Subgame Consistent Cooperative Provision
of Public Goods Under Accumulation and
Payoff Uncertainties

David W.K. Yeung and Leon A. Petrosyan

Abstract The provision of public goods constitutes a classic case of market fail-
ure which calls for cooperative optimization. However, cooperation cannot be sus-
tainable unless there is guarantee that the agreed-upon optimality principle can be
maintained throughout the planning duration. This paper derives subgame consis-
tent cooperative solutions for public goods provision by asymmetric agents in a
discrete-time dynamic game framework with uncertainties in stock accumulation
dynamics and future payoff structures. In particular, subgame consistency ensures
that as the game proceeds agents are guided by the same optimality principle and
hence they do not possess incentives to deviate from the previously adopted optimal
behavior. A “payoff distribution procedure” leading to subgame-consistent solutions
is derived and an illustration is presented. This is the first time that subgame consis-
tent cooperative provision of public goods with uncertainties in stock dynamics and
future payoffs is analyzed.

1 Introduction

The provision of public goods constitutes a classic case of market failure. Examples
of public goods include clean environment, national security, scientific knowledge,
openly accessible public capital, technical know-how and public information. The
non-exclusiveness and positive externalities of public goods constitutes major fac-
tors for markets to malfunction in their efficient provision. Problems concerning pri-
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vate provision of public goods are studied in Bergstrom et al. (1986). Static analysis
on provision of public goods are found in Chamberlin (1974), McGuire (1974) and
Gradstein and Nitzan (1989). Fershtman and Nitzan (1991) and Wirl (1996) studied
differential games of voluntary public goods provision by symmetric agents. Wang
and Ewald (2010) introduced stochasticity into the dynamics of public goods accu-
mulation elements into these games. Dockner et al. (2000) presented a game model
with two asymmetric agents in which knowledge is a public good. These studies
on dynamic game analysis focus on the noncooperative equilibria and the collusive
solution that maximizes the joint payoffs of all agents.

Cooperation suggests the possibility of socially optimal solutions to the pub-
lic goods provision problem. However, one may find it hard to be convinced that
dynamic cooperation can offer a long-term solution unless there is guarantee that
participants will always be better off throughout the entire cooperation duration and
the agreed-upon optimality principle be maintained from the beginning to the end.
To enable a cooperation scheme to be sustainable throughout the agreement pe-
riod, a stringent condition is needed—that of subgame consistency. This condition
requires that the optimality principle agreed upon at the outset must remain effec-
tive in any subgame starting at a later starting time with a state brought about by
prior optimal behavior. Hence the players do not have incentives to deviate from
the cooperative scheme throughout the cooperative duration. Moreover, a subgame
consistent solution must also satisfy individual rationality and group optimality. In-
dividual rationality ensures that the payoff allocated to an agent under cooperation
will be no less than his noncooperative payoff. Group optimality ensures that all
potential gains from cooperation are exhausted. The notion of subgame consistency
in cooperative stochastic differential games was originated by Yeung and Petrosyan
(2004).

Yeung and Petrosyan (2013a) analyzed subgame consistent cooperative provi-
sion of public goods with transferable payoffs in a stochastic differential game
framework in which the accumulation dynamics of the public capital is stochas-
tic. Another, often more common, uncertainty facing decision makers is the un-
certain changes in the payoff structures. This kind of uncertainties arises because
the changes in preferences, technologies, demographic structures, institutional ar-
rangements and political and legal frameworks are not known with certainty. Yeung
(2001 and 2003) introduced the class of randomly furcating stochastic differential
games which allows the future payoff structures of the game to furcate (branch-
out) randomly in addition to the game’s stochastic dynamics. Yeung and Petrosyan
(2013b) examined cooperative stochastic dynamic games with randomly furcating
payoffs and presented a theorem characterizing their subgame consistent solutions.
A continuous-time analog can be found in Petrosyan and Yeung (2007). The pres-
ence of random elements in future payoff structures and stock dynamics reflects an
important element of reality in cooperative provision of public goods.

This paper considers subgame consistent cooperative solutions for public goods
provision by asymmetric agents in a discrete-time stochastic dynamic game frame-
work with randomly furcating future payoff structures. In addition, agents’ pay-
offs are transferable. The noncooperative game outcome is characterized and dy-
namic cooperation is considered. Group optimal strategies are derived and subgame
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consistent solutions are characterized. A “payoff distribution procedure” leading to
subgame-consistent solutions is derived. An Illustration is presented to demonstrate
the explicit derivation of subgame consistent solution for public goods provision
game. This is the first time that subgame consistent solution on cooperative pro-
vision of public goods with stochastic dynamics and uncertain future payoffs is
studied.

The chapter is organized as follows. The analytical framework and the non-
cooperative outcome of public goods provision are provided in Sect. 2. Details of a
Pareto optimal cooperative scheme are presented in Sect. 3. A payment mechanism
ensuring subgame consistency is derived in Sect. 4 and an illustration is given in
Sect. 5. Section 6 concludes the chapter.

2 Analytical Framework and Non-cooperative Qutcome

Consider the case of the provision of a public good in which a group of n agents
carry out a project by making contributions to the building up of the stock of a
productive public good. The game involves T stages of operation and a terminal
stage in which each agent received a terminal payment. We use K; to denote the
level of the productive stock and I/ the public capital investment by agent i at stage
t €{1,2,...,T}. The stock accumulation dynamics is governed by the stochastic
difference equation:

n
Kevi=Ki+) 1] =K+, Ki=K° (1)
j=1
fort € {1,2,..., T}, where § is the depreciation rate and ¥, is a sequence of statis-

tically independent random variables.
The payoff of agent i at stage ¢ is affected by a random variable 6,. In particular,
the payoff to agent i at stage ¢ is

R'(K.,0,)—C'(I],6,), ieN={1,2,...,n}, )

where R’ (K, 6;) is the revenue/payoff to agent i, C'(I/, §,) is the cost of investing
Iti e X', and 6, for {1,2,..., T} are independent discrete random variables with
range {6,672, ...,6,"} and corresponding probabilities {1}, A7, ..., A}"}, where n,
is a positive integer for t € {1,2, ..., T}. In stage 1, it is known that 8; equals 911
with probability A} = 1.

Marginal revenue product of the productive stock is positive, that is 3R (K, 0)/
0K, > 0, before a saturation level K has been reached; and marginal cost of invest-
ment is positive and non-decreasing, that is dC’ (I/, 6})/81} > 0 and 82CI (I, 6,)/
a1i% > 0.
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The objective of agent i € N is to maximize its expected net revenue over the
planning horizon, that is

+4' (Kr11)( +r)—T} 3)

subject to the stock accumulation dynamics (1), where Eg, 6, .. 6;:91,9,,...,97 18
the expectation operation with respect to the random variables 61,6, ...,0r and
D, U2, ..., U7, r is the discount rate, and qi (K1) > 0 is an amount conditional on
the productive stock that agent i would received at stage 7 + 1. Since there is no
uncertainty in stage 7 4 1, we use 9} 41 to denote the condition in stage 7' + 1 with
probability A, | = 1.

Acting for individual interests, the agents are involved in a stochastic dynamic
game with randomly furcating payoffs (see Yeung and Petrosyan 2013b). Let IZ(U’)i
denote the strategy of agent i at stage ¢ given that the realized random variable
affecting the payoff function is 6. In a stochastic dynamic game framework,
a strategy space with state-dependent property has to be considered. In particu-
lar, a pre-specified class I" of mapping ¢ () : K — 1" with the property
1" = ¢V (K) € I'' is the strategy space of agent i and each of its elements is a
permissible strategy.

To solve the game, we follow Yeung and Petrosyan (2013b) and begin with
the subgame starting at the last operating stage, that is stage 7. If Q;T €
(6L, 9%, ey GQT} has occurred at stage 7' and the public capital stock is K7 = K,
the subgame becomes:

max Ey, {[Ri(KT, Q;T) _ Ci(I;’ G(T’T)](l 4+ )y~ (T=D

Ir
+¢" (Kr41)(A+r)"T} forieN 4)
n
subjectto  Kryy1=Kr+» I} —8Kr+97, Kr=K. 5)
j=1
J#
The subgame (4)—(5) is a stochastic dynamic game. Invoking the standard tech-
niques for solving stochastic dynamic games, a feedback Nash equilibrium solution
can characterized as follows:

Lemma 1 A set of strategies

¢;”T)*(K) _ {¢;ar)1*(K)’ ¢§STT)2*(K)7 . ¢(Tar)n*(K)}
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provides a Nash equilibrium solution to the subgame (4)—(5), if there exist func-
tions V("T)i(t, K), fori € N and t € {1, 2}, such that the following conditions are
satisfied:

veri(r, K):maxm[[Rf(Kr,e;'w (1 67147y
I[

T

n
4 ylorii [T + LK+ Y oK) + Ih — 8K + 197i| } (6)
j=

i#i

ver-Dir 4 1, K)=¢"(K)1+r)"T forieN.

Proof The system of equations in (6) satisfies the standard stochastic dynamic pro-
gramming property and the Nash property for each agent i € N. Hence a Nash equi-
librium of the subgame (4)—(5) is characterized. Details of the proof of the results
can be found in Theorem 6.10 in Bagar and Olsder (1995). O

We sidestep the issue of multiple equilibria and focus on games in which there is
a unique noncooperative Nash equilibrium in each subgame. Using Lemma 1, one
can characterize the value functions V("T)i(T, K) forallor € {1,2,...,nr}if they
exist. In particular, V(©7 (T, K) yields agent i’s expected game equilibrium payoff
in the subgame starting at stage 7 given that G(TTT occurs and K7 = K.

Then we proceed to the subgame starting at stage 7 — 1 when 9}"‘11 €
{QT 1,9%71, .. 9'” 1} occurs and K7_1 = K. In this subgame, agenti € N seeks
to maximize h1s expected payoft

T

EGT;I9T1,I9T{ Z [Ri(KS’QS)—Ci(lsi,gs)]ﬂ%—r)_(x_l)

s=T-1

+q%KpHx1+r>T}
=Eam{[zef<f<me;f_;>—c (I 6573)]01 41T

b3 IR (. 057) = C 07 ) 40

O'Tl
+q%Ker1+rr*}, (7)

subject to the capital accumulation dynamics
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n
K=K+ I} —6K,+9., Kry=Kforte{T—1.T}.  (8)
j=1

If the functions V("T)i(T, K) for all oy € {1,2,...,n7} characterized in
Lemma 1 exist, the subgame (7)—(8) can be expressed as a game in which agent
i seeks to maximize the expected payoff

Ep, {[R%KT_l, Or—1) — C'(Ii_;, 0r_1)]A +r)~T2

nr n
4 Z )»;TV(”T)’ |:T, Kr—y +ZI%—1 — K71 —H?T_l:”’

or=1 j=1

fori e N, )

using his control I}_l.
A Nash equilibrium of the subgame (9) can be characterized by the following
lemma.

Lemma 2 A set of strategies

¢)(UT )* (K) {¢(0T D1* (K) ¢(UT 1)2* ( ) ¢(UT pn* (K)}

provides a Nash equilibrium solution to the subgame (9) if there exist functions
V(UT)‘(T, Kr) for i €N andor ={1,2,...,n7} characterized in Lemma 1, and
functions VT-DI(T — 1, K), for i € N such that the following conditions are sat-
isfied:

ver-Di(r — 1, K)

i
]Tl

_maXEﬂT |{[Ri(KT—laQ;T_I])_Ci(l;_l’ UT l)](l_,r_r) (T-2)

+ Z )\UTV(GT)Z[T K+Z¢(UT DJj* (K)+IT 1—5K+19T1:|}
Uj'zl ] 1
J#L

forieN. (10)

Proof The conditions in Lemma 1 and the system of equations in (10) satisfies
the standard discrete-time stochastic dynamic programming property and the Nash
property for each agent i € N. Hence a Nash equilibrium of the subgame (9) is
characterized. 0

Using Lemma 2 one can characterize the functions VM (T — 1, K) for all

077 €0} .02 ,....,0/7}, if they exist. In particular, V©7-D(T — 1, K)
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yields agent i’s expected game equilibrium payoff in the subgame starting at stage
T — 1 given that 07" occurs and K7_; = K.

Consider the subgame starting at stage t € {T —2,T —3,...,1} when 6" €
{9,1 , 0,2, e 0;7’} occurs and K; = K, in which agent i € N maximizes his expected
payoff

Eﬁr{[Ri(Kv 6") = C'(1}.67) ]+ )~

Nr+1 n
+ > Af;*llv<“f+l>i[t+1,1<+21,f—3K+z>\,“, fori e N, (11)

or41=1 j=1

subject to the public capital accumulation dynamics
n .
Kyt =K+ I} —8K,+9. K =K. (12)
j=1

A Nash equilibrium solution for the game (1)—(3) can be characterized as follows:
Theorem 1 A set of strategies
t * t 1* t 1* t *
67" (K) = {1 (K), " (K), .. " (KO,

foror e{1,2,....,n:}andt €{1,2,..., T}, cons(itutes a Nash equilibrium solution
to the game (1)—(3), if there exist functions Vi (t, K), for o; € {1,2,...,m;}, t €
{1,2,..., T}, and i € N, such that the following recursive relations are satisfied:

V(UT)i(T +1,K) :qi(KT_H)(l + V)irv
V(Ut)i (t, K)

ZmaXEﬂ[{[Ri(K[,Q[O-t) _ Cl(l;,gtot)](l +r)—(t—l)

Iy

(13)

Ni+1 n
+ > A;’ffv(”r+1>f[z+1,K+Z¢}”’” (K)+1;'—5K,+ﬂ,“,
j=1

J#i
foro, e{1,2,....,nht€{l,2,...., T}, andi € N.

or1=1

Proof The results in (13) characterizing the game equilibrium in stage 7' and stage
T — 1 are proved in Lemma 1 and Lemma 2. Invoking the subgame in stage ¢ €
{1,2,..., T — 1} as expressed in (11)—(12), the results in (13) satisfy the optimality
conditions in stochastic dynamic programming and the Nash equilibrium property
for each agent in each of these subgames. Therefore, a feedback Nash equilibrium
of the game (1)—(3) is characterized. O
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Hence, the noncooperative outcome of the public capital provision game (1)—(3)
can be obtained.

3 Pareto Optimal Cooperative Scheme

It is well-known that non-cooperative provision of public goods would, in general
lead to inefficiency. Cooperation suggests the possibility of socially optimal and
group efficient solutions. Now consider the case when the agents agree to cooperate
and enhance their gains from cooperation. In particular, they act cooperatively to
maximize their expected joint payoff and distribute the joint payoff among them-
selves according to an agreed-upon optimality principle. If any agent deviates from
the cooperation scheme, all agents will revert to the noncooperative framework to
counteract the free-rider problem in public goods provision. Moreover, group opti-
mality, individual rationality and subgame consistency are three crucial properties
that sustainable cooperative scheme has to satisfy.

3.1 Pareto Optimal Provision

To fulfill group optimality the agents would seek to maximize their expected joint
payoff. In particular, they have to solve the discrete-time stochastic dynamic pro-
gramming problem of maximizing

n T
Eo, 6y....00:01.02....07 {Z Y[R (K. 05) — €I (1, 6,)] (1 +7)~CD
j=1s=1
n .
+Y ¢/ (Kryn( +r>—T} (14)
j=1

subject to dynamics (1).

To solve the dynamic programming problem (1) and (14), we first consider the
problem starting at stage 7. If 9;7 e {0}, 9%, cees 9¥T} has occurred at stage T and
the state K7 = K, the problem becomes:

n
max EﬂT{Z[MK’e;T) I 7)) 4T

L2, 10 =
n
+) ¢/ (Kryn(d +r>—T} (15)
j=1
n .
subjectto K741 =Kp = Z Il — 8Kt +97, Kr=K. (16)

j=1
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An optimal solution to the stochastic control problem (15)—(16) can be characterized
by the following lemma.

Lemma 3 A set of controls

L7 =y ) =y K, TR (), T ()

provides an optimal solution to the stochastic control problem (15)—(16), if there
exist functions W T+ (T, K) such that the following conditions are satisfied:

W(UT)(T, K)

n

= oo o Eon [Z[Rfm 077) — € (1.67)](1 47y~ T D
T olr T j=1

,,,,,

no " 17
+Zq1<1<+21£—3K+19T>(1+r)—T}, {an

j=l h=1

n
W(UT+1)i(T +1,K)= qu(K)(l +V)_T-
j=1

Proof The system of equations in (17) satisfies the standard discrete-time stochastic
dynamic programming property. Details of the proof of the results can be found in
Bagar and Olsder (1995). O

Using Lemma 3, one can characterize the functions wer) (T, K) for all G(TTT €
{61, 0%, e OgT }, if they exist. In particular, W°7)(T, K) yields the expected co-
operative payoff starting at stage T given that 67" occurs and K7 = K.

Following the analysis in Sect. 2, the control problem starting at stage r when
9,”’ € {91, 0,2, e 6‘,"’} occurs and K; = K can be expressed as:

J o _ ci(1/ go —(@=1)
Ir(m)]’lrgzl)aé),(...,]t(m)n Eﬁ[{Z[R (K’ 0 ) ¢ (It 0 )](l—l-r)

Ni+1 n
+ ) Aj’fl‘W(“t+l)[t+1,K+Zl,h—5K+ﬂ,“, (18)

h=1

j=1

or1=1

where WO+D[r + 1, K + ZZ:I Ith — 8K + v;] is the expected optimal co-

operative payoff in the control problem starting at stage ¢ + 1 when 9;7 J’:l‘ €

1 2 Ni+1
{041,075+, 0,0 } occurs.
An optimal solution for the stochastic control problem (14) can be characterized

as follows.
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Theorem 2 A set of controls

* 13 1 t 2 t
v K = {0 KT KD, ()
for o, € {1,2,...,n:} and t € {1,2,..., T}, provides an optimal solution to the
stochastic control problem (1) and (14), if there exist functions W@, K), for
oref{l,2,....n:}and t €{1,2,..., T}, such that the following recursive relations

are satisfied:

n
WOT +1,K)=Y ¢/ (K)(1+nT,
Jj=1

W(UT)([’ K)

. . (19)
= max [RI(K.67) — CI (1], 67")](1 47" D
I,("’)l, 11(“’)2 ) (m)n iz

Ne+1
n Z )LU’HW(G'H)[I‘F] K+Zlh —8K+191:|}

or1=1 h=1

foro; €{1,2,...,n:}andt €{1,2,...,T}.

Proof Invoking Lemma 3 and the specification of the control problem starting in
stage t € {1,2,..., T — 1} as expressed in (18), the results in (19) satisfy the opti-
mality conditions in discrete-time stochastic dynamic programming. Therefore, an
optimal solution of the stochastic control problem is characterized in Theorem 2. [

Substituting the optimal control {w,(g’)i*, fort € {1,2,...,T}andi € N} into
(1), one can obtain the dynamics of the cooperative trajectory of public capital ac-
cumulation as:

n
Ki+1=K; +Z w,(a’)j* (K,)—8K,+v;, K,=K, if6" occurs at stage t, (20)
j=1
forte{l1,2,...,T}, o0 €{1,2,...,n}.
We use X} to denote the set of realizable values of K; at stage ¢ generated by (20).
The term K € X} is used to denote an element in X. The term W) (¢, K*) gives

the expected total cooperative payoff over the stages from ¢ to T if 6" occurs and
K[ € X[ is realized at stage ¢.

3.2 Individually Rational Condition

The agents then have to agree to an optimality principle in distributing the total co-
operative payoff among them. For individual rationality to be upheld the expected
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payoffs an agent receives under cooperation have to be no less than his expected
noncooperative payoff along the cooperative state trajectory {K ;"}tT:l] . For instance,
the agents may (i) share the total expected cooperative payoff proportional to their
expected noncooperative payoffs, or (ii) share the excess of the total expected coop-
erative payoff over the expected sum of individual noncooperative payoffs equally.

Let £ (¢, K¥) = [V (¢, K7),£©D2(¢, K[), ..., £ (¢, K})] denote the im-
putation vector guiding the distribution of the total expected cooperative payoff un-
der the agreed-upon optimality principle along the cooperative trajectory given that
6" has occurred in stage ¢, for o; € {1,2,...,n,} and ¢ € {1,2,..., T}. In partic-
ular, the imputation £©)i (s, K ;) gives the present value of expected cumulative
payments that agent i will receive from stage ¢ to stage 7 + 1 under cooperation.

If for example, the optimality principle specifies that the agents share the ex-
pected total cooperative payoff proportional to their non-cooperative payoffs, then
the imputation to agent i becomes:

V(ﬂz)i([’ K})
Z?:l V@i, KF)

£ (1 K7) = W (1, 7).
forie Nandt e {1,2,...,T}.

For individual rationality to be guaranteed in every stage k € {1,2,..., T}, itis
required that the imputation satisfies:

£ (1, K)) = V(1 K}, 1)

fori e Nyo;r €{1,2,...,n;}andr €{1,2,...,T}.
To ensure group optimality, the imputation vector has to satisfy

n
WO (e, K1) = £ (1K), (22)
j=1

foro; € {1,2,...,n;}andr €{1,2,...,T}.
Hence, a valid imputation scheme f;‘(“f)’ (t,K}),forie N,o, €{1,2,...,n} and
te{l,2,...,T}, has to satisfy conditions (21)-(22).

4 Subgame Consistent Payment Mechanism

As demonstrated in Yeung and Petrosyan (2004 and 2013b), to guarantee dynami-
cal stability in a stochastic dynamic cooperation scheme, the solution has to satisfy
the property of subgame consistency in addition to group optimality and individual
rationality. In particular, an extension of a subgame-consistent cooperative solution
policy to a subgame starting at a later time with a feasible state brought about by
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prior optimal behavior would remain effective. Thus subgame consistency ensures
that as the game proceeds agents are guided by the same optimality principle at
each stage of the game, and hence they do not possess incentives to deviate from the
agree-upon optimal behavior. For subgame consistency to be satisfied, the imputa-
tion according to the original optimality principle has to be maintained at all the T
stages along the cooperative trajectory {K; ¢T=1- In other words, the imputation

(1, KI) =[N (1, K7), €92 (1, K7), . €9 (1, K7)] 23)

has to be upheld for o, € {1,2, ..., 9/}, t €{1,2,..., T}, and K; € X}.

4.1 Payoff Distribution Procedure

Following the analysis of Yeung and Petrosyan (2013b), we formulate a Payoff Dis-
tribution Procedure (PDP) so that the agreed-upon imputation (23) can be realized.

Let Bf“’)i (K}) denote the payment that agent i will received at stage ¢ under the
cooperative agreement, if 9,‘r "e {91, 9,2, el 9;”} occurs and K} € X7 is realized at

staget € {1, 2, ..., T}. The payment scheme {Bt(a’)i(K,*) for i € N contingent upon

the event 0,0 " and state K/, fort € {1,2, ..., T'}} constitutes a PDP in the sense that
the imputation to agent i over the stages 1 to T can be expressed as:

é:(Ul)l‘(l’ KO)
— B ()
T _ '
+ Eo,,..or:01,...07 (Z Béaw (KF)+4q' (K74,) (1 + r)T> fori e N.
(=2

Moreover, according to the agreed-upon optimality principle in (23), if 6, oc-
curs and K € X} is realized at stage ¢ the imputation to agent i is £ (¢, K 7)-

Therefore the payment scheme Bt(g’) (K;") has to satisfy the conditions
£ (1, K7)

= Bt(gr)i (Kt*)

+E9t+ly9r+2 ,,,,, 0704, Ot snns ﬂT( Z B;‘Tg“)’(KZ()—I—qi(K;i_H)(l—‘rV)—T)

(24)

fori e Nandallr €{l1,2,...,T}. '
For notational convenience the term & C7+){(T + 1, K 7 41) is used to denote

q"(K; D+ r)~T. Crucial to the formulation of a subgame consistent solution
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is the derivation of a payment scheme {Bt(a’)l(Kt*), fori € N,o, € {1,2,..., 1},
K} eXfandte{l,2,...,T}} so that the imputation in (24) can be realized.

A theorem for the derivation of a subgame consistent payment scheme can be
established as follows.

Theorem 3 A payment equaling

B ;)

= (147D (s“’r” (t, K})

Ne+1
—Eﬁ[{ Z )L0't+ls(0]+|)l[ +1 K*+Zl/f(a[)h )—(SK*‘FI?[}})

Or41= 1 h=1

given to agent i € N at stage t € {1,2,...,T}, ifef’ occurs and K} € X}, leads to
the realization of the imputation in (24).

Proof To construct the proof of Theorem 3, we first express the term

(o, )t
Eo6, 162,009,000 { Z B ‘ (1+r) €-b
c=t+1

+¢' (K3, )1 +r)T}

Ne+1
=Ez>,+1{ > M [Bfi’r”’( Z) )

or+1=1

( )
+ E0/+2a9t+3!---79T;19t+210t+3 ----- ( Z B 7o (1 +7r)” =D
c=t+2

+4q' (K740 +r>‘Tﬂ } (25)

Then, using (24) we can express the term é("f+1)i(t +1, K;‘+1) as

(1 +1, K}y )

(0141)i —
=B, (Kf) A+

(o )l T
F E019.011300.07: 01420143, { Z B, ‘ +q (KT+1)(1+r)
c=t+2

(26)
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The expression on the right-hand-side of equation (26) is the same as the expres-
sion inside the square brackets of (25). Invoking equation (26) we can replace
the expression inside the square brackets of (25) by & Ol (1 4 1, K} 1) and ob-
tain:

(o, )1
E91+|,91+2 ----- 0739114150+ [ Z B ‘ (l—l—r) «-=D
r=1+1

stk

Ne+1
_Eﬂt{ Z )\m+|;§(m+1)z [t+l KtJrl]}

or41=1

Ne+1
= Eﬁr{ Z k0r+l%-(0t+l)l |:t 41, K* + Zw(m)h *) _ 51(;( + ﬁt:| }

or41=1 h=1

Substituting the term

(J{)[ 1
E9r+1,9t+2 ..... 07301, 4 14 I Z B (1 +r ) €-1
¢=t+1

+¢' (K3,)(1 +r)T}

by

Ni+1
: Z )\,Jl+1§(at+l)l |:t—‘r1 K*-i-zlﬂ(a')h ) SK*-FI%]}

o41=1 h=1

in (24) we can express (24) as:
£ (1, K7)
=B (K))A 4+~

Ni+1
+E§t{ Z AU[+1§((T,+1)! |:l+1 K*+ZI//(Ut)h ) (SK*+19[:|}

o41=1 h=1

27)

For condition (27), which is an alternative form of (24), to hold it is required
that:
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B (K7)

=+n"" (s("f)f (t,K;))

Nr+1
S DRt v W R )}

ory1=1 h=1

for i eNandte{l,Z,...,T}.

Therefore by paying B”" (K*) to agent i € N at stage 7 € {1,2,..., T}, if 6
occurs and K/ € X} is realized, leads to the realization of the imputation in (24).
Hence Theorem 3 follows. O

For a given imputation vector

00 (e, k) = [ (1K), 62 (1. KT, .. £ (1. K],

for oy € {1,2,...,n;} and ¢t € {1,2,..., T}, Theorem 3 can be used to derive the
PDP that leads to the realization this vector.

4.2 Transfer Payments

When all agents are using the cooperative strategies given that K;* € X, and 6,
occur, the payoff that agent i will directly received at stage ¢ becomes

[R (K* o,)_ (w(o,)t ( ) 9;”)](1—}—1‘)_([_1)

However, according to the agreed upon imputation, agent i is supposed to received

B,(U’) i(K ;) at stage ¢ as given in Theorem 3. Therefore a transfer payment (which
can be positive or negative)

(Ur)l (K ) B(m)z (K ) [R (K* 90')‘) —Ci( t(“t)i*(K;k)’Olo't)](l+r)—(t—1)’

fort €{1,2,...,T}and i € N, will be assigned to agent i to yield the cooperative
imputation &) (¢, K.

5 An Illustration

In this section, we provide an illustration of the derivation of a subgame consistent
solution of public goods provision under accumulation and payoff uncertainties in
a multiple asymmetric agents situation. The basic game structure is a discrete-time
analog of an example in Yeung and Petrosyan (2013a) but with the crucial addi-
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tion of uncertain future payoff structures to reflect probable changes in preferences,
technologies, demographic structures and institutional arrangements. This is the first
time that an explicit dynamic game model on cooperative public good provision un-
der uncertain future payoffs is presented.

5.1 Multiple Asymmetric Agents Public Capital Build-up

We consider an n asymmetric agents economic region in which the agents receive
benefits from an existing public capital stock K; at each stage r € {1,2,...,T}.
The accumulation dynamics of the public capital stock is governed by the stochastic
difference equation:

n
K=K +Y I} 6K+, K =K° forte{l,2,3}, (28)
j=1

where ¥; is a discrete random variable with non-negative range {9}, z?lz, 19,3} and
corresponding probabilities {y,l, ytz, yt3}, and Z?’:l y,] 19,] =w > 0.

At stage 1, it is known that Gf I = 911 has happened with probability )L{ =1, and
the payoff of agent i is

Ry (1)
At stage ¢ € {2, 3}, the payoff of agent i is
0l K, — (1)

if 07" € {0}, 02,67, 67} occurs.

In particular, oe,(a’) 'K ; gives the gain that agent i derives from the public capital
at stage t € {1, 2,3}, and c,(o’)i (I,i)2 is the cost of investing I,i in the public capital.

The probability that 6" € {6}, 62,67, 6"} will occur at stage € {2,3} is A{" €
{Atl, Atz, A;”, Af}. In stage 4, a terminal payment contingent upon the size of the cap-
ital stock equaling (¢° K4 + m')(1 4+ r)~3 will be paid to agent i. Since there is no
uncertainty in stage 4, we use Oi to denote the condition in stage 4 with probability
A =1

The objective of agent i € N is to maximize the expected payoft:

3
E, .6,.05:91.92.9 {Z[agar)il{r _ Cgor)i (1;‘)2](1 + r)—(r—l)

=1

+(qu4+mi)(1+r)_3}, (29)

subject to the public capital accumulation dynamics (28).
The noncooperative outcome will be examined in the next subsection.
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Invoking Lemma 2, one can characterize the noncooperative Nash equilibrium
strategies for the game (28)-(29) as follows. In particular, a set of strategies
(17 = @7 (K), for oy € {1}, 02,03 € {1,2,3,4},1 € {1,2,3} and i € N} pro-
vides a Nash equilibrium solution to the game (28)—(29), if there exist functions
y (@i (t,K), for i € N and ¢t € {1, 2, 3}, such that the following recursive relations

are satisfied:

Vi@, Ky = (g'K +mi)(1+1r) 7

4
V("’)i(t, K) = max Eﬁ,{[a,(m)il( _ Ct(m)i (I;)Z](l + r)—(t—l) + Z A

Iy

orp1=1

n
« V@i [I +1.K + Z¢§0f>f*(x) + I — 8K + 0,

j=1
J#i

1

3 4
ORI

y=1 o=l

n
x V(i [z + LK+ Y T K+ 1~ 5K + )

j=1
J#i

fort e {1,2,3}.

Performing the indicated maximization in (30) yields:

Il =" (K)

13 4

(1+r)! y o141

= PYRCAT 253}7 ZE: Ay
Ci y=1 o=l

n
x V! |:t +LE+Y ¢ (K) - 8K + 0]

j=1

forieN,te{l,2,3},01=1,and o, € {1,2,3,4} for T € {2, 3}.

= max{ [ot,((r’)iK - c,(U’)i (Ili)z](l +r)"¢D

|

J

I

Ot+1
t+1

(30)

€2y

Proposition 1 The value function which represents the expected payoff of agent i

can be obtained as:
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Vi@ Ky =[A K + ¢+ )70,
forie N,te{1,2,3},01=1,and o, €{1,2,3,4} for T € {2, 3}, where
AP = 1 gl (1 =81 +n7" and
i 2 —2 n i _1
i 1+ . J(1 +
clod) __@)yd+n= |:qu61 (I+r

4C§‘73)i clos)J

+ ¢ w3 +mi:|(1 +r7 L
j=1 3

4
A =Y T AT -9 +n7 and

(73=1
1 4 ?
(o2)i _ 03 4 (03)i -1
' = 4(02)i(2x3 AT (L +7) )
) =1
4 n 4 (63)] —1
i 5. A a+r) i
03 (03)i 0373 (03)i
+ )02 |:A3 (Z >0 —— 7 + m) +C} }
o3=1 j=163=1 )
x (1 +r)_1;

4
AP = 1Y AP AT A -1+, and

or=1
1 4 ?
(oi _ 02 4 (02)i -1
C = 4c<m>i(ZM Ay d+n) )
1 or=1
4 no 4 (62) ] -1
i 5 A 147 i
o | 4 (o2 62 12 (02)i
0'2:1 j:l 6’2:1 1
x (1417
forieN.
Proof See Appendix. U

Substituting the relevant derivatives of the value functions in Proposition 1 into
the game equilibrium strategies (31) yields a noncooperative Nash equilibrium so-
lution of the game (28)—(29).

5.3 Cooperative Provision of Public Capital

Now we consider the case when the agents agree to cooperate and seek to enhance
their gains. They agree to maximize their expected joint gain and distribute the coop-
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erative gain proportional to their expected non-cooperative gains. The agents would
first maximize their expected joint payoff

n 3
Eg, 6,.05:91.02.95 {ZZ[“%UT)]‘KT _ Cgar)j (Irj)z](l +r)—(r—l)

j=1t=1

n
+Z(q~’K4+mf)<1+r>—3}, (32)
j=1

subject to the stochastic dynamics (28).

Invoking Theorem 2, one can characterize the solution of the stochastic dynamic
programming problem (28) and (32) as follows. In particular, a set of control strate-
gies ('™ =y " (K), fort € {1,2,3}andi € N, oy = 1,0 € {1,2,3,4}} for
T € {2, 3}, provides an optimal solution to the problem (28) and (32), if there exist
functions W) (¢, K), for ¢ € {1,2, 3}, such that the following recursive relations
are satisfied:

n
WA K)=> (¢ K +ml)(1+r)72
j=1

n
W(a,)(t’ K)= max Eﬂt{Z[ (ar)JK (a,)/(IJ) ](1+r)—(t—1)
I

AN R j=1
4 "
+ >0 A W("’+‘)|:t+ LK+ 1 3K +’7t”
or1=1 =l (33)

n
=max{Z[ (‘Tt)]K (m)J(IJ) ](1+r)—(t—l)

i
A e

3 4 n
+Y v Y /\;”++11W<"1+'>"[t+1,1<+21g—5K+19ty“

y=1  op=I1 j=1
fort € {1, 2, 3}.
Performing the indicated maximization in (33) yields:
1=y (K)

4!
- 2¢ (0,)1 Z Z )ijH

or41=1

n
¢ ) J* 4
x W [r+1,1<+§ Y (K) —8K+z9}}, (34)

j=1
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forie N,te€{l,2,3},01=1,and o; € {1, 2, 3,4} for T € {2, 3}.

Proposition 2 The value function which represents the expected joint payoff of
agents can be obtained as:

W(G’)(t, K)= [Afm)K + Ct(Ur)](l + r)_(t_l),
forte{l1,2,3},01=1,and o, €{1,2,3,4} for T € {2, 3}, where

n n
A =30 13 (1 -8+ and
j=1 j=1

ey~ L d"0En7)?
3 (03)]
=1 dcy

n -1
+Z[ (Z iz lq(f,})jr) +w3>+mj:|(1+r)_l,
j=1

n 4
A =3+ 3P AT =5+, and

j=1 o3=1
n 1 2
(02) _ 03 4 (03)
Y = 24 (02)j<2x ATV (1 +r)” >
j=1 o3=1
4 (63)] 1
Ay (L+7) j
o3 (03)i 03 (03)i
+Z)» |:A (ZZ)\. W+w2>+c3 i|
03= 1 J 10’3 1 2
x (1+r)7"

n 4
A =3 4 Y P AP A - +n7", and

j=1 or=1
n 1 4 2
(1) _ 02 4 (02) -1
= 246«71)1 (Z’\Z A7 40 )
j=1 1 or=1
4 (62) 1
Ay 7+ +r)
(o) (02) [op) (02)
P2 ap (X T A ) )
o= 1 J 10’2 1
x (14 r)f1
Proof Follow the proof of Proposition 1. 0

Using (34) and Proposition 2, the optimal cooperative strategies of the agents can
be obtained as:
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Yo q" A+
ZC(US)i

7 (K) =

’

4

(52)1 (K) Z )\‘03

03=

(Ul)l (K) Z )"02

or=1

(03) 1
A7 (A +r
((G 7 )" 35)

2 2

(02) 1

Ay
A+ orien.
2¢ (Ul)l

Substituting w(a‘)l (K) from (35) into (28) yields the optimal cooperative accumu-
lation dynamics:

n 4 (01+1) -1
AT A+
K=K+ > )L;’+431H‘12W—8K,+19,, Ki=K° (36)
t

j=lo1=1

if 9,0’ occurs at stage ¢, for ¢ € {1, 2, 3}.

5.4 Subgame Consistent Cooperative Solution

Given that the agents agree to share the cooperative gain proportional to their ex-
pected non-cooperative payoffs, an imputation

V(“’)i(t, Kt*)

@i K)) = .
€ KD) G Vi K

W@ (1, KF)

(01)i 1% (01)i
A K C
B Z”[ o +* : ((]T (A K + )T,
A+
j_l[ t t t

fori € N, (37

if 97" occurs at stage ¢ for ¢ € {1, 2, 3} has to be maintained.
Invoking Theorem 3, if 6" occurs and K € X7 is realized at stage t a payment
equaling

B(Ut)l( ) (l—l-l")(t 1){%-(01)10 K )

Nt+1
[ 3

y=1  oq1=1

(s“’fﬂﬁ |:t+1 K; +ZW’”’ (K7) - 8K; +ﬁzy])”

h=1
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ATKE+ 7 ) g | clon)
- Z [A(Ut)’K* C(Ur)l] [A K Ct ]
j=1

X ,
Z % 0141 Ag—r;ﬂ)l Ki11(0141, ﬁt}) + Ct(j-tlJrl)l
1+1 n A(0;+1)l

VL i
= o=t 2l A Ko, 00) + I

x [ASTV K (041, 97) + €]+ 1), (38)
where
A(GITI)(1+r)—1
Ko a) =K+ 30 3 o A UE0T e

(01)j
j=loi1=1 ZC’

given to agent i at stage ¢ € {1,2, 3} if 6" occurs would lead to the realization of
the imputation (37).

A subgame consistent solution and the corresponding payment schemes can be
obtained using Propositions 1 and 2 and conditions (35)—(38).

Finally, since all agents are adopting the cooperative strategies, the payoff that
agent i will directly received at stage 7 is

2
(07)i Ot41 4 (O141) -1
% I Kl* 4c (Ut)l ( Z )\'l‘-t:l AH—T (I+7) ) ’

or+1=1

if 97" occurs at stage ?.

However, according to the agreed upon imputation, agent i is to receive
gloiy, K[) in (38), therefore a transfer payment (which can be positive or neg-
ative) equaling

2
71, K =6 (1, KF) — o K+ - (w< 3 xfffAf‘ﬁf‘)(lJrr)‘l)

or+1=1

will be given to agent i € N at stage ¢.

6 Concluding Remarks

An essential characteristic of decision making over time is that though the decision-
maker gathered all past and present information available, the precise state of the
future, in general, could not be foreseen with absolute certainty. An empirically
meaningful theory must therefore incorporate relevant uncertainties in an appro-
priate manner. This paper resolves the classical problem of market failure in the
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provision of public goods with a subgame consistent cooperative scheme taking
into consideration two types of commonly observed uncertainties—stochastic stock
accumulation dynamics and uncertain future payoff structures. A scheme that guar-
antees the agreed-upon optimality principle be maintained in any subgame and pro-
vides the basis for sustainable cooperation is derived. A “payoff distribution proce-
dure” leading to subgame-consistent solutions is developed. An illustrative example
is presented to demonstrate the derivation of subgame consistent solution for pub-
lic goods provision game under these uncertainties. The analysis can be readily
extended into a multiple public capital goods paradigm. This is the first time that
subgame consistent cooperative provision of public goods is analysed under un-
certainties in both the accumulation dynamics and future payoff structures. Further
research and applications are expected.
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Appendix

Proof of Proposition 1 Consider first the last stage, that is stage 3, when 9; % occurs.
Invoking that

VO3 ) =[AYYK + (1 +)72 and
VOI@ Ky = (g'K +m')(1 417
from Proposition 1, the condition governing ¢t = 3 in equation (30) becomes

[AYY K + (1 +m)72

= ma"{ [ K — ™" (1)) )72
I

3 4 4
DD IEN [qi (K + 2O (K) + 1 - 8K + 193y> + mi:|
y=1

oy=1 j=1
J#L

x (1 +r)3}, fori e N. (39

Performing the indicated maximization in (39) yields the game equilibrium strate-
gies in stage 3 as:

g'(1+n""

(03)i
203

¢V (K) = , forieN. (40)
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Substituting (40) into (39) yields:

[A(0'3)iK + C(O'S)i]

(03)1K_(CI) d+r)” 2

46(0%)1
: QUM ~
y=1 j=1
x (1+r)~L, forieN. 41)

Note that both sides of equation (41) are linear expressions of K. For (41) to hold it
is required that:

AP =o 1 gi 1 =81+, and
clovi _ _ (@)*(A+r)72
3 45" “2)

J(1+r)1 _ .
[ Zq((a3)/) +q’zII3+m’:|(l+r)_1, fori e N.

Now we proceed to stage 2, using V@3, K) = [A(G*)'K + C(Gg)l](l +r)2

with A;Uw and Cé‘mi given in (42), the conditions in equation (30) become
[AY K + ]+

= max{ [as™ K — 2N (1)) + ) !
h

+ Z vy Z pae |:A("3)l (K + qu("z)f (K) + 15 — 8K + 192y>

o3=1

Jaét

+ Cg"”"](l + r)—Z}, fori € N. (43)

Performing the indicated maximization in (43) yields the game equilibrium
strategies in stage 2 as:

4

((72)1 (K) — Z )\’0'3

o3=1

AP (1 4r)!

205‘72” , forieN. (44)
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Substituting (44) into (43) yields:

[A(JZ)l K+ C(f72)l]

2
=K — - (@)l (Z AP AT (1 +r)” )

o3=1

3 (o) 4 A(O'S)](l_l_r) 1
y U’; 03)i 63 y
+§1 §1 AS K+§ ) AZCET 5K + 03

j1031

+ c§"3>f] (1+r)~" forieN. (45)

Both sides of equation (45) are linear expressions of K. For (45) to hold it is required
that:

AT = a7 4 Z,\"3A<"3)’(1 A+, and

(731

2
(02)i __ 03 4 (03)i —
s = 4(@[(5 2P A (1 +r) )

o3=1

(40)

4 (63)] 1
LA (1 + r)
03| 4 (03)i
e Y e (S 3 A )
2

o3=1 J 10'3 1
+ Cg"”’} (1+r)"', forieN.
Now we proceed to stage 1, using V@ (2, K) = [AS’Z)"K + C;‘wi](l +r)7!
with Ag’”’ and CEUZ)I given in (46), the conditions in equation (30) become
(o1)i (o)
[A7VK + ¢

s o 1)
1

3 4 n

3 S A (i S i 40
y=1 or=1 j=1
J#i

+c§"2”}(1 +r)—1}, fori € N. A7)
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Performing the indicated maximization in (47) yields the game equilibrium strate-
gies in stage 1 as:

4

(Ul)l (K) Z )\’(72

021

A(02)1(1+r) 1

” (gl)l , forieN. (48)

Substituting (48) into (47) yields:

[AVK + ]

2
(op)i oy 4 (02)i
a; K — " ((71)1< E A A, 1+r)" )

or=1

3 ( )i A(O'Z)](]_l_r) 1
1

y=1 Uz:l j=1l6r=1
+c§"2)"](1+r)1, fori € N. (49)

Both sides of equation (49) are linear expressions of K. For (49) to hold it is required
that:

4
AT =™+ Y AP AT 1 =81+, and

op=1
1 4 2
(o)i __ oy 4 (02)i -1
O =G | oA )
4C1 o1=1

4 (62)] 1
P (1+r)
02| 4 (02)i
+ Y ae (S 3 A )
1

or=1 j=16,=1
+C§02)i:|(1+r)_1, fori € N.

Hence Proposition 1 follows. d
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