16.2 Decision Makers’ Hierarchy in Multi-Choice Problem

Let us consider N agents multiple-choice decision model on observation of
stochastic sequence. The decision makers (DMs) are trying to choose the most
profitable state based on sequential observation. In the case when more than one
player would like to accept the state there are priority system which choose the
beneficiary and the other players have right to observe further states of the process
trying to get their winning state.

Agents’ goals are defined by their payout functions. The rationality is subject
of arbitrary decision when the mathematical model is formulated and should
emphasize the requirement of the agents. One of the popular way is transformation
of such multilateral problem to a non-zero-sum game. When there are two DMs it
could be also zero-sum stopping game.

16.2.1 Zero-Sum Dynkin’s Game

The originally Dynkin [7] has formulated the following optimization problem. Two
players observe a realization of two real-valued processes (X,) and (R;). Player 1
can stop whenever X,, > 0, and player 2 can stop whenever X, < 0. At the first
stage T in which one of the players stops, player 2 pays player 1 the amount R, and
the process terminates. If no player ever stops, player 2 does not pay anything.

3See also models created by McKean [24] and Kifer [18].
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A strategy of player 1 is a stopping time t that satisfies {tr = n} C {X,, > 0}
for every n > 0. A strategy o of player 2 is defined analogously. The termination
stage is simply v = min{r, o}. For a given pair (t, o) of strategies, denote by
K (7, 0) = Elj, <00} Ry the expected payoff to player 1.

Dynkin [7] proved that if sup,,~ |R,| € L then this problem has a value v i.e.

v =supinf K(r,0) = infsup K (7, o)
Tt 9 A

16.2.2 Non-zero Sum Stopping Game

Basement process under which the game is formulated can be defined as follows.
Let (X,, %, Px),{:() be a homogeneous Markov process defined on a probability
space (82, .7, P) with state space (E, %). At each momentn = 1,2,...,T, T €
N=NU {oo}, the decision makers (henceforth called players) are able to observe
the consecutive states of Markov process sequentially. There are N players. Each
player has his own utility function g; : EVN > W, i =1,2,...,N, dependent
on his own and others choices of state the Markov process. At moment n each
decides separately whether to accept or reject the realization x, of X,,. We assume
the functions g; are measurable and bounded.

+ Let .7 be the set of pure strategies for ith player, the stopping times with respect
to the filtration (ﬁ,’;),{:l, i =1,2,..., N. Each player has his own sequence of
o-fields (3“,’;),{:1 (the available information).

¢ The randomize extension of .7; can be constructed as follows (see [34, 44]). Let
(ADT_,,i = 1,2,..., N, be i.i.d.rv. from the uniform distribution on [0, 1]
and independent of the Markov process (X, %, Py) 5:0‘ Let %’jf be the o-field
generated by .%; and {(A})"_,}. A randomized Markov time 7 (p") for strategy
pl=(pl)ye 2T c ‘DﬁlT of the ith player is T(p’) = inf{T >n > 1: Al <
P}

Clearly, if each pﬁl is either zero or one, then the strategy is pure and 7(p’) is in
fact an {ﬁ,’; }-Markov time. In particular an {ﬁ,’; }-Markov time 7; corresponds to the
strategy p' = (pi) with p!, = T{z,=n}, where I is the indicator function for the set
A.

Two concepts are take into account in this investigation. It can be compared
with real investments and investment on the financial market. In real investment
the choice of state is not reversible and sharable. In the financial market the choice
of state by many players can be split of profit to all of them according some rules.
Here, it is separately considered models of payoffs definition.

The payoff functions should be adequate to the information which players have
and their decision. The player who do not use his information should be penalize.
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* Let the players choose the strategies 7; € .7%,i = 1,2, ..., N. The payoff of the
ith playeris G;(t1, 12, ..., ™n) = & (X¢, Xvps -+ Xoy)-

e If the ith player control the ith component of the process, than the func-
tion G;(i1,i2,...,in) = hi(X;,, Xiy,..., X;,) forms the random field. Such
structure of payoffs has been considered by Mamer [22]. Under additional
assumptions concerning monotonicity of incremental benefits of players Mamer
has proved the existence of Nash equilibrium for two player non-zero sum game.

s Let%, =o(FUZF2U...UZN) and 7 be the set of stopping with respect
to (%)le. For a given choice of strategies by players the effective stopping
time v = ¥ (11, 72, ..., Tn) and Gi(t1, 72, ..., Tv) = &i(X,). In some models
the process X, can be multidimensional and the payoff of ith player is the ith
component of the vector X,.

Definition 16.1 (Nash Equilibrium) The strategies ‘Cl*, 7}, ..., Ty are equilibrium
in stopping game if for every player i

E.Gi(t, 55, ..., ty) = ExGi(z], 13, .., Tiy o TR). (16.1)

16.2.3 Rights Assignment Models

However, there are different systems of rights to collect information about under-
lined process and priority in acceptance the states of the process. The various
structures of decision process can have influence the knowledge of the players
about the process which determine the pay-offs of the players. It is assumed that
the priority decide about the investigation of the process and decision of the state
acceptance. The details of the model, which should be precise are listed here.

1. The priority of the players can be defined before the game (in deterministic or
random way) or it is dynamically managed in the play.

2. The priority of the players is decided after the collection of knowledge about the
item by all players.

3. The random assignment of the rights can run before observation of each item and
the accepted observation is not known to players with lowest priority. It makes
that after the first acceptance some players are better informed than the others.

(a) The information about accepted state is known to all players.
(b) The information is hidden to the players who do not accepted the item.

The topics which are analyzed could be pointed out as follows:

1. Dynkin’s game;
2. The fix and dynamic priority of the players: deterministic and random;
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16.3 The Fix and Dynamic Priority of the Players

16.3.1 Deterministic Priority
16.3.1.1 Static

Among various methods of privileges for the players one of the simples is
permutation of players’ indices (rang). Let us propose a model of assignments the
priority (rang) to the players as follows. In non-zero two person Dynkin’s game the
role of an arbiter was given to a random process. The simplest model can assume
that the players are ordered before the play to avoid the conflict in assignment of
presented sequentially states. At each moment the successive state of the process
is presented to the players, they decide to stop and accept the state or continue
observation. The state is given to the players with highest rang (we adopt here the
convention that the player with rang 1 has the highest priority). In this case each
stopping decision reduce the number of players in a game. It leads to recursive
algorithm of construction the game value and in a consequence to determining the
equilibrium (see [27, 33] for review of such models investigation).

The players decision and their priorities define an effective stopping time for
player i in the following way.

e Let P = {1,2,..., N} be the set of players and 7= a permutation of P. It
determines the priority 7 (i) of player i.

The considered model can be extended to fix deterministic priority. The effective

stopping time for player i in this case one can get as follows.

o Let( PZ)Z:1 be the pure stopping strategy. If it is randomized stopping time we
can find pure stopping time with respect to an extended filtration. The effective
stopping strategy of the player i is following:

N
5 ((p)) = inf{k > 1: p} l_[(l — PDjin(y<n(i) = 1} (16.2)
j=1
where p = (p!, p2, ..., p") and each p' = (prZzl is adapted to the filtration

(9,’;)521. The effective stopping time of the player i is the stopping time with
respect to the ﬁltratign Fi = 0{2};, {(p,ﬁ).Zzl’{.jﬂ(j)q(i)}}}. .

* The above construction of effective stopping time assures that each player will
stop at different moment. It translates the problem of fixed priority optimization
problem to the ordinary stopping game with payoffs G;(t1, 12,...,Ty) =
8 Xy, Xy oo, Xop)
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16.3.1.2 Dynamic

In this case the effective stopping time for player i is obtained from parameters of
the model similarly.

e Let( pﬁl),{:l be the pure stopping strategy. If it is randomized stopping time we
can find pure stopping time with respect to an extended filtration. The effective
stopping strategy of the player i is following:

N
7;(p) = inf{k > 1: p; l_[(l — PO (y<mi) = 1} (16.3)
j=1

where p = (p!, p,..., pV) and each p' = (sz ,{:1

(9,’;)5:1. The effective stopping time of the player i is the stopping time with

is adapted to the filtration

respect to the filtration F} = o {Z!, {(pli)zzl,{j:nk(j)<nk(i)}}}'

* The above construction of effective stopping time assures that each player will
stop at different moment. It translates the problem of fixed priority optimization
problem to the ordinary stopping game with payoffs G;(t1, 12,...,Tn8) =
8i( Xy, Xoyy oo, Xop)-

16.3.2 The Random Priority of the Players
16.3.2.1 Static (Fixed) and Dynamic

The random permutation of the players’ can be model of the random fix priority
when before the play the assignment of priority is based on the random permutation.
The fixed permutation is valid for one turn of the game. The effective stopping time
for player i has the following construction in this case.

 Ttis still fixed permutation of the player but its choice is random. The drawing of
the permutation I7 is done once for each play. Let ( PZ)£:1 be the pure stopping
strategy. If it is randomized stopping time we can find pure stopping time with
respect to an extended filtration. The effective stopping strategy of the player i is
following:

N

7 (p) = inf{k > 1: p} H(l - P;{)H{j:r[(j)<17(i)} =1}, (16.4)
j=1

with rest of denotations the same as in the previous section, i.e. where p =

(pl, p%, ..., p") and each p' = (1’:1)7{:1 is adapted to the filtration (3“,’1)7{:1.

The effective stopping time of the player i is the stopping time with respect to
- ; j

the filtration %} = o {.#}, I, {(pk)Z=1,{j:17(j)<17(i)}}}'
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» The above construction of effective stopping time assures that each player will
stop at different moment. It translates the problem of fixed priority optimization
problem to the ordinary stopping game with payoffs G;(t1, 12,...,Tny) =
8 Xe, Xepy oo s Xep)-

When the priority is changing at each step of the game we have the dynamic
random priority. The question is if the moment of the assignments, before the arrival
of the observation and its presentation to the players or after, has a role. The effective
stopping time for player i proposed here assume that the priority is determined
before arrival of the observation, and the observation is presented according this
order.

 If the priority is dynamic and random it is defined by the sequence IT = (Hk)lzzl.
The effective stopping strategy of the player i is following in this case:

N

i (p, [T) = inf{k > 1: pi H(l - P;{)H{jzﬂk(j)<17k(i)} =1}, (16.5)
j=1

It is the stopping time w.r.t. Zi = o {.Z}, I, {(1’1{)2:1,{j:Hk(j)<Hk(i)}}}'
* Each player stops at different moment. It translates the problem of fixed priority
optimization problem to the ordinary stopping game with payoffs

Gi(ti(p, ID, o (p, ID), ..., tN (D, IT)) = &i (X, (p.11)> Xoo(p,1T)» - - - » Xy (p, 1))+

16.3.3 Restricted Observations of Lower Priority Players
16.3.3.1 Who Has Accepted the Observation?

In a sequential decision process taken by the players the consecutive acceptance
decision are effectively done by some players. For every stopping time t/(p, IT)
the representation by the adapted random sequence (8;;),{21, i=1,2,...,N,is
given. Let us denote y, = inf{l < i < N : 8,i = 1}, the player who accepted
the observation at moment k, if any. Similar index can be defined for the fix
deterministic and random priority as for dynamic, deterministic priority as well.

16.3.3.2 Restricted Knowledge

In the class of such games the natural question which appears is the accessibility of
the information. It could be that the accepted observation by the high rang players
are hidden for the lower rang players when has been accepted. However, some
information are acquired taking into account the players’ behavior.
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* As the result of the decision process players collect information about the states
of the process and some of them accept some states. In considered models it was
assumed that players are equally informed about the process. Further it will be
admitted that the player has access to information according the priority assigned
to him. States accepted by others are not fully accessible to the players which
have not seen it before. However, some conjectures are still available assuming
rational behavior of the players and it is given by the function (pi,k (Xx) for the
player i when its priority is lower than player’s yxth.

» Effective information available for the player i at moment k can be presented as
follows.

X: = Xiljii<yy + f/)f,k (X Lizi>ypy-

o Tpe player investigation and interaction with other players gives him filtration

Fi=o(FL ¢l (X)),

* Each player stops at different moment. It translates the problem of random
priority optimization problem, with restricted access to observation, to the

ordinary stopping game with payoffs

Gi(ti(p, 1), o (p, I1), ..., tn(p, 1)) = gi(j(il(p’n)a Xiz(p,n)’ cees XiN(p,H))‘

Let us analyze who has accepted the observation? In a sequential decision process
taken by the players the consecutive acceptance decision are effectively done by
some players. For every stopping time t/(p, IT) the representation by the adapted
random sequence (8;{),{:1, i =1,2,...,N,is given. Let us denote y; = inf{l <
i<N: 8,’; = 1} the player who accepted the observation at moment & if any. Similar
index can be defined for the fix deterministic and random priority as for dynamic,
deterministic priority as well.

16.4 Monotone Stopping Games with Priority

16.4.1 General Assumption

Boundedness assumptions—maximal payoff.

E( sup Gk(j1, j2,---5 JN)) < 00 (16.6)
1<j: <T
i=71J.l.:N
Vizjzr E( infTGk(jl,---,ji—l,n,ji+1,---,j1v)) > —00 (16.7)

J# I<n<

wherek =1,2,..., N.
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In order to assure that each player has a best response to any strategy chosen by
other players it is required:

Vieri BIupGi(r, .., tict,n, sty MIFTT <00 (16.8)
Jj#i n
V. 1imsupE[G,-(r1,...,fi_l,n,r,-ﬂ,...,N)|32,§] (16.9)
jj#l' n—T
S E(Gl(Tlv MR ] Tl*ls T7 Tl+17 IR N)|y%) a.c..

For further analyses the conditional expectation of the payoffs for player i should
be determined. The sequence n, = E(G;(t1, ..., Ti—1, 1, Ti4+1, - .., TN)|Fp) is the
conditional expected return to player i if he decide to stop after his nth observation
and other players uses the stopping rules of their choice. The sequence 7, is fé
adapted and, under the boundedness assumption presented above, the exists an

optimal stopping rule for this sequences fori = 1,2, ..., N.
Definition 16.2 (Regular Stopping Time) The stopping time 7; € 7' is regular
withrespecttor; € 7', ...,5;_1 € T 01 € T iy e TN if

E(n, | Z1) = E(y|. %) on {w : t; > n} forall n, (16.10)
Let 727 = (Tl v oy Tiels Titls -+ - » Tn)-

Maximal regular best response will be considered. By the results of [22] and [19]
it can be established:

Lemma 16.1 Under (16.6)—(16.9) each player has a unique, maximal regular best
A —> . . — .
response T;(T_;) to any vector of stopping times t_; chosen by his opponents.

This does not immediately imply the Nash equilibrium existence.

16.4.2 Monotone Structure of Best Responses

The incremental benefit to player should be analyzed. It is assumed that increments
of payoffs have the following properties. Let us consider the following increments
of payoffs.

i - . . . .
V]’g:jTAm(kv ]*i) = Gi(.]ls ~-~1.]i717m +k7 ]i+11 7]N)

_Gi(jlv-~-sji717m7ji+17-'-1jN)

; —
ND Let us assume that A}, (k, j—;) is nondecreasing in j_;;

NI Let us assume that A}, (k, j—;) is nonincreasing in j_;;
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Lemma 16.2 [f(16.6)~(16.9) and condition ND are fulfilled and o € Tlis regular
with respect of T_i1 € T~ then it is also regular with respect to any T_jp € T
such thatt_jl =< 1:_;2 a.e. (Under NI t_jz =< Eﬁ a.e.)

Lemma 163 Let T, € T k = 1,2, such that T2 < 772 a.e. and ND is
fulfilled then the best response 6(1_11) < (0)(122) a.e. (Under NI 6(T251) >
6(T52) ae.)

16.4.2.1 Tarski’s Fixed Point Theorem

The fixed point theorem which will be helpful for proving the existence of the
equilibrium is obtained for the complete lattices and an isotone functions. We
consider the partial order of random variables: T < o iff T < ¢ a.e. The operations
of supremum of random variables and infimum of random variables are inner
operations in .7, If the essential supremum is considered we have also for every
subset &7 C & that v/ € & and A € .7

Lemma 16.4 (Stopping Set Is a Complete Lattice) The partially ordered sets 7'
with order < and operations essential supremum V and essential infimum A defined
in it are complete lattices.

Definition 16.3 (Isotone Function) Let . be lattice. f is isotone function from
& into & if for 7, 0 € ¥ such that t < o implies f(7) < f(o).

Theorem 16.1 ([40]) If. is a complete lattice and if f is an isotone function from
< into &, then f has a fixed point.

16.4.3 Main Result

Monotonicity of increments with integrability of payoff functions guarantee exis-
tence of Nash equilibrium in stopping game with various models of priority (rule of
assignments) based on the theorem.

Theorem 16.2 ([22]) Suppose that assumptions (16.6)—(16.9)with ND or NI holds.
Then there is a Nash equilibrium pair of stopping times. There is an vector of

. ; * . e . AT .
stopping times T* which forms an equilibrium such that ©7 = o(t*,), i =
1,2,...,N.

16.5 Conclusion

Based on the consideration of the paper we know that the various priority approach
model in the multiple choice problem can be transformed to the multiperson antag-
onistic game with the equilibrium point as the rational treatment. The equilibrium
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point in all these problems exist. The construction of them need individual treatment
and it is not solved in general yet.

The presented decision model can be found with a slightly different interpreta-
tion, namely games with the arbitration procedure. Details can be found e.g. in the
works of Sakaguchi [32] and Mazalov et al. [23].4

The close to the models are some multivariate stopping problem with cooperation
[1, 30, 39]. In cooperative stopping games the players have to use the decision
suggested by coordinator of the decision process (cf. [2, 15]).

In [21] the idea of voting stopping rules has been proposed. The game defined
on the sequence of iid random vectors has been defined with the concept of the
Nash equilibrium as the solution. There are generalization of the results obtained by
Szajowski and Yasuda [39]. Conditions for a unique equilibrium among stationary
threshold strategies in such games are given by Ferguson [12].

Acknowledgements The authors’ thanks go to many colleagues taking part in discussion of the
topics presented in the paper.
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