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Preface

This book offers a combined course of lectures on game theory which the author has delivered
for several years in Russian and foreign universities.

In addition to classical branches of game theory, our analysis covers modern branches left
without consideration in most textbooks on the subject (negotiation models, potential games,
parlor games, best choice games, and network games). The fundamentals of mathematical
analysis, algebra, and probability theory are the necessary prerequisites for reading.

The book can be useful for students specializing in applied mathematics and informatics,
as well as economical cybernetics. Moreover, it attracts the mutual interest of mathematicians
operating in the field of game theory and experts in the fields of economics, management
science, and operations research.

Each chapter concludes with a series of exercises intended for better understanding. Some
exercises represent open problems for conducting independent investigations. As a matter of
fact, stimulation of reader’s research is the main priority of the book. A comprehensive
bibliography will guide the audience in an appropriate scientific direction.

For many years, the author has enjoyed the opportunity to discuss derived results with
Russian colleagues L.A. Petrosjan, V.V. Zakharov, N.V. Zenkevich, I.A. Seregin, and A.Yu.
Garnaev (St. Petersburg State University), A.A. Vasin (Lomonosov Moscow State University),
D.A. Novikov (Trapeznikov Institute of Control Sciences, Russian Academy of Sciences),
A.V. Kryazhimskii and A.B. Zhizhchenko (Steklov Mathematical Institute, Russian Academy
of Sciences), as well as with foreign colleagues M. Sakaguchi (Osaka University), M. Tamaki
(Aichi University), K. Szajowski (Wroclaw University of Technology), B. Monien (Univer-
sity of Paderborn), K. Avratchenkov (INRIA, Sophia-Antipolis), and N. Perrin (University of
Lausanne). They all have my deep and sincere appreciation. The author expresses profound
gratitude to young colleagues A.N. Rettieva, J.S. Tokareva, Yu.V. Chirkova, A.A. Ivashko,
A.V. Shiptsova and A.Y. Kondratjev from Institute of Applied Mathematical Research (Kare-
lian Research Center, Russian Academy of Sciences) for their assistance in typing and
formatting of the book. Next, my frank acknowledgement belongs to A.Yu. Mazurov for his
careful translation, permanent feedback, and contribution to the English version of the book.

A series of scientific results included in the book were established within the framework of
research supported by the Russian Foundation for Basic Research (projects no. 13-01-00033-
a, 13-01-91158), Russian Academy of Sciences (Branch of Mathematics) and the Strategic
Development Program of Petrozavodsk State University.
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Introduction

“Equilibrium arises from righteousness, and righteousness arises from the meaning of the
cosmos.”
From Hermann Hesse’s The Glass Bead Game

Game theory represents a branch of mathematics, which analyzes models of optimal decision-
making in the conditions of a conflict. Game theory belongs to operations research, a science
originally intended for planning and conducting military operations. However, the range of its
applications appears much wider. Game theory always concentrates on models with several
participants. This forms a fundamental distinction of game theory from optimization theory.
Here the notion of an optimal solution is a matter of principle. There exist many definitions of
the solution of a game. Generally, the solution of a game is called an equilibrium, but one can
choose different concepts of an equilibrium (a Nash equilibrium, a Stackelberg equilibrium,
a Wardrop equilibrium, to name a few).

In the last few years, a series of outstanding researchers in the field of game theory were
awarded Nobel Prize in Economic Sciences. They are J.C. Harsanyi, J.F. Nash Jr., and R. Selten
(1994) “for their pioneering analysis of equilibria in the theory of non-cooperative games,”
FE. Kydland and E.C. Prescott (2004) “for their contributions to dynamic macroeconomics:
the time consistency of economic policy and the driving forces behind business cycles,” R.J.
Aumann and T.C. Schelling (2005) “for having enhanced our understanding of conflict and
cooperation through game-theory analysis,” L. Hurwicz, E.S. Maskin, and R.B. Myerson
(2007) “for having laid the foundations of mechanism design theory.” Throughout the book,
we will repeatedly cite these names and corresponding problems.

Depending on the number of players, one can distinguish between zero-sum games
(antagonistic games) and nonzero-sum games. Strategy sets are finite or infinite (matrix
games and games on compact sets, respectively). Next, players may act independently or
form coalitions; the corresponding models represent non-cooperative games and cooperative
games. There are games with complete or partial incoming information.

Game theory admits numerous applications. One would hardly find a field of sciences
focused on life and society without usage of game-theoretic methods. In the first place, it is
necessary to mention economic models, models of market relations and competition, pricing
models, models of seller-buyer relations, negotiation, and stable agreements, etc. The pioneer-
ing book by J. von Neumann and O. Morgenstern, the founders of game theory, was entitled
Theory of Games and Economic Behavior. The behavior of market participants, modeling
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of their psychological features forms the subject of a new science known as experimental
economics.

Game-theoretic methods generated fundamental results in evolutionary biology. The
notion of evolutionary stable strategies introduced by British biologist J.M. Smith enabled
explaining the evolution of several behavioral peculiarities of animals such as aggressiveness,
migration, and struggle for survival. Game-theoretic methods are intensively used in rational
nature management problems. For instance, fishing quotas distribution in the ocean, timber
extraction by several participants, agricultural pricing are problems of game theory. Today,
it seems even impossible to implement intergovernmental agreements on natural resources
utilization and environmental pollution reduction (e.g., The Kyoto Protocol) without game-
theoretic analysis. In political sciences, game theory concerns voting models in parliaments,
influence assessment models for certain political factions, as well as models of defense
resources distribution for stable peace achievement. In jurisprudence, game theory is applied
in arbitration for assessing the behavioral impact of conflicting sides on judicial decisions.

We have recently observed a technological breakthrough in the analysis of the virtual
information world. In terms of game theory, all participants of the global computer network
(Internet) and mobile communication networks represent interacting players that receive and
transmit information by appropriate data channels. Each player pursues individual interests
(acquire some information or complicate this process). Players strive for channels with high-
level capacities, and the problem of channel distribution among numerous players arises
naturally. And game-theoretic methods are of assistance here. Another problem concerns the
impact of user service centralization on system efficiency. The estimate of the centralization
effect in a system, where each participant follows individual interests (maximal channel
capacity, minimal delay, the maximal amount of received information, etc.) is known as the
price of anarchy. Finally, an important problem lies in defining the influence of information
network topology on the efficiency of player service. These are non-trivial problems causing
certain paradoxes. We describe the corresponding phenomena in the book.

Which fields of knowledge manage without game-theoretic methods? Perhaps, medical
science and finance do so, although game-theoretic methods have also recently found some
applications in these fields.

The approach to material presentation in this book differs from conventional ones. We
intentionally avoid a detailed treatment of matrix games, as far as they are described in
many publications. Our study begins with nonzero-sum games and the fundamental theorem
on equilibrium existence in convex games. Later on, this result is extended to the class of
zero-sum games. The discussion covers several classical models used in economics (the
models of market competition suggested by Cournot, Bertrand, Hotelling, and Stackelberg,
as well as auctions). Next, we pass from normal-form games to extensive-form games and
parlor games. The early chapters of the book consider two-player games, and further analysis
embraces n-player games (first, non-cooperative games, and then cooperative ones).

Subsequently, we provide fundamental results in new branches of game theory, best choice
games, network games, and dynamic games. The book proposes new schemes of negotiations,
much attention is paid to arbitration procedures. Some results belong to the author and his
colleagues. The fundamentals of mathematical analysis, algebra, and probability theory are
the necessary prerequisites for reading.

This book contains an accompanying website. Please visit www.wiley.com/go/game_
theory.

www.it-ebooks.info


http://www.it-ebooks.info/

Strategic-form two-player games

Introduction

Our analysis of game problems begins with the case of two-player strategic-form (equivalently,
normal-form) games. The basic notions of game theory comprise Players, Strategies and
Payoffs. In the sequel, denote players by I and II. A normal-form game is organized in
the following way. Player I chooses a certain strategy x from a set X, while player I1
simultaneously chooses some strategy y from a set Y. In fact, the sets X and Y may possess
any structure (a finite set of values, a subset of R”, a set of measurable functions, etc.). As a
result, players I and I/ obtain the payoffs H,(x,y) and H,(x, y), respectively.

Definition 1.1 A normal-form game is an object
I'=<LI,X,Y,H,H, >,

where X, Y designate the sets of strategies of players I and II, whereas H,, H, indicate their
payoff functions, H; : X XY —- R,i=1,2.

Each player selects his strategy regardless of the opponent’s choice and strives for max-
imizing his own payoff. However, a player’s payoff depends both on his strategy and the
behavior of the opponent. This aspect makes the specifics of game theory.

How should one comprehend the solution of a game? There exist several approaches
to construct solutions in game theory. Some of them will be discussed below. First, let us
consider the notion of a Nash equilibrium as a central concept in game theory.

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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2 MATHEMATICAL GAME THEORY AND APPLICATIONS

Definition 1.2 A Nash equilibrium in a game T is a set of strategies (x*,y*) meeting the
conditions

H (x,y") < H (x*,y"),
Hy(x*,y) < Hy(x",y") (1.1)

for arbitrary strategies x,y of the players.

Inequalities (1.1) imply that, as the players deviate from a Nash equilibrium, their payofts
do decrease. Hence, deviations from the equilibrium appear non-beneficial to any player.
Interestingly, there may exist no Nash equilibria. Therefore, a major issue in game problems
concerns their existence. Suppose that a Nash equilibrium exists; in this case, we say that
the payoffs HT = H;(x*,y%), H; = H,(x*,y*) are optimal. A set of strategies (x,y) is often
called a strategy profile.

1.1 The Cournot duopoly

We mention the Cournot duopoly [1838] among pioneering game models that gained wide
popularity in economic research. The term “duopoly” corresponds to a two-player game.

Imagine two companies, / and I, manufacturing some quantities of a same product (g,
and ¢,, respectively). In this model, the quantities represent the strategies of the players.
The market price of the product equals an initial price p after deduction of the total quantity
Q = g, + g,. And so, the unit price constitutes (p — Q). Let ¢ be the unit cost such that ¢ < p.
Consequently, the players’ payoffs take the form

Hi(q1,92) = p—q1 — q2)q1 — ¢q1» Hy(q1,92) = (P —q1 — 42)92 — ¢q». (1.2)

In the current notation, the game is defined by I' =< 1, I, O = [0, ), Q, = [0, 0),H|, H, >.

Nash equilibrium evaluation (see formula (1.1)) calls for solving two problems, viz.,

max H,(qy, q5) and max H,(q7, q,). Moreover, we have to demonstrate that the maxima are
q1 a2

attained at ¢; = g}, g, = ¢5. The quadratic functions H,(q,,q5) and H,(q},q,) get maxi-
mized by

1
0 =5p-c-dq)

1
0 =5p-c-q).
Naturally, these quantities must be non-negative, which dictates that

qi <p—c, i=12. (1.3)

By resolving the derived system of equations in q”l‘, qé, we find
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that satisfy the conditions (1.3). And the optimal payoffs become

p-c7
H = Hy = 15—

1.2 Continuous improvement procedure

Imagine that player I knows the strategy g, of player II. Then his best response lies in
the strategy ¢, yielding the maximal payoff H,(q,,q,). Recall that H;(q,q,) is a concave
parabola possessing its vertex at the point

a=30-c-a. @

We denote the best response function by g; = R(q,) = %(p — ¢ — q,). Similarly, if the strategy
q, of player I becomes known to player I, his best response is the strategy g, corresponding
to the maximal payoff H,(q, g,). In other words,

4 =R =3(p—c—q. 22)

Draw the lines of the best responses (2.1)—(2.2) on the plane (g, q,) (see Figure 1.1). For
any initial strategy qg, construct the sequence of the best responses

7)) = q\" =R} = ¢y’ =R(d") > -+ = 4" =R¢}™") = ¢)” =R(@}) > ..
The sequence (¢, ¢5) is said to be the best response sequence. Such iterative procedure agrees
with the behavior of sellers on a market (each of them modifies his strategy depending on
the actions of the competitors). According to Figure 1.1, the best response sequence of the
players tends to an equilibrium for any initial strategy q(20). However, we emphasize that the
best response sequence does not necessarily brings a Nash equilibrium.

@’ )

Figure 1.1 The Cournot duopoly.
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4 MATHEMATICAL GAME THEORY AND APPLICATIONS

1.3 The Bertrand duopoly

Another two-player game which models market pricing concerns the Bertrand duopoly [1883].

Consider two companies, I and /I, manufacturing products A and B, respectively. Here
the players choose product prices as their strategies. Assume that company / declares the unit
prices of ¢, while company /I declares the unit prices of c,.

As the result of prices quotation, one observes the demands for each product on the
market, i.e., Q;(cy, ) = g —c| + kcy and Q,(cy, ¢3) = g — ¢y + ke . The symbol g means an
initial demand, and the coefficient k reflects the interchangeability of products A and B.

By analogy to the Cournot model, the unit cost will be specified by c. Consequently, the
players’ payoffs acquire the form

Hi(c1,¢5) =(g—cy +kecy)(cy —c¢), Hy(cy,¢y) =(q—cy+key)c, — o).
The game is completely defined by: I' =< I, 11, Q| = [0, ), 0, = [0, ), H|, H, >.

Fix the strategy c; of player /. Then the best response of player I/ consists in the strategy c,
guaranteeing the maximal payoff max H,(c, ¢,). Since H,(cy, ¢,) forms a concave parabola,
[&/]

its vertex is at the point

c) = %(q+kc1 + 0). 3.1

Similarly, if the strategy c, of player /I is fixed, the best response of player I becomes the
strategy c; ensuring the maximal payoff max H,(c;, c,). We easily find
€1

= %(q+kc2+c). 3.2)

There exists a unique solution to the system of equations (3.1)—(3.2):

We seek for positive solutions; therefore, k < 2.

The resulting solution represents a Nash equilibrium. Indeed, the best response of player
11 to the strategy c7 lies in the strategy c7; and vice versa, the best response of player / to the
strategy c; makes the strategy c}.

The optimal payoffs of the players in the equilibrium are given by

g—c(1-0]*
Hf:H;z[—z_k ]

Draw the lines of the best responses (3.1)—(3.2) on the plane (cy, c,) (see Figure 1.2).
Denote by R(c;),R(c,) the right-hand sides of (3.1) and (3.2). For any initial strategy cg,
construct the best response sequence

0) 1 _ 0) 1 _ (1 (m _ (n=1) (n) _ n
¢, =c¢; =Ry)) >y =Rc;) > = =R, )=, =R(C]) >
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Cr 4

el
+
o

" /

0)
C2

t
kK

AP
1(cr,c2)

>
-

0 q+c %7:: Ci

Figure 1.2 The Bertrand duopoly.

Figure 1.2 demonstrates the following. The best response sequence tends to the equilibrium

(cis c;) for any initial strategy 6(20)‘

1.4 The Hotelling duopoly

This two-player game introduced by Hotelling [1929] also belongs to pricing problems
but takes account of the location of companies on a market. Consider a linear market (see
Figure 1.3) representing the unit segment [0, 1]. There exist two companies, I and /I, located
at points x; and x,. Each company quotes its price for the same product (the parameters c; and
¢,, respectively). Subsequently, each customer situated at point x compares his costs to visit
each company, L;(x) = ¢; + [x —x;|,i = 1,2, and chooses the one corresponding to smaller
costs. Within the framework of the Hotelling model, the costs L(x) can be interpreted as the
product price supplemented by transport costs. And all customers are decomposed into two
sets, [0,x) and (x, 1]. The former prefer company I, whereas the latter choose company I1.
The boundary of these sets x follows from the equality L, (x) = L,(x):

X1 +x CcHh—C
X = 1 2+ 2 1.
2 2

In this case, we understand the payoffs as the incomes of the players, i.e.,

X +x CH—C
Hi(c;,c0) = cx = ¢ | === + 2—1], (4.1)
2 2
_ _ Xl +x2 Cz - Cl
H2(C1,C2) = Cz(l —.X) = C2 1 —_ 2 - 2 (42)
| 1
0 X1 X Xo 1

Figure 1.3 The Hotelling duopoly on a segment.
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0H\(ci.c}) 0 oH,(cj.c2)

A Nash equilibrium (c’lk, c;) satisfies the equations ———* =0, —L1— =0.
dcy dcy
And so,
aHl(Cl,Cz) _C2—C1 .xl+.X2 Cq -0
ac, 2 2 2 7
0H,(cy,cp) i Cy—C X +Xx ¢ _0
dc, 2 2 2
Summing up the above equations yields
c’f +c; =2,
which leads to the equilibrium prices
*=2+x1+x2 « 4_X1—X2

¢ 3 » O =

Substitute the equilibrium prices into (4.1)—(4.2) to get the equilibrium payoffs:

[2 +x, +x,] [4—x, —x,]%
T RO =T

H\(c],c3) =
Just like in the previous case, here the payoff functions (4.1)—(4.2) are concave parabolas.
Hence, the strategy improvement procedure tends to the equilibrium.

1.5 The Hotelling duopoly in 2D space

The preceding section proceeded from the idea that a market forms a linear segment. Actually,
a market makes a set in 2D space. Let a city be a unit circle S with a uniform distribution of
customers (see Figure 1.4). For the sake of simplicity, suppose that companies / and II are
located at diametrally opposite points (—1,0) and (1, 0). Each company announces a certain
product price ¢;, i = 1, 2. Without loss of generality, we believe that ¢; < c,.

A

A\

Figure 1.4 The Hotelling duopoly in 2D space.
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A customer situated at point (x, y) € S compares the costs to visit the companies. Denote by
p1(x,y) = V(x + 1)2 + y2and p,(x,y) = 1/(x — 1)2 + y? the distance to each company. Again,
the total costs comprise a product price and transport costs: L;(x,y) = ¢; + p;(x,y), i =1,2.

The set of all customers is divided into two subsets, S; and S,, whose boundary meets the
equation

c+Va+ D2+ =c,+ Vx—1D2+y2%

After trivial manipulations, one obtains

where
a=(c,—c))/2, b=V1-a% (5.1)

Therefore, the boundary of the sets S| and S, represents a hyperbola. The players’ payoffs
take the form

Hi(cy,cp) = 151, Hy(cp,03) = ¢85,

with s;(i = 1,2) meaning the areas occupied by appropriate sets.
As far as 5| + 5, = x, it suffices to evaluate s,. Using Figure 1.4, we have

b? 1
s2=%—2[a0f\/l+z—zdy+{\/1—y2dy]
b

(5.2)
b 1
=3 —Z[abof V1 +y2dy+b{ V1 —yzdy].
The Nash equilibrium (c}, ¢3) of this game follows from the conditions
0H,(cy, 0
M:n—sz—clﬁzo, (5.3)
0C1 0C1
0H,(cy, 0
OHy (e, ¢) _ 59+ Cr 2 = . (5.4)
0C2 0C2
Revert to formula (5.2) to derive
b
P 2 _ 2
aﬁzb < /\/1+y2dy+a2\/l+b2. (5.5)
1
0
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By virtue of a4 _ _ 94 e arrive at
dcy dcy

052 _ aS2

=—-—— 5.6
06‘2 ()cl ( )

The function s,(cy,c,) strictly increases with respect to the argument ¢;. This fact is
immediate from an important observation. If player I quotes a higher price, then the customer
from S, (characterized by greater costs to visit company / in comparison with company /)
still benefits by visiting company /1.

To proceed, let us evaluate the equilibrium in this game.

Owing to (5.6), the expressions (5.3)—(5.4) yield

‘1
5y 1+c_ =7.
2

And so, if ¢; < ¢,, then s, must exceed 7 /2. Meanwhile, this contradicts the following idea.
Imagine that the price declared by company I appears smaller than the one offered by the
opponent; in this case, the set of customers preferring this company (S;) becomes larger than
S,,1i.e., 5, < /2. Therefore, the solution to the system (5.3)—(5.4) (if any) exists only under
¢; = ¢,. Generally speaking, this conclusion also follows from the symmetry of the problem.

Thus, we look for the solution in the class of identical prices: ¢; = ¢,. Thens; =5, = 7/2
and the notation a = 0, b = 1 from (5.5) brings to

061

1
%z/\/l+y2dy=%[\/5+ln(l+\/§)].
0

Formulas (5.3)—(5.4) lead to the equilibrium prices

* * T

=ch=——L — ~1.3685.

V2 +1In(1 + V2)

1.6 The Stackelberg duopoly

Up to here, we have studied two-player games with equal rights of the opponents (they choose
decisions simultaneously). The Stackelberg duopoly [1934] deals with a certain hierarchy of
players. Notably, player I chooses his decision first, and then player II does. Player [ is called
a leader, and player /I is called a follower.

Definition 1.3 A Stackelberg equilibrium in a game T is a set of strategies (x*,y*) such
that y* = R(x™) represents the best response of player Il to the strategy x* which solves the
problem

H,(x*,y") = max H,(x, R(x)).

Therefore, in a Stackelberg equilibrium, a leader knows that a follower chooses the best
response to any strategy and easily finds the strategy x* maximizing his payoff.
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Now, analyze the Stackelberg model within the Cournot duopoly. There exist two com-
panies, I and /I, manufacturing a same product. At step 1, company / announces its product
output g,. Subsequently, company /I chooses its strategy ¢,.

Recall the outcomes of Section 1.1; the best response of player /1 to the strategy ¢, is the
strategy ¢, = R(q;) = (p — ¢ — q,)/2. Knowing this, player / maximizes his payoff

H(q1,R(q) =q1(p—c—q; —R(g)) =q,(p—c—q)/2.
Clearly, the optimal strategy of this player lies in

*_p—C

The equilibrium payoffs of the players equal

._p=o?

Hi = ———.

(p—c?

H: = .
2 16

Obviously, the leader gains twice as much as the follower does.

1.7 Convex games

Nash equilibria do exist in all games discussed above. Generally speaking, the class of games
admitting no equilibria appears much wider. The current section focuses on this issue. For the
time being, note that the existence of Nash equilibria in the duopolies relates to the form of
payoff functions (all economic examples considered employ continuous concave functions).

Definition 1.4 A function H(x) is called concave (convex) on a set X C R", if for any x,y € X
and a € [0, 1] the inequality H(ax + (1 — a)y) > (L)aH(x) + (1 — a)H(y) holds true.

Interestingly, this definition directly implies the following result. Concave functions also
meet the inequality

p p
H (Z aixi> > Z a;H(x;)
i=1

i=1

for any convex combination of the points x; € X, i = 1,...,p, where; > 0,i=1,...,p and
Ya;=1.

The Nash theorem [1951] forms a central statement regarding equilibrium existence in
such games. Prior to introducing this theorem, we prove an auxiliary result to-be-viewed as
an alternative definition of a Nash equilibrium.
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Lemma 1.1 A Nash equilibrium exists in a game I' =< 1,11, X,Y,H|,H, > iff there is a
set of strategies (x*,y*) such that

max {H, (v, y*) + Hy (", )} = H (¢, 5%) + Hy(x", ). (7.1)
X,y

Proof: The necessity part. Suppose that a Nash equilibrium (x*, y*) exists. According to
Definition 1.2, for arbitrary (x, y) we have

Hl(-x’y*) < HI(X*ay*), HZ(X*’y) < HZ(x*»y*) .
Summing these inequalities up yields
Hl(x’y*)+H2(X*’y) SHI(X*’y*)'i_HZ(X*’y*) (72)

for arbitrary strategies x, y of the players. And the expression (7.1) is immediate.

The sufficiency part. Assume that there exists a pair (x*, y*) satisfying (7.1) and, hence,
(7.2). By choosing x = x* and, subsequently, y = y* in inequality (7.2), we arrive at the
conditions (1.1) that define a Nash equilibrium. The proof of Lemma 1.1 is finished.

Lemma 1.1 allows to use the conditions (7.1) or (7.2) instead of equilibrium verification
in formula (1.1).

Theorem 1.1  Consider a two-player game " =< I,11,X,Y,H,, H, >. Let the sets of strate-
gies X, Y be compact convex sets in the space R", and the payoffs H,(x,y), H,(x,y) represent
continuous convex functions in x and y, respectively. Then the game possesses a Nash equi-
librium.

Proof: We apply the ex contrario principle. Suppose that no Nash equilibria actually exist.
In this case, the above lemma requires that, for any pair of strategies (x, ), there is (x’,y")
violating the condition (7.2), i.e.,

Hl(x/’y) + HZ(X,_)’,) > Hl(xv.Y) + Hz(%}’)
Take the sets
Seryy = {06y)  Hi(x,y) + Hy(x,)') > Hi(x, ) + Hy(x,9) }
representing open sets due to the continuity of the functions H,(x, y) and H,(x,y). The whole
space of strategies X X Y is covered by the sets Sy 1), 1.e., U Sy =X X Y. Owing

' yHexxy
to the compactness of X X Y, one can separate out a finite subcovering

S(xisyi) =X X Y.
i=1,....p

Foreachi=1,...,p, denote

@i, y) = [H (0 0) + Hy(x, y) — (Hy (x5, 9) + Hy(e )] (1.3)
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where at = max{a,0}. All functions @;(x,y) enjoy non-negativity; moreover, at least, for a
single i = 1, ..., p the function @;(x, y) is positive according to the definition of S, ,,,. Hence,

P
it appears that Y @,(x,y) > 0, V(x,y).
i=1
Now, we define the mapping @(x,y) : X XY — X X Y by

P )4
p(x,y) = (Z a;(x, y)x;, Z a;(x, Y))’i> s
i=1

i=1

where
Pixy) 4
Gy = =, =L Yaey) = 1.
Z (Pi(X,)’) i=1
i=1

The functions H,(x,y), H,(x,y) are continuous, whence it follows that the mapping @(x,y)

turns out continuous. By the premise, X and Y form convex sets; consequently, the convex
P P

combinations Y, a;x; € X, Y. a;y; € Y. Thus, ¢(x,y) makes a self-mapping of the convex
i=1 i=1

compact set X X Y. The Brouwer fixed point theorem states that this mapping has a fixed

point (X, y) such that g(X,y) = (X, ¥), or

p p
X= Z:, (%, 9)x;, § = Z} (%, 7)y;-
= =

Recall that the functions H|(x,y) and H,(x,y) are concave in x and y, respectively. And
s0, we naturally arrive at

p p
H\(X,5) + Hy(X,5) = H, <Z aixi,)‘)> +H, (5" Z a,~y,~>
i=1 i=1

) » (7.4)
> Zl C(iHl(xjs,)-’) + Zl aiHZ()_C’yi)‘
i= i=

On the other hand, by the definition «a;(x, y) is positive simultaneously with @,(x, y). For
a positive function ¢;(x, ¥) (there exists at least one such function), one obtains (see (7.3))

H(x;,y) + Hy (%, y;) > H{(X,9) + Hy(X, y). (7.5)
Indexes j corresponding to a;(%, ) = 0 satisfy the inequality
o5, 9) (H) (. 9) + Hy®,y) > a(E,5) (H) (&, 5) + Hy(®.9)) - (7.6)

Multiply the expression (7.5) by a;(x, y) and sum up with (7.6) over all indexes i,j = 1, ..., p.
These manipulations yield the inequality

P
Z a;Hy (x;, y) + Z aHy (%, ;) > Hy (X, §) + Hy(X, ),

P
i=1 i=1
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which evidently contradicts (7.4). And the conclusion regarding the existence of a Nash
equilibrium in convex games follows immediately. This concludes the proof of Theorem 1.1.

1.8 Some examples of bimatrix games

Consider a two-player game I' =< 1,1, M, N, A, B >, where players have finite sets of strate-
gies, M = {1,2,...,m} and N = {1,2,...,n}, respectively. Their payoffs are defined by
matrices A and B. In this game, player I chooses row i, whereas player II chooses column
J; and their payoffs are accordingly specified by a(i,j) and b(i,j). Such games will be called
bimatrix games. The following examples show that Nash equilibria may exist or not exist in
such games.

Prisoners’ dilemma. Two prisoners are arrested on suspicion of a crime. Each of them
chooses between two actions, viz., admitting the crime (strategy “Yes”) and remaining silent
(strategy “No”). The payoff matrices take the form

Yes No Yes No
Yes [ -6 O Yes [ =6 —10
A_No <—10 —1) B_No<0 —1)'

Therefore, if the prisoners admit the crime, they sustain a punishment of 6 years. When
both remain silent, they sustain a small punishment of 1 year. However, admitting the crime
seems very beneficial (if one prisoner admits the crime and the other does not, the former is set
at liberty and the latter sustains a major punishment of 10 years). Clearly, a Nash equilibrium
lies in the strategy profile (Yes, Yes), where players’ payoffs constitute (—6, —6). Indeed, by
deviating from this strategy, a player gains —10. Prisoners’ dilemma has become popular in
game theory due to the following features. It models a Nash equilibrium leading to guaranteed

payoffs (however, being appreciably worse than payoffs in the case of coordinated actions of
the players).

Battle of sexes. This game involves two players, a “husband” and a “wife.” They decide
how to pass away a weekend. Each spouse chooses between two strategies, “boxing” and
“theater.” Depending on their choice, the payoffs are defined by the matrices

Boxing Theater Boxing Theater
A= Boxing 4 0 B Boxing 1 0
" Theater 0 1 " Theater 0 4 '
In the previous game, we have obtained a single Nash equilibrium. Contrariwise, the battle
of sexes admits two equilibria (actually, there exist three Nash equilibria—see the discus-

sion below). The list of Nash equilibria includes the strategy profiles (Boxing, Boxing) and
(Theater, Theater), but spouses have different payoffs. One gains 1, whereas the other gains 4.

The Hawk-Dove game. This game is often involved to model the behavior of different
animals; it proceeds from the following assumption. While assimilating some resource V
(e.g., a territory), each individual chooses between two strategies, namely, aggressive strategy
(Hawk) or passive strategy (Dove). In their rivalry, Hawk always captures the whole of the
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resource from Dove. When two Doves meet, they share the resource equally. And finally,
both individuals with aggressive strategy struggle for the resource. In this case, an individual
obtains the resource with the identical probability of 1/2, but both Hawks suffer from the
losses of c. Let us present the corresponding payoff matrices:

Hawk Dove Hawk Dove
1 1
A=Hawk EV_C % B=Hawk EV—C 0 -
Dove 0 V/2 Dove 14 V/2

Depending on the relationship between the available quantity of the resource and the losses,
one obtains a game of the above types. If the losses ¢ are smaller than V /2, prisoners’

dilemma arises immediately (a single equilibrium, where the optimal strategy is Hawk for
both players). At the same time, the condition ¢ > V /2 corresponds to the battle of sexes (two
equilibria, (Hawk, Dove) and (Dove, Hawk)).

The Stone-Scissors-Paper game. In this game, two players assimilate 1 USD by simulta-
neously announcing one of the following words: “Stone,” “Scissors,” and “Paper.” The payoff
is defined according to the rule: Stone breaks Scissors, Scissors cut Paper, and Paper wraps
up Stone. And so, the players’ payoffs are expressed by the matrices

Stone Scissors Paper Stone Scissors Paper
Stone 0 1 -1 Stone 0 -1 1
A =Scissors -1 0 1 B =Scissors 1 0 -1
Paper 1 -1 0 Paper -1 1 0

Unfortunately, the Stone-Scissors-Paper game admits no Nash equilibria among the consid-
ered strategies. It is impossible to suggest a strategy profile such that a player would not

benefit by unilateral deviation from his strategy.

1.9 Randomization

In the preceding examples, we have observed the following fact. There may exist no equilibria
in finite games. The “way out” concerns randomization. For instance, recall the Stone-
Scissors-Paper game; obviously, one should announce a strategy randomly, and an opponent
would not guess it. Let us extend the class of strategies and seek for a Nash equilibrium among
probabilistic distributions defined on the sets M = {1,2,...,m} and N = {1,2,...,n}.

Definition 1.5 A mixed strategy of player I is a vector x = (x{,X,, ..., X,,), where x; > 0, i =
m

1,...,mand Y, x; = 1. Similarly, introduce a mixed strategy of player Il asy = (y[, Y35 --- » Yp),

i=1

n
where y; 20, j=1,...,nand Zyj =1.
' i=1

Therefore, x; (y;) represents a probability that player I (/I) chooses strategy i (j, respec-
tively). In contrast to new strategies, we call i € M, j € N by pure strategies. Note that pure
strategy i corresponds to the mixed strategy x = (0, ..., 0, 1,0, ....0), where 1 occupies position
i (in the sequel, we simply write x = i for compactness). Denote by X (Y) the set of mixed
strategies of player I (player /I, respectively). Those pure strategies adopted with a positive
probability in a mixed strategy form the support or spectrum of the mixed strategy.
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Now, any strategy profile (i, ) is realized with the probability x;y;. Hence, the expected
payoffs of the players become

Hi(x,y) = Z Z ati. gy, Hyx.y) = Z Z b(i, )iy ©.1)

i=1 j=1 i=1 j=1

Thus, the extension of the original discrete game acquires the form I' =< 1,11,X.,Y,
H,,H, >, where players’ strategies are probabilistic distributions of x and y, and the payoff
functions have the bilinear representation (9.1). Interestingly, strategles x and y make sim-

plexes X = {x: Zx—lx>0,z—1,...,m}andY—{y.Zy]—l,y]ZO,]—l,..., n}
j=1

in the spaces Rm and R", respectively.

The sets X and Y form convex polyhedra in R™ and R", and the payoff functions H(x, ),
H,(x,y) are linear in each variable. And so, the resulting game I' =< 1,11, X,Y,H|,H, >
belongs to the class of convex games, and Theorem 1.1 is applicable.

Theorem 1.2  Bimatrix games admit a Nash equilibrium in the class of mixed strategies.

The Nash theorem establishes the existence of a Nash equilibrium, but offers no algorithm
to evaluate it. In a series of cases, one can benefit by the following assertion.

Theorem 1.3 A strategy profile (x*,y*) represents a Nash equilibrium iff for any pure
strategies i € M and j € N:

H (,y") < H (x*,y%), Hy(x",j) < Hy(x*,y"). 9.2)

Proof: The necessity part is immediate from the definition of a Nash equilibrium. Indeed,
the conditions (1.1) hold true for arbitrary strategies x and y (including pure strategies).

The sufficiency of the conditions (9.2) can be shown as follows. Multiply the first inequal-
ity H,(i,y*) < H;(x*,y*) by x; and perform summation over all i = 1, ..., m. These operations
yield the condition H,(x,y*) < H;(x*,y*) for an arbitrary strategy x. Analogous reasoning
applies to the second inequality in (9.2). The proof of Theorem 1.3 is completed.

Theorem 1.4 (on complementary slackness) Ler (x*,y*) be a Nash equilibrium strategy
profile in a bimatrix game. If for some i: x; > 0, then the equality H,(i,y*) = H,(x*, y*) takes
place. Similarly, if for some j: y;.‘ > 0, we have Hy(x*,j) = Hy(x*, y™).

Proof is by ex contrario. Suppose that for a certain index i’ such that x;k, > 0 one obtains
H,({,y*) < H/(x*,y*). Theorem 1.3 implies that the inequality H, (i, y*) < H,(x*, y*) is valid
for the rest indexes i # i’. Therefore, we arrive at the system of inequalities

H,(i,y") <H,(&*,y*), i=1,....n, 9.2")

where inequality 7/ turns out strict. Multiply (9.2) by x} and perform summation to get the
contradiction H(x*,y*) < H(x*,y*). By analogy, one easily proves the second part of the
theorem.

Theorem 1.4 claims that a Nash equilibrium involves only those pure strategies leading
to the optimal payoff of a player. Such strategies are called equalizing.
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Theorem 1.5 A strategy profile (x*, y*) represents a mixed strategy Nash equilibrium profile
iff there exist pure strategy subsets My C M, Ny C N and values H|, H, such that

> Hi@] { p }Hl, for { o } ©3)

JENy

Y HyGij)x; { - }HZ, for {Jl Z xg } (9.4)

iEM,

and

ij=1, 2)}}‘:1. 9.5)

ieM, JEN,

Proof (the necessity part). Assume that (x*, y*) is an equilibrium in a bimatrix game. Set
Hy = H(x*,y"), Hy = Hy(x*,y*)and My = {i € M : x > 0}, Ng={j EN : y;.‘ > 0}. Then
the conditions (9.3)—(9.5) directly follow from Theorems 1.3 and 1.4.

The sufficiency part. Suppose that the conditions (9.3)—(9.5) hold true for a certain strategy
profile (x*,y*). Formula (9.5) implies that (a) x7 = 0 for i € M, and (b) y;.k =0 for j & Ny.
Multiply (9.3) by x7 and (9.4) by y/’.‘, as well as perform summation over alli € M andj € N,
respectively. Such operations bring us to the equalities

Hl(x*,y*) = Hl, HZ(x*,y*) = Hz'

This result and Theorem 1.3 show that (x*, y*) is an equilibrium. The proof of Theorem 1.5
is concluded.

Theorem 1.5 can be used to evaluate Nash equilibria in bimatrix games. Imagine that
we know the optimal strategy spectra M, N,. It is possible to employ equalities from the
conditions (9.3)—(9.5) and find the optimal mixed strategies x*,y* and the optimal payoffs
H{,H; from the system of linear equations. However, this system can generate negative
solutions (which contradicts the concept of mixed strategies). Then one should modify the
spectra and go over them until an equilibrium appears. Theorem 1.5 demonstrates high
efficiency, if all x;,i € M and y;,j € N have positive values in an equilibrium.

Definition 1.6 An equilibrium strategy profile (x*,y*) is called completely mixed, if x; > 0,
i€Mandy;>0,jEN.

Suppose that a bimatrix game admits a completely mixed equilibrium strategy profile
(x,¥). According to Theorem 1.5, it satisfies the system of linear equations

D HiGj)y; =HieM

JEN
> Hyij)x; = Hy. j €N

ieM

Y x=1, Zy;‘:l. 9.6)
ieM JEN

Actually, the system (9.6) comprises n 4+ m+ 2 equations with n 4+ m + 2 unknowns. Its
solution gives a Nash equilibrium in a bimatrix game and the values of optimal payoffs.
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1.10 Games 2 x 2

A series of bimatrix games can be treated via geometric considerations. The simplest case
covers players choosing between two strategies. The mixed strategies of players I and /7 take
the form (x, 1 — x) and (y, 1 — ), respectively. And their payoffs are defined by the matrices

y 1=y y 1=y
X a a X b b
A= 11 12 > B = ( 11 12 >
1—x <a21 [25%) 1—x b21 b22
The mixed strategy payoffs of the players become

Hi(x,y) =a;xy+apx(1 —y)+a (1 —x)y+a(d—-x)(1-y)
= A)Cy + (a12 - azz)x + (6121 - a22)y + 6122,

Hz(.x,y) = b“xy + blzx(l —y) + b21(1 —x)y + b22(1 —x)(l —y)
= Bxy + (b1y — by)x + (by; — b))y + by,

where A = app —ap —da + asy, B = bll - b12 - b21 + b22.
By virtue of Theorem 1.3, the equilibrium (x, y) follows from inequalities (9.2), i.e.,

Hl(ov)’)SHl(x’)’)’ H](la)’)SHl(an), (101)
Hy(x,0) < Hy(x,y), Hy(x,1) < H{(x,y). (10.2)

Rewrite inequalities (10.1) as

(ap) — ax)y +ay < Axy +(ajp — ap)x + (ay; — ap)y + ap,
Ay + (ay) — ayp)y +aj; S Axy + (a1 — ap)x + (ay — ax)y + as,

and, consequently,
(ayy — app)x < Axy, (10.3)

Ay(1 —x) < (ay —app)(1 —x). (10.4)

Now, take the unit square 0 < x < 1,0 <y < 1 (see Figure 1.5) and draw the set of points
(x, y) meeting the conditions (10.3)-(10.4).

If x =0, then (10.3) is immediate, whereas the condition (10.4) implies the inequality
Ay < ay, — aj,. In the case of x = 1, the expression (10.4) is valid, and (10.3) leads to Ay >
ay, — ap,. And finally, under 0 < x < 1, the conditions (10.3)—(10.4) bring to Ay = ay, — a,.

Similar analysis of inequalities (10.2) yields the following. If y = 0, then Bx < by, — by;.
In the case of y = 1, we have Bx > by, — b,;. If 0 <y < 1, then Bx = by, — by;.

Depending on the signs of A and B, these conditions result in different sets of feasible
equilibria in a bimatrix game (zigzags inside the unit square).

Prisoners’ dilemma. Recall the example studied above; hereA =B=—-6+10+0—-1=
3 and ay, — a|, = by, — by = —1. Hence, an equilibrium represents the intersection of two
lines x =1 and y = 1 (see Figure 1.6). Therefore, the equilibrium is unique and takes the
formx=1,y=1.
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A22-dAp]
A

0 b221-3b21 1 x

Figure 1.5 A zigzag in a bimatrix game.

A

\4

0 1
Figure 1.6 A unique equilibrium in the prisoners’ dilemma game.

Battle of sexes. In this example, one obtains A =B=4—-0—-0+1=5anday, —a;, =
1, byy — by; = 4. And so, the zigzag defining all equilibrium strategy profiles is shown in
Figure 1.7. Obviously, the game under consideration includes three equilibria. Among them,
two equilibria correspond to pure strategies (x =0, y = 1), (x = 1, y = 0), while the third
one has the mixed strategy type (x = 4/5, y = 1/5). The payoffs in these equilibria make up
(Hi‘ =4, H; =1), (H]k = 1,H§" =4) and (HT = 4/5,H;‘ = 4/5), respectively.

yA
R

Figure 1.7 Three equilibria in the battle of sexes game.
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The stated examples illustrate the following aspect. Depending on the shape of zigzags,
bimatrix games may admit one, two, or three equilibria, or even the continuum of equilibria.

1.11 Games2 xXnand m X 2

Suppose that player I chooses between two strategies, whereas player II has n strategies
available. Consequently, their payoffs are defined by the matrices

Yo Y2 o In Yoo Y2 o In
A= X ((ll] ajpn a1n> B = X <b11 b12 b1n>
1—x (2531 [253) e Aoy 1—x b21 b22 b2n
In addition, assume that player I uses the mixed strategy (x, 1 — x). If player II chooses
strategy J, his payoff equals Hy(x,j) = by jx + byi(1 —x), j=1,....n.

We show these payoffs (linear functions) in Figure 1.8. According to Theorem 1.3, the
equilibrium (x,y) corresponds to max H,(x,j) = H,(x,y). For any x, construct the maximal
J

envelope /(x) = max H,(x,j). As a matter of fact, /(x) represents a jogged line composed of
J

at most n + 1 segments. Denote by xy = 0,x;,...,x; = 1, kK < n+ 1 the salient points of this
envelope. Since the function H;(x,y) is linear in x, its maximum under a fixed strategy of
player II is attained at the points x;, i = 0, ..., k. Hence, equilibria can be focused only in

these points. Imagine that the point x; results from intersection of the straight lines H,(x, j;)
and H,(x, j,). This means that player I/ optimally plays the mix of his strategies j; and j,
in response to the strategy x by player /. Thus, we obtain a game 2 X 2 with the payoff

matrices
Ae <am auz> B <bm b1j2>.
tyjy D)y b2]1 szz

Ha(x,j) 1)

Hy(x, jo) /

0 Xp Xp N X

Figure 1.8 The maximal envelope 1(x).

\ 4
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Figure 1.9 The road selection game.

It has been solved in the previous section. To verify the optimality of the strategy x;, one can
adhere to the following reasoning. The strategies x; and the mix (y, 1 — y) of the strategies j;
and j, form an equilibrium, if there exists y,0 <y < 1 such that H;(1,y) = H;(2,y). In this
case, the payoff of player / is independent from x, and the best response of player /I to the
strategy x; lies in mixing the strategies j; and j,. Rewrite the last condition as

ayj,y +ay,(1—y) =ay y+ay, (1-y). (11.1)
Let us consider this procedure using an example.

Road selection. Points A and B communicate through three roads. One of them is one-way
road right-to-left (see Figure 1.9).

A car (player I) leaves A, and another car (player IT) moves from B. The journey-time
on these roads varies (4, 5, and 6 hours, respectively, for a single car on a road). If both
players choose the same road, the journey-time doubles. Each player has to select a road for
the journey.

And so, player I (player II) chooses between two strategies (among three strategies,
respectively). The payoff matrices take the form

x (-8 -4 -4 x (-8 =5 -6
A=1—x<—5 ~10 —5) B=1—x<—4 ~10 —6>'

Find the payoffs of player II: Hy(x, 1) = —4x =5, H,(x,2) = 5x — 10, H,(x,3) = —6. Draw
these functions on Figure 1.10 and the maximal envelope /(x) (see the thick line).

The salient points of /(x) are located at x = 0, x = 0.5, x = 0.8, and x = 1. The correspond-
ing equilibria form (x =0,y = (1,0,0)), (x =1,y = (0,1,0)). The point x = 1/2 answers

ol 0.5 08 1 X
Hz(X, 3)
10 1y, 2)

Figure 1.10 The maximal envelope in the road selection game.
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for intersection of the functions H,(x, 1) and H,(x,3). The condition (11.1) implies that
y = (1/4,0,3/4). However, this condition fails at the point x = 0.8. Therefore, the game in
question admits three equilibrium solutions:

1. car I moves on the first road, and car /I chooses the second road,
2. car I moves on the second road, and car /I chooses the first road,

3. car [ moves on the first or second road with identical probabilities, and car /I chooses
the first road with the probability of 1/4 or the third road with the probability of 3 /4.

Interestingly, in the third equilibrium, the mean journey time of player / constitutes
5 h, whereas player /I spends 6 h. It would seem that player II “has the cards” (owing to
the additional option of using the third road). For instance, suppose that the third road is
closed. In the worst case, player II requires just 5 h for the journey. This contradicting result
is known as the Braess paradox. We will discuss it later. In fact, if player I informs the
opponent that he chooses the road by coin-tossing, player I has nothing to do but to follow
the third strategy above.

1.12 The Hotelling duopoly in 2D space with non-uniform
distribution of buyers

Let us revert to the problem studied in Section 1.5. Consider the Hotelling duopoly in 2D
space with non-uniform distribution of buyers in a city (according to some density function
f(x,y)). As previously, we believe that a city represents a circle S having the radius of 1
(see Figure 1.11). It contains two companies (players / and II) located at different points P,
and P,. The players strive for defining optimal prices for their products depending on their
location in the city.

Again, players [ and II quote prices for their products (some quantities ¢; and c,, respec-
tively). A buyer located at a point P € S compares his costs (for the sake of simplicity, here we
define them by F(c;, p(P, P;)) = ¢; + p?) and chooses the company with the minimal value.

Figure 1.11 The Hotelling duopoly.
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Figure 1.12 P;, P, have the same ordinate y.

Therefore, all buyers in § get decomposed into two subsets (S; and S,) according to their
priorities of companies I and /1. Then the payoffs of players I and II are specified by

Hl(Cl,Cz):CIM(Sl), H2(C1,C2)=C2M(Sz), (121)

where u(S) = f f(x,y)dxdy denotes the probabilistic measure of the set S. First, we endeavor
S

to evaluate equilibrium prices under the uniform distribution of buyers.

Rotate the circle S such that the points P, and P, have the same ordinate y (see Figure
1.12). Designate the abscissas of P; and P, by x; and x,, respectively. Without loss of
generality, assume that x; > x,.

Within the framework of the Hotelling scheme, the sets S; and S, form sectors of the
circle divided by the straight line

cp+(x= x1)2 =cy+(x— x2)2,
which is parallel to the axis O, with the coordinate

L —0C
2(x; — xy)

According to (12.1), the payoffs of the players in this game constitute

H(c;,c0) = ¢ <arccosx—xv1 —x2>/7r, (12.3)

x= %(x] +x) + (12.2)

Hy(cy,¢p) = ¢y <7r —arccosx +xV1 —x2>/7r, (12.4)
s . . . OH, _ 0H, _
where x meets (12.2). We find the equilibrium prices via the equation o T e = 0
1 2
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Evaluate the derivative of (12.3) with respect to ¢;:

oH
r— =arccosx —xV1-x2+¢, |- ! L —Vl—xZ;
aCl A /1 _ x2 2(X1 —)Cz) 2(X1 - .X2)
N 2x° 1
2V/1= 32 200 = 3) |
Using the first-order necessary optimality conditions, we get
cp = (x; —x) [m —x] (12.5)
V1—x2
Similarly, the condition % = ( brings to
2
Cp = (X1 —xp) [x+ w]. (12.6)
V1—x2

Finally, the expressions (12.2), (12.5), and (12.6) imply that the equilibrium prices can
be rewritten as
X —x X +x
o= 12— — (224, (12.7)
2 1-x2 2

x| —X X +x
¢y = 2[ L +2< ! Z—X)], (12.8)
2 1—)62 2

where

_xy+x 7m/2—arccosx
4 2V/1-x2

Remark 1.1  If x; + x, = 0, then x = 0 due to (12.2). Hence, ¢; = ¢, = 7x; according to
(12.5)-(12.6), and H, = H, = zx; /2 according to (12.3)—(12.4). The maximal equilibrium
prices are achieved under x; = 1 andx, = —1; they make up ¢; = ¢, = x. The optimal payoffs
take the values of H; = H, = n/2 =~ 1.570. Thus, if buyers possess the uniform distribution
in the circle, the companies should be located as far as possible from each other (in the optimal
solution).

(12.9)

To proceed, suppose that buyers are distributed non-uniformly in the circle. Analyze the
case when the density function in the polar coordinates acquires the form (see Figure 1.13)

f(r,0)=3(1-r)/z, 0<r<1,0<0<2x. (12.10)

Obviously, buyers lie closer to the city center.
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Figure 1.13 Duopoly in the polar coordinates.

Note that it suffices to consider the situation of x; 4+ x, > 0 (otherwise, simply reverse the
signs of x|, x,). The expected incomes of the players (12.1) are given by

Hi(chcy) = gclA(x), Hy(cy,¢y) = ¢ (1 - SA(x)> , (12.11)

where

1

1
A(x) = /r(l—r)arccos(£>dr:é[arccosx—x 1—x2—2x/\/r2—x2dr]
r
X
[arccosx—Zle —x2 —xlogx+x° log(l + VI —x2>],

O’\lr—t =

such that

1
oH
r =A(x)+clA’(x)ﬂ =A(x) — _a / V2 — x2dr,
()Cl 2(x1 —.X2)
X

6 061

@—1——A(x)—c2—A (x)—: A(x) x)/\/ — x2dr,
— X

062 2 T 2(x1

since

1

r(l
A'(x)=— /\/ — x2dr. (12.12)
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The conditions 24 = %% — yield that
dcy dcy

1
¢ =2(x —xz)A(x)// V2 —x2dr, (12.13)

1
¢y = 2(x, —x2)<% —A(x))// Vr2 - x2dr. (12.14)

By substituting ¢; and ¢, into

CL—C

_1 I ,
x= 2(x1 +x,) + =) (12.2"
we arrive at
1
X - %(xl +x,) = QA(x) — 7r/6)// V2 — x2dr. (12.15)

Remark 1.2 It follows from (12.12) that A(x) represents a convex decreasing function such
that A(0) = z/12 and A(1) = 0. The right-hand side of (12.15) is negative, which leads to

x < (x +xy)/2.
Below we demonstrate that equation (12.15) admits a unique solution. Rewrite it as
B(x) = — [x - %(x1 + x2)] A' () = QAR) — 7/6) = 0. (12.16)

The derivative of the function B(x), i.e.,

1
B'(x) = —34"(x) — A" (%) <x— )%) - /[3 224 rzx_ = <x1 ;xz —x> ]dr,

possesses positive values exclusively. Hence, B(x) increases within the interval [0, ’%] such
that B(0) = —% <0and B(%) =7r/6— 2A(’%) > 0.

If x; +x, =0, then x = O satisfies equation (12.15). Moreover, the conditions (12.13)-
(12.14) lead to ¢; = ¢, = 37x;, whereas formula (12.11) implies that H, = H, = 17x,.

Underx; = 1,x, = -1, wehave ¢; = ¢, = %ﬂ' ~2094 and H = H, = %n ~ 1.047.
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1.13 Location problem in 2D space

In the preceding subsection, readers have observed the following fact. If the location points
P, and P, are fixed, there exist equilibrium prices ¢ and c,. In other words, ¢, and ¢, make
some functions of xy, x,. In this context, an interesting question arises immediately. Are there
equilibrium points x7, x3 of location for these companies? Such problem often appears during
infrastructure planning for regional socioeconomic systems. Consider the posed problem in
the case of non-uniform distribution of companies.

Suppose that player II chooses some point x, < 0. Player / aims at finding a certain point
x; which maximizes his income H(cy, ¢,). Let us solve the equation % = 0. By virtue of

ox)
(12.11),

V4 6H1 aCl ’ ox
6 dxl a.xl (X) “ (X) a.xl ( )

Differentiation of (12.13) and (12.16) with respect to x; gives

196 _ A _ o _ _A@A"® | ox
Ea_xl_ Al (x) 1 xz)[l [A(x)]? ]6)61 (13.2)
and
(o 1Ny _[._1 1N OX _ oare OX
<ax1 2>A ) [x 2(x1+x2)]A (W50 =AW =0.
Therefore,
-1
ﬁ=A’(x)[6A’(x)+2<x—m>A”(x)] . (13.3)
axl 2

Equations (13.1)—(13.3) can serve for obtaining the optimal response x; of player /.

Owing to the symmetry of this problem, if an equilibrium exists, it has the form
(x1,X, = —x;). In this case, x =0, A(0) = # /12, A’(0)=-1/2, A”(0) = 0. The expres-
sion (13.3) brings to

9% _ (Z1/2)/(=3 +0) = 1/6.
dxl

On the other hand, formula (13.2) yields

oc, g 2
— == —Zx.
ox;, 3 3

Substitute these results into (13.1) to derive
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and, finally,
« _ T
Xl = Z
Thus, the optimal location points of the companies become x| = z/4,x3 = —z /4; the

corresponding equilibrium prices and incomes constitute ¢; = ¢, = #2/6 and H; = H, =
7% /12, respectively.

Remark 1.3  Recall the case of the uniform distribution of buyers discussed earlier. Similar
argumentation generates the following outcomes.

It appears from (12.3), (12.7), and (12.9) that

oH 3}
r— = a—cl<arccosx—x\/1 —x2> - 2¢, 1—x2aa—x,

dxl X1 X1

dc, T Xy —x2< 2,-3/2 | 9%
i R S 24 ax(1 — )32 ) 2X
axl 21/1_x2 ! 2 0)61

-1
ox _ 1 1+ ! + o <£—arccosx>
ox; 4 2(1—x2)  2(1 —x2)3/2\ 2 '

Consequently,

A T O Y Y .3
axl x=0 axl =0 2 =0 axl =0
T 2 \=z 1 = 8
=<E—T E—Zﬂ')(]g:z 7[—§X1 >0, VX]E(O,l).

And so, the maximal incomes are attained at the points x} = —x; = 1. According to (12.3)
and (12.7), these points correspond to

ci=rn=3.1415and H = /2 ~ 1.5708, i=1,2. (13.4)

1

Exercises

1. The crossroad problem.
Two automobilists move along two mutually perpendicular roads and simultaneously
meet at a crossroad. Each of them may stop (strategy I) or continue motion (strategy II).
By assumption, a player would rather stop than suffer a catastrophe; on the other
hand, a player would rather continue motion if the opponent stops. This conflict can be
represented by a bimatrix game with the payoff matrix

(L) (I-¢2)
21-¢ (00 )°
Here € > 0is a number characterizing player’s displeasure of his stop to let the opponent

pass.

Find pure strategy Nash equilibria and mixed strategy Nash equilibria in the cross-
road problem.
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Games 2 x 2. Evaluate Nash equilibria in the bimatrix games below:
-6 0 -6 -9
(30 5) 0= (T 3)
1 -2 -1 2
(1 3) (7 2)

Find a Nash equilibrium in a bimatrix game defined by

36 8 7 4 3
A=|l4 3 2|, B=|7 7 3
7 -5 -1 46 6

Evaluate a Stackelberg equilibrium in a two-player game with the payoff functions

Hl(.xl,X2) = bxl(c — X1 —XZ) - d,
Hz(xl,X2) = bX2(C — X1 _.xZ) —-d.

Consider a general bimatrix game and demonstrate that (x, y) is a mixed strategy equi-
librium profile iff the following inequalities hold true:
(x=D@ay—a) =20, x(ay—a) =0,

O-DOx-p) 20, ybx-p) =0,

where
a=ay —app—ay tay, a=dy-—dap;,
b=Dby —biy—by +by, P=uay-—a,.

Prove the following result. If a bimatrix game admits a completely mixed Nash equilib-
rium strategy profile, then n = m.
Find an equilibrium in a game 2 X n described by the payoff matrices

2 05 2 21
A‘(z 2 3>’B‘<o 7 8)'

Find an equilibrium in a game m X 2 described by the payoff matrices

B =

AN W N
D 00—
N ST SN N

2

7
9|
4
Consider the company allocation problem in 2D space. Evaluate equilibrium prices
(p1,Dp,) under the cost function F, = P>+ p2

Consider the company allocation problem in 2D space. Find the optimal allocation of
companies (x;,x,) under the cost function F, = p? + p.
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Zero-sum games

Introduction

The previous chapter has been focused on games I' =< 1,11,X,Y,H,, H, >, where players’
payoffs H,(x,y) and H,(x,y) represent arbitrary functions defined on the set product X X Y.
However, there exists a special case of normal-form games when H (x,y) + H,(x,y) = 0 for
all (x,y). Such games are called zero-sum games or antagonistic games. Here players have
opposite goals—the payoff of a player equals the loss of the opponent. It suffices to specify
the payoff function of player /I for complete description of a game.

Definition 2.1 A zero-sum game is a normal-form game I' =< 1,11, X,Y,H >, where X,Y
indicate the strategy sets of players I and Il, and H(x,y) means the payoff function of player I,
H:XXY—>R

Each player chooses his strategy regardless of the opponent. Player [ strives for maximiz-
ing the payoff H(x,y), whereas player /I seeks to minimize this function. Zero-sum games
satisfy all properties established for normal-form games. Nevertheless, the former class of
games enjoys a series of specific features. First, let us reformulate the notion of a Nash
equilibrium.

Definition 2.2 A Nash equilibrium in a game T is a set of strategies (x*,y*) meeting the
conditions

H(x,y*) < Hx*,y*) < H(x",y) (1.1)

for arbitrary strategies x,y of the players.

Inequalities (1.1) imply that, as player I deviates from a Nash equilibrium, his payoff
goes down. If player /I deviates from the equilibrium, his opponent gains more (accordingly,
player I1 loses more). Hence, none of the players benefit by deviating from a Nash equilibrium.

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory

www.it-ebooks.info


http://www.it-ebooks.info/

ZERO-SUM GAMES 29

Remark 2.1  Constant-sum games (H(x,y) + H,(x,y) = ¢ = const for arbitrary strategies
X,y) can be reduced to zero-sum games. Notably, find a solution to a zero-sum game with the
payoff function H,(x,y). Then any Nash equilibrium (x*, y*) in this game also acts as a Nash
equilibrium in the corresponding constant-sum game. Indeed, according to Definition (1.1),
for any x,y we have

H(x,y") < H(x*,y") < H (x", ).
At the same time, H;(x,y) = ¢ — H,(x,y), and the second inequality can be rewritten as
¢ — Hy(x",y") < ¢ = Hy(x", y),
or
Hy(x",y) < Hy(x*,y"), Vy.

Thus, (x*,y*) is also a Nash equilibrium in the zero-sum game.

By analogy to the general class of normal-form games, zero-sum games may admit no
Nash equilibria. A major role in zero-sum games analysis belongs to the concepts of minimax
and maximin.

2.1 Minimax and maximin

Suppose that player / employs some strategy x. In the worst case, he has the payoff
inf H(x,y). Naturally, he would endeavor to maximize this quantity. In the worst case, the
y

guaranteed payoff of player / makes up sup inf H(x, y). Similarly, player /I can guarantee the
x Y

maximum loss of inf sup H(x, y).
yoox

Definition 2.3 The minimax v = inf sup H(x, y) is called the upper value of a game I, and
y

X
the maximin v = sup inf H(x, y) is called the lower value of this game.
=PI

The lower value of any game does not exceed its upper value.

Lemma2l v<7v.

Proof: For any (x,y), the inequality H(x,y) < sup H(x,y) holds true. By evaluating inf

in both sides, we obtain mf H(x,y) <inf sup H(x y). This inequality involves a function
y

of x in the left-hand side; thls function is bounded above by the quantity 1nf sup H(x,y).

Therefore,

supinf H(x,y) < inf sup H(x, y).
x Y Yoox

Now, we provide a simple criterion to verify Nash equilibrium existence in this game.
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Theorem 2.1 A Nash equilibrium (x*,y*) in the zero-sum game exists iff inf sup H(x,y) =
yoox

min sup H(x, y) and sup inf H(x,y) = max inf H(x, y). Moreover,
y o ox x Y x oy
V=" (1.2)

Proof: Assume that (x*, y*) forms a Nash equilibrium. Definition (1.1) implies that H(x, y*) <
H(x*,y*),Vx. Then it follows that sup H(x, y*) < H(x*, y*); hence,
X

v = inf sup H(x, y) < sup H(x,y*) < H(x",y"). (1.3)
Yy x x

Similarly,

H(x*,y") < inf H(x*,y) < supinf H(x,y) = v. (1.4)
y x ¥ -

However, Lemma 2.1 claims that v < ¥. Therefore, all inequalities in (1.3)—-(1.4) become strict
equalities, i.e., the values corresponding to the external operators sup, inf are achieved and
v = V. This proves necessity.

The sufficiency part. Denote by x* a point, where max inf H(x,y) = inf H(x*,y). By
x oy X
analogy, y* designates a point such that min sup H(x, y) = sup H(x, y*).
y x X

Consequently,

H(x*,y*) > inf H(x*,y) = v.
| y

On the other hand,

H(x*,y*) < sup H(x,y*) = V.
X

In combination with the condition (1.2) v = ¥, this fact leads to

H(x*,y*) = inf H(x",y) = sup H(x, y").
y X

The last expression immediately shows that for all (x, y):

H(x,y*) <sup H(x,y*) = H(x*,y*) = inf H(x*,y) < H(x",y),
X y

i.e., (x*,y*) makes a Nash equilibrium.

Theorem 2.1 implies that, in the case of several equilibria, optimal payoffs do coincide.
This value v = H(x*, y*) (identical for all equilibria) is said to be game value.

Moreover, readers would easily demonstrate the following circumstance. Any combina-
tion of optimal strategies also represents a Nash equilibrium.
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Theorem 2.2  Suppose that (x,y,) and (x,,y,) are Nash equilibria in a zero-sum game.
Then (x1,y,) and (xy,y,) is also a Nash equilibrium.

Proof: According to the definition of a Nash equilibrium, for any (x, y):

H(x,y)) £ H(xp,y)) < H(x, ) (1.5)
and

H(x,y,) < H(xy,y,) < H(xp, ). (1.6)

Set x = x|,y =y, in inequality (1.5) and x = x,,y =y, in equality (1.6). This generates a
chain of inequalities with the same quantity H(x,,y;) in their left- and right-hand sides.
Therefore, all inequalities in (1.5)—(1.6) appear strict equalities. And (x,y,) becomes a Nash
equilibrium, since for any (x, y):

H(X,)’2) < H(xz,yQ) = H(xl»h) = H(xl,yl) < H(xl,y).

Similar result applies to (x,, y;).

These properties express distinctive features of the games in question from nonzero-sum
games. We have observed that, in nonzero-sum games, different combinations of optimal
strategies may form no equilibria, and players’ payoffs in equilibria may vary appreciably.
In addition, the values of minimaxes and maximins play a considerable role in antagonistic
games. It is possible to evaluate maximins for each player in nonzero-sum games; they give
the guaranteed payoff if the opponent plays against a given player (by ignoring his own
payoff). This approach will be adopted in negotiations analysis.

2.2 Randomization

Imagine that Nash equilibria do not exist. In this case, one can employ randomization, i.e.,
extend the strategy set by mixed strategies.

Definition 2.4 Mixed strategies of players I and Il are probabilistic measures y and v
defined on the sets X, Y.

Randomization generates a new game, where players’ strategies represent distribution
functions and the payoff function is the expected value of the payoff

Hu,v) = / / Hx ) du(0dvy).
Y

X

This formula contains the Lebesgue—Stieltjes integral. In the sequel, we also write

H(ﬂ,y)=/H(x,y)dﬂ(X) H(x,V)=/H(x,y)dV(y)-
X Y

Find a Nash equilibrium in the stated extension of the game.

www.it-ebooks.info


http://www.it-ebooks.info/

32 MATHEMATICAL GAME THEORY AND APPLICATIONS

Definition 2.5 A mixed strategy Nash equilibrium in the game T" are measures (u*,v*)
meeting the inequalities

H(p,v*) < H(u*,v*) < H(u",v)

for arbitrary measures u, v.

We begin with the elementary case when each player chooses his strategy from a finite
set(X ={1,...,m}and Y = {1, ...,n}). Consequently, the payoff of player /I can be defined
using some matrix A = [a(i,j)],i=1,...,m, j=1,...,n. Such games are referred to as
matrix games. Mixed strategies form vectors x = (xl, .oy Xy,) ERM and y 01,5 €

R". In terms of new strategies, the payoff acquires the form H(x,y) = Z Z a(i, j)x;y;. Note
i=1j=1
that matrix games make a special case of bimatrix games discussed in Chapter 1. Therefore,

they enjoy the following property.

Theorem 2.3  Matrix games always admit a mixed strategy Nash equilibrium, i.e., a strategy
profile (x*,y*) such that

m

ZZa(z D < ZZa(u)x Vs ZZa(u)x y; VX, y.

i=1 j=1 i=1 j=1 i=1 j=1

Interestingly, games with continuous payoff functions always possess a Nash equilibrium.
Prior to demonstrating this fact rigorously, we establish an intermediate result.

Lemma 2.2  [f the function H(x,y) is continuous on a compact set X X Y, then H(u,y) =
f H(x, y)du(x) turns out continuous in y.
X

Proof: Let H(x, y) be continuous on a compact set X X Y; hence, this function enjoys uniform
continuity. Notably, Ve > 0 36 such that, if p(y,,y,) < 6, then |H(x,y;) — H(x,y,)| < € for
all x € X. And so, it follows that

[H(p,y1) — H(u, y,)| < I/[H(x,yl) — H(x, y;)ldu(x)|

< / |H(x,yy) = Hx yp)ldu(x) < € / du() < e.

X X

Theorem 2.4  Consider a zero-sum game I' =< 1,11,X,Y,H >. Suppose that the strategy
sets X, Y form compact sets in the space R™ X R", while the function H(x,y) is continuous.
Then this game has a mixed strategy Nash equilibrium.

Proof: According to Theorem 2.1, it suffices to show that minimax and maximin are attain-
able and do coincide. First, we prove that

= supinf H(u,v) = max min H(u, v).
u v U v
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Lemma 2.2 claims that, for an arbitrary strategy p, the function H(u,y) = f H(x, y)du(x)
b

is continuous in y. By the hypothesis, Y represents a compact set; therefore, the function
H(p,y) reaches its maximum. Consequently, sup inf = sup min. By definition of sup, for any
u Vv u Vv

n there exists a measure y,, such that
. 1
min H(p,,y) >v——. 2.1
¥ n

Recall that X is a compact set. By virtue of Helly’s theorem (see Shiryaev, 1996), take the
sequence {u,,n = 1,2 ...} and choose a subsequence Hiy» k = 1,2, ... which converges to the
probabilistic measure u*. Moreover, for an arbitrary continuous function f(x), the sequence
of integrals / f (), (x) will tend to the integral [ fdu* ().

X X

Then for any y we obtain

/H(x,y)dﬂnk(X)* /H(x,y)dﬂ*(X)=H(ﬂ*,y).
X X

The inequality v < min H(u*, y) and the condition (2.1) yield
- y
v=min H(y*,y) = max min H(u*, y).
y uoy

By analogy, one can demonstrate that minimax is also achieved.

Now, we should vindicate that v =v. Owing to the compactness of X and Y, for any
n there exists a finite 1/n-network (i.e., finite set points X, = {x;,...,x;} €X and ¥, =
{y1>---» Y} €Y) such that for any x € X,y € Y it is possible to find points x; € X,, and
yj € Y, satistying the conditions p(x,x;) < 1/n and p(y,y;) < 1/n.

Fix some positive number €. Select a sufficiently small quantity » such that, if for arbitrary
(x,¥), (y,y") we have p(x,x') < 1/n and p(y,y") < 1/n, then |H(x,y) — H(x',y")| < €. This is
always feasible due to the continuity of H(x,y) on the corresponding compact set (ergo, due
to the uniform continuity of this function).

To proceed, construct the payoff matrix [H(x;, yj)],i =1,...,k,j=1,...,m at the nodes
of the 1/n-network and solve the resulting matrix game. Denote by p(n) = (p;(n), ..., pi(n))
and g(n) = (¢;(n), ..., q,,(n)) the optimal mixed strategies in this game, and let the game
value be designated by v,,.

The mixed strategy p(n) corresponds to the probabilistic measure y,,, where for A C X:

A= pi(n).
ix; €A
In this case, for any Vi € Y, we have

k

H(py) = Y Hx y)pi(n) 2 v, 2.2)
i=1

According to Lemma 2.2, forany y € Y 3y; € Y, such that p(y, y;) < 1/n; and so, |H(x,y) —
H(x,y;)| < e. This immediately leads to

|H(/’ln’y) _H(Mn’yj)| S €.
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In combination with (2.2), the above condition yields the inequality
H(py,y) > v, — €,
for any y € Y. Therefore,

v =maxminH(u,,y) > min H(y,,y) > v, — €. 2.3)
- uoy y

Similar reasoning gives

v<vy,+te. 2.4)
It appears from (2.3)—(2.4) that
V<v+2e
So long as € is arbitrary, we derive
v

This result and Lemma 2.1 bring to the equality ¥ = v. The proof of Theorem 2.4 is completed.

2.3 Games with discontinuous payoff functions

The preceding section has demonstrated that games with continuous payoff functions and
compact strategy sets admit mixed strategy equilibria. Here we show that, if a payoff function
suffers from discontinuities, there exist no equilibria in the class of mixed strategies.

The Colonel Blotto game. Colonel Blotto has to capture two passes in mountains (see
Figure 2.1).

His forces represent some unit resource to-be-allocated between two passes. His opponent
performs similar actions. If the forces of a player exceed those of the opponent at a given

pass, then his payoff equals unity (and vanishes otherwise). Furthermore, at a certain pass
Colonel Blotto’s opponent has already concentrated additional forces of size 1/2.

I (Blotto) i

1-x 1-y

Figure 2.1 The Colonel Blotto game.
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»
>

0 1 X

Figure 2.2 The payoff function of player /.

Therefore, we face a constant-sum game I' =</I1,II,X,Y,H >, where X = [0, 1],
Y = [0, 1] indicate the strategy sets of players I and II. Suppose that Colonel Blotto and
his opponent have allocated their forces (x, 1 — x) and (y, 1 — y) between the passes. Subse-
quently, the payoff function of player / takes the form

H(x,y) =sgn(x—y)+sgn<l —-x - <%+ 1 —y)).

For its curve, see Figure 2.2. The function H(x,y) possesses discontinuities at x = y and
y=x+1/2.

Evaluate maximin and minimax in this game. Assume that the measure u is concentrated
at the points x = {0, 1/2,1} and has identical weights of 1/3. Then for any y € [0, 1] the
inequality

1 1 1 2

holds true. And it appears that v = supinf > —2/3.
u v

On the other hand, choose strategy y by the following rule: if u[1/2,1] > 2/3,sety =1,
and then H(u, 1) < =2/3;if u[1/2,1] < 2/3, then u[0,1/2) > 1/3, and there exists é such
that u[0,1/2 — 6) > 1/3, sety = 1/2 — §. Obviously, we also obtain H(u, 1) < —2/3 in this
case. Hence, for any u: ir;f H(u,y) < —2/3, which means that sup ir&f < —-2/3. We have

’ H

successfully evaluated the lower value of the game:

v =supinf = -2/3. 3.
u v

Now, calculate the upper value v of the game. Suppose that the measure v is concentrated
at the points y = {1/4,1/2, 1} and has the weights v(1/4) = 1/7,v(1/2) =2/7, and v(1) =
4/7. Using Figure 2.2, we find H(O,v) = H(1,v) = —-4/7 H(1/4,v) = =5/7,H(1/2,v) =
—6/7,and H(x,v) = —6/7 forx € (0,1/4), H(x,v) = —4/7 forx € (1/4,1/2) and H(x, v) =
—8/7 for x € (1/2,1). And so, this strategy of player /I leads to H(x,v) < —4/7 for all x.
This gives ¥ = inf sup H(u, v) < —4/7.

Vo
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To prove the inverse inequality, select player [ strategy x according to the following rule.
If v(1) < 4/7, set x = 1; then player I guarantees his payoff H(1,v) > —4/7. Now, assume
that v(1) > 4/7,i.e., v[0, 1) < 3/7. Two alternatives appear here, viz., either v[0, 1/2) < 2/7,
or v[0,1/2) > 2/7. In the first case, set x = 0, and player [ ensures his payoff H(0,v) >
—4/7. In the second case, there exists 6 > 0 such that v[0,1/2 — ) > 2/7. In combination
with the condition v[0, 1) < 3/7, this yields v[1/2 — §,1) < 1/7. By choosing the strategy
x=1/2-6, weobtain H(1/2 — 6,v) > =2/7 > —4/17.

Evidently, under an arbitrary mixed strategy v, player I guarantees his payoff
sup, H(x,v) > —4/7. Hence it follows that v = iI‘l/f supH(u,v) > —4/7.

We have found the exact upper value of the game:

v =inf sup H(u,v) = —4/7. (3.2)
12
"

Direct comparison of the expressions (3.1) and (3.2) indicates the following. In the Colonel
Blotto game, the lower and upper values do differ—this game admits no equilibria.

However, in a series of cases, equilibria may exist under discontinuous payoff functions.
The general equilibria evaluation scheme for such games is described below.

Theorem 2.5  Consider an infinite game I' =< I,11,X, Y, H >. Suppose that there exists a
Nash equilibrium (u*, v*), while the payoff functions H(u*,y) and H(x, v*) are continuous in
y and x, respectively. Then the following conditions take place:

H(u*,y) = v, Yy on the support of the measure v*, 3.3)
H(x,v*) = v, Vx on the support of the measure u*, (3.4)

where v corresponds to the value of the game T

Proof: Let u* be the optimal mixed strategy of player /. In this case, H(u*,y) > v for all
y € Y. Assume that (3.3) fails, i.e., H(u*,y’) > v at a certain point y’. Due to the continuity
of the function H(u*, ), this inequality is then valid in some neighborhood U,/ of the point
y'. The point y’ belongs to the support of the measure v*, which means that v*(Uy) > 0. And
we arrive at the contradiction:

H(M*,V*)=/H(M*,y)d\/*(y)=/H(ll*,y)d\/*()’)*' / H(™, y)dv*(y) > v.
Y Uy \Uy

This proves (3.3). A similar line of reasoning demonstrates validity of the condition (3.4).

By performing differentiation in (3.3)—(3.4), we obtain the differential equations

oH(u*, '
((;4 Y _ 0, Vy on the support of the measure v*,
Y
and
OH (x, v*
—(g V) = 0, Vx on the support of the measure y*.
X
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They serve to find optimal strategies. We will illustrate their application by discrete arbitration
procedures.

Note that Theorem 2.5 provides necessary conditions for mixed strategy equilibrium
evaluation in games with discontinuous payoff functions H(x,y). Moreover, it is possible to
obtain optimal strategies even if the functions H(u*,y) and H(x, v*) appear discontinuous.
Most importantly, we need the conditions (3.3)—(3.4) on the supports of distributions (the rest
x and y must meet the inequalities H(x, v*) < v < H(u*, x)).

2.4 Convex-concave and linear-convex games

Games, where strategy sets X C R™, Y C R" represent compact convex sets and the payoff
function H(x,y) is continuous, concave in x and convex in y, are called concave-convex
games. According to Theorem 1.1, we can formulate the following result.

Theorem 2.6  Concave-convex games always admit a pure strategy Nash equilibrium.

A special case of concave-convex games concerns linear convex games [' =<

X,Y,H(x,y) >, where strategies are points from the simplexes X = {(x,...,x,,) 1 x; > 0,i =
m

Lo.omyYx;=1}and Y = {(y,....y,) 320, j=1,...,m Zyj = 1}, while the payoff
i=1 j=1

function is described by some matrix A = [a(i,j)],i=1,...,m, j=1,...,n
m n
Hx,y) = ) xf <Z a(zpj)y,) : @1
i=1 j=1

In formula (4.1), we believe that f is a non-decreasing convex function. Interestingly, there
exists a connection between equilibria in such games and equilibria in a matrix game defined
by A.

Theorem 2.7 Any Nash equilibrium in a matrix game defined by the matrix A gives an
equilibrium for a corresponding linear convex game.

Proof: Let (x*,y*) be a Nash equilibrium in the matrix game. By the definition,

m n
Z Z a(i,j)xl-y;.‘ < 2 Z a(i, /)x*y* < Z Za(l DX[y; Ix, y. 4.2)
i=1 j=1 i=1 j=1 i=1 j=
The convexity of f implies that
m n m n
H*,y) = Zx:.‘f <Z a(i,j)yj> >f <le* Z a(i,j)yj> .
i=1 j=1 =1 j=I
This result, the monotonicity of f and inequality (4.2) lead to

<Zx Za(l ])yj> >f<2x Za(i,j)yj). 4.3)

=l j=1
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Now, notice that the left-hand side of (4.2) holds true for arbitrary x, particularly, for all
pure strategies of player I:

Za(l Dy; < Z Za(l DAY

i=1 j=1

The monotonous property of f brings to

f (Z a(zpj)yj) <f (Z Y at, px*y*)

j=1 i=1 j=1

By multiplying these inequalities by x; and summing up the resulting expressions, we
arrive at

donf (Z a(iJ)y;) <f (Z > ali, sy, ) (4.4)
i=1 j=1

i=1 j=1

It follows from (4.3) and (4.4) that the inequalities
H(x",y) > H(x,y")

take place for arbitrary x, y. This immediately implies that (x*, y*) makes an equilibrium in
the game under consideration.

We underline that the inverse proposition fails. For instance, if f is a constant function,
then any strategy profile (x,y) forms an equilibrium in this game (but a matrix game may
have a specific set of equilibria). Linear convex games arise in resource allocation problems.
As an example, study the city defense problem.

The city defense problem. Imagine the following situation. Player / (Colonel Blotto)
attacks a city using tanks, whereas player I/ conducts a defense by anti-tank artillery. Consider
a game, where player I must allocate his resources between light and heavy tanks, and player /1
distributes his resources between light and heavy artillery. For simplicity, suppose that the
resources of both players equal unity.

Define the efficiency of different weaponry. Let the rate of fire of heavy artillery units be
three times higher than of light artillery ones. In addition, light artillery units must open fire on
heavy tanks five times more quickly than heavy artillery units do. The survival probabilities
of tanks are specified by the table below.

Light artillery Heavy artillery
Light tanks 1/2 1/4
Heavy tanks 3/4 1/2

Suppose that player I has x light and 1 — x heavy tanks. On the other hand, player II
organizes city defense by y light and 1 — y heavy artillery units. After a battle, Colonel Blotto
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will possess the following average number of tanks:

H(x,y) = x <%)ay (%)ﬂ(l_” +(1-x) (%)5‘”‘ (%)ﬁ(l—y)h |

Here a and g are certain parameters of the problem. Rewrite the function H(x, y) as
H(x,y) = xexp [~ In2(ay + 2/34(1 — y))] + (1 — x)exp [-SayIn4/3 - 1/3p(1 — y)In2] .

Clearly, this game is linear convex with the payoff function f(x) = exp[x]. An equilibrium
follows from solving the matrix game described by the matrix

( a 2/3;3)
—In2 .
5a(2—1n2/In3) 1/3p

For instance, if @ = 1, f = 2, the optimal strategy of player I becomes x* ~ 0.809 (accord-
ingly, the optimal strategy of player /I is y* = 0.383). In this case, the game receives the value
v & 0.433. Thus, under optimal behavior, Colonel Blotto will have less than 50% tanks avail-
able after a battle.

2.5 Convex games

Assume that a payoff function is continuous and concave in x or convex in y. According to the
theory of continuous games, generally an equilibrium exists in the class of mixed strategies.
However, in the convex case, we can establish the structure of optimal mixed strategies. The
following theorem (Helly’s theorem) from convex analysis would facilitate here.

Theorem 2.8 Let S be a family of compact convex sets in R™ whose number is not smaller
than m + 1. Moreover, suppose that the intersection of any m + 1 sets from this family appears
non-empty. Then there exists a point belonging to all sets.

Proof: First, suppose that S contains a finite number of sets. We argue by induction. If §
consists of m + 1 sets, the above assertion clearly holds true. Next, admit its validity for any
family of k > m + 1 sets; we have to demonstrate this result for S comprising k + 1 sets. Denote
S ={Xj, ..., X3, } and consider k + 1 new families of the form S\ X;,i = 1,...,k + 1. Each
family S \ X; consists of k sets; owing to the induction hypothesis, there exists a certain point
x; belonging to all sets from the family S except the set X;, i =1, ...,k + 1. The number of
such points is k + 1 > m + 2.
Now, take the system of m + 1 linear equations

k+1 k+1
> Ax =0, 4;=0. (5.1)
i=1 i=1

The number of unknowns 4,,i =1, ...,k + 1 exceeds the number of equations; hence, this

system possesses a non-zero solution. Decompose them into two groups, depending on
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their signs. Without loss of generality, we believe that 4, > 0,i=1,...,/ and 4, <0,i =
I+ 1,...k+ 1. By virtue of formula (5.1),

i k+1

Yai== ) 4=4>0,

i=1 i=l+1
and

k+1
x=Y =Y —x (5.2)
i=1 A i=l+1 4
According to the construction procedure, fori = 1, ..., lallx; € X}, ..., X;;. The convexity
I

of these sets implies that the convex combination x = ), %xi belongs to the intersection of
i=1
!
these sets. Similarly, foralli = [+ 1,...,k+ 1 we have x; € X, ..., X}, ergo, x € [ X;. And
i=1
so, there exists a point x belonging to all sets X;,i =1, ... ,k+ 1.

Thus, if S represents a finite set, Theorem 2.8 is proved. In what follows, we illustrate its
correctness for an arbitrary family. Let a family S = S, be such that its any finite subsystem
possesses a non-empty intersection. Choose some set X from this family and consider the
new family §¥ = S, (| X. It also consists of compact convex sets.

N — ; — || <x — pm
Assume that QS * = . Then its complement becomes QSZ‘I =J$: =R". Due to the

a

compactness of X, a finite subcovering {S_;,i =1,...,r} of the set X can be extracted

from the finite covering {S_ZC,}~ However, in this case, the finite family {S7 ,i=1,...,r} has
an empty intersection, which contradicts the premise. Consequently, [ S, = S, appears
a o

non-empty.

Theorem 2.9 Let X C R" and Y C R" be compact sets, Y enjoy convexity and the function
H(x,y) appear continuous in both arguments and convex in y. Then player Il possesses an
optimal pure strategy, whereas the optimal strategy of player I belongs to the class of mixed
strategies and is concentrated at most in (m + 1) points of the set X. Moreover, the game has

the value

v= max minmax{H(x,y),...,H(x,,y)} = minmax H(x,Yy).
XlpeoosXpy] Y y x

Proof: Introduce the function
h(xy, oo s Xy 1> ) = max{Hx,y), ..., Hx, .} x;, €R™i=1,...,m+ 1,y e R".
It is continuous in both arguments. Indeed,

|h(x'1, ,x:n+1,y') - h(x’l', ,x::l+1,y”)| = |H(x;1,y') —H(xg,y")|, (5.3)
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where

H(x; .y = max{H(x},y"), ... . H, 0L HGG Y = max{H(x) Y7, ... HG ')

In formula (5.3), we have either
H(x; ,Y') 2 H(x Y, (5.4)

or the inverse inequality. For definiteness, suppose that (5.4) holds true (in the second case,
reasoning is by analogy).

The function H(x, y) is continuous on the compact set Xt xy, ergo, uniformly contin-
uous. And so, for any € > O there exists 6 > 0 such that, if ||xlf —x;’ll <é6,i=1,....,.n+1
and ||y —y"|| < &, then

02 H(x; .y) = H&.y") <H(x .Y) — HG( 'y <.
This proves continuity of the function A.
The established fact directly implies the existence of

w= max minh(xy,...,X,q,y) = max minmax{H(x,y),...,H(x,1,»)}.
XoeeoXmyr Y XXy Y

So long as min H(x, y) < max min H(u,y) for any x, we obtain the inequality
y " y

w <.

To derive the inverse inequality, consider the infinite family of sets S, = {y : H(x,y) < w}.
Since H(x,y) is convex in y and continuous, all sets from this family become convex
and compact. Note that any finite subsystem of this family, consisting of m + 1 sets S, =
{y:H(x;,y) <w},i=1,....,m+ 1, possesses a common point.

Really, if xq,...,x,,,, are fixed, the function A(xy, ...,x,,;,y) attains its maximum at
some point y (due to continuity of # and compactness of Y). Consequently,

w= N mz}rx myinh(xl, s Xy 1o y) 2 max{Hx, y), ..., H(x,,11,¥) > H(x;, y),
Loee X1

i=1,....,m+1,

i.e., y belongs to all le_,i =1,....m+1.
Helly’s theorem claims the existence of a point y* such that

H(x,y*) <w,Vx € X.

Hence, max H(x,y*) <w, which means that v <w. Therefore, we have shown that
X
Vy=wor

v= max minmax{H(x,y),...,H(x, 1.}
XpoeooXmyl Y
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Suppose that maximal value corresponds to the points Xy, ..., X,,, . Then

m+1
v =minmax{H(¥,y), .., H(®,11,)} = minmax Y HE,y)u;,
¥ yooH =

where ji = (uy, ..., 4,,,1) is a discrete distribution located at the points Xy, ..., X, .
A concave-convex game on a compact set with the payoff function

m+1

H(ji,y) = )\ HE» y)p;
i=1

admits a Nash equilibrium (#*, y*) such that

max min H(f,y) = minmax H(fi,y) = v.
By y R

This expression confirms the optimal character of the pure strategy y* and the mixed strategy
fi located at m + 1 points, since

H(p™,y") = min H(@",y) < H(@", ), ¥y

H(i*,y*) = max H(ji,y") = max H(u,y*) > H(x,y), Vx.
J2 U

The proof of Theorem 2.9 is finished.

Corollary 2.1 Consider a convex game, where the strategy sets of players represent linear
sections. Player Il has an optimal pure strategy, whereas the optimal strategy of player I is
either mixed or a probabilistic compound of two pure strategies.

A similar result applies to a concave game.

Theorem 2.10 Let X C R™ and Y C R" be compact sets, X enjoy convexity and the function
H(x,y) appear continuous in both arguments and concave in x. Then player I possesses an
optimal pure strategy, whereas the optimal strategy of player Il belongs to the class of mixed
strategies and is concentrated at most in (n + 1) points of the set Y. Moreover, the game has
the value

v= min maxmax{H(x,y;),...,H(x,y,, )} = maxmin H(x, y).
DARTREDV /RS B x y

2.6 Arbitration procedures

Consider a two-player game involving player / (Company Trade Union) and player /I (Com-
pany Manager). The participants of this game have to negotiate a raise for company employ-
ees. Each player submits some offer (x and y, respectively). In the case of a conflict (i.e.,
x >y), both sides go to an arbitration court. The latter must support a certain player. There
exist various arbitration procedures, namely, final-offer arbitration, conventional arbitration,
bonus/penalty arbitration, as well as their combinations.
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We begin analysis with final-offer arbitration. Without a conflict (if x < y), this pro-
cedure leads to successful raise negotiation in the interval between x and y. For the sake of
definiteness, suppose that the negotiated raise makes up (x +y)/2. In the case of x < y, the
sides address the third party (call it an arbitrator). An arbitrator possesses a specific opinion
«, and he takes the side whose offer is closer to a.

Actually, we have described a game I' =< I, 1, R',R', H, > with the payoff function

x<Zy

X, if x>y lx—al<|y—a
Hy(x,y) = o>y lemal <yl 6.1)
v, if x>y lx—al>|y—al

a, if x>y, |lx—a|=|y—al

The parameter « being fixed, an equilibrium lies in the pair of strategies (@, «). However,
the problem becomes non-trivial when the arbitrator may modify his opinion.

Consider the non-deterministic case, i.e., @ represents a random variable with some
continuous distribution function F(a),a € R'. Imagine that both players know F(a) and there
exists the corresponding density function f(a).

If y < x, arbitrator accepts the offer y under @ < (x + y)/2 (see the payoff function formula
and Figure 2.3). Otherwise, he accepts the offer x. The player I has the expected payoff
H(x,y) = EH,(x,y)

H(x,y)=F(x;y>y+(1—F<x—;y>>x. (6.2)

With the aim of evaluating minimax strategies, we perform differentiation in (6.2):

oH x+y y—x_[(x+Yy
21 ()5 () o
ox > )T 3

oH x+y y—Xx (x+Y
—=F =0.
5 = () + 57 (57) =0

The difference of these equations yields

2 2’

| |

y X+y X g
2

Figure 2.3 An arbitration game.
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i.e., the point (x + y)/2 coincides with the median of the distribution F. Hence, it appears that
(x +y)/2 = mp. On the other part, summing up these equations gives

O = x)f(mp) = 1.
Therefore, if a pure strategy equilibrium does exist, it acquires the form

1

1
S S 6.3
gy Y =" ) ©3)

x=mp+

and the game has the value of mp.
The following sufficient condition guarantees that (6.3) is an equilibrium:

1
H (x, mgp — 2f(—mF)> <mp,Vx > mgp 6.4)

1
H|mp+ —, > mp,Vy < mg. (6.5)
( F 2f(my) )’) F» VY F

Recall that m; makes the median of the distribution F" and rewrite (6.4) as

U(x)

+ /f(a)da x—m+

mp

1
> X —mg,

2f(mg) —

N —

where U(x) = (x + mp — ﬁ)/Z, or
F

U(x)
x = mp = 1/Qf(mp))
/ e S v ey

(6.6)

By analogy, the condition (6.5) can be reexpressed as

y —mp + 1/(2f(mp))
/f(a)da > 20— my = 1/(2f(mF)), Vy < mp. (6.7)

Here V(y) = (y + my + Zf(;mﬂ)/z.

Theorem 2.11  Consider the final-offer arbitration procedure and let the distribution F(a)
satisfy the conditions (6.6)—(6.7). Then a Nash equilibrium exists in the class of pure strategies

and takes the form x = mg + _Zf(mF)’y =mp— 2 mp)”

For instance, suppose that F(a) is the Gaussian distribution with the parameters a and
o. The median coincides with a; according to (6.3), the optimal offers of the players become

x=a++\rn/2,y=a—-\x/2.

www.it-ebooks.info


http://www.it-ebooks.info/

ZERO-SUM GAMES 45

Under the uniform distribution F(a) on a segment [c, d], the median is (¢ + d)/2 and the
optimal offers of the players correspond to the ends of this segment:

c+d d-c c+d d-c
= =:d = — = C.
X > + 2 , ¥ c

Interestingly, games with the payoff function (6.2) can be concave-convex. Moreover, if
the distribution F turns out discontinuous, the payoff function (6.2) suffers from disconti-
nuities, as well. Therefore, this game may have no pure strategy equilibrium. And so, the
strategies (6.3) being evaluated, one should verify the equilibria condition. Below we will
demonstrate that, even for simple distributions, the final-offer arbitration procedure admits a
mixed strategy equilibrium.

Conventional arbitration. In contrast to final-offer arbitration (an arbitrator chooses one
of submitted offers), conventional arbitration settles a conflict through an arbitrator’s specific
opinion. Of course, his opinion depends on the offers of both players. In what follows, we
study the combined arbitration procedure proposed by S.J. Brams and S. Merrill.

In this procedure, arbitrator’s opinion @ again represents a random variable with a known
distribution function F(a) and density function f(a). Company Trade Union (player /) and
Company Manager (player /1) submit their offers, x and y. If @ belongs to the offer interval,
arbitration is performed by the last offer; otherwise, arbitrator makes his decision.

Therefore, we obtain a game I' =< 1,11 LR, R',H > with the payoff function H(x,y) =
EH (x,y), where

fiz .
2 if x<y
X, if x>a>yx—a<a—y
H,(x,y) = ) (6.8)
Y, if xX>a>yx—a>a—y

a, otherwise.

Suppose that the density function f(a) is a symmetrical unimodal function (i.e., it possesses
a unique maximum). To proceed, we demonstrate that (a) an equilibrium exists in the class
of pure strategies and (b) the optimal strategy of both players lies in my—the median of the
distribution F(a).

Let player I apply the strategy y = mg. According to the arbitration rules, his payoff
H(x,mp) constitutes (x + mg)/2, if x < mg. This is smaller than the payoff gained by the
strategy x = my. In the case of x > m, formula (6.8) implies that the payoff becomes

H(x,mF)=/adF(a)+/adF(a)+ / mdF(a) + / xdF(a)
—0o0 x mg Xtmp.

2

ﬁ?ﬁ
=mp — / (a —mg)dF(a) + / (x — a)dF(a).

X+mp
2
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The last expression does not exceed mp., since the function

x+mp

2
gx)=— / (a —mg)dF(a) + / (x —a)dF(a)
mg

x+mp
2

is non-increasing. Really, its derivative takes the form

, x—mp (x+mp 7
gx)=- 5 f( 5 >+ /f(a)daSO— /(a—mF)dF(a)+ /(x—a)dF(a)
XHmp mg mp

(the value of f (@) at the point (x + m) /2 is not smaller than at the points a € [(x + my)/2), x]).

Consequently, we have H(x, m) < my forallx € R'. And so, the best response of player
also lies in my. Similar arguments cover the behavior of player //. Thus, the arbitration
procedure in question also admits a pure strategy equilibrium coinciding with the median of
the distribution F(a).

Theorem 2.12  Consider the conventional arbitration procedure. If the density function
f(a) is symmetrical and unimodal, the arbitration game has a Nash equilibrium consisting of
identical pure strategies mp.

Penalty arbitration. Earlier, we have studied arbitration procedures, where each player
may submit any offers (including the ones discriminating against the opponent). To avoid
these situations, an arbitrator can apply penalty arbitration procedures. To proceed, analyze
such scheme introduced by Zeng (2003).

Arbitrator’s opinion « represents a random variable with a known distribution function
F(a) and density function f(a). Denote by E the expected value Ea = f adF(a). Company

1
Trade Union (player I) and Company Manager (player II) submit tllieir offers x and Yy,
respectively. Arbitrator follows the conventional mechanism, but adds some quantity to his
decision. This quantity depends on the announced offers. As a matter of fact, it can be
interpreted as player’s penalty. Imagine that an arbitrator has the decision a. If |x —a| <
|y — al, an arbitrator supports player I and “penalizes” player Il by the quantity a — y. In
other words, the arbitrator’s decision becomes a + (a — y) = 2a — y. The penalty is higher for
greater differences between the arbitrator’s opinion and the offer of player /. In the case of |x —
al| > |y — al, arbitrator “penalizes” player /, and his decision makes up a — (x — a) = 2a — x.
Hence, this arbitration game has the payoff function H(x,y) = EH,(x, y), where

+ .
xy if

<
2 r=y

20—y, if x>y, lx—al <|a—y|
H,(x,y) = _ (6.9)
20 —x, if x>y |x—a|>|a—y|

a, if x>y, |x—al=|a-yl.
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Theorem 2.13  Consider the penalty arbitration procedure with the payoff function
(6.9). It admits a unique pure strategy Nash equilibrium which consists of identical pure
strategies E.

Proof: First, we demonstrate that the strategy profile (E, E) forms an equilibrium. Suppose
that the players choose pure strategies x and y such that x > y. Consequently, the arbitration
game leads to the payoff

X+y
0

H(x,y)= 2/<2a—x)dF(a)+ /w<2a—y>dF<a)+¥[F($)—F()%_o)]_

x+y

T+0

(6.10)

This formula takes into account the following aspect. The distribution function is right
continuous and the point (x + y)/2 may correspond to a discontinuity of F(a). Rewrite (6.10)
as

H(x,y):/OOZadF(a)—Zx;y(F(x;y>—F<x;y—O)>
—F (52 -0) =y (1-F (552)) + S5 [F(557) - (P2 -0))
:2E—y—x;y[F(x;y>+F<x;y—O>]. ©6.11)

Assume that player II employs the pure strategy y = E. The expression (6.11) implies that,
under x > E, the payoff of player [ is defined by

H(x,E):E—x_ZE [F(x;E)+F<x;E—0>] <E.

In the case of x < E, we have

x+ E <E

H(,E) =

By analogy, readers would easily verify that H(E,y) > E for all y € R.

Second, we establish the uniqueness of the equilibrium (E, E). Conjecture that there exists
another pure strategy equilibrium (x, y). In an equilibrium, the condition x < y takes no place
(otherwise, player I would raise his payoff by increasing the offer within the interval [x, y]).

Suppose that x > y. Let z designate the bisecting point of the interval [y, x]. If F(z) =0,
formula (6.11) requires that

Heoy) - H2) = =)+ 52 [F (S22 + F (S35 -0)| - 52 1F@ + Fe - 011
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However, F(z) = 0, which immediately gives F(z — 0) = 0. Therefore,

H(X,y)—H(x,z)=(z—y)+)% [F(’%) +F<X;Z —0>] > 0.

And so, the strategy z dominates the strategy y, and y is not the optimal strategy of player /1.
In the case of F(z) > 0, study the difference

H(z.y) = H(x.y) = == [FQ) + Fe = 0)] - == [F(Z;y) +F<Z;y ~0)].

So far as x — y = 2(z — y), we obtain

H(z,w—H(x,y)=<z—y>[F<z)+F(z—o>]-Z;y [F(Z—;y>+F<Z;y _0)]

-2 [2F(z)—F<Z+Ty>+2F(Z—O)—F<Z+Ty—O)] >0,

since F(z) > O0and F(z) > F(”Ty), F(z—-0) > F(% — 0). Thus, here the strategy z of player /
dominates x, and (x,y) is not an equilibrium. The equilibrium (E, E) turns out to be unique.
This concludes the proof of Theorem 2.13.

The above arbitration schemes bring pure strategy equilibria. Such result is guaranteed
by several assumptions concerning the distribution function F(a) of an arbitrator. In what
follows, we demonstrate the non-existence of pure strategy equilibria in a wider class of
distributions. We will look for Nash equilibria among mixed strategies. At the same time, this
approach provides new interesting applications of arbitration procedures. Both sides must
submit random offers, which generate a series of practical benefits.

2.7 Two-point discrete arbitration procedures

For the sake of simplicity, let @« be a random variable taking the values of —1 and 1 with
identical probabilities p = 1/2. The strategies of players I and II also represent arbitrary
values x,y € R'. The payoff function in this game acquires the form (6.1). This game has an
equilibrium in the class of mixed strategies. We prove this fact rigorously. Here, define mixed
strategies either through distribution functions or through their density functions.

Owing to its symmetry, the game under consideration has zero value. And so, the optimal
strategies of players must be symmetrical with respect to the origin. Therefore, it suffices to
construct an optimal strategy for one player (e.g., player 7). Denote by F(y) the mixed strategy
of player /1. Assume that the support of the distribution F lies on the negative semiaxis. Then
the conditions of the game imply the following. For all x < 0, the payoff of player I satisfies
H(x, F) < 0. In the case of x > 0, his payoff becomes

H(x,F):% F(-2—-x)x+ / ydF (y) +% F(2—x)x+/de(y) . (7.1)
—2—x 2—x
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H=H(x F)

/ﬁc : cxd

v

Figure 2.4 The payoff function H(x, F).

We search for a distribution function F(y) such that (a) its support belongs to the interval
[-c — 4, —c], where 0 < ¢ < 1, and (b) the payoff function H(x, F) vanishes on the interval
[c, ¢ + 4] and is negative-valued for the rest x. Figure 2.4 illustrates the idea.

According to (7.1), we have

H(x, F) = % F(=2 —x)x + / ydF(y) | + %x,x € [c,c+2]. (7.2)

—2—x

Since H(x, F) is fixed on the interval [c, ¢ + 2], we uniquely determine the distribution function
F(y). For this, perform differentiation in (7.2) and equate the result to zero:

dH _

[ ) 1_
=5 [-F'(=2 = x)x + F(=2 = x) + (-2 = 0)F' (=2 = x)| + =0 (7.3)

Substitute —2 — x = y into (7.3) to get the differential equation
2F' )+ 1) = —[FO) + 11,y € [-c — 4, —c = 2].

Its solution yields the distribution function F(y) on the interval [—c — 4, —c — 2]:

FO)=-1+————y€[-c—4,—c-2].

And finally, the condition F(—c —4) = 0 brings to

V3+c

Fy)=—-14+——,ye[-c—4,—c-2]. (7.4)
—y—1
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On the interval [c + 2, ¢ + 4], the function H(x, F) takes the form

—C —C

H(x,F)=% / de(y)+% F(2—x)x+/de(y) ,XE[c+2,c+4].

—c—4 2—x
By requiring its constancy, we find

Z_I)—CI = % [-F'Q-—xx+FQ2-x)+Q2-0F2-x]|=0.

Next, set 2 — x = y and obtain the differential equation

2F' 0y —1) = =F(y),y € [-c — 2, —c].

The condition F(—c) = 1 leads to

Vite
Vi

F(y) = ,Y € [-c =2, —c].

(7.5)

(7.6)

Let us demand continuity of the function F(y). For this, paste together the functions (7.4) and

(7.6) at the point y = —c — 2. This condition

generates the quadratic equation

(1+0)3B+c)=4.

Its solution can be represented as

c=2z-1=0.236,

(7.7)

where z indicates the “golden section” of the interval [0, 1] (a solution of the quadratic

equation z2 +z — 1 = 0).

Therefore, we have constructed a continuous distribution function F(y),y € [—c — 4, —c]
such that the payoff function H(x, F) of player I possesses a constant value on the interval
[c, ¢ + 4]. It forms the optimal strategy of player /I, if we prove the following. The function

H(x, F) has the shape illustrated by the figure (its curve is below abscissa axis).
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The solution to this game is provided by

Theorem 2.14  In the discrete arbitration procedure, optimal strategies acquire the form

0, x € (—o0,c]
1- "1+C, x € (c,c+2]
Gy=4 V! (7.8)
2— V3+f, x€(c+2,c+4]
o
1, x€(c+4,00)
(0, y € (=00, —c — 4]
—1+ 2 ye(-c-d,—c-2]
——
F(y) =+ ’ (7.9)
Vi1+ce o _
= yE (—c—-2,—c]
1, y € (—C, 00)

where ¢ = \/g— 2.

For proof, it suffices to show that H(x,F) <0 for all x € R!. In the case of x <0,
this inequality is obvious (y < 0 holds true almost surely and, due to (6.3), H(x, F) is
negative).

Recall that, within the interval [c, ¢ + 4], the function H(x, F) possesses a constant value.
Let us find the latter. Formula (7.2) yields

—C

H(x,F):H(c+2)=% F(=c—=4(c+2)+ / ydF(y) +%(c+2)
—c—4
= %(y+c+2),x € [c,c+2], (7.10)

where y indicates the mean value of the random variable y having the distribution (7.4), (7.6).
By performing simple computations, we arrive at

yd 3+c \/1+c
e LS

y_

It follows from (6.3) that
Hx,F)=0,x € [c,c+2].

Similarly, one obtains H(x, F) = 0 on the interval [c + 2, ¢ + 4].
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If x > ¢ + 4, the function H(x, F) acquires the form (7.5). After the substitution2 —x =y,
its derivative becomes

‘;—H = Lire-ne -2+ Fe-01= 2P oy -2 + Fo)l.
x 2 2

Using the expression (7.4) for F, it is possible to get

dH _ 1 V3+c 2y
dx 2 Voy—1ytl

The function (7.11) increases monotonically with respect to y on the interval [-c — 4, —¢ — 2],
reaching its maximum at the point y = ¢ — 2. By virtue of (7.7), the maximal value appears

D[ V3+e2c=2) | _ 1(+3?
2 | ige -1 T 21 +0)p2

This testifies that the function H(x, F) is decreasing on the set x > ¢ + 4 and vanishing at the
point x = ¢ + 4. Consequently,

—11 Ly < —c—2. (7.11)

Hx,F)<0,x>c+4.

If x € [0,c], then H(x, F) takes the form (7.2). After the substitution —2 —x =y, its
derivative (7.3) is determined by

Cfi_}xlzé[F’(y)(2y+2)+F(y)+1],y2—6—2~ (7.12)

Again, employ the expression (7.12) for F to obtain

T K|

= = 2y +2)+
2 2y+2)

V(1 —y)? Vi=y

This function increases monotonically with respect to y on the interval [-c — 2, —2], reaching

its minimum at the point y = —c¢ — 2. Furthermore, the minimal value
1 \/1+c( ” 2)_i_\/1+c+1 _1[2(1—c)+1]
N RVEETSE V3+e 2[G+op

is positive. And so, the function H(x, F) increases under x € [0, c] and vanishes at the point
x = c. This fact dictates that H(x, F) < 0, x < c¢. Therefore, we have demonstrated that

H(x,F)<0,x €R.

Hence, any mixed strategy G of player L satisfies the condition

H(G,F) <0.
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This directly implies that F—see (7.9)—is the optimal strategy of player /I. And finally,
we take advantage of the problem’s symmetry. Being symmetrical with respect to the
origin, the strategy G defined by (7.8) is optimal for player /. This finishes the proof of
Theorem 2.14.

Remark 2.2 Interestingly, the optimal rule in the above arbitration game relates to the
golden section. The optimal rule proper guides player /I to place his offers within the interval
[-3 +2z,1 —2z7] = [-4.236,—0.236] on the negative semiaxis. On the other hand, player /
must submit offers within the interval [2z — 1,3 — 2z] = [0.236,4.236]. Therefore, the game
avoids strategy profiles when the offers of player /I exceed those of player /. In addition, we
emphasize that the mean value of the distributions F and G coincides with the bisecting point
of the interval corresponding to the support of the distribution.

2.8 Three-point discrete arbitration procedures with
interval constraint

Suppose that the random variable « is concentrated in the points @y = —1,a, = 0and a3 = 1
with identical probabilities of p = 1/3. Contrariwise to the model scrutinized in Section 2.6,
we believe that players submit offers within the interval x,y € [—a, a].

Let us search for an equilibrium in the class of mixed strategies. Denote by f(x) and
g(y) the strategies of players I and II, respectively. Assume that the support of the dis-
tribution g(y)(f(x)) lies on the negative semiaxis (positive semiaxis, respectively). In other
words,

a 0
fx) >0,x € [0, a],/ Sfdx=1, g =0,y €[-a, 0],/ gydy = 1.
0 —a

Owing to the symmetry, the game has zero value, and the optimal strategies must be symmet-
rical with respect to ordinate axis: g(y) = f(—y). This condition serves for constructing the
optimal strategy of some player (e.g., player I).

Theorem 2.15  For a € (0,8/3], the optimal strategy acquires the form

0, 0$x<§
f) = (8.1)
Va , Y4<x<a.
237 4
In the case of a € (8/3, ), it becomes
0, 0<x<3
— 2.1 2 8
f0=1i5 i<k (8.2)
0, §<x§a
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Proof: 'We begin with the case when a € (0,2]. According to the rules of this game, for
y € [—a, 0] player II gains the payoff

-y a

H(f,y):%/0 yf(x)dx+% /xf(x)dx+/yf(x)dx +%[} xf(x)dx.

0 -y

Seek for f in the following class of strategies:

0, 0<Lx<a
f@) =90k, alx<p, (8.3)
0, p<x<a,

where @(x) > 0, x € [a, f] and @ is continuously differentiable with respect to (a, f§).
The strategy (8.3) enjoys optimality, if H(f,y) =0 for y € [-f, —a] and H(f,y) > O for
a

y € [—a,—p) U (—a,0]. Note that H(f,0) = %/xf(x)dx > 0.
0

B
The condition H(f, —a) = H(f, —f) = 0 implies that § = 4a and / x@(x)dx = 2a. Clearly,
a

O<a< %. At the same time, H(f, —a) = %[—a + 4a]. Therefore, H(f,a) > 0iff a < 4a. And
so,a:%andﬁ:a.

Let us find the function ¢(x). The condition H(f,y) =0, y € [B, —a] yields H'(f,y) =
H"(f,y) = 0. Consequently,

2
H'(f,y) = 1+2yf(=y) + /f(X)dx =0, H'(y) = 3f(-y) - 2f'(=y) = 0.
-y

By setting y = —x, we arrive at the differential equation

3f(x) + 2xf'(x) = 0. (8.4)
It has the solution
fo) = ——. (8.5)
Vi
So long as
a a
2c
lz/f(x)dxz < ==,
S AR
we evaluate

\/5

cC = —

2
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Thus,

0, 0<x<a/4
JF@ =9 va
w3

a/d<x<a.

To proceed, verify the optimality condition. Under y € [—a, —a/4], we have

-y a a
3H(f,y)=y+/ﬁdx+y/ \/de+ ﬁdx
a/4 2\/; -y 2\/)? al4 2\/;

=y+Vay=y -5 -y=Vay=y+5=0

In the case of y € (—a/4,0],

a

Va
H(f,y) =y+y/
a/4 2\/; 2

This guarantees the optimal character of the strategy (8.1).

Now, leta € (2, %]. Consider H(f,y) for y € [—a, —a/4], where f meets (2). The support
of the distribution f is [a/4,a] and a < g. Andso, -1+ (-1 —y) <a/4 and —y > a/4 for all
y € [—a,—a/4].

This means that, for y € [—a, —a/4], we get

w+9=20+§)>0

a -y a a

3H(f,y) = / yf (x)dx + / xf(x)dx + / yf(x)dx |+ / xf(x)dx.

1 1 - 1
Differentiation again brings to equation (8.4). Its solution f(x) is given by (8.1). Follow the
same line of reasoning as above to establish that H(f,y) > 0 for y € (—a/4,0]. Therefore, the
strategy (8.1) is also optimal for a € (2, g].
And finally, assume thata € (g, 00). In this case, the function H(f, y) becomes somewhat
more complicated. As an example, consider the situation when a = 4. Under y € [-4, -2],
we have

—2-y 4 -y 4 4
3H(f,y) = /xf(x)dx+ / yf(x)dx | + /xf(x)dx+/yf(x)dx +/xf(x)dx. (8.6)
0 —2-y 0 -y 0
Fory € [-2,0],
4 -y 4 2-y 4
3H(f,y)=/yf(x)dx+ /xf(x)dx+/yf(x)dx + /xf(x)dx+/yf(x)dx . (8.7)
0 0 -y 0 2-y
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Find f in the form (8.3), where f = a + 2. The conditions H(f, f) = H(f, a) = 0 yield

B
/xf(x)dx =2a = g

a
Consequently, f =4a; in combination with f = a + 2, this result leads to a =2/3,
p=28/3.
According to (8.6), on the interval [—#, —2] the condition H” (f, y) = 0 turns out equivalent
to

[B3f (=) = 29" (=] + [3f (=2 = y) = 2 +2y)f' (=2 = »)] = 0. (8.8)
Ifyel[-p,-2],thenx=—-y € [2,f] and -2 —y € [0, f — 2] or —2 —y € [0, a]. However,

for x € [0, @] we have f(x) =0, f’(x) = 0. Hence, the second expression in square brackets
(see (8.8)) equals zero. And the following equation in f(—y) arises immediately:

[3f(—=y) = 2yf'(=»1 = 0.

As a matter of fact, it completely matches (8.4) under x = —y.
Similarly, it is possible to rewrite H” (f,y) for y € [-2, —a] as

Bf (=) = 20" (=01 + [3f2 = ) + 2 = 2»)f' 2 = )] = 0.
Here —y € [@,2] and 2 — y € [« + 2, 4]. Therefore, f(2 —y) =f'(2 —y) = 0 and we derive

the same equation (8.4) in f(x).
Within the interval (2/3, 8/3), the solution to (8.4) has the form

0, 0<x<2/3
2
fl) = %%,1U35x§85 (8.9)
0, 8/3<x<4

The optimality of (8.9) can be verified by analogy to the case when a € (0, %].

For a € (§, o0), the complete proof of this theorem lies in thorough analysis of the
intervals a € (8/3,4], a € [4,14/3] and a € (14/3, ). The function H(f, y) has the same
form as (8.6) and (8.7).

2.9 General discrete arbitration procedures
Consider the case when arbitrator’s offer is a random variable «, taking values {—n, —(n —

1),...,—-1,0,1,...,n — 1,n} withidentical probabilities p = 1/(2n + 1). The offers submitted
by players must belong to the interval x,y € [—a, a] (see Figure 2.5).
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p PPP P
-n y ..o 101 .- X n

\4

Figure 2.5 The discrete distribution of offers by an arbitrator, p = Tlﬂ

As earlier, we seek for a mixed strategy equilibrium. Denote by f(x) and g(y) the mixed
strategies of players I and /1. Suppose that the supports of the distributions g(y)(f(x)) lie in
the negative (positive) domain, i.e.,

a 0
fx)>0,x€ [O,a],/f(x)dx= I, g0=0,ye [—a,O],/g(y)dy= L. D
0 —-a

Let us search for the strategy of some player (say, player /).

2
Theorem 2.16 Under a € (0, 2(;;:11) 1, the optimal strategy of player I takes the form

2
0, O§x<<i> a,
+

n+1

X) = 9.2
fW=1 e 9.2)

> — ) a<x<a.

2\/§ n+1
2
In the case of a € (%, +00), it becomes
2n?
0, 0<x< 2n+1"
_ nn+l) 1 202 2(n+1)?
S = V2@nt) /3 20+l SXSSE ©-3)
2
0, Akl <a.
2n+1

Proof: First, consider the case of a € (0, 2]. Under y € [—a, 0], the payoff of player I equals

a -y a a

n/yf(x)dx+ /xf(x)dx+/yf(x)dx +n/xf(x)dx .
0 0 0

-y

H(f,y) =

1
2n+1

Find the strategy f in the form

0, 0<x<a,
f) =5 o), a<x<p, (9.4)
0, p<x<a,

where @(x) > 0, x € [a, f] and @ is continuously differentiable on (a, f).

www.it-ebooks.info


http://www.it-ebooks.info/

58 MATHEMATICAL GAME THEORY AND APPLICATIONS

The strategy (9.4) appears optimal, if H(f,y) =0 for y € [-f, —a] and H(f,y) > 0 for
a
y € [—a,—B) U (—a,0]. Note that H(f,0) = —— [ xf(x)dx > 0.

2n+1
n+0

It follows from H(f, —a) = H(f,—f) = O that

_ 5 .
1
H({f,—a) = ] —(n+ Da + n/x(p(x)dx =0,
L @ =
n s Z
1
H({,-p) = - 1 =0.
(f,—p) il np + (n+ )/x(p(x)dx 0
L @ -
This system yields
B
n+1 n
d = — =
/x(p(x) o n * n+1 p

a

— (L2 —(y2
and f = ( p ) aora—(nH) B.
For y = —a, we have H(f,—a) = ﬁ[—na +nf] = 5= (f - a). Hence, if § < a, then
H(f,—a) < 0. Therefore, f = a, a = (#)261, and

a B
_ _n
/xf(x)dx = /x(p(x)dx =T 1a. 9.5)

0 a

Now, obtain the explicit formula of ¢(x). The condition H(f,y) = 0,y € [f, —a] brings to
H'(f,y)=H"(f,y) = 0. And so,

H'(f,y) = 1+2yf(=y) + /f(x)dx =0,H"(y) = 3f(=y) = 2 (=) = 0.

By setting y = —x, we get the differential equation
3f(x) + 2xf' (x) = 0, 9.6)
which admits the solution

)= —=. 9.7)

%

So far as,

2c

1=/f(x)dx=/ - =

N A
ma

www.it-ebooks.info


http://www.it-ebooks.info/

ZERO-SUM GAMES 59

it is possible to evaluate

c= >
And finally,
2
0, 0<x< (L) a,
(x): n+1
f n \/E <L>2a <x<a
2\/;’ n+l - =

Verify the optimality conditions. Under y € [—a, —(n"?)za], one obtains

n2

W T

a

Cn+ DH(f,y) =ny+ / n—dx+y/

()«
- i (V- ) v

(i8]

)

Ify € (=(-27)%a, 0],

2
(2n+1)H(f,y)=ny+y+nn a=m+1)

+1

n 2
v+ (75) ] >0,

These conditions lead to the optimality of (9.2).

2
To proceed, analyze the case of 2 < a < 2(2";;11)

Consider H(f,y) provided that y € [—a, —(—)2a] where f is defined by (9.2). Recall

2(n+l)

that the distribution f possesses the support [(—)2a aland a < o

that a — (—)2a <2.
Consequently, fory € [—a, —(—)2a] we have

. These facts imply

a -y a a

Cn+ DH({,y)=n / yf (x)dx + / xf(x)dx+/yf(x)dx +n / xf(x)dx.
()@ ()@ N ()@

Again, differentiation yields equation (9.5). Its solution f(x) acquires the form (9.2). Thus,
H(f,y) = O under y € [—a, —(L)2 1.

Now, it is necessary to show that H(f,y) > 0 for y € (— (—)2a 0]. Find out the sign of
H(f,y) within the interval [— (m)2 , —(m)za +2].
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Ifye [—(n"?)za, —a + 2], then

a

n+1 n n+1 n \2
H(f,y) = dx = ( ) > 0.
.7 2n+1y+2n+1 / A (@) dx 2n+1 * n+1 “
n 2
(77) @
On the other hand, under y € [—a + 2, —( j_l)za+2],we obtain
n
2-y a a
n+1 1 n—1
H(f,y) = d d dx.
(%)) 2n+1y+2n+1 / xf (%) )€+/yf()€)X+2n_|_1 / xf(x) dx
no\2 2-y noA\2
(757) @ (757)
Then
H’(f,y)=2 3 n+1+(2y—2)f(2—y)+/f(x)dx

2-y

-1 n+1 _1)’1\/— —-n+ n\/—] L <1+ n\/z >>0
2n+1 1/(2 y)3 z/ 2n+1 1/(2_),)3
Hence, H(f,y) > O fory € (— (L)2 —(L)za +2].
If ( )2a +22>0, the proof is completed Otherwise, shift the interval to the right

and demonstrate that H(f,y) > 0 for y € (— (m)za +2,— (m)za + 4], etc. Thus, we have
2(n+1)2]

established the optimality of the strategy (9.2) under a € (2

> 2n+1
2
And finally, investigate the case when % < a < oo. Here the function H(f, y) becomes

more complicated. Let us analyze the infinite horizon case a = oo only.
Assume that player I employs the strategy (9.3) and find the payoff function H(f,y).

2
For the sake of simplicity, introduce the notation a = 22n_n+1 and f=a+2= % For
y € (—o0,—2n — f], we accordingly have

B
H(f,y) = /Xf(X)dx =

a

2n(n+1)

> 0.
2n+1

Set k = 3[2] 42, if n is an odd number and k = 3%, otherwise. For y € [-2n 4+ 2r — §,
—2n+2r—a], where r=0,1,...,n,...,k— 1, and for y € [-2n + 2r — ,0], where r = £,
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one has the following chain of calculations:

—2n42r—y p i}
r 1 2n—r
H(f,y) = T 1y + Il / xf(x)dx + / yf(x)dx |+ 1 /xf(x)dx
a —2n+2r—y a
p B B
r 1
= / xf(x)dx — Il / (x = y)f (x)dx — el / (x = y)f (x)dx. 9-8)
a a —2n+2r—y

Perform differentiation in formula (9.8), where f is determined by (9.2), to derive the
equation

p
1 1
H'(f,y) = — d 2y 4 2n — 2P)f (=2 + 2r —
(%) 2n+1+2n+1 / f(x)X+2n+1(y+n Nf(=2n+2r-y)
—2n+2r—y
== (4 2nn + 1) . 9.9)
2n+1 V2@n + 1)(=2n + 2r — y)>3

According to (9.9), the expected payoff H(f,y) is constant within the interval y € [—f,
—a], where r = n. Furthermore, since

5 5
_ _n
H(f,ﬁ)—/xf(x)dx 2n_'_l/(x+ﬂ)f(x)0bf
’ 2n(n + 1) 2(n + 1)?
_n+l1 _n _n+l2nn+1l) n n+ _
_2n+1/xf(x)dx L s R e R e R S R

a

we have H(f,y) =0 fory € [-f, —a].
In the case of r < n(r > n), formula (9.9) brings to H'(f, y) < 0 (H'(f, y) > 0, respectively)
on the interval y € [-2n + 2r — f,—2n+ 2r — al.

Hence, H(f,y) > O for all y. This testifies to the optimality of the strategy (9.3).

For a € (%, 00), the complete proof of Theorem 2.16 is by similar reasoning as for
a = oo.

Obviously, optimal strategies in the discrete arbitration scheme with uniform distribution
appear randomized. This result differs from the continuous setting discussed in Section 2.6
(players have optimal strategies in the class of optimal strategies). By analogy to the uniform
case, optimal strategies of players are concentrated in the boundaries of the interval [—a, a].
Note the following aspect. According to Theorem 2.14, the optimal strategy (9.2) in the
discrete scheme with a = n possesses a non-zero measure only on the interval [(n"j)za, al.
Actually, its length tends to zero for large n. In other words, the solutions to the discrete and

continuous settings of the above arbitration game do coincide for sufficiently large n.
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Exercises
1. Find a pure strategy solution of a convex-concave game with the payoff function
H(x,y) = —-5x% + 2y2 +xy—3x—y.
and a mixed strategy solution of a convex game with the payoff function
H(x,y) =y> —4dxy + x°.
2. Obtain a mixed strategy solution of a duel with the payoff function

2x—y+xy, x<y,
H(x,y) =40, x=y,
xX—=2y—xy, x>y.

3. Find a solution to the following duel. Player I has two bullets, whereas player /I disposes
of one bullet.

4. The birthday game. Peter goes home from his work and suddenly remembers that today
Kate celebrates her birthday. Is that the case? Peter chooses between two strategies,
namely, visiting Kate with or without a present. Suppose that today Kate celebrates
no birthday; if Peter visits Kate with a present, his payoff makes 1 (and 0, otherwise).
Assume that today Kate celebrates her birthday; if Peter visits Kate with a present, his
payoff equals 1.5 (and -10, otherwise). Construct the payoff matrix and evaluate an
equilibrium in the stated game.

5. The high-quality amplifier game.

A company manufactures amplifiers. Their operation strongly depends on some param-
eters of a small (yet, scarce) capacitor. The standard price of this capacitor is 100 USD.
However, the company’s costs for warranty return of a failed capacitor constitute
1000 USD. The company chooses between the following strategies: 1) applying an
inspection method for capacitors, which costs 100 USD and guarantees failure iden-
tification three times out of four; 2) applying a reliable and cheap inspection method,
which causes breakdown of an operable capacitor nine times out of ten; 3) purchasing
the desired capacitors at the price of 400 USD with full warranty. Construct the payoff
matrix for the game involving nature (possible failures of a capacitor) and the company.
Evaluate an equilibrium in this game.
6. Obtain a solution of a game 3 X 3 with the payoff matrix

3 6 8
A=14 3 2
7 =5 -1

7. The game of words.
Two players announce a letter as follows. Player I chooses between letters “a” and
whereas player /I chooses between letters “f,” “m,” and “t.” If the selected letters form
a word, player / gains 1; moreover, player I receives the additional reward of 3 if this

T3]
1
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word corresponds to an animate noun or pronoun. When the announced letters form no
word, player /I gains 2. Therefore, the payoff matrix takes the form

f
a | -2
) | -

B
B o=~

N =

Find a solution in this game.
Demonstrate that a game with the payoff function

-1, x=1l,y<landx<y<1,
H(x,y) = 0, x=y,
I, y=lLx<landy<x<1

admits no solution.

Provide the complete proof to Theorem 2.15 in the case of a € (%, 00).

Find an equilibrium in the arbitration procedure provided that arbitrator’s offers are
located at the points —n,—n —1,...,—1,1, ... ,n.
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Non-cooperative strategic-form
n-player games

Introduction

In Chapter 1, we have explored nonzero-sum games of two players. The introduced definitions
of strategies, strategy profiles, payoffs, and the optimality principle are naturally extended to
the case of n players. Let us give the basic definitions for n-player games.

Definition 3.1 A normal-form n-player game is an object
['=<N,{Xi}ien- {Hi}ien >

where N = {1,2, ..., n} indicates the set of players, X; represents the strategy set of player i,

n
and H; : [[ X; = R means the payoff function of player i, i =1, ... ,n.
i=1
As previously, player i chooses some strategy x; € X;, being unaware of the opponents’
choice. Player i strives for maximizing his payoff H;(x;, ..., x,) which depends on the strate-
gies of all players. A set of strategies of all players is called a strategy profile of a game.
Consider some strategy profile x = (xy, ..., x,). For this profile, the associated notation

(x_i,xl’.) =(xq,... ,xi_l,x;,xiﬂ, e Xy)

designates a strategy profile, where player i has modified his strategy from x; to x/, while the
rest of the players use the same strategies as before. The major solution approach to n-player
games still consists in the concept of Nash equilibria.

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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Definition 3.2 A Nash equilibrium in a game I is a strategy profile x* = (x, ..., xy) such
that the following conditions hold true for any playeri € N:

Hl(x:,xl) S Hl(.x*), in.

All strategies in such equilibrium are called optimal.

Definition 3.2 implies that, as any player deviates from a Nash equilibrium, his payoff goes
down. Therefore, none of players benefit by a unilateral deviation from a Nash equilibrium.
Of course, the matter does not concern two or three players simultaneously deviating from a
Nash equilibrium. Later on, we will study such games.

3.1 Convex games. The Cournot oligopoly

Our analysis of n-player games begins with the following case. Suppose that payoff functions
are concave, whereas strategy sets form convex sets. The equilibrium existence theorem for
two-player games can be naturally extended to the general case.

Theorem 3.1  Consider an n-player game I’ =< N, {X;},en. {H;} ey >. Assume that strat-
egy sets X; are compact convex sets in the space R", and payoff functions Hy(x(, ... ,x,) are
continuous and concave in x;. Then the game always admits a Nash equilibrium.

Convex games comprise different oligopoly models, where n companies compete on

a market. Similarly to duopolies, one can discriminate between Cournot oligopolies and

Bertrand oligopolies. Let us be confined with the Cournot oligopoly. Imagine that there

exist n companies 1,2, ...,n on a market. They manufacture some amounts of a product

(x1,x,, ..., Xx,, respectively) that correspond to their strategies. Denote by x the above strategy

profile. Suppose that product price is a linear function, viz., an initial price p minus the total
n

amount of products Q = Y x; multiplied by some factor b. Therefore, the unit price of the

i=1
product makes up p — bQ. The cost prices of unit product will be indicated by ¢;,i = 1, ..., n.
The payoff functions of the players acquire the form

n
Hx)=@-bY xx—cx, i=1,...n
=

Recall that the payoff functions H;(x) enjoy concavity in x;, and the strategy set of player i
is convex. Consequently, oligopolies represent an example of convex games with pure strategy
equilibria. A Nash equilibrium satisfies the following system of equations:

OH,(x;)
——=0,i=1,...,n (1.1)
ox;
Equations (1.1) bring to the expressions
n
p—ci—bej—bxl-:O, i=1,...,n. (1.2)
j=1
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By summing up these equalities, we arrive at

n n
np — ch—b(n+ I)ij =0,
j=1 j=1

and it appears that

n
. np— 3¢
Jj=1
P
T b(n+1)

Jj=1
Thus, an equilibrium in the oligopoly model is given by

n
) ¢
. 1]l p j=1

g —le = ,i=1,...,n. 1.3
i bln+1 i n+1 ! " (1.3)

The corresponding optimal payoffs become

H* = bx*?, i = 1,...,n.

i [

3.2 Polymatrix games

Consider n-player games I'=<N,{X;=1{1,2,...,m;}},en, {H;},eny >, where players’
strategies form finite sets and payoffs are defined by a set of multi-dimensional matrices
H; =H(j,....,j,).i € N. Such games are known as polymatrix games. They may have no
pure strategy Nash equilibrium.

As previously, perform randomization and introduce the class of mixed strategies
Xi={x0 =, ... ,xS:,)i)}. Here x](.’) gives the probability that player i chooses strategy
j€{1,...,m;}. Under a strategy profile x = (x, ..., x"™), the expected payoff of player
i takes the form

m

mn
. . 1 .
HD, =3 ZH,»(]l,...,]n)xj(.l)...xj(.:), i=1,...,n Q2.1
j1=l jnzl

The payoff functions (2.1) appear concave, while the strategy set of players enjoys
compactness and convexity. According to Theorem 3.1, the stated game always has a Nash
equilibrium.

Theorem 3.2  There exists a mixed strategy Nash equilibrium in an n-player polymatrix
game ' =< N, {X; ={1,2,...,m;}};en, {H;}ieny >-

In a series of cases, it is possible to solve polymatrix games by analytic methods. For
the time being, we explore the case when each player chooses between two strategies. Then
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equilibrium evaluation proceeds from geometric considerations. For simplicity of expositions,

let us study three-player games I' =< N = {1, IlI}, {X; = {1,2}},2 23, {H;}i=1 23 > With

payoff matrices H; = {aij-k}i}.’k:l, H, = {biik}iz,/,k=1’ and H; = {ci/’k}iz,/,k=1' Recall that each

player possesses just two strategies. And so, we comprehend mixed strategies as x;, x5, Xx3—
the probabilities of choosing strategy 1 by players 1,11, and II1, respectively. The opposite
event occurs with the probability x = 1 — x.

A strat.egy proﬁ.le. (x], x5, x3) is an equilibrium strategy profile, if for any strategies x;, x,, X3
the following conditions take place:

Hy(xy,x5,x3) < Hy(x"),
Hy(x}, x5, %5) < Hp(x"),
Hy(x}, x5, x3) < Hy(x").

Particularly, the equilibrium conditions hold true under x; =0 and x; =1, i = 1,2, 3. For
instance, consider these inequalities for player //1:

H3(XT,X;,O) S HS(x*)7 H3(XT’~X;5 1) S H3(~X*)
According to (2.1), the first inequality acquires the form

C112X1Xp + C10X1 Xy + Co 10X Xy + CoppX Xy < CpipX1X0X3 + C1opX XpX3
+ Co X1 X0X3 + € X1 XpX3 + €111 X1 X0 X3 + €11 X1 XpX3 + C1p1 X1 XX + Cop1 X X0 X3.

Rewrite it as

x3(Cq11X1 X% + €11 X1 X + €101 X g + €01 X1 X
= Cl12X1X) = C1opX1 Xy = C1pX Xy — CoppX1Xp) 2 0. (2.2)

Similarly, the second inequality becomes

(1 = x3)(cpy1 X% + €211 X% + €11 XX + €2p1 X1 X,
= Cl12X1X) = C1opX Xy = C1pX1X — CoppX1Xy) < 0. (2.3)

Denote by C(x;,x,) the bracketed expression in (2.2) and (2.3). For x3 = 0, inequality
(2.2) is immediate, whereas (2.3) brings to

C(x1,x) <0. 2.4)
Next, for x3 = 1, we directly have (2.3), while inequality (2.2) requires that

C(xy,xp) 2 0. (2.5)
And finally, for 0 < x3 < 1, inequalities (2.2)—(2.3) dictate that

C(XI,XZ) =0. (26)

www.it-ebooks.info


http://www.it-ebooks.info/

68 MATHEMATICAL GAME THEORY AND APPLICATIONS

The conditions (2.4)—(2.6) determine the set of strategy profiles acceptable for player /II. By
analogy, we can derive the conditions and corresponding sets of acceptable strategy profiles
for players I and /1. Subsequently, all equilibrium strategy profiles can be defined by their
intersection. Let us provide an illustrative example.

Struggle for markets. Imagine that companies I, /I, and /II manufacture some product
and sell it on market A or market B. In comparison with the latter, the former market is
characterized by doubled product price. However, the payoff on any market appears inversely
proportional to the number of companies that have selected this market. Notably, the payoff
of a company on market A makes up 6, 4, or 2, if one, two, or three companies, respectively,
do operate on this market; the corresponding payoffs on market B are 3, 2, and 1, respectively.

Construct the set of strategy profiles acceptable for player II1. In the present case, C(x;, x,)
is given by

ZXIXZ + 4)_C])C2 + 4.X1.?_C2 + 6)?].%2 - 3XIX2 - 2XIX2 - 25(1)(2 —)_C])_Cz = —3x1 - 3X2 +5.

The conditions (2.4)—(2.6) take the form

x3=0,x +x, > %,
=lLx+x<3,
X3 X T X 3

5

O<X3 < 1,.xl+.X2= 3
Figure 3.1 demonstrates the set of strategy profiles acceptable for player /II. Owing to problem
symmetry, similar conditions and sets of acceptable strategy profiles apply to players I and
II. The intersection of these sets yields four equilibrium strategy profiles. Three of them

represent pure strategy equilibria, viz., (A,A,B), (A,B,A), (B,A,A). And the fourth one is a
mixed strategy profile: x; = x, =x3 = g. Under the first free equilibria, players / and /I have

X3

X2

Figure 3.1 The set of strategy profiles acceptable for player /I1.
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the payoff of 4, whereas player III gains 3. With the fourth equilibrium, all players receive
the identical payoff:

H* = 2(5/6)° + 4(1/6)(5/6)* + 4(1/6)(5/6)* + 6(1/6)*(5/6)
+3(5/6)%(1/6) +2(1/6)(5/6)* + 2(1/6)(5/6)> + (1/6)> = 8/3.

In a pure strategy equilibrium above, some player gets the worst of the game (his payoff is
smaller as against the opponents). The fourth equilibrium is remarkable for the following. All
players enjoy equal rights; nevertheless, their payoff appears smaller even than the minimal
payoff of the players under a pure strategy equilibrium.

3.3 Potential games

Games with potentials were studied by Monderer and Shapley [1996]. Consider a normal-
form n-player game I' =< N, {X; };cn, { H;};ey >. Suppose that there exists a certain function

n
P: T] X; — R such that for any i € N we have the inequality
i=1

Hi(x_l-,x;) - H(x_;,x;) = P(x_i,x;) - P(x_;, x;) 3.1

i

for arbitrary x_; € HXJ and any strategies xi,xl/. € X;. If this function exists, it is called the
J#i
potential of the game I", whereas the game proper is referred to as a potential game.

Traffic jamming. Suppose that companies / and /I, each possessing two trucks, have to
deliver some cargo from point A to point B. These points communicate through two roads (see
Figure 3.2), and one road allows a two times higher speed than the other. Moreover, assume that
the journey time on any road is proportional to the number of trucks moving on it. Figure 3.2
indicates the journey time on each road depending on the number of moving trucks.

Therefore, players choose the distribution of their trucks by roads as their strategies. And
s0, the possible strategies of players are one of the combinations (2, 0), (1, 1), (0, 2). The costs
of a player equal the total journey time of both his trucks. Consequently, the payoff matrix is
determined by

2,0) (1,1 (0,2)
2,0) ((~8,-8) (=6,=5) (—4,-8)

(I, | (=5,-6) (=6,—-6) (=7,-12)
©0,2) | (=8,-4) (=12,-7) (=16,-16)

A B
(2,4,6, 8)
\

Figure 3.2 Traffic jamming.
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4 6

Figure 3.3 Animal foraging.

Obviously, the described game admits three pure strategy equilibria. These are strategy
profiles, where (a) the trucks of one player move on road 1, whereas the other player chooses
different roads for his trucks, and (b) both players select different roads for their trucks.

The game in question possesses the potential

2,00 (1,1) (0,2)
2,0 (13 16 13

P=1] 16 16 10
©2) | 13 10 1

Animal foraging. Two animals choose one or two areas among three areas for their
foraging (see Figure 3.3). These areas provide 2, 4 and 6 units of food, respectively. If both
animals visit a same area, they equally share available food. The payoff of each player is
the total units of food gained at each area minus the costs to visit this area (we set them
equal to 1).

Therefore, the strategies of players lie in choosing areas for their foraging: (1), (2), (3),
(1,2), (1,3), and (2, 3). And the payoff matrix becomes

» 7 & @12 13 23
@O (0,00 1,3) 1,5 (0,3) (0,5 (1,8
@ |GDH d,DH G5 (1,2) (3,60 (1,6
@ |6GDH 63 22 6.4 23 25
1,2) | 3,00 2, ) &5 (1,1) 3,5 @,06)f
(1,3) | 5,0) (6,3) (3.2) (5,3) (2,2) 3.5
2,3) {8, 1) (6,1) (5,2) (6,2) (5,3) (3.3
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This game has three pure strategy equilibria. In the first one, both animals choose areas 2 and

3. In the second and third pure strategy equilibria, one player selects areas 1 and 3, while the
other chooses areas 2 and 3. The game under consideration also admits the potential

O @ G @12 @€1,3) 23

(1) 1 4 6 4 6 9
) 4 4 8 5 9 9
p_® 6 8 7 9 8 10
2y l4 5 9 s 9 10
w3 le 9 8 9 8 11
e»H»lo 9 10 10 11 11

Theorem 3.3  Let an n-player game I' =< N, {X;};en. {H;};ey > have a potential P.
Then a Nash equilibrium in the game T represents a Nash equilibrium in the game
I" =< N, {X;};en- P >, and vice versa. Furthermore, the game T admits at least one pure
strategy equilibrium.

Proof: The first assertion follows from the definition of a potential. Indeed, due to (3.1), the
conditions

H(x*,, x;) < H(x"), Vx;,
and
P(x* . x) < P(x*), Vi,
do coincide. Hence, if x* is a Nash equilibrium in the game I', it forms a Nash equilibrium in

the game I/, and vice versa.
Now, we argue that the game I"” always has a pure strategy equilibrium. Let x be the

pure strategy profile maximizing the potential P(x) on the set H X;. For any x € H X;, the

i=1 i=1
inequality P(x) < P(x*) holds true at this point, particularly,

P(x* ., x;) < P(x¥), Vx;.

Therefore, x* represents a Nash equilibrium in the game I'” and, hence, in the game I

And so, if the game admits a potential, it necessarily has a pure strategy equilibrium. For
instance, revert to the examples of traffic jamming and animal foraging.

The Cournot oligopoly. In the previous section, we have considered the Cournot
oligopoly with the payoff functions

n
Hx)=@-bY x)x—cx, i=1,...n

j=1
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This game is potential, as well. Here potential makes the function

Pxy,....x,) = Z(p—cj)xj—b<2xj2+ Z x,-xj>. (3.2)
j=1 j=1

1<i<j<n

Really, the functions H;(x) and P(x) appear quadratic in the variable x;, and their derivatives
coincide:

0H; oP
— =—=p—c;—2bx; - si=1,...,n 33
% o p—c X; ;x i n 3.3)

Consequently, the functions H,(x) and P(x) possess the same values with respect to each
variable x; (to some constant), i.e.,

H,-(x_i,xi) - Hl'(.x_l',xl,-) = P(x_,-,xi) — P(x_i,x;),Vx,-.

Thus, the function (3.2) gives potential in the oligopoly model. According to Theorem
3, an equilibrium follows from maximization of the function (3.2). The first-order necessary
optimality conditions

oP .
a—Xi=p—ci—2bxi—bj§xj=0,l=1,...,n

bring to the expressions (1.2); in the preceding section, they have yielded an equilibrium in
the oligopoly model (1.3).

A game without potential. Note that a game may have no potential, even if a pure strategy
equilibrium does exist. Get back to the example of traffic jamming (see Figure 3.2). Within
the same framework, suppose that the costs of players are defined by the maximal journey
time of their trucks on both roads. In this case, the payoff matrix becomes

(2,0) 1,1) 0,2)
2,0) {(-4,-4) (-3,-3) (-2,-4)
(1,1 | (=3,=-3) (-4.-4) (-6,-6) |
0,2) \ (-4,-2) (-6,-6) (=8,-8)

Such game admits two pure strategy equilibria. These are strategy profiles, where the trucks
of one player move on the first road, whereas the other player chooses different roads for his
trucks. Nevertheless, the described game has no potential. We demonstrate this fact rigorously.
Assume that a potential P exists; then definition (3.1) implies that

P, -P3,1)=H((1,L)-H@G,)=—-4-(-4) =0,

P(1,1) = P(1,2) = Hy(1,1) = Hy(1,2) = =4 — (=3) = —1.
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And so,
P@3,1)-P(1,2) = 1. 34
On the other hand,
P(1,2)-P@3,2)=H((1,2)-—H(3,2) = -3 —-(-6) =3,
and

P(3,1) = P(3,2) = H,(3,1) — Hy(3,2) = =2 — (=6) = 4,
whence it follows that
P(3,1)—-P(1,2) = 1.

This evidently contradicts the expression (3.4), and the game possesses no potential. Inter-
estingly, in contrast to the earlier example, here the costs are not in the additive form.

3.4 Congestion games

Congestion games have been pioneered by Rosenthal [1973]. The term “congestion game”
has the following origin. In such games, payoff functions depend only on the number of
players choosing identical strategies. For instance, this class comprises routing games during
transition between two points (journey time depends on the number of automobiles on a
given route). The animal foraging game also belongs to congestion games—in a given area,
the amount of food resources acquired by an animal depends on the total number of animals
occupying this area.

Definition 3.3 A symmetrical congestion game is an n-player game
I'=<N,M,{S;}ien- {citien >

where N = {1, ...,n} stands for the set of players, and M = {1, ... ,m} means the set of some
objects for strategy formation. A strategy of player i is the choice of a certain subset from M.
The set of all feasible strategies makes the strategy set of player i, denoted by S;, i =1, ... ,n.
Each object j € M is associated with a function c;(k), 1 < k < n, which represents the payoff
(or costs) of each player from k players that have selected strategies containing j. This function
depends only on the total number k of such players.

Imagine that players have chosen strategies s = (s, ... ,s,). Each s; forms a set of objects
from M. Then the payoff function of player i is determined by the total payoff on each object:

Hsyo o5, = ) ¢i(k(sis ... 5,)).

JEs;

Il—Iere ki(sy,....s,) gives the number of players whose strategies incorporate object j, i =
yeee s M.
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Theorem 3.4 A symmetrical congestion game is potential, ergo admits a pure strategy
equilibrium.

Proof: Consider the function
P(sy,...,5,) = Z z ¢;j(k)
JEViens; =1

and demonstrate that this is a potential of the game. Let us verify the conditions (2.1). On the
one part,

Hi(s_»5) = Hy(s_ip5) = ) ci(ki(s_insD) = D ¢ilki(s_i» 57)-

jEs! JES;
Forallj € s;n sl’,, the payoffs ¢; in the first and second sums are identical. Therefore,
H(s_insD) = His_ps) = Y, )+ D)= D ¢ilki(s)).
jesi\s; jEsi\s}
Accordingly, we find

ki(s_»s7) ki(s_j.s;)

—i i

PGs_pns)=PG_psy= D | D |- D | D ¢l
k=1

JEUi5)Us) JE€Uensi\ k=1

Under j & s; U sf, the corresponding summands in these expressions coincide, which means
that

ki(s_i»s7) ki(s_i»s:)
Pi_ps)=Pi_ps)= 2, | D, = D, ¢k
jesjusi | k=1 k=1
k_,-(s_,-,xl/-) ki(s_»s)) kj(s_,v,s;) ki(s_j.s;)
=X > - Y |+ X | D g- > ¢l
jEsi\s; k=1 k=1 jEsi\s} k=1 k=1

In the case of j € s/ \ 5;, we have ki(s_; sh) = ki(s) + 15ifj € 5, \ s}, the equality ki(s_;, st =
k;(s) — 1 takes place. Consequently,

k_]v(s)+l kj(s) k_]-(s)—l kj(s)
PGs_i,s)=Pis_ps)= D | D =Yg+ D | D) o= o
jexf\si k=1 k=1 je‘yi\szl‘ k=1 k=1
= D gl + 1= Y ¢k
Jjesi\s; Jjesi\si
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This result matches the expression of H;(s_;,s!) — Hy(s_;, 5;). The proof of Theorem 3.4 is
finished.

Thus, symmetrical congestion games admit (at least) one pure strategy equilibrium.
Generally speaking, a mixed strategy equilibrium may exist, as well. In applications, the
major role belongs to the existence of pure strategy equilibria. We also acknowledge that the
existence of such equilibria is connected with (a) the additive form of payoff functions and (b)
the homogeneous form of players’ payoffs in symmetrical games. To continue, let us explore
player-specific congestion games, where different players may have different payoffs. Our
analysis focuses on the case of simple strategies—each player chooses merely one object
from the set M = {1, ..., m}.

3.5 Player-specific congestion games

Definition 3.4 A player-specific congestion game is an n-player game
I'=< N,M, {Cij}iEN,jGM >,

where N = {1, ...,n} designates the set of players and M = {1, ... ,m} specifies the finite
set of objects. The strategy of player i is choosing some object from M. Therefore, M can
be interpreted as the set of players’ strategies. The payoff of player i selecting strategy j is
defined by a function c;; = c;j(k;), where k; denotes the number of players employing strategy
J» 0 < k;j < n. For the time being, suppose that c;; represent non-increasing functions. In other
words, the more players have chosen a given strategy, the smaller is the payoff.

Denote by s = (sy, ..., s,) the strategy profile composed of strategies selected by players.
Each strategy profile s corresponds to the congestion vector k = (ki, ..., k,,), where k; makes
up the number of players choosing strategy j. Then the payoff function of player i is defined
by

Hi(sy,....8,) = ¢i5,(ks), i=1,....n.

We are concerned with pure strategy profiles. For such games, the definition of a pure
strategy Nash equilibrium can be reformulated as follows. In an equilibrium s*, any player
i does not benefit by deviating from the optimal strategy s7. And so, the optimal strategy
payoff Cist (kx;;) is not smaller than the one ensured by any other strategy j of all players, i.e.,
cijlk; + 1).

Definition 3.5 A Nash equilibrium in a game ' =< N, M, {c;;};cy jem > is a strategy profile
s* = (s}, ..., s,), where the following conditions hold true for any player i € N:

cisz (k) 2 c;i(k; + 1),Vj € M. (5.1)

We provide another constructive conception proposed by Monderer and Shapley [1996].
It will serve to establish equilibrium existence in congestion games.

Definition 3.6 Suppose that a game I' =< N, M, {c¢;;};en jem > has a sequence of strategy
profiles s(t),t =0, 1, ..., where (a) each profile differs from the preceding one in a single
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component and (b) the payoff of a player that has modified his strategy is strictly higher. Then
such sequence is called an improvement sequence. If any improvement sequence in I is finite,
we say that this game meets the final improvement property (FIP).

Clearly, if an improvement sequence is finite, then the terminal strategy profile represents
a Nash equilibrium (it meets the conditions (4.1)). However, there exist games with Nash
equilibria, which do not enjoy the FIP. In such games, improvement sequences can be infinite
and have cyclic repetitions. This fact follows from finiteness of strategy sets.

Nevertheless, games I" with two-element strategy sets M demonstrate the FIP.

Theorem 3.5 A player-specific congestion game I' =< N, M, {c;j} ey jem >, where M =
{1,2}, admits a pure strategy Nash equilibrium.

Proof: We show that a congestion game with two strategies possesses the FIP. Suppose
that this is not the case. In other words, there exists an infinite improvement sequence
5(0),s(1), .... Extract its cyclic subsequence s(0), ...,s(T), i.e., s(0) =s(T) and 7 > 1. In
this chain, each strategy profile s(¢),t = 1,..., T corresponds to a congestion vector k(t) =
(k1 (), ky(1)),t =0, ..., T. Obviously, k, = n — ky. Find the element with the maximal value
of k,(t). Without loss of generality, we believe that such element is k,(1). Otherwise, just
renumber the elements of the sequence owing to its cyclic character. Then k(1) = n — k(1)
makes the minimal element in the chain. And so, at the initial instant player i switches from
strategy 1 to strategy 2, i.e.,

Cp(ky(1)) > ¢y (k (1) + D). (5.2)

Since k,(1) > k,(t), Vt, the monotonous property of the payoff function implies that

k(1) < by (), t =0, ..., T.

On the other hand,

Cil(kl(l) + 1) > Cil(kl(t) + 1), t= O, ,T.

In combination with (5.2), this leads to the inequality ¢, (k,(?)) > ¢; (k1) + 1),t =0, ... T,
i.e., player i strictly follows strategy 2. But at the initial instant # = 0, ergo at the instant t = T,
he applied strategy 1.

The resulting contradiction indicates that a congestion game with two strategies neces-
sarily enjoys the FIP. Consequently, such a game has a pure strategy equilibrium profile.

We emphasize a relevant aspect. The proof of Theorem 3.5 is based on the maximal
congestion of strategy 1 corresponding to the minimal congestion of strategy 2. Generally
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speaking, this fails even for games with three strategies. Congestion games with three and
more strategies may disagree with the FIP.

A congestion game without the FIP. Consider a two-player congestion game with two
strategies and the payoff matrix

0,4 (5,6) (5,3)
4,5 @G 43
2,5 2,60 (1,2)

This game has the infinite cyclic improvement sequence
1L,D->@G1D->0G2->022-023) - (13- 11D

Therefore, it does not satisfy the FIP. Still, there exist two (!) pure strategy equilibrium
profiles: (1,2) and (2, 1).

To establish equilibrium existence in the class of pure strategies in the general case, we
introduce a stronger solution improvement condition. Notably, assume that each player in
an improvement sequence chooses the best response under a given strategy profile (ensuring
his maximal payoff). If there are several best responses, a player selects one of them. Such
improvement sequence will be called a best response sequence.

Definition 3.7 Suppose thata game I’ =< N, M, {c;;};cy jem > admits a sequence of strategy
profiles s(t),t = 0,1, ... such that (a) each profile differs from the preceding one in a single
component and (b) the payoff of a player that has modified his strategy is strictly higher,
gaining the maximal payoff to him in this strategy profile. Such sequence is called a best
response sequence. If any improvement sequence in the game I appears finite, we say that
this game meets the final best-reply property (FBRP).

Evidently, any best response sequence forms an improvement sequence. The opposite
statement is false. Now, we prove the basic result.

Theorem 3.6 A player-specific congestion game I' =< N, M, {c;;}icy jem > has a pure
strategy Nash equilibrium.

Proof: Apply induction by the number of players. For n = 1, the assertion becomes trivial,
player chooses the best strategy from M. Hypothesize this result for player n — 1 and prove
it for player n.

Consider an n-player game I' =< N, M, {c;},en jep >- First, eliminate player n from
further analysis. In the reduced game I'” with n — 1 players and m strategies, the induction
hypothesis implies that there exists an equilibrium s’ = (5;(0), ..., s,,_;(0)). Denote by k' (0) =
(k; (0), ..., k! (0)) the corresponding congestion vector. Then cis,-(O)(k; f(O)) > cij(k]’, +1),Vje
M,i=1,...,n—1. Revert to the game I" and let player n choose the best response (the
strategy j(0) = 5,(0)). Consequently, just one component varies in the congestion vector
k' = (k},... k! ) (component j(0) increases by unity).

Now, construct the best response sequence. The initial term of the sequence takes the form
5(0) = (5;(0), ..., s,_1(0), 5,(0)). The corresponding congestion vector will be designated
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by k(0) = (k,(0), ..., k,,(0)). In the strategy profile s(0), payoffs possibly decrease only for
players having the strategy j(0); the rest of the players obtain the same payoff and do not
benefit by modifying their strategy. Suppose that player i; (actually applying the strategy
j(0)) can guarantee a higher payoff by another strategy. If such a player does not exist, an
equilibrium in the game I is achieved. Select his best response j(1) and denote by s(1) the
new strategy profile. In the corresponding congestion vector k(1), component j(0) (component
Jj(1)) decreases (increases, respectively) by unity. Under the new strategy profile s(1), payoffs
can be improved only by players adhering to the strategy j(1). The rest players gain the same
payoffs (in comparison with the original strategy profile). Assume that player i, can improve
his payoff. Choose his best response j(2), and continue the procedure.

Therefore, we have built the best response sequence s(7). It corresponds to a sequence
of congestion vectors k(¢), where any component kj(t) either equals the value at the initial
instant k; (0), or exceeds it by unity. The last situation occurs, if at the instant r — 1 player
i, switches to the strategy j(¢). In other cases, the number of players employing the strategy
J # j(t) constitutes k]f (0). Interestingly, each player can switch to another strategy just once.
Indeed, imagine that at the instant ¢ — 1 player i, switches to the strategy j; then at the
instant ¢ this strategy is adopted by the maximal number of players. Hence, at the subsequent
instants the number of players with such strategy remains the same or even goes down
(accordingly, the number of players choosing other strategies appears the same or goes up).
Due to the monotonicity of payoff functions, player i, is unable to get higher payoff. The
game involves a finite number of players; hence, the resulting best response sequence is finite:
s(t),t=1,2,...,T, where T < n.

There may exist several sequences of this form. Among them, take the one s(7),f =
1,...,T with the maximal value of 7. Finally, demonstrate that the last strategy profile
s(T) = (s1(T), ...,s,(T)) is a Nash equilibrium.

‘We have mentioned that players deviating from their original strategies would not increase
their payoffs in the strategy profile s(7). And so, consider players preserving their strategies
during the period of T. Suppose that, among them, there is a player belonging to the group
with the strategy j(T); if he improves his payoff, we would extend the best response sequence
to the instant 7'+ 1. However, this contradicts the maximality of 7. Assume that, among
them, there is a player belonging to the group with a strategy j # j(T). The number of players
in this group is the same as at the initial instant (see the discussion above). And this player is
unable to increase his payoff, as well.

Therefore, we have argued that, under the strategy profile s(T) = (s;(T), ..., s,(T)), any
player i = 1, ..., n meets the conditions

Cis (1) ks, (1)) 2 ¢;i(ki(T) + 1),Vj € M.

Consequently, s(T) represents a Nash equilibrium for n players. The proof of Theorem 3.6 is
finished.

3.6 Auctions

We analyze non-cooperative n-player games in the class of mixed strategies. The present
section deals with models of auctions. For simplicity, consider the symmetrical case when all
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n players are in identical conditions. An auction offers for sale some item possessing a same
value V for all players. Players simultaneously bid for the item (suggest prices (x, ..., x,),
respectively). The item passes to a player announcing the highest price. As a matter of fact,
there are different schemes of auctions. We will study first-price auctions and second-price
auctions.

First-price auction. Imagine the following auction rules. A winner (a player suggesting
the maximal price) gets the item and actually pays nothing. The rest players have to pay the
price they have announced (for participation). If several players bid the maximal price, they
equally share the payoff. And so, the payoff function of this game acquires the form

—X;s if.xi < Y_i»
Hi(xy,...,x,) = m::x) —x;, ifx;=y_, 6.1)
V, if X; > Y_i»
where y_; = m;aélx{xj} and m;(x) is the number of players whose bids coincide with x;, i =
J#Fi
1, ..., n. Obviously, the game admits no pure strategy equilibrium, and we search in the class
of mixed strategies. By virtue of symmetry, consider player 1 only.
Suppose that players {2, ...,n} apply a same mixed strategy with a distribution function

F(x),x € [0, 00). The payoff of player 1 depends on the distribution of y_; = max{x,, ..., x,}.
Clearly, the distribution of this maximum is simply F,_;(x) = F"~!(x). Accordingly, the bid
of player 1 turns out maximal with the probability of [F(x)]"~!, and he gains the payoff V.
Another player announces a higher price with the probability of 1 — [F(x)]"~!, and player 1
would have to pay x. Under his pure strategy x, player 1 has the payoff function
n—1
1 1 1
H/(x,F,....,F)=V[F(X)]"" —x (l — [F(x)1"™ ) =V +)[FX]" —x. (6.2)
The following sufficient condition guarantees that the strategy profile (F(x), ..., F(x))
forms an equilibrium:
n—1 n—1

— —~
H|(x,F,...,F)=const or 0H(x,F,...,F)/ox = 0.
The last expression brings to the differential equation

dF,_;(x) _ 1-F, ()
dx B V+x

, 0<x< o

with the boundary condition F,_;(0) = 0. Here integration yields

X
Fn—l(x) = V+)C'
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Hence, the optimal mixed strategy is defined by

>

X )1/(’1_1)

Frx) = (V+x

while the density function of this distribution becomes

[N

n—

ro=5)

n—1
—
Substitute the derived distribution into (6.2) to find H,(x,F*,...,F*) =0 for any x > 0.

Therefore, player 1 receives zero payoff regardless of his mixed strategy. And so, the game
has zero value.

Theorem 3.7 A first-price auction with the payoff function (6.1) admits the mixed strategy
equilibrium

X )1/(n—1>

Fe = <V+x

and the game value is zero.

Second-price auction. Here all players pay their announced prices for participation in
an auction, while a winner pays merely the second highest price. Such auctions are called
Vickrey auctions. If several players make the maximal bid, they share V equally.

Therefore, the payoff function takes the form

i

Hi(x},...,x,) = % —x;, ifx;=y_; (6.3)

V—y ifx; >y,

wherey_; = milx{xj} and m; have the same interpretations as in the first-price auction model.
J#I

Unfortunately, Vickrey auctions admit no pure strategy equilibria. If all bids do not exceed
V, one should maximally increase the bid; however, if at least one bid is higher than V, it is
necessary to bid zero price. Let us evaluate a mixed strategy equilibrium. Again, symmetry
enables considering just player 1.

Suppose that players {2,...,n} adopt a same mixed strategy with some distribution
function F(x),x € [0, o0). The payoff of player 1 depends on the distribution of the vari-
able y_, = max{x,, ..., x,}. Recall that its distribution is simply F,_,(x) = F"~!(x) (see the
discussion above). Now, we express the payoff of player 1 under the mixed strategy x:

n—1 .

—~ r
Hl(x,F,...,F)z/(V—t)an_l(t)—/xan_l(t).
0

X
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Since the support of F(x) is [0, 00), the sufficient condition of equilibrium existence
n—1 n—1

— —
(H{(x,F,...,F) = const or, equivalently, 0H,(x, F,...,F))/dx = 0) naturally leads to the
differential equation

dF,_;(x) _ 1-F, 1(x)
dx % ’

Its general solution possesses the form
X
F,_1(x)=1-cexp (_V> .

So long as F(0) =0, we find F,,_;(x) = 1 — exp(—é). And so, the function F*(x) is defined
by

1
F*(x) = (1 —exp (-f-/))"‘l. (6.4)
Therefore, if players {2, ...,n} adhere to the mixed strategy F*(x), the payoff of player 1
n—1
—

turns out constant: H, (x, F*, ..., F*) = 0. Regardless of the strategy selected by player 1, his
payoff in this strategy profile equals zero. This means optimality of the strategies F™*(x).

Theorem 3.8  Consider a second-price auction with the payoff function (6.3). An equilib-
rium consists in the mixed strategies

F*(x) = <1 —exp <—‘£/>>”i_l

For n = 2, the density function of (6.4) takes the form f*(x) = V=1e=*/V In the case of
n > 3, we obtain

1 +oo0, if x]0
= — (1=t Ly
n—1 Vv 0, if x1 co.

Despite slight difference in the conditions of the above auctions, the corresponding optimal
strategies vary appreciably. In the former case, the matter concerns power functions, whereas
the latter case yields an exponential distribution. Surprisingly, both optimal strategies can
bring to bids exceeding a given value of V if n = 2. In first-price auctions, this probability
makesup 1 — F*(V) = 1 — (1/2)~! = 0.5. In second-price auctions, it is smaller: 1 — F*(V) =
1 — (1 —exp(=1)/"=D ~0.368.
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3.7 Wars of attrition

Actually, there exists another biological interpretation of the game studied in Section 3.5. This
model is close to the animal competition model for some resource V, suggested by British
biologist M. Smith.

Assume that V = V(x), a positive decreasing function of x, represents a certain resource
on a given area. Next, n animals (players) struggle for this resource. The game runs on
unit interval. Animal i shows its strength for a specific period x; € [0,1],i =1, ...,n. The
resource is captured by the animal with the longest strength period. The costs of players are
proportional to their strength periods, and winner’s costs coincide with the period when the
last competitor “leaves the battlefield.”

We seek for a mixed strategy equilibrium as the distribution functions

F(x)=1(0§x<a)/h(t)dt+l(ast 1),

where a is some value from [0, 1] and I, denotes the indicator of event A. Imagine that all
players {2, ...,n} adopt a same strategy F, while player 1 chooses a pure strategy x € [0, 1].
His expected payoff becomes

-

n—1 / (V) = Dd (Fo)"™ ' =x {1 - (Fx)"~ '}, if 0<x<a,
—N
H\(x,F,...,F) =30, (7.1)
/(V(X) —0dF@)) ", ifa<x<l,

\

where ¢ indicates the instant of leaving the battlefield by second strongest player. Let
Q) = V@) (Fx)"™", for 0<x<a. (7.2)

Under 0 < x < a, formula (7.1) can be rewritten as

X

Hy(,F, .. F) = 0() / d (F@Y= - x {1 _ %}

V(x)
‘ (7.3)
Q( ) it
= Q0x) + Vo ) - X
The condition 03*1 = 0 yields the linear differential equation

0(x)
= =1, 0)=0. 7.4
Q'(x) + Vo) Q(0) (1.4)
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Its solution is determined by
Ox) = o=/ (VE)ldx [/ o Ve ldxgy 4 c] , (7.5)

where ¢ designates an arbitrary constant.
For instance, set V(x) = x,0 < x < 1. In this case, we have

X

okx)=x /dt/;+c = x(—logXx + ¢).

0

The boundary conditions Q(0) = 0 imply that ¢ = 0; hence,
O(x) = —xlogx. (7.6)

In combination with (7.2), this brings to
_ L
F(x)=(—logx)»-1, 0<x<a. 7.7

1
The above function is increasing such that F(0) = 0 and F(a) = (—loga) .
The condition F(a) = 1 yieldsa =1 — e~ ~0.63212.
For F(x) defined by (7.4), the payoff (7.1)—(7.3) of player 1 equals

X
H{(x,F,...,F) = —)_clog)_c+/(—logf)dt—x=0
0

within the interval 0 < x < a. Indeed, the second term in the right-hand side is given by
Xlogx + x (see the expression [ (1 + logH)dt = —tlog?).
In the case of a < x < 1, the function H,(x, F, ..., F) decreases in x according to (7.1).
Consequently, if the choice of F*(x) meets (7.4), then
H((F,F*,....,F")<H{(F*,F*,...,F*) =0, V distribution function F(x).

In other words, we finally arrive at the following result.

Theorem 3.9  Consider a war of attrition with the resource V(x) = x. A Nash equilibrium
is achieved in the class of mixed strategies

1
F'(x) =100 <x <a)—logx)»=1 +I(a<x<1),

with zero payoff for each player. Here a = 1 — e~ (~ 0.632).
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Je~1.359
el/4~1.284

1

» X

0 b c a 1
Figure 3.4 The solution undern = 2 and n = 3, V(x) = x. Notation: b= 1 — e~1/4 ~ 0.221,
c=1-¢"12%0.393, and a ~ 0.632.

For instance, under n = 2, the optimal density function becomes f2* (x) = (—logXx). In the
case of n = 3, we accordingly obtain

. 1 +00, if x}0
fi)= ———— — .
7% (—logf) e/2~ 1359, if x1a.

Their curves are illustrated in Figure 3.4. Interestingly, the form of mixed strategies changes
drastically. If n = 2, with higher probability one should struggle for the resource as long as
possible. As the number of opponents grows, with higher probability one should immediately
leave the battlefield.

Similar argumentation serves to establish a more general result.

Theorem 3.10 For V(x) = %i, (0 < k £ 1), a Nash equilibrium is achieved in the class of

mixed strategies

1

F*(x) = [(k/%) (G - 1}] T 0<x<a
where a stands for the unique root of the equation
—kloga = —logk
within the interval (0, 1). Furthermore, each player has zero optimal payoff.
@ -1

1
Note that lim ————— = —logXx and, hence, kli{noF*(x) = (—logx)n-T.
k —1=

—1-0
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3.8 Duels, truels, and other shooting accuracy contests

Consider shooting accuracy contests involving n players. It is required to hit some target (in
the special case, an opponent). Each player has one bullet and can shoot at any instant from
the interval [0, 1]. Starting at the instant ¢t = 0, he moves to the target and can reach it at the
instant ¢ = 1; the player must shoot at the target at some instant. Let A(¢) be the probability of
target hitting provided that shooting occurs at instant ¢ € [0, 1]. We believe that the function
A(?) is differentiable, A’(f) > 0,A(0) = 0 and A(1) = 1.

The payoff of a player makes up 1, if he successfully hits the target earlier than the
opponents (and 0, otherwise). The payoff of several players simultaneously hitting the target
equals 0. Each player strives for a strategy maximizing the mathematical expectation of
target hitting.

The following assumption seems natural owing to problem symmetry. All optimal strate-
gies of players do coincide in an equilibrium. Suppose that all players choose the same
mixed strategies with a distribution function F(¢) and density function f(¢),a < t < 1, where
a € [0, 1]is a parameter. If player 1 shoots at instant x and other players apply mixed strategies
F (1), his expected payoff becomes

n—1 A(x), if 0<x<a,

X n—1

- A) l—/A(t)f(t)dt , ifa<x<l.

a

—
H\(x,F,...,F) (8.1)

Really, under @ < x < 1, player 1 obtains the payoff of 1 only if all opponents 2 ~ n did not
shoot or shot before the instant x but missed the target.

Let v be the optimal payoff common for all players. Then the sufficient condition of an
equilibrium takes the form

< 0<x<a
Hl(x,F,...,F){ }v, for{ } (8.2)
= a§x§1

In the case of a < x < 1, apply the first-order necessary optimality conditions to (8.1) to
obtain the differential equation

o 2n=1[A® A
f@  n-1 [A(X) A’(X)] ' ®3
Integration from a to x yields
, _ul
fn A% (@> (8.4)
fl@)  Alla) \ Aa)
whence it appears that
) = c(AG) 5T A, 8.5)
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1
The condition [ f(r)dt = 1 gives
a

1

= / AQ)" 3T A'(Wdx = (

a

n—1

) [(A(a))_nnj - 1] .

n

The condition (8.2) on the interval a < x < 1 requires that

X n—1

A |1 - / Afdt|  =v.

a

After some simplifications, this result and formula (8.3) bring to the equality

cn—1 [(A(a))‘ﬁ — (AW ‘ﬁ] = 1 — T (AQ) T, Vx€la 1],

Eliminate ¢ according to (8.4) to derive the equality

(A@) 77 — (A7 = {1~ <

L
A(x)

Hence, the following expressions must be valid:

(A@) T —n(A@) 7T —1=0 and vi [(A(a))‘# - 1] =n.

1 1
These equations yield v_ »-1 = (A(a)) »-1, and v = A(a).

)ﬁ [(A(a))‘ﬁ—l], Vx € (a, 1).

(8.6)

8.7)

(8.8)

(8.9)

Moreover, by multiplying both sides of the first equation in (8.9) by (A(a))ﬁ , wWe arrive

at the equation

(A(@)"™T + nA(a) — 1 = 0.

(8.10)

And finally, it suffices to establish the condition H,(x, F, ..., F) < v, Vx € [0,a]. It holds

true, since A(x) < A(a) =v, Vx € [0, a) due to the above assumptions.
The stated reasoning immediately generates

Theorem 3.11  Let a,, be a unique root of the equation
T +na—1=0

within the interval [0, 1].
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Then the game admits the mixed strategy Nash equilibrium

2n—1

! (ocn)ﬁ (A(x))~ = A(x), for A_](an) =a,<x<1 (8.12)

n—1

[ =

In the equilibrium, the optimal payoffs of players constitute a,,.

Readers can make a series of observations. First, the optimal payoff of players («,,) is
independent from the shooting accuracy function A(f). Second, the initial point of the optimal
strategy support a depends on A(¢). Furthermore, formula (8.12) implies that the probability

of draw (i.e., all players gain nothing) becomes (a,,)"1.

In the case of n = 2 (a duel), the expected payoff equals a,, = \/5 — 1~ 0.414. In a truel
(n = 3), this quantity is @, ~ 0.283. The interval of the distribution support depends on the
form of the shooting accuracy function.

Example 3.1 Select A(x) = x",y > 0. Then
_ 1
a,=A 1(ocn) = an/y,
and the optimal strategy possesses the density function

4

o (
l(an)ﬁx (n—17+1>, for arll/y <x<1.
n—

i) =

Ify = 1and n = 2 (aduel), we have q, = a,, = \/5 — 1. In other words, players should shoot
after the instant of 0.414. For any n > 2, the quantity a,, increases if the parameter y does.
This fact agrees with the following intuitive expectation. The lower is the shooting accuracy
of a player, the later he should shoot.

X
Example 3.2 Now, choose A(x) = %. Consequently,

a, =AY (a,) =log {1+ (e—Da,}.

Hence, a,, decreases if n goes up. In the case of a duel (n = 2),

a, = log {(\/E ~ e+ \/5)} ~ 0537,

For a truel (n = 3), we obtain
a, ~ 0.396.

The optimal strategies are defined by the density function

1

L 2n—1
; (@) (=DM e =) w1e, fora,<x<1
"

[ =
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3.9 Prediction games

Imagine that n players endeavor to predict the value u# of a random variable U which has the
uniform distribution Uy, ;; on the interval [0, 1]. The game is organized as follows. A winner
is a player who predicts a value closest to u (but not exceeding the latter). His payoff makes
up 1, whereas the rest n — 1 players benefit nothing. Each player strives for maximizing his
expected payoff.

We search for an equilibrium in the form of distributions whose support belongs to some
interval [0, a], a < 1. Notably, let

Gx)=I1x<a) / gdt + I(x > a).
0

Suppose that player 1 predicts x and his opponents choose the mixed strategies with the
distribution function G(¢) and density function g(#). Then the expected payoff of player 1 is
defined by

n—1
—N
H|x,G,...,G)=x, ifa<x<l. 9.1)

According to the conditions, for 0 < x < a we have

a

o n-1 —
H\(x,G....,G) = (G ' T+ Y, <n . )k(G(x))"—l—k / ) <G(t))
k=1

X

1 (t — x)dt,
9.2)

since k players (1 < k < n — 1) can predict higher values than x, and the restn — 1 — k players
predict smaller values than x. The density function of the random variable min(Xj, ..., X})

takes the form k(G(£))*~ g(1).
Partial integration yields the equality

a

/“ (t—x) (E(r))k_l e(n)dr = % / (5(t))kdz.

X
And so, we rewrite (9.2) as

n—1
a

—_— n—1 -1 _
H](x,G,...,G)=(G(x))"'1)_c+Z<nk >(G(x))”"'k / <G(t))kdt, 9.3)
k=1

X
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provided that 0 < x < a. Denote by v the optimal expected payoff of each player. We address
the mixed equilibrium condition for G(x):

= 0§x<a
H(x, G,...,G){ }v, for { } 9.4)
< a<x<l1

Using (9.3)—(9.4), transform the equation %H 1(x,8,...,8) =0ontheinterval 0 < x < a.

Divide both sides of the equation by (G(x))"~! and perform some simplifying operations to
get the equation

("N [(Gw\ _ 0 [<0)
”é( K ><G<x> =G | +Z ”_1_k)/ o)
9.5)

The left-hand side of (9.5) equals [G(x)]_("_l), whereas its right-hand counterpart can be
reexpressed by

a -2
g(x) G(1)
G "D /{”G(x)} "
Therefore, we rewrite (9.5) as

alG)"2 + / (G + G 2dt=[(n—Dg)]™", 0<x<a, Vn>2. (9.6

Undoubtedly, g(x), G(x) and a depend on n. For compact notation, we omit the subscript

Consider the sequence of functions

5% = |alG)* + / (G(x) + G()*dr / X, Vk=1,2,...,n=2. 9.7)

Obviously, the following inequalities hold true:
1 =s59(x) 2 51(x) > 55(x) > -+ 25, ,(x) 20, Vx€[0,a]. 9.8)

Multiply both sides of (9.7) by x and perform differentiation. Such manipulations yield
the recurrent differential equations

)_cs]’((x) — 53(x0) = kg(xX)xsy_; (x) — 1,
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or, equivalently,

s,’((x) —+ (1 — sk(x)) Jx =kgx)s,_1(x), Vk=1,2,....,n—2, 9.9)
with the boundary conditions

siay=1, Vk=1,2,...,n=2.
Formulas (9.6)—(9.7) imply that
Sp-a(@) = [(n = Dxg)] ™, (9.10)
which is equivalent to
g = [(n = DXs,,@)] ' = [ = D]~ (from (9.8)).

The mean value of this distribution is defined by

a a
/ xg(x)dx = / _ xdx ©.11)
(n— 1Dxs,_»(x)

0 0

Theorem 3.12  Let {s{,...,5,_,} be the solution to the system of differential equations
a
_ 1 . .. _

(9.9) and g(x) = e ——r Choose a according to the condition of gx)dx = 1. Then

g(x) gives the optimal mixed strategy in the prediction game.

The system (9.9) and formula (9.10) can serve to solve the problem. We describe
the corresponding solution algorithm. First, fix the initial value of the parameter a
and consider the system of differential equations (9.9) on the interval [0,a]. As soon
as the solution with the boundary condition si(a) =1,k=1,...,n—2 is found, define
the density function g(x) = [(n — 1)s,_,(x)(1 —x)]7", x € [0, a]. Next, evaluate a from the

a

condition [ g(x) = 1.
0

The case of n = 2.
It appears from (9.1)—(9.3) that

H,(x,G) = Glox + /(f —x)gt)dt, for 0<x<a

X, for a<x< 1.

www.it-ebooks.info


http://www.it-ebooks.info/

NON-COOPERATIVE STRATEGIC-FORM n-PLAYER GAMES 91

Under 0 < x < a, equation (9.6) yields g(x) = 1/x, whence it follows that G(x) = —logx,a =
1 —e! % 0.632.1fa < x < 1, we obtain H,(x, g*) = X < @ = H,(a, g*); hence, the condition
(9.4) is satisfied. The total value of the game constitutes ¢! ~ 0.367.

The case of n = 3.

a

H,(x,G,G) = (G(x))* X +2G(x) / (t—x)gt)dt +2 / (t— x)E(t)g(t)dt, if 0<x<a

X
X, if a<x<1.

(9.12)

Under n = 3, equation (9.9) leads to the differential equation

1)+ (1= 5,(0) /X = g(0)sp(x) = g(x), and s;(a) = 1. (9.13)
After some simplifications, formula (2.7) yields

a

%5, () = aG(x) + / (G(x) +5(t)> dt = —— (from (9.6) undern = 3).  (9.14)
2g(x)

X

By eliminating g(x) from (9.13)—(9.14), we arrive at the differential equation

/
S1S1

, O0<x<a, si(a)=1. (9.15)

==

2 _ 1
Sl S1+2

. —\—1. .. . . . .
The function g(x) = (25 1 (x)x) is positive and continuous; it represents a density function

a
if / g(x)dx = 1. And so,
0

a a a

1- 1-
1=/g(x)dx=/ §+ W dx=1—s1(0)+/ﬂdx,
1—x 1 —x
0 0 0
leading to
a 1
1- sl(x) Slgl
510)= [ —————dx= ———ds; (from (2.15))
I—x s2— 5+ >
0 510) 1 2

d
= —1 +5,(0) + % — tan™! (25,(0) — 1) (since / ) 2tan—12x> .
S

1—Sl+7'2
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Therefore,
1 p/1
sl(O)_§{1—tan(1—Z>}N0.391. (9.16)

Perform integration in both sides of (9.15) from x to a to obtain the control law

=

(s% -5 + %) elan™ @si=1) — %e”“ﬁ/i (9.17)
2

Here, substitution of x = 0 and s;(0) = 0.391 from (2.16) yields
) 2,
a=1-{2(50) =25, +1} "¢ ~0.7156. 9.18)

By virtue of (9.12), the condition (9.4) holds true with v = a = 0.284.
The corresponding solutions under n = 2 and n = 3 are shown in Figure 3.5.

The case of n = 4.
If n = 4, formulas (9.1)—(9.3) bring to

a

3= 3 3 3—k ~ k
H,(x.G.G.G.G) = ] (C@) X+Y, ) (G(x)) /(G(t)) dt, 0<x<a

X

X, a<x<l.
(9.19)
€% T8 oo ,
g () =1/ N S 1.923
1.279 : N g 0= () !
| L s '

172
0.3910

ar=0.632 a3=0.716 X

Figure 3.5 The solutions under n = 2 and n = 3.
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The system (9.9)—(9.10) acquires the form

1) + (1= 51(0) /3 = g)so(x) = g(x),  57(0) =1
s'2(x) + (1 - sz(x)) /x = 2g(x)s;(x), 550)=1 (9.20)
52(0) = (3g0x) .

The density function is defined by g(x) = (3y_cs2(x))_l, and we can choose a such that 1 =
a

a
dx . . . . . 2 dx o .
o/ T Since the right-hand side meets the inequality > 3 o/ T @ it is possible to adopt

the solution under n = 3.
Elimination of g(x) from (9.20) yields the ordinary differential equation

{ S0+ (1=5,00) /3= (3s5,(0) 9.21)

s’z(x) + (1 - sz(x)) /x = %sl(x)/ ()_csz(x)) .
Computations lead to a ~ 0.791. The condition (9.4) is valid with v = a ~ 0.208.

Other examples.
If n > 5, computations result in the following:

n=2; a~0.632, v=x~0.367, /axg(x)dx ~ 0.367
3; 0.715, 0.284, ’
4, 0.791, 0.208,
5; 0.828, 0.171, 0.425
7; 0.873, 0.126, 0.442
10; 0.908, 0.091, 0.457

Apparently, as n increases, a T 1; at the same time, the optimal payoffs | 0. In an equilibrium,
the density functions asymptotically tend to the uniform distributions Uy ;.

Exercises

1. The city transport game.
This game involves n players. Each player chooses transport for today’s trip, namely,
x; = 0 (private automobile) or x; = 1 (public transport). The payoff of player i depends
on the number of other players choosing the same transport as he does. Notably, the
payoff function takes the form

a(t), x;=1,

Hixy. oo x) = {b(r) =0

n
where r = 1/n ), Xj, a(t) and b(t) are demonstrated in Figure 3.6.
j=1
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Figure 3.6 The payoff function in the city transport game.

This figure illustrates the following aspect. If the share of players choosing 1 exceeds
t;, city traffic is less intensive, and automobilists feel better than public passengers.
However, if the share of automobilists is higher than 1 — #,, city traffic gets intensified
such that public transport becomes preferable.

Prove that solution to this game lies in a set x* = (x*

1
sk
1,...,xn) such that £y + . <

x%ﬁtl—
J

S =
M=

S =

1
lele commune problem.

Imagine that n dwellers keep sheep on a farm. Each dweller has ¢; sheep. Denote
by G = g + -+ q,, the total number of sheep. The maximal number of sheep kept by
dwellers is G,,,.. Each sheep gains some profits v(G) and requires costs ¢ for keeping.
Suppose that v(G) > 0 under G < G,,,, and v(G) = O under G > G,,,,.

Find the payoff of the commune provided that dwellers keep same numbers of sheep.
Construct a Nash equilibrium and show that the number of sheep is higher than in the
case of their uniform distribution among dwellers.

The environmental protection problem.

Three enterprises (players I, II, and III) exploit water resources from a natural
reservoir. Each of them chooses between the following pure strategies: building water
purification facilities or releasing polluted water. By assumption, water in the reservoir
remains usable if just one enterprise releases polluted water. In this case, enterprises incur
no costs. However, if at least two enterprises release polluted water in the reservoir, then
each player has the costs of 3. The maintenance of water purification facilities requires
the costs of 1 from each enterprise. Draw the strategy profile cube and players’ payoffs
at corresponding nodes. Find the set of equilibrium strategy profiles by intersection of
the sets of acceptable strategy profiles of each player.

Bayesian games.
A Bayesian game is a game of the form

G=<N,{xi},'1 T Hi>’

=1

where N =1,2,...,n is the set of players, and t; € T; denote the types of players
(unknown to their opponents).

The game is organized as follows. Nature reports to player i his type, players choose
their strategies x;(#;) and receive the payoffs H;(xy, ..., x,, ;).
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An equilibrium in a Bayesian game is a set of strategies (x’f ), ... ,x: (t,,)) such that
for any player i and any type ¢, the function

Z Hi(xT(t])v ’x;‘k_l (ti—])rx,-x;‘:_] (ti+])7 ax:(tn)a tl)P(t—lltz) )
[

where t_; = (t,...,t,_1,t;41, .. , 1,), attains its maximum at the point xl*

Reexpress the environmental protection problem as a Bayesian game provided that
the payoff of —4 is supplemented by random variables ¢; with the uniform distribution
on [0, 1].

Auction.

This game employs two players bidding for an item at an auction. Player I offers a
price b and estimates item’s value by v, € [0, 1]. Player /I offers a price b,, and his
value of the item is v, € [0, 1].

The payoff of player i takes the form

V= b[, bi > bj’
Hi(bl,bz,v) = 0, bi < b]’

where i,j = 1,2,i #j.

Evaluate equilibrium prices in this auction.
Demonstrate that x* represents a Nash equilibrium in an n-player game iff x* makes the
global maximum point of the function

F(x) = ;(Hi(x) — max H(x_;. 1))

on the set X.
Consider the Cournot oligopoly model.

Find optimal strategy profiles in the sense of Nash for n players with the payoff
functions

H;(x) = x; <a—b2xj —cj> .
j=1

The traffic jamming game with three players.

The game engages three companies each possessing two automobiles. They have
to move from point A to point B along one of two roads. Delay on the first (second)
road equals 2k (3k, respectively), where k indicates the number of moving automobiles.
Evaluate a Nash equilibrium in this game.

Prove that the Bertrand oligopoly is a potential game.
Find solutions to the duel problem and truel problem in the following case. The target

hitting probability is given by A(x) = lnﬁzl).
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Extensive-form n-player games

Introduction

Chapters 1-3 have studied normal-form games, where players make their offers at the very
beginning of a game and their payoffs are determined accordingly. However, real games evolve
in time—players can modify their strategies depending on opponents’ strategy profiles and
their own interests. Therefore, we naturally arrive at the concept of dynamic games that vary
depending on the behavior of players. Furthermore, a game may incorporate uncertainties
occurring by chance. In such positions, a game evolves in a random way. The mentioned
factors lead to extensive-form games (also known as positional games).

Definition 4.1 An extensive-form game with complete information is a pair I' =< N, G >,
where N = {1,2,...,n} indicates the set of players and G = {X,Z} represents a directed
graph without cycles (a finite tree) having the initial node x, the set of nodes (positions) X
and Z(x) as the set of nodes directly following node x.

Figure 4.1 demonstrates the tree of such a game with the initial state x,. For each player,
it is necessary to define the position of his decision making.

Definition 4.2 A partition of the position set X into n+ 1 non-intersecting subsets X =
X UX,U...UX, UT is called a partition into the personal position sets of the players.
Player i moves in positions belonging to the set X;, i = 1,...,n. The set T contains terminal
nodes, where the game ends.

Terminal nodes x € T satisfy the property Z(x) = §J. The payoffs of all players are specified
in terminal positions: H(x) = (H,(x), ..., H,(x)), x € T. In each position x from the personal
position set X;, player i chooses a node from the set Z(x) = {yy,...,y;} (referred to as an
alternative in the position x), and the game passes to a new position. Sometimes, it appears
convenient to identify alternatives with arcs incident to x. Thus, each player has to choose a
next position in each set of his personal positions.

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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X0

Figure 4.1 The tree of an extensive-form game G and a subtree G,

Definition 4.3 A strategy of player i is a function u,(x) defined on the personal position
set X;, i = 1,...,n, whose values are alternatives of the position x. A set of all strategies
u = (uy,...,u,) is a strategy profile in the game.

For each strategy profile, one can uniquely define a corresponding play in an extensive-
form game. Indeed, this game begins in the position x,. Suppose that x, € X; . Hence, player
i; makes his move. Following his strategy u; (xo) = x; € Z(xy), the play passes to the position
x;. Next, x| belongs to the personal position set of some player i,. His strategy u; (x;) shifts
the play to the position x, € Z(x;). The play continues until it reaches an end positionx; € T.
The game ends in a terminal position, and player i obtains the payoff H;(x;), i=1,...,n.
Therefore, each strategy profile in an extensive-form game corresponds to a certain payoff
of each player. It is possible to comprehend payoffs as functions of players’ strategies, i.e.,
H = H(uy, ...,u,). Now, we introduce the notion of a solution in such games.

4.1 Equilibrium in games with complete information

For convenience, set u = (4, ..., u; ,...,U,) as a strategy profile, where just one strategy u; is
replaced by u!. Denote the new strategy by (u_;, u}).

Definition 4.4 A strategy profile u* = (uj, ...,u,) is a Nash equilibrium, if for each player
the following condition holds true:

Hl(u:, Ml) S Hl(l/l*), Vul, 1= 1, s N (1.1)

Inequalities (1.1) imply that, as player i deviates from an equilibrium, his payoff goes
down. We will show that the game I may have many equilibria. But one of them is special.
To extract it, we present the notion of a subgame of I'.

Definition 4.5 Lery € X. A subgame I'(y) of the game T, which begins in the position y, is
a game I'(y) =< N, G, >, where the subgraph G, = {X,,,Z} contains all nodes following y,
the personal position sets of players are defined by the intersection Y; = X; N X,,i=1,...,n,
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the set of terminal positions is Ty, = T N X,, and the payoff of player i in the subgame is given
by H? (x) = H,(x), x € T,.

Figure 4.1 illustrates the subtree corresponding to a subgame with the initial position y.
We understand a strategy of player i in a subgame I'(y) as a restriction of the strategy ;(x) in
the game I” to the set ¥; . Designate such strategies by u? (x). A set of strategies u = (”1’ 1))
is a strategy profile in the subgame. Each strategy proﬁle in the subgame corresponds to a
play in the subgame and the payoff of each player H” (u{ s I0)).

Definition 4.6 A Nash equilibrium strategy profile u* = (u’f, s Uy) in the game T is called
a subgame-perfect equilibrium, if for any y € X the strategy profile (u*)’ forms a Nash
equilibrium in the subgame I'(y).

Below we argue that any finite game with complete information admits a subgame-perfect
equilibrium.

For this, separate out all positions preceding terminal positions and denote the resulting
set by Z;. Assume that a position x € Z; belongs to the personal position set of player i.
Consider the set of terminal positions Z(x) = {yy, ..., Yk, } that follow the position x, and select
the one maximizing the payoff of player i: H;(y;) = max{H;(y;), ..., H;(y;,)}. Subsequently,
shift the payoff vector H(y;) to the position y; and make it terminal. Proceed in this way for
all positions x € Z;. And the game tree decreases its length by unity.

Similarly, extract the set Z, of preterminal positions followed by positions from Z;. Take
a position x € Z, and suppose that x € X; (i.e., player / moves in this position). Consider the
set of positions Z(x) = {y, ..., )’kl} that follow the position x and separate out the one (e.g.,
Y») maximizing the payoff of player /. Transfer the payoff vector H(y;) to the position y,, and
make it terminal. Repeat the procedure T — Z; — Z, — ... until the initial state x, is reached.
This surely happens, since the game possesses a finite tree.

At each step, this algorithm yields equilibrium strategies in each subgame. In the final
analysis, it brings to a subgame-perfect equilibrium. Actually, we have proven Kuhn’s theo-
rem.

Theorem 4.1 An extensive-form game with complete information possesses a subgame-
perfect equilibrium.

Figure 4.2 presents an extensive-form two-player game. The set of personal positions of
player I is indicated by circles, while boxes mark positions corresponding to player /I moves.
Therefore, X; = {xg,xq,...,x4} and X, = {y,y,}. The payoffs of both players are specified
in terminal positions 7 = {¢,...,t3}. And so, the strategy of player [ lies in the vector
u = (ug, ..., uy), whereas the strategy of player I/ is the vector v = (v, v,). Their components
can be rewritten as “1” (left alternative) and “r” (right alternative). For instance, the strategy
profiles u = (1, r, I, 1, 1), v = (r, 1) correspond to a play bringing to the terminal node #; with
players’ payofts H; =2, H, = 4.

Figure 4.3 illustrates the backward induction method that leads to the subgame-perfect
equilibrium u* = (I, 1, 1, 1, 1),v* = (], r), where players’ payoffs are H; = 6, H, = 3. These
strategies yield a Nash equilibrium in any subgame shown by Figure 4.2.

At the same time, we underline a relevant aspect. There exist other strategy profiles
representing a Nash equilibrium but not a subgame-perfect equilibrium. For instance, consider
the following strategies of the players: # = (r, 1, 1, 1, 1), ¥ = (I, 1). This strategy profile
corresponds to a play bringing to the terminal node #, with players’ payoffs H; = 7,H, = 1.
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Figure 4.2 An extensive-form game of length 3. Notation: o—personal positions of player
I; [J—personal positions of player II; ()—subgame-perfect equilibrium.

The strategy profile i, v forms a Nash equilibrium. This is obvious for player I, since he gains
the maximal payoff H; = 7. If player /I deviates from his strategy ¥ and chooses alternative
“r” in the position y,, the game ends in the terminal position ¢; and player II receives the
payoff H, = 0 (smaller than in an equilibrium). Thus, we have argued that i,V is a Nash
equilibrium. However, this strategy profile is not a subgame-perfect equilibrium, since it is
not a Nash equilibrium in the subgame with initial node x,. In this position, player I moves
left and gains 2 (instead of choosing the right alternative and obtain 5). Such situation can be
treated as player / pressure on the opponent in order to reach the terminal position ¢;.

4.2 Indifferent equilibrium

A subgame-perfect equilibrium may appear non-unique in an extensive-form game. This
happens when the payoffs of some player do coincide in terminal positions. Then his behavior
depends on his attitude to the opponent. And the concept of player’s type arises naturally.
We will distinguish between benevolent and malevolent attitude of players to each other.
For instance, consider an extensive-form game in Figure 4.4. To evaluate a subgame-
perfect equilibrium, apply the backward induction method. In the position x;, the payoff of
player [ is independent from his behavior (in both cases, it equals 6). However, the choice of
player I appears important for his opponent: if player 7 selects “l,” player II gains 1 (in the
case of “r,” the latter gets 2). Imagine that player / is benevolent to player //. Consequently, he
chooses “r”” in the position x;. A similar situation occurs in the position x;. Being benevolent,

¢ 00 (5

5

\/: <?

Figure 4.3 Subgame-perfect equilibrium evaluation by the backward induction method.
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Figure 4.4 An extensive-form game. Notation: ()—an equilibrium for benevolent players;
(3%)—an equilibrium for malevolent players.

player I also chooses the alternative “r.” In the positions x, and x,, further payoffs of player
I do vary. And so, he moves in a common way by maximizing his payoff. The backward
induction method finally brings to the subgame-perfect equilibrium it = (I, r, L1, 1), v = (1, )
and the payoffs H; = 6, H, = 2.

Now, suppose that players demonstrate malevolent attitude to each other. In the positions
x; and x5, player I then chooses the alternative “1.” The backward induction method yields the
subgame-perfect equilibrium # = (r, 1, 1, 1, 1), v = (r, r) with players’ payoffs H =7, H, = 3.

Therefore, we have faced a paradoxical situation—the malevolent attitude of players to
each other results in higher payoffs of both players (in comparison with their benevolent
attitude). No doubt, the opposite situation is possible as well (when benevolence increases
the payoff of players). But this example elucidates the non-trivial character of benevolence.

As amatter of fact, there exists another approach to avoid ambiguity in a player’s behavior
when any continuation of a game yields the same payoffs. Such an approach was proposed
by L. Petrosjan [1996]. It utilizes the following idea: in a given position, a player randomizes
feasible alternatives with identical probabilities. A corresponding equilibrium is called an
“indifferent equilibrium.”

Let us pass from the original game I' to a new game described below. In positions x € X,
where player i(x) appears indifferent to feasible alternatives y € Z;,, he chooses each of
them y;, € Z,, k = 1,...,|Z;)| with an identical probability of 1/|Z;,|. Denote the new
game by T,

Definition 4.7 A Nash equilibrium strategy profile u* = (uj, ...,uy) in the game I is an
indifferent equilibrium, if it forms a subgame-perfect equilibrium in the game T.

For instance, evaluate an indifferent equilibrium for the game in Figure 4.4. We employ the
backward induction method. In the position x;, player 1 turns out indifferent to both feasible
alternatives. Therefore, he chooses any with the probability of 1/2. Such behavior guarantees
the expected payoffs H; = 6, H, = 3/2 to the players. In the position x,, the alternative “1”
yields a higher payoff. In the position x5, player [ is again indifferent—he selects any of the
two feasible alternatives with the probability of 1/2. And the expected payoffs of the players in
this position become H| = 5, H, = 4. Finally, the alternative “r” is optimal in the position xy.

Now, analyze the subgame I'(y;). In the position y,, player II moves. The alternative “I”
corresponds to the payoff 3/2, which is smaller than 2 gained by the alternative “r.” Thus,

his optimal strategy in the position y, consists in the alternative “r.” Consider the subgame
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[T

I'(y,) and the position y,. The alternative “r”” ensures the payoff of 7 to player I/, whereas the
alternative “1” leads to 4. Hence, the optimal strategy of player I/ in the position y, is “r.”
And finally, study the subgame I'(x;). The first move belongs to player /. The alternative
“1” yields his payoff of 3, while the alternative “r”” gives 5. Evidently, the optimal strategy of
player I becomes “r.”
Therefore, we have established the indifferent equilibrium u* = (r, %1+% I, 1,% l+% I, 1),

v = (1, 1) and the corresponding payoffs H; = 5,H, = 4.

4.3 Games with incomplete information

Some extensive-form games incorporate positions, where a play may evolve randomly. For
instance, in parlor games, players first receive cards (in a random way), and a play continues
according to the strategies selected by players. Therefore, players do not know for sure the
current position of a play. They can merely make certain assumptions on it. In this case, we
have the so-called games with incomplete information. A key role here belongs to the concept
of an information set.

Definition 4.8 An extensive-form game with incomplete information is an n player game
I'=< N, G >onatree graph G = {X, Z} with an initial node x, and a set of nodes (positions)
X such that

1. There is a given partition of the position set X into n+ 2 non-intersecting subsets
X =XyUX| U..UX, UT, where X, indicates the personal position set of playeri,i =1, ....,n
and Xy designates the position set of random moves, the set T contains terminal nodes with
defined payolffs of all players H(x) = (H|(x), ..., H,(x)).

2. There is a given partition of each set X;,i =1,...,n into non-intersecting subsets
X,j=1,..,J; (the so-called information sets of player i) with the following property: all
nodes entering a same information set have an identical number of alternatives, and none of
them follows a certain node from the same information set.

Each position x € X, with random moves has a given probability distribution on the set
of alternatives of the node x. For instance, if Z(x) = {y,, ...,y }, then the probabilities of play
transition to the next position, p(y|x),y € Z(x), are defined in the node x. We provide a series
of examples to show possible informational partitions and their impact on optimal solution.

Example 4.1 A non-cooperative game with complete information.

Move 1. Player I chooses between the alternatives “1” and “r.”

Move 2. Random move; one of the alternatives, “I” or “r,” is selected equiprobably.

Move 3. Being aware of the choice of player / and the random move, player Il chooses
between the alternatives “1” and “r.”

The payoff of player / in the terminal positions makes up H(l,L,I) = 1, H(,Lr) = -1,
H{,r,) =0, H(L,r,r) = 1, H(r,1,1) = -2, H(r,1,r) = 3, H(r,r,]) = 1, H(r,r,r) = -2, and Figure 4.5
demonstrates the corresponding tree of the game.

The strategy u of player I possesses two values, “I” and “r.” The strategy v = (v, v5, V3, V4)
of player II has 2* = 16 feasible values. However, to avoid complete enumeration of all
strategies, let us simplify the game. In the position y, y,, y3, and y,, player I optimally
chooses the alternative “r,” “l,” “1,” “r,” respectively.
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1 .10 1-2 3 1 2

Figure 4.5 A game with complete information.

Therefore, in the initial position x, player I obtains the payoff %(—1) + %O =—1/2 (by

choosing “1”) or %(—2) + %(—2) = —2 (by choosing “1”’). The resulting equilibrium is u = (1),
v = (r,LL,r) and the game has the value of —1/2, i.e., it is beneficial to player /1.

Example 4.2 A non-cooperative game without information.

Move 1. Player I chooses between the alternatives “1” and “r.”

Move 2. Random move; one of the alternatives, “1” or “r,” is selected equiprobably.

Move 3. Being aware of the choice of player / only, player /I chooses between the
alternatives “I” and “r.”

The payoff of player / in the terminal positions turns out the same as in the previous
example. Figure 4.6 demonstrates the corresponding tree of the game (dashed line highlights
the information set of player I7).

Again, here the strategy u of player / takes two values, “1” and “r.” This is also the case
for player /I (the strategy v), since he does not know the current position of the play. The
payoff matrix of the game is described by

Xo

Figure 4.6 A game without information.
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Figure 4.7 A game with incomplete information.

=1 g1 N 1y = . h__1 —
Ilndee(i, H(,1) —1 21 + 2O =2 H{,r) = 2( 1+ 21 =0, H(,D = 2( 2)+ 21 =-3 H(r,r) =
And the equilibrium of this game is attained in the mixed strategies (%, l) and (%, %),

the value of this game constitutes 1/6. Apparently, the absence of information for player 71
makes the game non-beneficial to him.

Example 4.3 A non-cooperative game with incomplete information.

Move 1. Player I chooses between the alternatives “1” and “r.”

Move 2. Random move; one of the alternatives, “” or “r,” is selected equiprobably.

Move 3. Being aware of the random move only, player IT chooses between the alternatives
“l” and “r.”

The payoff of player I in the terminal positions coincides with Example 4.1. And Figure 4.7
presents the corresponding tree of the game (dashed line indicates the information set of player
II). 1t differs from Example 4.2, since it comprises two subset le and X%.

Here, the strategy u of player I takes two values, “I” and “r.” The strategy v = (v{,v,)
of player II consists of two components (for each information set X; and X;) and has four
possible values. The payoff matrix of this game is defined by

1 Ir 1l 1r
1
2

1
T —5 -2 2 E

1 lg=1 I =1 g _1
lReally, Pll(l,ll)_ 21 + 20 —]2,H(l,lrl)— 21 -ll- 21 = l,H(l;rl)— 2( 11)+ 20 = 2,H(l,rr)
= D451 =0 HEID = 32+ 31 = =5, Hel) = §-2)+ 5(-2) = =2, Heea) =
53 + 51 = 2, H(r,rr) = 53 + E(_Z) = E
The game admits the mixed strategy equilibria (%, %) and (0, %, 0, g) and has the value

of 1/7. Obviously, some information available to player /I allows to reduce his loss (in
comparison with the previous example).

Examples 4.1-4.3 show the relevance of informational partitions for game trees. Being
in an information set, a player does not know the current position of a play. All positions in
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a given information set appear identical for a player. Thus, his strategy depends on a given
information set only. Let the personal position set of player i be decomposed into information
sets Xi1 U..u XlJ ’. Here we comprehend alternatives as arcs connecting nodes x and y € Z(x).

Definition 4.9 Suppose that, in a position x € X{, player i chooses among k; alternatives,
i.e, Z(x) = {y, oo Yk }. A pure strategy of player i in a game with incomplete information

is a function u; = ui(Xf),j =1,...,J;, which assigns some alternative k € {1, ...,k;} to each
information set.

Similar to games with complete information, specification of a pure strategy profile
(uy, ..., u,) and random move alternatives uniquely define a play of the game and the payoffs
of any player. Actually, each player possesses a finite set of strategies—their number makes
up ky X ... X kji, i=1,..,n.

Definition 4.10 A mixed strategy of player i in a game with incomplete information is a
probability distribution p; = p;(u;) on the set of pure strategies of player i.

Here p;(u;) means the realization probability of the pure strategy (ui(Xl.l) =k,
(X)) = k;).

Definition 4.11 A position x € X is feasible for a pure strategy u; (y;), if there exists a
strategy profile u = (Uy, ..., Uj, ..., Uy,) (4 = (U1 -es Yy -y 1)) SUcCh that a play passes through
the position x with a positive probability. Denote by Possu; (Possu;) the set of such positions.
An information set X’ is relevant for u; (u;), if it contains, at least, one feasible position for
u; (;). The collection of sets relevant for u; (u;) will be designated by Relu; (Rely;).

Consider some terminal node ¢ € T; denote by [x, f] a play beginning at x;, and ending
at . Assume that player i possesses a certain position in the play [x,, #]. Let x indicate his last
position in the play, x € X} N [x, 7], and k be an alternative in this position, which belongs
to the play [xg, ], i = 1, ...,n. Under a given strategy profile y = (y;, ..., i4,), the realization
probability of such play in the game becomes

P, lxg.1] = DI | VD 11 PO 3.1

u X{:ERelui,ui(X{:)=k i=1 x€XoN[xg,t],yEZ(x)N[xg,t]

Formula (3.1) implies summation over all pure strategy profiles realizing a given play and
multiplication by the probabilities of alternatives belonging to this play (for random moves).
Under a given mixed strategy profile, the payoffs of players are the mean values

HiHyo oo ty) = L H(OP,[x0. 1], i=1,....m. (3.2)

teT

Recall that the number of pure strategies appears finite. And so, this extensive-form
game is equivalent to some non-cooperative normal-form game. The general theory of non-
cooperative games claims the existence of a mixed strategy Nash equilibrium.

Theorem 4.2  An extensive-form game with incomplete information has a mixed strategy
Nash equilibrium.
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4.4 Total memory games

Although extensive-form games with incomplete information possess solutions in the class
of mixed strategies, they do not seem practicable due to high dimensionality. Subsequent
models of real games involve the so-called behavioral strategies.

Definition 4.12 A behavioral strategy of player i is a vector function p; defining for each
information set X\ a probability distribution on the alternative set (1,...,k;) for positions
X € X{,j =1,...,J;. Clearly,

kj
Y XL =1, j=1,d,
k=1

Consider some terminal position ¢ and the corresponding play [xg,f]. Under a given
behavioral strategy profile f = (f, ..., f,,), the realization probability of the play [x,, f] takes
the form

Pylxg, 1] = [T sxn I1 pO). @.1)

i€N, j=1,....J;, k€[xg,1] xeXoNlxg,tl,yEZ(x)N[xg,t]

And the expected payoff of players is described by

Hi(B1, o B) = D HiOPylxg, 1], i =1,...,m. (4.2)

teT

Naturally enough, each behavioral strategy corresponds to a certain mixed strategy (the
converse statement fails). Still, one can look for behavioral strategy equilibria in a wide class
of games known as total memory games.

Definition 4.13 A game I is a total memory game for player i, if for any pure strategy u;
and any information set X} such that X € Relu; it follows that any position x € X, is feasible.

According to this definition, any position from a relevant information set is feasible in a
total memory game. Moreover, any player can exactly recover his alternatives at preceding
moves.

Theorem 4.3  In the total memory game T, any mixed strategy u corresponds to some

behavioral strategy ensuring the same probability distribution on the set of plays.

Proof: Consider the total memory game I" and a mixed strategy u. Using it, we construct
a special behavioral strategy for each player. Let X’ be the information set of player i and k
represent a certain alternative in the position x € X{, k=1,..., k]-. Introduce

PD= Y pu) 4.3)

u; X{ERelui
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as the choice probability of the pure strategy #; admitting the information set X{ ,and

PXLH= Y ) @4
uj: X{eRelui,ui(X{:)=k

as the choice probability of the pure strategy u; admitting the information set X{: and the
alternative u;(X}) = k. The following equality holds true:

kj
> P (X, k) = P,(X)).
i=1

Evidently, a total memory game enjoys the following property. If the play [x), ] with
the terminal position ¢ passes through the position x; € X! of player i, alternative k, and the
subsequent position of player i is x, € Xf (see Figure 4.8), the pure strategy sets

{u; : X} € Reluy, u;(X}) = k} and {u; : X! € Relu;}

t

Figure 4.8 A total memory game.
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do coincide. Therefore,
J _ 1
P, (X}, k) =P, (X)). (4.5)

For each player i = 1, ..., n, define a behavioral strategy as follows. If X{ turns out relevant
for y;, then

BiX]. k) = Putk B ok, 4.6)
P,(x)

Otherwise, the denominator in (4.6) vanishes. Let us set

B = Y ).

gy (X)=k

For instance, analyze the play [xy¢] in Figure 4.8. It passes through two information sets
of player i, his pure strategy makes a pair of alternatives u = (11, Im, Ir, rl, rm, rr). In this
case, his mixed strategy can be rewritten as the vector u = (yy, ..., g). By virtue of (4.6), the
corresponding behavioral strategy acquires the following form. In the first information set,
we obtain

B D) = py + po + pz, BX11) = py + ps + pg.
In the second information set, we obtain

Hq Hs He
(X5, ) = ———, Xy, m) = ————, f(X;, 1) = —————.
2 Hy + Hs + pg 2 Myt Hs + Hg 2 My + ps + pg

Obviously, the behavioral strategy in this play

PX1,0)B(Xp, m) = ps

completely matches the mixed strategy of the realization (r,m).

Now, we demonstrate that the behavioral strategy (4.6) yields precisely the same proba-
bility distribution on all plays as the mixed strategy u.

Select the play [x,, ], where # is a terminal node. Suppose that the play [x, f] sequentially

l

to the path [xy, ] are chosen. If, at least, one of these sets appears irrelevant for y;, then
P”[xo, t] = Pﬁ[xo,t] = 0. Therefore, suppose that all X{ ERely,j=1,..,J;.

It follows from (4.5) that, for § determined by (4.6) and any i, we have the equality

intersects the information sets Xl.l, ,XJ " of player i and alternatives k|, ...,kji belonging

P (XJ, k) A
L =P ).

[T sxio= ]I

j
j=d;, k€] j=ldi kelxgt] Pu(X3)
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Evaluate P 51X0, 1] for f§ defined by (4.6). To succeed, transform the first product in formula
4.1):

M sxlo= J] P.ik)=

i€N, j=1,....J;, kElxo,1] iEN, kj,Elx0.1]

H Z ﬂi(ui) = Z H/‘i(”i) .

ieN u;: X,-Ji ERelui,ui(Xl-Ji)=k]l, u: Xl-Ji ERelui,ui(Xfi)=k]i i=1

Thus,

Pylxp.1] = > [T 11 pOY1).

w X-i/i eRelu,»,u,-(Xl-Ji)=kJi i=1 x€XoN[xg.t],yEZ(x)N[xg,t]

The last expression coincides with the representation (3.1) for P, [xo, 7].

We have argued that total memory games possess identical distributions of mixed strategies
and corresponding behavioral strategies. Hence, the expected payoffs also coincide for such
strategies. And so, while searching for equilibrium strategy profiles in such games, one can
be confined to a wider class of behavioral strategies. The application of behavioral strategies
will be illustrated in forthcoming chapters of the book.

Exercises

1. Consider a game with complete information described by the tree in Figure 4.9.

N 1 I

Figure 4.9 A game with complete information.

Find a subgame-perfect equilibrium in this game.
2. Evaluate an equilibrium in a game described by the tree in Figure 4.10: (a) under
benevolent behavior and (b) under malevolent behavior of players.
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Qo B G 6 (3

Figure 4.10 A game with complete information.

3. Establish a condition when malevolent behavior yields higher payoffs to both players
(in comparison with their benevolent behavior).

Find an indifferent equilibrium in game no. 2.

5. Reduce the following game (see the tree in Figure 4.11) to the normal form.

B R 0RE WE (3

g

Figure 4.11 Zero-sum game in extensive form.

6. Consider a game with incomplete information described by the tree in Figure 4.12.

B BERE WS

Figure 4.12 A game with incomplete information.

Find a subgame-perfect equilibrium in this game.
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7. Evaluate an equilibrium in a game with incomplete information described by the tree in
Figure 4.13.

B BERE W

Figure 4.13 A game with incomplete information.

8. Give an example of a partial memory game in the extensive form.
9. A card game.

This game involves two players. Each of them has two cards: x; = 0,x, = 1 (player /)
andy; =0, y, = 1 (player II). Two additional cards lie on the table: z; = 0,z = 1. The
top card on the table is turned up. Each player chooses one of his cards and puts it on
the table. The winner is the player putting a higher card; his payoff is the value of the
opponent’s card. If both players put identical cards, the game is drawn. Construct the
corresponding tree and specify information sets.

10. Construct the tree for game no. 9 provided that x, y, z represent independent random
variables with the uniform distribution on [0, 1].
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Parlor games and sport games

Introduction

Parlor games include various card games, chess, draughts, etc. Many famous mathematicians
(J. von Neumann, R. Bellman, S. Karlin, T. Ferguson, M. Sakaguchi, to name a few) endeav-
ored to apply game theory methods to parlor games. We have mentioned that chess analysis
provokes small interest (this is a finite game with complete information—an equilibrium
does exist). Recent years have been remarkable for the development of very powerful chess
computers (e.g., Junior, Hydra, Pioneer) that surpass human capabilities.

On the other hand, card games represent games with incomplete information. Therefore, it
seems attractive to model psychological effects (risk, bluffing, etc.) by game theory methods.
Here we will search for equilibria in the class of behavioral strategies.

Our investigation begins with poker. Let us describe this popular card game. A poker pack
consists of 52 cards of four suits (spades, clubs, diamonds, and hearts). Cards within a suit
differ by their denomination. There exist 13 denominations: 2, 3, ..., 10, jack, queen, king,
and ace. In poker, each player is dealt five cards. Different combinations of cards (called
hands) have specific rankings. A typical hand ranking system is as follows. The highest
ranking belongs to

(a) royal flush (10, jack, queen, king, ace—all having a same suit); the corresponding
probability is approximately 1.5 - 107°.
Lower rankings (in the descending order of their probabilities) are assigned to the
following hands:

(b) four of a kind or quads (all four cards of one denomination and any other (unmatched)
card); the probability makes up 0.0002;

(c) full house (three matching cards of one denomination and two matching cards of
another denomination); the probability equals 0.0014;

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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(d) straight flush (five cards of sequential denomination in at least two different suits);
the probability is 0.0035;

(e) three of a kind or trips (three cards of the same denomination, plus two cards which
are not of this denomination nor the same as each other); the probability constitutes
0.0211;

(f) two pairs (two cards of the same denomination, plus two cards of another denom-
ination (that match each other but not the first pair), plus any card not of either
denomination); the probability makes up 0.0475;

(g) one pair (two cards of one denomination, plus three cards which are not of this
denomination nor the same as each other); the probability is given by 0.4225.

After cards selection, players make bets. Subsequently, they open the cards and the one
having the highest ranking hand breaks the bank. Players do not know the cards of their
opponents—poker is a game with incomplete information.

5.1 Poker. A game-theoretic model

As amathematical model of this card game, let us consider a two-player game. In the beginning
of a play, both players (e.g., Peter and Paul) contribute the buy-ins of 1. Afterwards, they
are dealt two cards of denominations x and y, respectively (a player has no information on
the opponent’s card). Peter moves first. He either passes (losing his buy-in), or makes a bet
¢ > 1. In this case, the move is given to Paul who chooses between the same alternatives. If
Paul passes, he loses his buy-in; otherwise, the players open up the cards and the one having
a higher denomination becomes the winner.

Note that the cards of players possess random denominations. It is necessary to define the
probabilistic character of all possible outcomes. Assume that the denominations of cards lie
within the interval from O to 1 and appear equiprobable. In other words, the random variables
x and y obey the uniform distribution on the interval [0, 1].

Now, specify strategies in this game. Each player merely knows his card; hence, his
decision is based on this knowledge. Therefore, we understand Peter’s strategy as a function
a(x)—the probability of betting under the condition that he disposes of the card x. Since a
represents a probability, its values satisfy 0 < @ < 1 and the function & = 1 — a corresponds
to the probability of passing. Similarly, if Peter bets something, Paul’s strategy consists
in a function f(y)—the probability of calling provided that he has the card y. Obviously,
0<p<lL

Different combinations of cards (hands) appear in the course of a play. Thus, the payoff
of each player represents a random quantity. As a criterion, we adopt the expected value of
the payoff. Imagine that the players have selected their strategies (« and f). By virtue of the
game conditions, the expected payoff of player I makes up

—1, with the probability of a(x),
+1, with the probability of a(x)A(y),
(c + 1)sgn(x — y), with the probability of a(x)f(y).

Here the function sgn(x — y) equals 1, if x > y; —1,if x < yand O, if x = y.
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Due to these expressions, the expected payoff of Peter becomes
11
H(a, p) = / / [—a(0) + a()BG) + (¢ + Dsgn(x — Y)a(x)B(y)] dxdy. (1.1)
0 0

For the time being, the game is completely defined. Actually, we have described the
strategies and payoffs of both players. Player I strives for maximizing the expected payoff
(1.1), whereas player /I seeks to minimize it.

5.1.1 Optimal strategies

Readers would easily guess the form of optimal strategies. By extracting the terms containing
a(x), rewrite the payoff (1.1) as

1

1
H(a,p) = / a(x)[l + [} (ﬂ_(y) + (c + 1)sgn(x —y)ﬂ(y)) dy|dx—1. (1.2)

0

Denote by Q(x) the bracketed expression in (1.2). It follows from (1.2) that Peter’s optimal
strategy a*(x), maximizing his payoff, takes the following form. If Q(x) > 0, then a*(x) = 1
and, if Q(x) < 0, then a*(x) = 0. In the case of Q(x) = 0, the function a*(x) possesses any
values.

The function sgn(x — y), as well as the function Q(x) proper, are non-decreasing. Figure 5.1
illustrates that the optimal strategy a*(x) must be defined by some threshold a. If the dealt
card x has a denomination smaller than a, the player should pass (and bet otherwise).

Similarly, we reexpress the payoff H(a, f) as

1 1 1

H(a, p) = / B&) [ / a(x)(—(c+1)sgn(y—x)—1)dx]dy+ / Qa(x) — Ddx. (1.3)
0 0

0

O(x)

Figure 5.1 The function Q(x).
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And Paul’s optimal strategy f*(y) also gets conditioned by a certain threshold b. If his card’s
denomination exceeds this threshold, Paul makes a bet (and passes otherwise).

Let us evaluate the stated optimal thresholds a*, b*.

Suppose that Peter employs the strategy a with a threshold a. According to (1.3), Paul’s
payoff makes up

1
H(a, p) = / BOIGOYdy +2(1 —a)— 1, (14)
0

1
where G(y) = /[—(c + D)sgn(y — x) — 1]dx.

A series of standard calculations lead to
1

GOy = /cdx= c(l1—-a),ify<a,
a
1

y

G®») =f(—c—2)dx+fcdx= —2(c+ Dy+a(c+2)+c,ify > a.

a y

Figure 5.2 shows the curve of G(y). Obviously, the optimal threshold b is defined by
—2(c + 1)b + a(c + 2) + ¢ = 0, whence it appears that

b= 2(C_i_l)[a(c+2)+c]. (1.5)

Therefore, the optimal threshold of player /I is uniquely defined by the corresponding
threshold of the opponent. And the minimal value of Paul’s loss equals

1
H(a,p) = /G(y)dy+ 2(1—-a)—1

b
1

= /[—2(c+ Dy+alc+2)+cldy+2(1 —a)—1.
b

G(y)

Figure 5.2 The function G(y).
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Integration yields
H(a,p) = —(c+ (1 =) + [alc +2) + (1 —b) = 2a + 1
= (c + 1)b? = bla(c + 2) + ¢] + ac. (1.6)

Substitute the optimal value of b (see (1.5)) into formula (1.6) to represent Paul’s minimal
loss as a function of argument a:

H@) = —[a(c+2) + c] - la(c +2) + c® + ac.

1
4c+1) 2c+ 1)

Some uncomplicated manipulations bring to

_ (c+ 2)2 2 2 2

Ha = i T e " e |

(1.7)

Recall that a forms Peter’s strategy—he strives for maximizing the minimal loss of Paul, see
(1.7). Therefore, we finally arrive at the maximization problem for the parabola
c? c?

(c+2? (c+2)?

h(a) = —a* + 2a
This function is demonstrated in Figure 5.3. Its maximum lies at the point

2
% C
a =
c+2

within the interval [0, 1]. Substitute this value into (1.5) to find the optimal threshold of
player II:

c
c+2’

b* =

Figure 5.3 The parabola i(a).
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The payoff of player I (being the best for Peter and Paul) results from substituting the
optimal threshold a* into (1.7):

O PSS o | (N0 W (I Y I
- T T e+ D\ e+2 c+2 — \ce+2/°

Apparently, the game has negative value, i.e., player I (Peter) is disadvantaged.

5.1.2 Some features of optimal behavior in poker

We have evaluated the optimal payoffs of both players and the game value. The optimal
threshold of player 7 is smaller than that of his opponent. In other words, Peter should
be more careful. The game possesses a negative value. This aspect admits the following
explanation. The move of player I provides some information on his card to player /1.

Now, we discuss uniqueness of optimal strategies. Figure 5.2 elucidates the following.
If player I (Peter) employs the optimal strategy a*(x) with the threshold a* = (5)2, then
the best response of player /I (Paul) is also the threshold strategy f*(y) with the threshold
b* = j Notably, Paul’s optimal strategy appears uniquely defined.

Fix Paul’s strategy with the threshold * and find the best response of Peter. For this,
address the expression (1.2) and compute the function Q(x). Under the given b*, we establish
that, if x < b*, then

1

o) =1+ / (B + (c + Dsgn(x = )B()) dy

0
b 1

:1+/dy—/(c+l)dy=l+b*—(c+l)(l—b*)=0.
0 b

On the other hand, if x > b*,

X 1
Q(X)=1+b*+/(c+l)dy—/(c+l)dy
b* X
=140+ (c+ Dx=b")—(c+ D1 —x) =2(c+ Dx+ (c+2)(b" + 1).

Figure 5.4 demonstrates that the function Q(x) is positive on the interval (b*, 1]. If Peter
has a card x > b*, his best response consists in betting. However, if x lies within the interval
[0, 5*], then O(x) = 0 and a™(x) may possess any values (this does not affect the payoff (1.2)).
Of course, the evaluated strategy with the threshold a* meets this condition. Is there another
Peter’s strategy a(x) such that Paul’s optimal strategy coincides with §*(y)?

Such strategies do exist. For instance, consider the following strategy a(x). If x > b*,

player I makes a bet; in the case of x < b*, he makes a bet with the probability of p = c+i2

(and passes with the probability p=1—-p = c+L2 accordingly). Find the best response of
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O(x)

Figure 5.4 The function Q(x).

player I to the described strategy of the opponent. Again, rewrite the payoff in the form (1.4).
The function G(y) is then defined by

b* 1

G@y) = /p(—(c + Dsgn(y —x) — Ddx + /(—(c + Dsgn(y — x) — Ddx,
b*

0
whence it follows that, under y < b*,

b* 1

y
G®) =p/(—(c+ - 1)dx+p/(c+ 1- 1)dx+/(c+ 1 — Ddx
0 y b*
= =2p(c + 1)y + pcb* + c(1 — b"),
and, under y > b*,

b* y 1

G(y)=p/(—c—2)dx+/(—C—Z)dx+/cdx

0 b* y
=-2(c+ Dy+(c+2)b*(1 —p)+c.

The curve of G(y) can be observed in Figure 5.5. Interestingly, the choice of p leads to
G(b*) = 0 and the best strategy of Paul is still f*(y).

Therefore, we have obtained another solution to this game. It fundamentally differs from
the previous one for player 1. Now, Peter can make a bet even having a card of a small
denomination. Such effect in card games is well-known as bluffing. A player feigns that
he has a high-rank card, thus compelling the opponent to pass. However, the probability of
bluffing is smaller for larger bets c. For instance, if ¢ = 100, the probability of bluffing must
be less than 0.02.
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G(y)

Figure 5.5 The function G(y).

5.2 The poker model with variable bets

The above poker model proceeds from fixed bets c. In real games, bets vary. Consider a
variable-bet modification of the model.

As usual, Peter and Paul contribute the buy-ins of 1 in the beginning of a play. Afterwards,
they are dealt two cards of denominations x and y, respectively (a player has no information
on the opponent’s card). At first shot, Peter makes a bet c(x) depending on the denomination
x of his card. The move is given to Paul who chooses between the same alternatives. If Paul
passes, he loses his buy-in; otherwise, he calls the opponent’s bet and adds c(x) to the bank.
The players open up the cards and the one having a higher denomination becomes the winner.
In this model, Peter wins 1 or (1 + c¢(x))sgn(x — y). The problem is to find the optimal function
c(x) and optimal response of player /1. It was originally formulated by R. Bellman in the late
1950s [Bellman et al. 1958].

Our analysis starts with the discrete model of this game. Suppose that Peter’s bet takes any
value from a finite set 0 < ¢; < ¢, < -+ < ¢,,. Then the strategy of player / is a mixed strat-
egy a(x) = (a;(x), ..., a,(x)), where a;(x) denotes the probability of betting c;,i =1,...,n,
provided that his card has the denomination of x. Consequently, Z:’z @ = 1. The strategy
of player /I lies in a behavioral strategy f(y) = (f1(»), ..., p,(y)), where f;(y) designates the
probability of calling the bet ¢;, 0 < f; < 1,i =1, ..., n, under the selected card y. Accord-
ingly, £:(y) = 1 — B;(y) gives the probability of passing under the bet c; and the card y.

The expected payoff of player I acquires the form

11
H(a, p) = // 2 [@:(0)B:0) + (1 + ¢;)sgn(x — y)a;(x)f:(v)] dxdy. 2.1
0o o =!

First, consider the case of n = 2.

5.2.1 The poker model with two bets

Assume that player / can bet ¢ or ¢, (¢; < ¢,) depending on a selected card x. Therefore,
his strategy can be defined via the function a(x)—the probability of the bet ¢;. The quantity
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a(x) = 1 — a(x) indicates the probability of the bet c,. Player II strategy is completely
described by two functions, f;(y) and f,(y), that specify the probabilities of calling the
bets ¢; and c,, respectively. The payoff function (2.1) becomes

1 1

H(a,p) = / / [ (B () + (1 + c)sgn(x — Y)a()fy ()
00
+(1 = @) + (1 + cx)sgn(x = y)(1 = a()B)] dxdy.  (2.2)

We evaluate the optimal strategy of player /. Take formula (2.2) and extract terms with
p and f,. They are

1 1
/ﬂl »)dy /a(x)(—l + (1 +cy)sgn(x — y))dx (2.3)
0 0
and
1 1
/ P2 (V)dy / (I = a())(=1 + (1 + cp)sgn(x — y))dx | . (2.4)
0 0

The function sgn(x — y) is non-increasing in y. Hence, the bracketed expressions in (2.3)—
(2.4) (denote them by G;(y), i = 1, 2) represent non-increasing functions of y (see Figure 5.6).
Suppose that the functions G;(y) intersect axis O, within the interval [0, 1] at some points
b, i=12.

Player /I aims at minimizing the functionals (2.3)—(2.4). The integrals in these formulas
possess minimal values under the following necessary condition. The function f;(y) vanishes
for G;(y) > 0 and equals 1 for G;(y) < 0,7 = 1, 2. And so, the optimal strategy of player /I has
the form §;(y) = I(y > b;),i = 1,2, where I(A) means the indicator of the set A. In other words,
player /I calls the opponent’s bet under sufficiently high denominations of cards (exceeding

Gi(y)

Figure 5.6 The function G;(y).

www.it-ebooks.info


http://www.it-ebooks.info/

120 MATHEMATICAL GAME THEORY AND APPLICATIONS

the threshold b;,i = 1,2). So long as ¢; < ¢y, a natural supposition is the following. The
threshold for calling a higher bet must be greater, as well: b; < b,.

The thresholds by, b, are defined by the equations G;(b;) = 0,i = 1,2, or, according to
(2.3)—(2.4),

b, 1
/(—2 —cpa(x)dx + / cia(x)dx =0 2.5)
0 by
and
bz 1
/(—2 — cy)a(x)dx + / cra(x)dx = 0. (2.6)
0 by

Now, construct the optimal strategy of player /—the function a(x). In the payoff (2.2),
extract the expression containing a(x):

1

1
/ a()dx / Br3) = B1 ) + sgn(x — ) (1 + B ) — (1 + ex)fa)) dy |
0

0

Designate by Q(x) the bracketed expression above. For x such that Q(x) < 0 (Q(x) > 0), the
optimal strategy a(x) equals zero (unity, respectively). In the case of Q(x) = 0, the function
a(x) takes arbitrary values. After some transformations, we obtain

X 1

0 = / (181 = e2o()) dy + / (24 eBa) = @+ b)) dy.

0 X

Recall the form of the strategies f;(x),i = 1, 2. The derivative of the function Q(x),

Q'(x) = (24 2c)B(x) — (24 2¢1) B (%),

allows being represented by

0. if x € [0,b,]
Q,(X) = 2+ 2C1, ifx e (bl,bz)
—2(C2 — Cl), ifx € [bz, 1]

Therefore, the function Q(x) appears constant on the interval [0, b,], increases on the interval
(by,b,), and decreases on the interval [b,, 1].

Require that the function Q(x) vanishes on the interval [0, 5] and crosses axis O, at
some point a on the interval [b,, 1] (see Figure 5.7). Consequently, we will have b; < b, < a.
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Qx)

Figure 5.7 The function Q(x).

For it is necessary that

1 1

Q(O)=/(2+62)dy—/(2+61)dy=0

by b

and

a 1
a
Q(a)z/cldy—/ chy+/(c2—cl)dy=O.
by
by a

Further simplification of the above conditions yields

(1 — bl)(2 + Cl) = (1 - b2)(2+C2),
(C2 - Cl)(2a - l) = C2b2 - Clbl'

Under these conditions, the optimal strategy of player I acquires the form:

an arbitrary value, if x € [0, D]
alx) = 1, ifx € (by,a)
0, if x € [a, 1].

And the conditions (2.5)—(2.6) are rewritten as

b

-b 1—
/a(x)dx = —cl(a D =b — —Cz( a).
2+C1 2+C2

0
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Therefore, the parameters of players’ optimal strategies meet the system of equations

(1 - bl)(Z + Cl) = (1 - bz)(2+C2),

(e —e)2a—1) = cyby —¢1by, (2.8)
Cl(a—bl) _ _Cz(l—a)
2+C1 ! 2+C2 '

The system of equations (2.8) possesses a solution 0 < by < by < a < 1. We demonstrate
this fact in the general case.

The optimal strategy of player I is remarkable for the following reasons. It takes arbitrary
values on the interval [0, b;] such that the condition (2.7) holds true. This corresponds to a
bluffing strategy, since player / can make a high bet for small rank cards. The optimal strategy
of player II dictates to escape a play under small rank cards (and call a certain bet of the
opponent under sufficiently high denominations of the cards).

For instance, we select ¢; = 2, ¢, = 4 to obtain the following optimal parameters: b; =
0.345,b, = 0.563,a = 0.891. If the rank of his cards is less than 0.345, player / bluffs. He
bets 2, if the card rank exceeds the above threshold yet is smaller than 0.891. And finally, for
cards whose denomination is higher than 0.891, player I bets 4. Player /I calls the bet of 2, if
the rank of his cards belongs to the interval [0.345,0.563] and calls the bet of 4, if the card
rank exceeds 0.563. In the rest situations, player /I prefers to pass.

5.2.2 The poker model with n bets

Now, assume that player / is dealt a card x and can bet any value from a finite set 0 <
¢; < -+ < c,. Then his strategy lies in a mixed strategy a(x) = (a;(x), ..., a,(x)), where a;(x)
represents the probability of making the bet ¢;. The next shot belongs to player /1. Depending
on a selected card y, he either passes (losing his buy-in in the bank), or continues the play.
In the latter case, player II has to call the opponent’s bet. Subsequently, both players open
up their cards; the winner is the one whose card possesses a higher denomination. The
strategy of player /I is a behavioral strategy f(y) = (f;(y), ..., p,()), where f,(y) indicates
the probability of calling the bet of player / (the quantity ¢;, i = 1,...,n). And the payoff
function takes the form

n

11
H(a, p) = / / [0 + (1 + ¢)sgn(x — Y)a;(x)fi(y)] docdy. (2.9)
0 0

i=1

First, we evaluate the optimal strategy of player /I. To succeed, rewrite the function (2.9)
as

1

1
H(a,p) = Z / B;(»)dy / a;(x) (=1 + (1 + cp)sgn(x — y)) dx [+ 1. (2.10)
i=1 0

0
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Denote by G;(y) the bracketed expression in the previous formula. For each fixed strategy
a(x) and bet c;, player II strives to minimize (2.10). Therefore, foranyi = 1, ..., n, his optimal
strategy is given by

_ [0, ifG()>0
ﬂf(y)_{L if Gy(y) < 0.

Obviously, the function
y 1
G()=-2+¢) / a;(x)dx + ¢; / a;(x)dx
0 y

1
does not increase in y. Furthermore, G;(0)=c¢; f a;(x)dx >0 and G;(1)=-2+
0

1
¢) / @;(x)dx < 0. Hence, the equation G,(y) = 0 always admits a root b; (see Figure 5.6).

0
The quantity b; satisfies the equation

b

i

1
/ a;(x)dx = %lc, / a;(x)dx. @.11)
b;

0

And so, the optimal strategy of player /I becomes

_f0, ifo<y<b
ﬂi(y)_{l, ifb; <y<1

i =1,...,n. Interestingly, the values b;,i = 1, ...,n meeting (2.11) do exist for any strategy
a(x).
Construct the optimal strategy of player /. Reexpress the payoff function (2.9) as

1
H(a,p) =) / (00, (x)dx, (2.12)
i=1 0
where
1
0;(x) = / (B + (1 + ¢)sgn(x — )Bi()) dy
0
or
X 1
Qi) =b;+(+¢) /ﬂi(y)dy—/ﬁ(y)dy . (2.13)
0 X

For each x, player [ seeks a strategy a(x) maximizing the payoff (2.12). Actually, this is
another optimization problem which differs from the one arising for player /1.
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n

Here a(x) forms a mixed strategy, Y. ;(x) = 1. The maximal value of the payoff (2.12) is
attained by a(x) such that a;(x) = 1, if lfoi“ a given x the function Q;(x) takes greater values than
other functions Q;(x),j # i, or ;(x) = 0 (otherwise). The function a(x) may possess arbitrary
values, if all values Q;(x) coincide for a given value x.

We search for the optimal strategy a(x) in a special class. Let all functions Q;(x) coincide on
the interval [0, b;), i.e., Q(x) = ... = Q,(x). This agrees with bluffing by player /. Seta; = b,
and suppose that Q; (x) > max{Qj(x), Jj # 1} on the interval [a;, ay), O,(x) > max{Qj(x),j #*
2} on the interval [a,, a3), and so on. Moreover, assume that the maximal value on the interval
[a,, 1] belongs to O, (x). Then the optimal strategy of player I acquires the form:

an arbitrary value, ifx € [0,b]
ai(x) = 1, ifx € [ai’ai+1) (214)
0, otherwise.

We specify the function Q;(x). Further simplification of (2.13) yields

EN U +ep@x—1)—cb;, ifb, <x<1.

The function Q;(x) has constant values on the interval [0, b;]. Require that these values are
identical for all functions Q;(x),i =1, ..., a:

bi—(1+c)(l=b) =k, i=1,...,n

In this case, all b;,i = 1, ..., n satisfy the formula
1+k+c -
U IS e N (2.15)
24¢ 24¢

Itisimmediate from (2.15) thatb; < b, < -+ < b,.. This fact conforms with intuitive reasoning
that player /I must call a higher bet under higher-rank cards.

The function Q;(x) is linear on the interval [b;, 1]. Let a;, i =2, ...,n designate the
intersection points of the functions Q;_;(x) and Q;(x). In addition, a; = b;. To assign the
form (2.14) to the optimal strategy a(x), we require that a; < a, < -+ < a,,. Then the function
Q,(x)(i = 1,...,n) is maximal on the interval [a;, a;, ;). Figure 5.8 demonstrates the functions
Qix),i=1,...,n

The intersection points a; result from the equations

(1 + Ci_l)(2al~ — 1) - Ci—lbi—l = (1 + Ci)(zal' - 1) - Cibi» i = 2, B (N

or, after simple transformations,

a: =1 k

i=l-————i=2,...,n, (2.16)
24+c_)24+¢)

where k = 1 — k.
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Figure 5.8 Optimal strategies.

It remains to find k. Recall that the optimal thresholds b; of player II strategies satisfy
equation (2.11). By virtue of (2.14), this equation takes the form

by

c; )
/ai(x)a’x = rlci(al“ —-a), i=1,...,n 2.17)
0

n
By summing up all equations (2.17) and considering the condition Y a;(x) = 1, we arrive at
i=1

n
C.

b = —la4 —a:).

1 ;2+Ci(l+] 1)

Hence, it follows that

1+k+Cl

= kA,
2+ C1
where
_ c cilCiyr = Cim1)
S 2+ D2+ c)? 2+ i)
We believe that ¢y = —1, ¢, ;1 = oo in the sum above. Consequently,
2+
k=1-
AR+cp)+1

Clearly, A and k are both positive. Therefore, the sequence a; appears monotonous,
a; < a, < -+ < a,. And all thresholds q; lie within the interval [0, 1].
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Let us summarize the outcomes. The optimal strategy of player / is defined by

an arbitrary function meeting the condition (2.17) ifx € [0, b;]
af (x) = 1, ifx € [a;,a;)
0, otherwise

t . .
- mz = 2,...,n. Note that player I bluffs on the interval [0, b;).
Under small denominations of cards, he can bet anything. For definiteness, it is possible to
decompose the interval [0, b;) into successive subintervals of the length %Ci(ai 11— a)i=
1, ..., n (by construction, their sum equals b,) and set &' (x) = ¢; on a corresponding interval.
For x > by, player [ has to bet c; on the interval [g;, a; ).

The optimal strategy of player /I is defined by

e JO ifO<y<b
ﬁi(y)‘{L ifh; <y<1

where a; = 1

1+k+c;
2+¢;
Find the value of this game from (2.12):

where b; = ,i=1,...,n.

b ajy

1
H, ) =Y / () Q;(x)dx = / kY af(dx+ ) / 0;(x)dx,
=17 0 i=1 i=1 @
whence it appears that
H(a*, p*) = kb, + Z(a,,r1 —a) [+ e +ay)— A +c+cb].  (2.18)
i=1

As an illustration, select bets ¢; = 1, ¢; = 3, and ¢3 = 6. In this case, readers easily obtain
the following values of the parameters:

_ ci(cp+1) cy(c3 —¢y) 3 ~ 0122
Q+c)2R+c) Q+cPR+c)*R2+c;) QR+c)R2+cy)?r
2 +C1
k=1-——1  ~-1.193,
AQ4+c))+1
and the corresponding optimal strategies
I+k+ 1+k+ 1+k+
by = — 50269, by= T2 80561, by= —— 3 50725,
2+C1 2+C2 2+C3
4 =b ~0269, ay=1———"K 0854 a=1-—""K 0045
P = e Q+c)R4cy 3 Q+c)4cy)
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Finally, the value of the game constitutes
H(a*, ") ~ —0.117.

This quantity is negative—the game is non-beneficial for player /.

5.2.3 The asymptotic properties of strategies in the poker model with
variable bets

Revert to the problem formulated in the beginning of Section 5.2. Suppose that, being dealt
a card x, player I can make a bet c(x) possessing an arbitrary value from R. Our analysis
employs the results established in subsection 5.2.2.

Choose a positive value B and draw a uniform net {B/n,B/n, ... ,Bn/n} on the segment
[0, B], where n is a positive integer. Imagine that nodes of this net represent bets in a play,
i.e., ¢; = Bi/n. Moreover, increase n and i infinitely such that the equality Bi/n = ¢ holds for
some c. Afterwards, we will increase B infinitely.

Find the limit values of the parameters determining the optimal strategies of players in a
play with such bets. First, evaluate the limit of A.

:

A= zn: ¢i(Ciy1 — Cicy) _
S CHa)C+eyC+en) & (2+B2L)(2+BL)* (24 BHL)
n n n

As n — oo, the above integral sum tends to the integral:

B
Ao / 2¢ de = 1 2B 1 ’
2+ o) 12 32+B)® 32+B)?
0
which has the limit A = 1/12 as B — oo. This immediately brings to the limit value k =
1- T"‘H =-5/7.

It is possible to compute the threshold for player 7 bluffing: by =a; =1-(1 -k)/2 +
B/n) -» 1 —-(1+5/7)/2 = 1/7. Thus, if player I receives cards with denominations less than
1/7, he should bluff.

Now, we define the bet of player I depending on the rank x of his card. According to the
above optimal strategy a*(x) of player /, he make a bet ¢; within the interval [g;, a;, ), where

a=1o_ 1=k
! Q+cD2+c)’

Therefore, the bet ¢ = c(x) corresponding to the card x satisfies the equation

1-k

x=1-——5
Q2 +c)?
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o
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N

Figure 5.9 Optimal strategies in poker.

And so,

12

W=\ 70-0 "

(2.19)

The expression (2.19) is non-negative if x > 4/7; hence, player I bets nothing under 1/7 <<
x < 4/7. In the case of x > 4/7, his bet obeys formula (2.19).

Let us explore the asymptotic behavior of player /1. Under y < 1/7, he should pass. If
y > 1/7, the expression (2.15) states that player II should call the bet ¢ of the opponent
provided that

oy l=k_ 1
D S oI

The optimal behavior of both players can be observed in Figure 5.9.
It remains to compute the limit value of the game. Take advantage of the expression
(2.18). Passing to the limit yields

—k cl+k+c)
/ (+)[( 2+ (1+<1+c>(2+c>>
2
5 24 [ l+c 24 c(5+¢) 5 18
“T (2+c)3<1_7(2+C)2_(1+C)(2+C) TR THIS
0

We emphasize an important feature. The limit value (2.20) must be added to the payoff
resulting from player / cards from the interval [1/7,4/7], i.e.,

4
1 7

7
1 3 8 6
/ 7 /sgn(x y)ydy |dx = 9 <2x - ;) dx = ~19° (2.21)
1 1 1
7

7 7
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Summing up (2.20) and (2.21) yields

5 18 6 1
== ==

H*,*=— _
@) ==+ 9 29" 7

Therefore, the limit value of the game equals 1/7. It turns out beneficial for player 1.
Optimal strategies are completely defined. Interestingly, the payoff and strategies are
expressed via 7—this number has repeatedly emerged in analytical formulas.

5.3 Preference. A game-theoretic model

Preference represents another popular card game. It engages two, three, four, or five players.
A preference pack consists of 32 cards of four suits. Suits have the following ranking (in
the ascending order): spades, clubs, diamonds, and hearts. Cards within a suit differ by their
denomination. There exist eight denominations: 7, 8, 9, 10, jack, queen, king, and ace. In the
beginning of a play, each player is dealt a certain number of cards. And the remaining cards
form a talon. Next, players bid for the privilege of gaining the talon (declaring the contract
and trump suit and playing as the soloist). Players gradually increase their bids; accordingly,
they choose whisting or passing. As soon as bidding is finished, players start the game proper,
revealing their cards one by one. Preference has many rules, and we do not pretend to their
complete coverage. Instead, we describe the elementary model of the preference card game
and endeavor to identify the characteristic features of this game. When should a player choose
whisting or passing? When should a player take a talon? What is bluffing in preference?

As a game-theoretic model of preference, consider a two-player game P played Peter and
Paul. In the beginning of a play, players are dealt cards of denominations x and y. Another
card of rank z forms a talon. Suppose that card denominations represent random variables
within the interval [0, 1] and any values appear equiprobable. In this case, we say that the
random variables x, y, z possess the uniform distribution on the interval [0, 1].

Peter moves first. He chooses between whisting (i.e., improving his cards) or passing.
In the former case, he may get the talon z, select the higher-rank card and discard the one
having a smaller denomination. Subsequently, players open up their cards. If Peter’s card
is higher than Paul’s one, he receives some payment A from Paul. Similarly, if Paul’s card
ranks over Peter’s one, Peter pays a sum B to Paul, where B > A. If the cards have identical
denominations, the play is drawn.

Imagine that Peter passes at the first shot. Then the move belongs to the opponent, and
Paul chooses between the same alternatives. If Paul chooses whisting, he may get the talon z
and discard the smaller-rank card. Next, both players open up the cards. Paul receives some
payment A from Peter, if his card is higher than that of the opponent. Otherwise, he pays a
sum B to Peter. The play is drawn when the cards have the same ranks.

A distinctive feature of preference is the so-called all-pass game. If both players pass, the
talon remains untouched and they immediately open up the cards. But the situation reverses
totally. The winner is the player having the lower-rank card. If x < y, Peter receives a payment
C from Paul; if x > y, Paul pays an amount C to Peter. Otherwise, the play is drawn.

All possible situations can be described by the following table. For compactness, we use
the notation max(x,z) = xV z.
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Table 5.1 The payoffs of players.

Peter Paul

(shot 1) (shot 2) Peter’s payoff
Aifxvz>y

Talon 0,ifxvz=y
—-B,ifxvz<y
-A,ifyvz>x

Pass Talon 0,ifyvz=x
B,ifyvz<x
Cifx<y

Pass Pass 0,ifx=y
—C,ifx>y

5.3.1 Strategies and payoff function

Let us define strategies in this game. Each player is aware of his card only; hence, his
decision bases on such knowledge exclusively. Therefore, we comprehend Peter’s strategy as
a function a(x)—the probability of whisting provided that his card possesses the rank x. So
long as « represents a probability, it takes values between 0 and 1. Accordingly, the quantity
a = 1 — a specifies the probability of passing. If Peter passes, Paul’s strategy consists in a
function f(y)—the probability of whisting provided that his card has the denomination y.
Obviously, 0 < g < 1.

Recall that the payoff in this game forms a random variable. As a criterion, we involve the
mean payoff (i.e., the expected value of the payoff). Suppose that players have chosen their
strategies a, . By virtue of the definition of this game (see Table 5.1), the payoff of player /
has the following formula depending on a given combination of cards x, y, and z:

1. with the probability of a(x), the payoff equals A on the set x V z > y and —B on the set
xVz<y,

2. with the probability of a(x)f(y), the payoff equals —A on the set y V z > x and B on
thesetyVvz <x;

3. with the probability of @(x)A(y), the payoff equals C on the set x <y and —C on the
setx > y.

Since x, y, and z take any values from the interval [0, 1], the expected payoff of player /
represents the triple integral

1 1 1
H(a, p) = / / / {a(x) (AL vesy) = Bl iy ]
0O 0 0

+ a(x)p(y) [_Al{yvpx} + Bl{y\/z<x}] G.D

+ &(x)ﬂ_(y) |:CI{X<y} - CI{x>y}] } dxdde
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For convenience, this expression incorporates the function 1, (x,y, z) (the so-called indicator
of set A), which is 1, if (x,y, z) belongs to A and 0, otherwise.
We illustrate calculation of the first integral:

1 11

1 1 1
///a(x)l{xvz>y}d)€dydz=/(x(x)dx[//I{xvz>y}dydz], (3.2)
0 0 O 0 0

0

The double integral in brackets can be computed as the iterated integral J(x) =
11

f dz f I} vz>y)dy by dividing into two integrals. Notably,
0 0

1 1 1

x
J(x)z/dz/I{sz>y}dy+/dz/l{sz>y}dy'
0

0 x 0

In the first integral, we have x > z; hence, /{,y5y} = I{;5y)- On the contrary, the second
integral is remarkable for that I, .5y = I;,.;- And it follows that

1 1

X 1 1 1 1
J(x) / /I{x>y}dy+/d2/l{z>v}dy /I{x>‘}dy+/dZ/I{Z>)}dy
0 0

0 X x
1
= dy+ dz dy—x + [ zdz="1 >

1
Therefore, the triple integral in (3.2) is transformed into the integral f oz(x)xzz+ Ldx. Pro-
0

ceeding by analogy, readers can easily calculate the rest integrals in (3.1).
After certain manipulations, we rewrite (3.1) as

1

H(a, p) = / a(x) [F*(A+B)/2+ (A -B)/2 - C(1 - 2x)| dx

0

+/ﬁ(y) [-y*(A+B)/2—(A=B)/2+ C(1 —2y)] dy
0

1

X 1
+ / a(x)dx [(A —x(A+B)-0C) / fOy)dy+(A+C) / ﬂ(y)dy]. 3.3)
0 X

0

The payoff H(a, ) in formula (3.3) has the following representation. The first and second
rows contain expressions with & and f separately, whereas the third row includes their product.
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Now, find the strategies a*(x) and #*(y) that meet the equations
max H(a, f*) = mﬂin H(a*, p) = H(a*, f). (3.4)
Then for any other strategies @ and f§ we have the inequalities
H(a, %) < H(a", f*) < H(a™, B),

i.e., the strategies a*, * form an equilibrium.

B-A 3A-B
<
5.3.2 Equilibrium in the case of — 3¢ < 3430

Assume that, at shot 1, Peter always adheres to whisting: a*(x) = 1. In this case, nothing
depends on Paul’s behavior. Formula (3.1) implies that Peter’s payoff H(a*, f) constitutes the

quantity
111
/ / / [AI {xvz>y} va<y ] dxdydsz.
00 0

Recall that, in formula (3.2),
1 1
2 2 _
H(a*,ﬂ)=A/x +1dx—B[1—/x ;ldx] =2A3 B (3.5)
0 0

Thus, Peter definitely guarantees the payoff =
Now, suppose that Paul applies the strategy

BE(y) = { L, ify2a, (3.6)

0, ify<a,

where a indicates some number from the interval [0, 1]. In this case, the expression (3.3) leads
to

1

H(a,ﬂ*)=/a(X)G(X)dx+/ﬂ*(y) [—
0

0

YA+B) A-B
2

+C(1=2y)|dy, (3.7)

with the function

) B B _ .
G():{x(A+B)/2+2Cx+(A B)/2-C+A+C)1—-a), ifx<a, 3.8)

—x2(A+B)/2+x(A+Ba+BA-B)/2—a(A-C), ifx>a.
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Figure 5.10 The function G(x).

The second term in (3.7) is independent from a(x). And so, Peter’s optimal strategy (which
maximizes the payoff H(a, f*)) takes the form

1, if G(x) > 0,
0, if G(x) <0,
an arbitrary value

in the interval [0, 1], if G(x) = 0.

a*(x) =

(3.9)

Clearly, the function G(x) consists of two parabolas, see (3.8). Below we demonstrate that,

B-A 3A-B

B+C’ 2(A+C)

possesses the curve in Figure 5.10 (for given values of the parameters A, B, C, a).
Indeed, for any a € U, formula (3.8) implies that

if a is an arbitrary value from the interval U = [0, 1] N

] , then the function G(x)

3A-B

G(0)=1¥—C+(A+C)(l—a)== —(A+C)a =0,

. 3A—
since a < =28 and

- 2(A+C)’

G(l)=A-B+aB+C)>0

duetoa > Il;;é. The function G(x) has the curve presented in the figure. And it appears from
(3.9) that the strategy a*(x) maximizing V(a, f*) takes the form a* = 1.

Therefore, if Peter and Paul choose the strategies a* = 1 and f*(y) = [}, respectively,
where a € U, the players arrive at the following outcome. Peter guarantees the payoff of
2A-B

= and Paul will not let him gain more. In other words,

2A—-B
3

max H(a, f*) = mﬁinH(a*, p) =H(a", f*) =

which proves optimality of the strategies a*, f*.
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And so, when ﬁé < 2%2:2) the optimal strategies in the game P are defined by a* = 1

and g*(y) =1 {yza}> where a represents an arbitrary value from the interval U = [0, 1] N
B—A 3A-B + _ 2A-B
[m, a0 |- Moreover, the game has the value H* = =

3A-B B-A
f ——

5.3.3 Equilibrium in the case o 2410 < Bic

Now, suppose that

3A-B _B-A
24+C) B+C’

If Paul adopts the strategy f(y) (3.6), formula (3.8) shows the following. For a belonging to

3A-B B-A | ,ne obtains
2(A+C)’ B+C |’

the interval U =

Goy=2=8 _ut0u<o

Gl)=A-B)+aB+0C)<0.

The curve of y = G(x)—see (3.8)—intersects axis x according to Figure 5.11.
Thus, when Paul prefers the strategy f(y) = I{,»,) with some a € U, the best response of
Peter is the strategy

% _ 1, lfbl stbz,
@® = {o, ifx<bix> by (3-10)

This function admits the compact form a*(x) = I, <,<,}, Where by, b, solve the system of
equations G(b,) = 0, G(b,) = 0. Departing from (3.8), we derive the system of equations

b2‘#+¥—C(1—2b1)+(A+C)(1—a) (3.11)
—bzA;B+b2(A+B)a+AT+A—a(A ) =0. (3.12)
G(x)
0 b a .1 x

Figure 5.11 The function G(x).
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To proceed, assume that Peter follows the strategy (3.10) a*(x) = I{, <,<p,; and find
Paul’s best response f*(y), which minimizes H(a*, #) in . By substituting a*(x) into (3.1),
one can rewrite the function H(a*, ) as

by

1
2
H(a*,ﬂ)=/ﬁ(y)R(y)dy+/ [x (A+B)+A;B—c(1—2x) dx. (3.13)
0

2
by

Here the second component is independent from f(y), and R(y) acquires the form

—?(A+B)/2-2Cy—(A-B)/2+ C+
+(A = O)(by — b)) — (A+ B)(b3 — b])/2, if y < b,

R(y) = - ~(A=B)/2+C+byA~C) - b3(A+B)/2~ | G
—-b(A+0), ifb; <y<b,
—y*(A+B)/2-2Cy—(A-B)/2+ C+
+(A+ )by - by), ifb, <y<1.

L

The representation (3.13) immediately implies that the optimal strategy f*(y) is defined
by the expressions

1, if R(y) < 0,
0, if R(y) > 0,
an arbitrary value

within the interval [0, 1], if R(y) = 0.

pr(y) = (3.15)

Interestingly, the function R(y) possesses constant values on the interval [by, b,]. Set it
equal to zero:
—bgl#+b2(A—C)—b1(A+C)—f%+C=0. (3.16)

Then it takes the form demonstrated in Figure 5.12.

R(y)

Figure 5.12 The function R(y).
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Table 5.2 The optimal strategies of players.

a*(x) = Iy, <x<py) B = 1jy5q)

A B C b, b, a H*

5 6 8 0 1 0.071 1.333
3 4 1 0 1 0.2 0.666
3 5 0 0 1 0.4 0.333
1 20 0 0.948 0.951 0.948 -0.024
1 2 1 0.055 0.962 0.307 —0.344
1 2 2 0.046 0.964 0.229 -0.417
1 2 3 0.039 0.968 0.184 —-0.467
1 2 4 0.034 0.971 0.154 —-0.504
1 4 3 0.288 0.824 0.359 -0.519
1 3 4 0.146 0.892 0.242 -0.592
1 2 20 0.010 0.989 0.044 —-0.669
1 10 10 0.356 0.792 0.392 —1.366
3 8 2 0.282 0.845 0.413 —-2.058

According to (3.15), Paul’s optimal strategy is, in particular, f*(y) = I{y,}, wWhere a
means an arbitrary value from the interval [b,, b,]. The system of equations (3.11), (3.12),
(3.16) yields the solution to the game.

5.3.4 Some features of optimal behavior in preference

B-A _ 3A-B
B+C = 2(A+C)’
whisting, get the talon and open up the cards. His payoff makes up #. Interestingly, if
B < 2A, the game becomes beneficial for him.

However, under A8 B=A he optimal strategy changes. Peter should adhere to whist-

2(A+C) B+C’
ing, when his card possesses an intermediate rank (between low and high ones). Otherwise,
he should pass. Paul’s optimal strategy seems easier. He selects whisting, if his card has a
high denomination (otherwise, Paul passes). This game incorporates the bluffing effect. As
soon as Peter announces passing, Paul has to guess the rank of Peter’s card (low or high).

Table 5.2 combines the optimal strategies of players and the value of this game under
different values of A, B, and C. The value of this game can be computed by formula (3.13)
through substituting f*(y) = I with the values a|, by, b, resulting from the system (3.11),
(3.12), (3.16).

Let us analyze the obtained solution. In the case of Peter should choose

y=a}>

5.4 The preference model with cards play

In the preceding sections, we have modeled different combinations of cards in poker and
preference by a single random variable from the unit interval. For instance, many things in
preference depend on specific cards entering a combination, as well as on a specific sequence
players open up their cards. Notably, cards are revealed one by one, a higher-rank card beats
a lower-rank one, and the move comes to a corresponding player. Here we introduce a natural
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generalization of the previous model when a set of cards of each player is modeled by two
random variables.

Consider a two-player game engaging Peter and Paul. Both players contribute the buy-ins
of 1. In the beginning of a play, each of them is dealt two cards whose denominations represent
random variables within the interval [0, 1]. A player chooses between two alternatives, viz.,
passing or making a bet A > 1. If a player passes, the opponent gets the bank. When Peter
and Paul pass simultaneously, the game is drawn. If both players make bets, they open up the
cards and the winner is the player whose lowest-rank card exceeds the highest-rank card of
the opponent. And the winner sweeps the board.

5.4.1 The preference model with simultaneous moves

First, analyze the preference model with simultaneous moves of players. Suppose that their
cards x;, y;(i = 1,2) make independent random variables uniformly distributed on the interval
[0, 1]. Without loss of generality, we believe that x; < x,,y; < y,.

Reexpress the payoff of player  as the matrix

betting passing

betting [ A((y 5y,) = 1{y,5x,)) 1
passing 1 0 ’

where 14, designates the indicator of A.

Define strategies in this game. Denote by a(x,, x,) the strategy of player /. Actually, this is
the probability that player I makes a bet under given cards x;, x,. Then the quantity @ = 1 — «
characterizes the probability of his passing. Similarly, for player /I, the function f(y;,y,)
specifies the probability of making a bet under given cards y,, y,, whereas B=1-p equals
the probability of his passing.

The expected payoff of player I becomes

1 1 1 1
////{aﬁ—aﬁ+Aaﬂ[1{xl>y2}—1{y1>x2}]}dx,dx2dyldy2
0O 0 0 O

1

1 1

1
2 / dx, / alry. 3, 2 / dy, / BOv1.y2)dys
0

X 0 )

H(a, p)

11

1 1
+4A////a(xl’XZ)ﬂ(yl’yZ)[I{x1>yz}_I{yl>x2}]dxldx2dyldy2
0

x 0 »n

1 1 1 1
=2/dxl/a(x1’xz)dxz—2/d)’1/ﬁ(Y1»J’2)dy2
0 X1 0 Y1
11 1 1 i i
+4A//ﬂ(y1,y2)[/dxl/a(x],xz)dxz—/dxl/a(x],xz)dxz]dyldyz
0 ¥ 2 X 0 X
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X2

0 a X

Figure 5.13 The strategy of player /.

Theorem 5.1 [n the game with the payoff function H(a, p), the optimal strategies take the
form

a*(xy,xp) = I{x22a}’ﬂ*(yl’y2) =1Iy,q)5

L

VA

where a = 1 — —=. The game has zero values.

Proof: Assume that player I applies the strategy a*(x;,x,) =1 {xy>a) (S€€ Figure 5.13), where
1

\/Z

a = 1 — —. Find the best response of player /I. Rewrite the payoff function as

1 1 1 1
H((x*,ﬂ) = 2/ / a*(xl,xZ)dxlde + 2/ / ﬁ(yl’yZ) . R(yl’yz)dyldYZ’ (41)
0 x 0

V1

with the function

—2Ay2(1—a)—Aa2+A—1, if yy<ym<a
ROy =) Avs = 24y, +A - 1, if y<a<y 4.2)
AGE =) =24y, +Ad> +A—1, if a<y <y,

The first summand in (4.1) appears independent from f(y;, y,). Hence, the optimal strategy
of player /I, which minimizes the payoff H(a*, f8), is given by

1, if R,y <0
By, y) = 0, if ROy >0
an arbitrary value from [0, 1], if R(y;,y,) =0.
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Formula (4.2) implies that the function R(y;,y,) depends on y, only in the domains y; <
¥, <aandy; < a <y,. Furthermore, the function R(y;, y,) decreases on this set, vanishing
at the point y, = a due to the choice of a. And so, the first (second) row in (4.2) is always
positive (non-positive, respectively).

The expression in the third row possesses non-positive values in the domain a < y; < y,.
Really, the function R(y;, y,) decreases with respect to both variables y, and y;, ergo reaches its
maximum under y, = a, y; = a (the maximal value equals R(a,a) = Aa> —2Aa+A -1 =0
undera=1— —A).

Therefore, R(y,y,) > 0 for y, < a, and R(y{,y,) < 0 fory, > a.

Consequently, the best strategy of player I lies in f*(yy,y,) = I
1

e
By virtue of the problem symmetry, the best response of player / to the strategy f*(y;,y,) =
I{y,>qy is the strategy a*(x1, X5) = I(, >
Hence it appears that max V(a, f*) = mﬁin V(a*, ), which immediately brings to the
o

yy>a)> where a =1 —

following. The strategies a*, f* form an equilibrium in the game.

5.4.2 The preference model with sequential moves

Now, imagine that the players announce their decisions sequentially.

Player cards move 1 move 2 payment
whisting—
I X1,X)
passing—

— whisting  A[ly 5y — 1y 504]

I V> Y2 — passing 1

— whisting -1

In the beginning of a play, both players contribute the buy-ins of 1. The first move belongs
to player /. He selects between two alternatives, viz., passing or making a bet A > 1. In the
latter case, the move goes to player /I who may choose passing (and the game is over) or
calling the bet. If he calls the opponent’s bet, both players open up the cards. The winner is
the player whose lowest-rank card exceeds the highest-rank card of the opponent. And the
winner gains some payoff A > 1. Otherwise, the game is drawn.
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In such setting of the game, the payoff function of player I acquires the form

1 1 1 1
H(a’ ﬁ) = ////{_&+aE+Aaﬂ[1{xl>yz} _I{yl>x2}]}dxldx2dyldy2
0O 0 0 O

X1

4/dx1/a(x1,x2)dx2—l+2//Ot(xl,xz)[zA/dyl/ﬂ()’lah)d)’z
0

X 0
1 1 1 1

—2A/dy1/ﬂ(y1,y2)dy2—2/dyl/ﬁ(yl,yz)dyz]dxldxz.

X ! 0 V1

Certain simplifications bring us to the expression

1 1 11 1 1
H(a,ﬁ)=4/dx1 /a(x],xz)dx2—1+2//ﬁ(yl,yz)[ZA/dx] /a(xl,xz)de
0 X1 0y » x|

Y1 Y1 1 1
—2A/dx1/a(xl,xz)dxz—Z/dx1/a(xl,x2)dx2]dyldy2.
0 X 0 X

Suppose that player I uses the strategy a*(x;,x,) =1 (xy>a) with some threshold a such
that

a<Z2— 4.3)

Find the best response of player /1. Rewrite the payoff function H(a, ) as

1 1

11
H(a*,p) = //a (x1,xz)dx1dx2—1+2//ﬁ()’pyz)‘R(yp}’z)dyldyz’
0

X1 Y1
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where the function R(y,,y,) takes the form

“24p,(1-a)+A-1(1-d), i y <y, <a
R(y1,yy) = Al = y,)* = (1 = @), if yi<a<y
Al(L=y)* =07 —a)]=(1=d), if a<y <y.

Let us repeat the same line of reasoning as above. Consequently, we obtain that the optimal
strategy f* depends only on the sign of R(y{, y,).

Interestingly, the function R(y;,y,) in the domain y; <y, < a depends merely on y, €
[0,a]. Thus, for a fixed quantity y;, the function R(y;,y,) decreases on this interval and
R(y;,0) > 0. Owing to the choice of a (see formula (4.3)), we have R(y,,a) = A(l — a)? —
(1 —da?) > 0,i.e., the function R(y, y,) is non-negative in the domain y, < y, < a. This means
that, in the domain under consideration, the best response of player I/ consists in f(y;,y,) = 0.

In the domain y, < a < y,, the function R(y,y,) = A(1 — y,)> — (1 — a?) depends on y,
only; moreover, it represents a continuous decreasing function such that R(y,, y, = a) = A(1 —
a)> — (1 —a*) > 0and R(y;,y, = 1) = =(1 — a*) < 0. Hence, there exists a point b € [a, 1)
meeting the condition R(y,, b) = 0. This point b is a root of the equation A(1 — b)?> = 1 — a2,
ie.,

4.4)

And so, the best response f*(y;, y,) of player /I in the domain y; < a < y, takes the form
b () = 11y, >py» Where b is defined by (4.4).
Let us partition the domain a < y; < y, into two subsets, {a < y; < ¢,y; <y,} and {c <

2441 L A-l g Al
A + 1 . Evidently, a < ¢ < b, where a € [0, il

Consider the equation R(y;, y,) = 0 in the domain {a < y; < ¢,y; < y,}. It can be rewrit-
ten as

y1 £y}, wherec=a

A+1  A-1
—_— 4.5
+— 4.5

yi=fn)= \/y§ — 2y, +a?

We see that the function f(y,) is continuous and decreases on the interval y, € [c, b]; in
addition, f(c) = c and f(b) = a.

Therefore, the optimal strategy of player /I in the domain {a < y; < ¢,y; < y,} has the
following form: f*(y;,y,) = 1 for y; > f(y,), and f*(y;,y,) = 0 for y; < f(y,).

The set {c <y; <y,} corresponds to R(y;,y,) <O; thus, the best response lies in
By = 1.

The above argumentation draws an important conclusion. The optimal strategy of player
11 is given by f*(yy, ¥2) = Iy, y,)es)> see Figure 5.14 which demonstrates the set S. Recall
that the boundary of the domain S on the set [a, c] X [c, b] obeys equation (4.5).
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X2 Y2
g S
b I
I
a I ¢ 7777:;77 |
I I |
I I |
I |
I I |
I I |
I I |
1 1 1
0 a X1 0 a c Vi

Figure 5.14 The optimal strategies of players / and /1.

The parameters a, b, and c¢ specifying this domain satisfy the conditions

OSGSCSbSE’
A+
_ Q2AFL AL
c=a 2 +2A, (4.6)
_ 1-a?
b=1 B

Now, suppose that player I applies the strategy f*(y;,y,) =1 {(v.p)e5}> Where the domain
S has the above shape with the parameters a, b, and c¢. According to the definition, the payoff
of player I becomes

1 1

H(a, ﬂ*) = 2/ / a(xl,X2)G(X1,X2)dX1de - 1,

0 x
where the function

X1 1

X1 1
Gxy,xp) = ZA/dy1 ﬁ(yl,yz)dyz—ZA/dyl /ﬂ(yl,yz)dyz
Y1

0 1 X2
1 1
—Z/dyI/ﬂ(yl,yz)dy2+2. 4.7
0 Y

Formula (4.7) implies the following. The function G(x;,x,) is non-increasing in both
arguments and, in the domain x; < x, < a, depends on x, only:

G(xy,xy) = 2Ax(1 = b) = 2AS +2(1 = 9), (4.8)

11
where § = / / B (y1,y2)dy,dy, gives the area of the domain S.
0

Y1
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This quantity can be reexpressed by

b
1-0 ) A+l A=
S = 3 +/<y2—\/y2—2y2+a " +T >dy2. 4.9

c

Due to the conditions imposed on a, b, and c, we have

20=a2AT+1+1% and b% —2b+2c = d.

By virtue of these relations, S takes the form

_ 1_C+a1_b 2c—1
T2 2 2

S

2c—1 ‘
a+b-1|"

Choose a as

S 1-S

In this case, the function G(x, x,) (4.8) possesses negative values in the domain x; < x, < q,
and vanishes on its boundary x, = a: G(x;,a) = 0.

We have mentioned that the function G(x;, x,) is non-decreasing in both arguments, ergo
non-negative in the residual domain x, > a. This fact immediately brings to the following. The
best response a* of player 7/, which maximizes the payoff H(a, ), has the forma™ = I} .

Finally, it is necessary to establish the existence of a solution to the system of equations

(4.6) and (4.10). Earlier, we have shown that any a € [0, 2%] corresponds to unique b, ¢ and

S meeting (4.6) and (4.9). Now, argue that there exists a* such that the condition (4.10) holds
true.

Introduce the function A(a) = A(a, b(a), c(a)) = st - ﬁ
admits the solution a*, since A(a) is continuous and takes values of different signs in the

limits of the interval [O a-l ]

— a. The equation A(a) = 0

> A+1
—_— 2 . . . . .
Indeed, A(a =0) = W > 0 under A > 1, since this function increases in A
. e _ A1) A-1?
and vanishes if A = 1. Furthermore, A (a = ) = —2G+D < 0.

The resulting solution is formulated as

Theorem 5.2  The optimal solution of the game with the payoff function H(a, B) is defined
by

@ (x1,20) = Lyy20rys B 01 32) = Ly, ypes)s
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where a, b, ¢, and S follow from the system of equations

(s 1-S _

% " apy —4=0

_ 1= 1-b 2c—1 2c—1
§= 2 ta 2 + 2 L a+h—1|’
A 2441 | A

- 24 24

—g2
b=1- lAa ,

and the set S is described above.

Table 5.3 provides the parameters of optimal strategies in different cases. Obviously, the
game has negative value. The unfairness of this game for player / can be explained as follows.
He moves first and gives some essential information to the opponent; player /I uses such

information in his optimal game.

I 1 I 1

H(a*, p*) = -1 +4//a*(xl,xz)dxldx2+2//ﬁ*(yl,yz)R(yl,yQ)dxldxzdyldyQ
X1

0 0

1

=1-2a*+ %Aa3(b -+ Z{a/[A(l —)? = (1 —a®)ldy+

c

b 1 »
A
+§/(y2—2y+2c)3/2dy+/dy2/[A(1 —y)? =AY —a®) — (1 —a)ldy,
c C a

b
—/ V2 =2y +2c[A(1 —y)> + Ad® — (1 — az)]dy}.

Table 5.3 The parameters of optimal strategies.

A a b c S H(a*, p*)
1.00 0.0000 0.0000 0.0000 0.5000 0.0000
2.00 0.2569 0.3166 0.2995 0.4503 —0.0070
3.00 0.3604 0.4614 0.4199 0.3956 —0.0302
4.00 0.4248 0.5473 0.4878 0.3538 —0.0590
5.00 0.4711 0.6055 0.5331 0.3215 —0.0883
6.00 0.5069 0.6481 0.5665 0.2957 —0.1163
7.00 0.5359 0.6809 0.5927 0.2746 —0.1424
8.00 0.5600 0.7071 0.6139 0.2569 —0.1667
9.00 0.5806 0.7286 0.6317 0.2418 —0.1892

10.00 0.5984 0.7466 0.6469 0.2287 —-0.2100
100.00 0.8600 0.9489 0.8685 0.0533 —0.6572
1000.00 0.9552 0.9906 0.9561 0.0099 —0.8833
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Remark 5.1 Inthe symmetrical model with two cards, the optimal strategies of both players
are such that calling a bet appears reasonable only while having a sufficiently high card. The
second card may possess a very small denomination. In the model with sequential moves, the
shape of the domain S demonstrates an important aspect. The optimal strategy of player I/
prescribes calling a bet if one of his cards has a sufficiently high rank or both cards have an
intermediate denomination (in some cases only).

5.5 Twenty-one. A game-theoretic model

Twenty-one is a card game of two players. A pack of 36 cards is sequentially dealt to
players, one card by one. In the Russian version of the game, each card possesses a certain
denomination (jack—2, queen—3, king—4, ace—11; all other cards are counted as the
numeric value shown on the card). Players choose a certain number of cards and calculate
their total denomination. Then all cards are opened up, and the winner is the player having
the maximal sum of values (yet, not exceeding the threshold of 21). If the total denomination
of cards held by a player exceeds 21 and the opponent has a smaller combination, the latter
wins anyway. In the rest cases, the game is drawn. Twenty-one (also known as blackjack)
is the most widespread casino banking game in the world. A common strategy adopted by
bankers lies in choosing cards until their sum exceeds 17.

5.5.1 Strategies and payoff functions

Let us suggest the following structure as a game-theoretic model of twenty-one. Suppose
that each player actually observes the sum of independent identically distributed random
variables

n

® = § 0 =

O =3 a0 k=12
i=1

For simplicity, assume that the cards {xEk) },i=1,2,... have the uniform distribution on the
interval [0, 1]. Set the threshold (the maximal admissible sum of cards) equal to 1.

Imagine that a certain player employs a threshold strategy u, 0 < u < 1, 1.e., stops choosing
cards when the total denomination s,, of his cards exceeds u. Denote by 7 the stopping time.
Therefore,

t=min{n >1:5, > u}.

To define the payoff function in this game, we should find the distribution of the stopping
sum s,.
Reexpress u <x <1 as

(o] o0
P{s, <x}= ZP{sn <x,7=n}= ZP{SI <., S, L u,s, €[u,xl]}.
n=1 n=1
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Then

un—l

(n—1)!

P{s, <x} = Z (x — u) = exp(u)(x — u). 5.1
n=1

Hence, the stopping probability takes the form
P{s,>1} =1-=P{s, <1} =1 —exp)(1 —u). (5.2)

Now, it is possible to construct an equilibrium in twenty-one. Assume that player /7 uses
the threshold strategy u. Find the best response of player /.

Let sill) = x be the current value of player / sum. If x < u, the expected payoff of player /
at stoppage becomes

— 2) 2) _ 2)
h(x|u) = +P{s(T2 > 1} —P{s(T2 <l1l}= 2P{s(T2 >1} -1
In the case of x > u, the expected payoff is given by
hxlu) = +P{s2 < x} + P{s& > 1) = Plx <5 < 1)
_2 [P{s(é) <x}+P(sD > 1}] ~ 1

Taking into account (5.1) and (5.2), we obtain the following. Under stoppage in the state
x, the payoff becomes

h(x|u) =2 [exp(u)(x —u)+ 1 —expu)(l — u)}] —1=1-2expu)(l —x).
If player I continues and stops at next shot (receiving some card y), his payoff constitutes

1 —2exp(u)(l —x—y) for x+y<1 and —P{sg) <1} =—exp(w)(l —u) for x+y> 1.
Hence, the expected payoff in the case of continuation is

1-x 1
Ph(x|u) = / (1 -2expu)(l —x—y))dy— / exp(u)(1 — u)dy.
0 1—

X

Certain simplifications yield
Ph(x|u) = 1 —x —exp(u) (1 —x(1 +u) + x?) .

Obviously, the function A(x|u) increases monotonically in x under x > u, whereas Ph(x|u)
decreases monotonically. This fact follows from negativity of the derivative

P,
w = —1 4+ exp(u)(1 + u — 2x),
X

since for u > 0 and x > u we have

exp(—u)>1—u>1+u—2x
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Therefore, being aware of player /7 strategy u, his opponent can evaluate the best response

by comparing the payoffs in the case of stoppage and continuation. The optimal threshold x,,
satisfies the equation

h(x|u) = Ph(x|u),
or
1—2expu)(l —x) =1 —x —exp(u) (1 — x(1 +u) +x*) .
Rewrite the last equation as
x =exp(u) (1 —x(1 —u) —x?). (5.3)
Due to monotonicity of the functions i(x|u) and Ph(x|u), such threshold is unique (if exists).

By virtue of game symmetry, an equilibrium must comprise identical strategies. And so,
we set x,, = u. According to (5.3), such strategy obeys the equation

u

1-—

exp(u) = 5.4)
The solution to (5.4) exists and is u* ~ 0.659.

Thus, both players have the following optimal behavior. They choose cards until the total
denomination exceeds the threshold u* = 0.659. Subsequently, they stop and open up the
cards. The probability of exceeding this threshold becomes

P{s,>1} =1—-expw)(1 —u) =1—-u = 0.341.

Remark 5.2  To find the optimal strategy of a player, we have compared the payoffs in
the case of stoppage and continuation by one more shot. However, rigorous analysis requires
comparing the payoffs in the case of continuation by an arbitrary number of steps. Chapter 9
treats the general setting of optimal stoppage games to demonstrate the following fact.
In the monotonous case (the payoff under stoppage does not decrease and the payoff under
continuation by one more shot does not increase), it suffices to consider these payoff functions.

5.6 Soccer. A game-theoretic model of resource allocation

Imagine coaches of teams [ and /I, allocating their players on a football ground. In a real
match, each team has 11 footballers in the starting line-up. Suppose that the goal of player /
(player II) is located on the right (left, respectively) half of the ground. Let us partition the
ground into 7 sectors. For convenience, assume that 7 is an odd number. A match starts in the
center belonging to sector m = (n + 1)/2 and continues until the ball crosses either the left
or right boundary of the ground—the goal line (player I or player II wins, respectively).
Represent movements of the ball as random walks in the state set {0, 1,...,n,n+ 1},
where 0 and n + 1 indicate absorbing states (see Figure 5.15). Assume that each state i €
{1,...,n} is associated with transition rates (probabilities) p; and ¢; = 1 — p; to state i — 1
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Figure 5.15 Random walks on a football ground.

(to the right) and to state i + 1 (to the left) in a given sector, respectively. These probabilities
depend on the ratio of players in the sector. A natural conjecture lies in the following. The
higher is the number of team / players in sector 7, the greater is the probability of ball transition
to the left. Denote by x; (y;) the number of team [ players (team /I players, respectively) in
sector i. In this case, we believe that the probability p; is some non-increasing differentiable
function g(x;/y;) meeting the condition g(1) = 1/2. In other words, random walks appear
symmetrical if the teams accommodate identical resources in this sector. For instance, g can
be defined by g(x;/y;) = y;/(x; +¥;)). In contrast to the classical random walks, transition
probabilities depend on a state and strategies of players.

Let z; designate the probability of player / win provided that the ball is in sector i. With
the probability ¢g;, the ball moves either to the left, where player / wins with the probability
7;_1, or to the right, where player I wins with the probability #;, ;. Write down the system of

Kolmogorov equations in the probabilities {rz;},i =0, ...,n+ 1:
T =4t P17y,
T, =47 +pi7ri+l’ i=1,...,7’l, (61)

Ty = q4pTty—1-

The first and last equations take into account that 7y = 1,7, = 0. Sets; = ¢;/p;,i=1,...,n
and redefine the system (6.1) as
Ty — 7y = Sl(l —xl),
T — iy =Si(”i—1 —77,'1'), i= 1,...,1’1, (62)
7w, = 8,(m,_| —m,).

Now, denote ¢; = s, ...s;,i =1,...,n and, using (6.2), find 7, = c,(1 — z) and xz; —
i1 =c(1—m)fori=1,...,n— 1. Summing up these formulas gives

7[1 = (Cl + e 4 Cn)(l - 77:1),
whence it follows that 7; = (¢; + --- +¢,)/(1 + ¢ + --- +¢,) and

cit+ci +-+c
;= ! i+ n’ i=2,...,l’l. (63)
1+C1 + .- +Cn
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Therefore, for a known distribution of footballers by sectors, it is possible to compute the
quantities

= 8(x;/y))
= Ji=1,..n, 6.4
‘i ,H 8(x;/y)) " 4

and the corresponding probabilities z; of teams in each situation i. For convenience,
suppose that players utilize unit amounts of infinitely divisible resources. The strategy

of player I consists in a resource allocation vector x = (x,...,x,),x; > 0,i=1,...,n by
n

different sectors, where ) x; = 1. Similarly, as his strategy, player II chooses a vector
]
' n
Y=Y, 2 0,j=1,...,n, where Zyj =1.
j=1
Player [ strives for maximizing r,,, whereas player /I seeks to minimize this probability.
To evaluate an equilibrium in this antagonistic game, construct the Lagrange function

Lx,y)=nm, + A0y + - +x, - D+ AL+ +y,— 1),

and find the optimal strategies (x*, y*) from the condition 0L/dx = 0,0L/dy = 0.
Notably,

aﬂ aC
axk ]; ac; 0xk

According to (6.4),
ac;
— =0, fork > j.
6xk
Hence,
or,, 0
. 6.5
0xk JZ dc; 0xk 65)
If j > k, we have
ac; g(5)
d_j = - m oS G = —akcj,j =k, ...,n. (6.6)
%o ne(E)(1-eGE))
It appears from (6.5) and (6.6) that, under k > m,
L+c)+ - +c¢,
aci) + 4
dxk Z(1+c1+ +c )2( KP4
a
=— k (Lt ¢y 4 4 Cpy)ep + - +0,) + 4y 6.7)

(I4cp+-+¢,)?
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In the case of k < m,

n

m—1
oL —(c,, + - +¢,) Il+c;+-+c,_p)
— = E = — (—ac) + E 1 >
axk (1+C1+"'+Cn) (1+Cl+“'+Cn)

(—acp) + 4
Jj=k j=m
&
T Ut +ote )2(1 ot oGt G) Ay (6.8)
L+t

The expressions (6.7) and (6.8) can be united:

oL _ _ %
0x;, (I+c¢;++¢,)?

A +cp+ -+ o) Cpr + -+ ) + A, (6.9)

where i Aj = min{i,j} and i Vj = max{i,j}.
Similar formulas take place for dL/dy,,k =1, ..., n. First, we find

de 0 ifj <k
= %8 (k) (6.10)
= Vk Xi e .
ey = Sy, ifj >k,
R0 isGhA—g(EN Y w K T
and then
oL _ X Xk

a_yk = y_k(1+c n c )2(1+Cl+"'+Cmvk_1)(cmvk+"'+Cn)+j.2. (611)
1T n

Now, evaluate the stationary point of the function L(x, y). The condition dL/dx; = 0 and
the expression (6.9) with k = 1 lead to the equation

Cpt o+,
[24] 3
(1 +cp+ - +Cn)

/11 =
Accordingly, the condition dL/dy; = 0 and (6.11) yield the equation

A =21,
2 i 1

In the case of k > 2, the conditions dL/dx; = 0,0L/0dy, = 0 imply the following. Under
k > m, we have the equalities

o (1 +cy+ -+, e + - +¢,) = ay(c,, + - +¢,), (6.12)
X X :
y_l;ak(l tept e, e+ +e,) = y—lal(cm + -+ ).

If kK < m, we obtain

(Zk(l +cp+ -+ Ck—l) =ay,

Xk X1
Zo(1+cy+ - +c,q)==a.
o i 1 m—1) |

(6.13)
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It appears from (6.12)—(6.13) that

Xk

=2 forallk=1.....n.
X1 Y1

n n
Since Y x; = Y, y; = 1, summing up these expressions brings to x; = y; and, hence,
k=1 k=1

x=y,k=1,..,n

In an equilibrium, both players have an identical allocation of their resources.

According to the condition g(1) = 1/2 and the definition (6.4), the fact of identical
allocations requires that

It follows from (6.12)—(6.13) that

%al for k < m,
ak =

n—m+1
presrL for k > m.

Formula (6.6) shows that a; = 4g’(1)/y, in an equilibrium. Therefore, y, = y,a;/ay,
which means that

ky, fork <m
X = Vi = m(n—k+1)

i) V1 for k > m.

Sumup all y, overk =1, ..., n:

Dk + zlmﬂiﬁiﬁy 1( 5

m
(B imn %)
k=1 gy Mmm+ 1 = on-m+l &4
_ m(m+1)+ m (n—mn—-m+1)\  mn+1)
=N 2 n—m+1 2 T
n
Having in mind that ) y, = 1, we gety, = D
k=1
Thus,
2k fork <m
m(n+1)

2n—k+1)
(n+1)(n—m+1) for k > m.
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A match begins in the center of the ground: m = (n + 1)/2. Consequently, the optimal
distribution of players on the ground is given by

4k

e =Yk = am—kt1)
(n+1)?)

(6.14)

fork> (n+1)/2.

Remark 5.3  Obviously, the optimal distribution of players has a triangular form. Moreover,
players must be located such that the ball demonstrates symmetrical random walks. Suppose
that a football ground comprises three sectors, namely, defense, midfield, and attack. Accord-
ing to (6.14), the optimal distribution must be x* = y* = (1/4,1/2,1/4). In other words, the
center contains 50% of resources, and the rest resources are equally shared by defense and
attack. In real soccer with 11 footballers in the starting line-up, an equilibrium distribution
corresponds to the formations (3, 6,2) or (3,5, 3).

Exercises

1. Poker with two players.

In the beginning of the game, players I and II contribute the buy-ins of 1. Subse-
quently, they are dealt cards of ranks x and y, respectively. Each player chooses between
two strategies—passing or playing. In the second case, a player has to contribute the
buy-in of ¢ > 0. The extended form of this game is illustrated by Figure 5.16.

I

passing

11

assing playing

X(c+1)

playing passing

playing passing +1 +1

*(ct1) -1

Figure 5.16 Poker with two players.

The player whose card has a higher denomination wins. Find optimal behavioral

strategies and the value of this game.
2. Poker with bet raising.

In the beginning of the game, players / and II contribute the buy-ins of 1. Subse-
quently, they are dealt cards of ranks x and y, respectively. Each player chooses among
three strategies—passing, playing, or raising. In the second and third cases, players
have to contribute the buy-in of ¢ > 0 and d > 0, respectively. The extended form of
this game is illustrated by Figure 5.17.

Find optimal behavioral strategies and the value of this game.
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T(+c+d) —(c+1)
Figure 5.17 Poker with two players.

Poker with double bet raising.

In the beginning of the game, players / and II contribute the buy-ins of 1. Subse-
quently, they are dealt cards of ranks x and y, respectively. Each player chooses among
three strategies—passing, playing, or raising. In the second (third) case, players have to
contribute the buy-in of 2 (6, respectively). The extended form of this game is illustrated
by Figure 5.18.

assin
1 i gi 3 *1

passing

Figure 5.18 Poker with two players.

Find optimal behavioral strategies and the value of this game.
Construct the poker model for three or more players.

Suggest the two-player preference model with three cards and cards play.
The exchange game.

Players I and II are dealt cards of ranks x and y; these quantities represent inde-
pendents random variables with the uniform distribution on [0,1]. Having looked at his
card, each player may suggest exchange to the opponent. If both players agree, they
exchange the cards. Otherwise, exchange occurs with the probability of p (when one of
players agrees) or takes no place (when both disagree). The payoff of a player is the
value of his card. Find the optimal strategies of players.

The exchange game with dependent cards.

Here regulations are the same as in game no. 6. However, the random variables x

and y turn out dependent—they possess the joint distribution

S,y =1—-y(1-2x)(1-2y), 0<x,y<1.

Find optimal strategies in the game.
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Construct the preference model for three or more players.
Twenty-one.
Two players observe the sums of independent identically distributed random vari-

ables SV = Z P and §@ = Z £, where x\V and x{? have the exponential distribu-
=1
tion with the parameters A and Ay. The threshold to-be-not-exceeded equals K = 21.

The winner is the player terminating observations with a higher sum than the opponent
(but not exceeding K). Find the optimal strategies and the value of the game.
Twenty-one with Gaussian distribution.

Consider game no. 9 with the observations defined by S(l) Z(x(l))Jr and S(Z)

i=1

n

2(x§2))+, (at = max(0, a)), where x,(»l) and xl(-z) have the normal distributions with
i=1
different mean values (a; = —1 and a, = 1) and the identical variance ¢ = 1. Find the
optimal strategies and the value of the game.
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Negotiation models

Introduction

Negotiation models represent a traditional field of research in game theory. Different negoti-
ations run in everyday life. The basic requirements to negotiations are the following:

1. a well-defined list of negotiators;

2. a well-defined sequence of proposals;
3. well-defined payoffs of players;

4. negotiations finish at some instant;

5. equal negotiators have equal payoffs.

6.1 Models of resource allocation

A classical problem in negotiation theory lies in the so-called cake cutting (see Figure 6.1).
The word “cake” represents a visual metaphor, actually indicating any (homogeneous or
inhomogeneous) resource to-be-divided among parties with proper consideration of their
interests.

6.1.1 Cake cutting

Imagine a cake and two players striving to divide it into two equal pieces. How could this be
done to satisfy both players? The solution seems easy: one participant cuts the cake, whereas
the other chooses an appropriate piece. Both players are satisfied—one believes that he has

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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Figure 6.1 Cake cutting.

cut the cake into equal pieces, whereas the other has selected the “best” piece. We call the
described procedure by the cutting-choosing procedure.

Now, suppose that cake cutting engages three players. Here the solution is the following
(see Figure 6.2). Two players divide the cake by the cutting-choosing procedure. Subsequently,
each of them divides his piece into three equal portions and invites player 3 to choose the best
portion. All players are satisfied—they believe in having obtained, at least, 1/3 of the cake.

In the case of n players, we can argue by induction. Let the problem be solved for playern —
1: the cake is divided into n — 1 pieces and all n — 1 players feel satisfied. Subsequently, each
player cuts his piece into n portions and invites player n. The latter chooses the best portion
and his total portion of the cake makes up (n — 1) X m = % All n players are satisfied.

Even at the current stage, such cake cutting procedure is subjected to criticism. For
instance, consider the case of n > 3 players; a participant that has already shared his piece
with player n can be displeased with that another participant does the same (shares his piece
with player n). On the one hand, he is sure of that his piece is not smaller than 1/n. At the
same time, he can be displeased with that his piece appears smaller than the opponent’s one.

Therefore, the notion of “fairness” may have different interpretations. Let us discuss this
notion in a greater detail. In this model, players are identical but estimate the size of the

I I I

Figure 6.2 Cake cutting for three players.
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Figure 6.3 Cake cutting by the moving-knife procedure.

cake in various ways (the cake is homogeneous). In the general case, the problem seems
appreciably more sophisticated.

Analysis of the cake cutting problem can proceed from another negotiation model. Sup-
pose that there exists an arbitrator moving a long knife along the cake (thus, gradually
increasing the size of a cut portion). It is comfortable to reexpress the cake as the unit
segment (see Figure 6.3), where the arbitrator moves the knife left-to-right. As soon as a
participant utters “Stop!”, he receives the given piece and gets eliminated from further allo-
cation. If several participants ask to stop simultaneously, choose one of them in a random
way. Subsequently, the arbitrator continues this procedure with the rest of the participants.
Such cake cutting procedure will be called the moving-knife procedure.

If participants are identical and the cake appears homogeneous, the optimal strategy
consists in the following. Stop the arbitrator when his knife passes the boundary of 1/n.
Before or after this instant, it is non-beneficial to stop the arbitrator (some participant gets a
smaller piece).

6.1.2 Principles of fair cake cutting

The above allocation procedures enjoy fairness, if all participants identically estimate different
pieces of the cake.

We identify the basic principles of fair cake cutting. Regardless of players’ estimates,
the cutting-choosing procedure with two participants guarantees that they surely receive the
maximal piece. Player I achieves this during cutting, whereas his opponent—during choosing.
In other words, this procedure agrees with the following principles.

P1. The absence of discrimination. Each of n participants feels sure that he receives, at
least, 1/n of the case.

P2. The absence of envy. Each participant feels sure that he receives not less than other
players (does not envy them).

P3. (Pareto optimality). Such procedure gives no opportunity to increase the piece of any
participant such that the remaining players keep satisfied with their pieces.

The moving-knife procedure also meets these principles for two participants. Imagine that
the knife passes the point, where the left and right portions are adequate for some participant.
Then he stops the arbitrator, since further cutting reduces his piece. For another player, the
right portion seems more beneficial.

Nevertheless, principle P2 (the absence of envy) is violated for three players in both
procedures. Consider the cutting-choosing procedure; a certain player can think that cake
cutting without his participation is incorrect. In the case of the moving-knife procedure,
a player stopping the arbitrator first (he chooses 1/3 of the cake) can think the following.
According to his opinion, further allocation is incorrect, as one of the remaining players
receives more than 1/3 of the cake.
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Arbitrator

| I

0 1

Figure 6.4 Cake cutting with an arbitrator: the case of three players.

Still, there exists the moving-knife procedure that matches the principle of the absence of
envy for three players. Actually, it was pioneered by W. Stromquist [1980]. Here, an arbitrator
moves the knife left-to-right, whereas three players hold their knives over the right piece (at
the points corresponding to the middle of this piece by their viewpoints—see Figure 6.4). As
some player utters “Stop!”, he receives the left piece and the remaining players allocate the
right piece as follows. The cake is cut at the point corresponding to the middle-position knife
of these players. Moreover, the player holding his knife to the left from the opponent (closer
to the arbitrator), receives the greater portion.

The stated procedure satisfies principle P2. Indeed, the player stopping the arbitrator
estimates the left piece not less than 2/3 of the right piece (not smaller than the portions
received by other players). His opponents estimate the cut (left) piece not smaller than their
portions (in the right piece). Furthermore, each player believes that he receives the greatest
piece. Unfortunately, this procedure could not be generalized to the case of n > 3 players.

6.1.3 Cake cutting with subjective estimates by players

Let us formalize the problem. Again, apply the negotiation model with a moving knife. For
this, reexpress a cake as the unit segment (see Figure 6.3). An arbitrator moves a knife left-to-
right. As soon as a participant utters “Stop!”, he receives the given piece and gets eliminated
from further allocation. Subsequently, the arbitrator continues this procedure with the rest
participants.

Imagine that players estimate different portions of the cake in different ways. For instance,
somebody prefers a rose on a portion, another player loves chocolate filler or biscuit, etc.
Describe such estimation subjectivity by a certain measure. Accordingly, we represent the
subjective measure of the interval [0, x] for player i by the distribution function M;(x) with
the density function y;(x), x € [0, 1]. Moreover, set M;(1) = 1,i =1, ..., n, which means the
following. When the arbitrator’s knife passes the point x, player i is sure that the size of
the corresponding piece makes M;(x), i = 1, ..., n. Then, for player i, the half of the cake is
either the left or right half of the segment with the boundary x : M;(x) = 1/2. Assume that
the functions M;(x),i = 1, ..., n appear continuous.

Consider the posed problem for two players. Players I and I strive for obtaining the half
of the cake in their subjective measure. Allocate the cake according to the procedure below.

Denote by x and y the medians of the distributions M, and M,, i.e., M (x) = M,(y) = 1/2.
If x <y, then player I receives the portion [0, x], and his opponent gets [y, 1]. In the case of
x <y, give the players the additional pieces [x, z] and (z, y], respectively, where z : M/(z) =
1 — M,(2). Both players feel satisfied, since they believe in having obtained more than the
half of the cake.
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Now, suppose that x > y. Then the arbitrator gives the right piece [y, 1] to player I and
the left piece [0, x] to player II. Furthermore, the arbitrator grants additional portions to the
participants, (z,x] (player I) and [y, z] (player II), where z : M,(z) = 1 — M(2). Again, both
players are pleased—they believe in having obtained more than the half of the cake.

Example 6.1 Take a biscuit cake with 50% chocolate coverage. For instance, player /
estimates the chocolate portion of the cake two times higher than the biscuit portion. Con-
sequently, his subjective measure can be defined by the density function p(x) =4/3,x €
[0,1/2] and p(x) =2/3,x € [1/2,1]. Player II has the uniformly distributed measure on
[0, 1]. The condition M| (z) = 1 — M,(z) brings to the equation

4/3z=1-72,
yielding the cutting point z = 3/7.

Example 6.2 Imagine that the subjective measure of player / is determined by M;(x) =
2x — x2,x € [0, 1], whereas player II possesses the uniformly distributed measure on [0, 1].
Similarly, the condition M, (z) = 1 — M,(z) leads to the equation

2z-7=1-z

Its solution yields the cutting point z = (3 — \/g) /2 =~ 0.382. As a matter of fact, this repre-
sents the well-known golden section.

Now, consider the problem for n players. Demonstrate the feasibility of cake cutting such
that each player receives a piece exceeding 1/n. Let the subjective measures M;(x),x € [0, 1]
be defined for all players i = 1, ..., n. Choose a point x; meeting the condition

_max {M;(x))} =1/n.

Player i; corresponding to the above maximum is called player 1. Cut the portion [0, x]
for him. This player feels satisfied, since he receives 1/n. For the rest players, the residual
piece [x, 1] has a higher subjective measure than 1 —M;(x;) > 1—1/n,i =2,...,n. Then
we choose the next portion (x;, x,] such that

_max {M;(x,)} =2/n.

By analogy, the player corresponding to this maximum is said to be player 2. He receives
the portion (x,x,]. Again, this player feels satisfied—his piece in the subjective measure
is greater or equal to 1/n. The remaining players are also pleased, as the residual piece
(x5, 1] possesses the subjective measure not smaller than 1 — 2/n for them. We continue the
described procedure by induction and arrive at the following result. The last player obtains
the residual piece whose subjective measure is not less than 1 — (n — 1)/n = 1/n.

Therefore, we have constructed a procedure guaranteeing everybody’s satisfaction (each
player receives a piece with the subjective measure not smaller than 1/n).

Nevertheless, this procedure disagrees with an important principle as follows.
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The principle of equality (P4) is a procedure, where all players get identical pieces in
their subjective measures.

6.1.4 Fair equal negotiations

We endeavor to improve the cake cutting procedure suggested in the previous subsection. The
ultimate goal lies in making it fair in the sense of principle P4.

Let us start similarly to the original statement. Introduce the parameter z and, for the time
being, believe that 0 < z < 1/n. Choose a point x; such that

‘max {M;(x))} =z
i=1,..., n
Player i; corresponding to this maximum is called player 1; cut the portion [0, x;] for him.
According to the subjective measure of this player, the portion has the value z.

Choose the next portion (x;,x,] by the condition

i£?¥n{Mi(x2) —-M(x)} =z

The player corresponding to the above maximum is called player 2; cut the portion (x;, x,]
for him. In the subjective measure of player 2, this portion is estimated by z precisely. Next,
cut the portion for player 3, and so on. The procedure repeats until the portion (x,,_,, X,,_;] is
cut for player n — 1. Recall that x,,_; < 1. And finally, player n receives the piece (x,_;, 1].

As the result of this procedure, each of players { 1, 2, ... ,n — 1} possesses a piece estimated
by z in his subjective measure. Player n has the piece (x,,_;, 1]. While z is smaller than 1/n,
this piece appears greater or equal to z (in his subjective measure).

Now, gradually increase z by making it greater than 1/n. Owing to continuity and mono-
tonicity of the functions M;(x), the cutting points x;(i = 1, ..., n — 1) also represent continuous
and monotonous functions of argument z such that x; <x, < ... < x,_;. Moreover, the sub-
jective measure of player n, 1 — M, (x,_,), decreases in z (from 1 down to 0). And so, there
exists z* meeting the equality

Ml(.xl) = Mz(.Xz) —Mz(.xl) =...= Mn(l) —Mn(.xn_l) = Z*.

The modified procedure above leads to the following. Each player gets the piece of value
1/n + z* in his subjective measure. All players obtain equal pieces, negotiations are fair.

Example 6.3 Consider the cake cutting problem for three players whose subjective mea-
sures are defined by the following density functions. The subjective measure of player 1
takes the form M, (x) = 2x — x2,x €[0,1] (he prefers the left boundary of the cake). Player 2
has the uniformly distributed subjective measure. And the density function for player 3 is
given by u(x) = |2 — 4x|,x € [0, 1] (he prefers boundaries of the cake). Then the distribution
functions acquire the form M, (x) = 2x — x2, M, (x) = x,x € [0, 1], and M5(x) = 2x — 242, for
x€[0,1/2],and M3(x) =1 —2x + 2x2, for x € [1/2,1] (see Figure 6.5).

The condition M, (x;) = M,(x,) — M5(x;) = 1 — M;(x,) brings to the system of equations

2x, —x%:xz—xl =1—(1—2x2+2x§).
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L
2

Figure 6.5 The subjective measures of three players.

Its solution gives the cutting points x; =~ 0.2476,x, ~ 0.6816. Each player receives a piece
estimated (in his subjective measure) by z* &~ 0.4339, which exceeds 1/3.

6.1.5 Strategy-proofness

Interestingly, the negotiation model studied in subsection 6.1.4 compels players to be fair.
We focus on the model with two players. Suppose that, e.g., player 2 acts according to his
subjective measure M,, whereas player 1 reports another measure M 1 to the arbitrator. And
each player knows nothing about the subjective preferences of the opponent.

In this case, it may happen that the median m, (m’l) of the distribution M| (M ;) lies to the
left (to the right, respectively) from that of the distribution M,. By virtue of the procedure,
player 1 gets the piece from the right boundary (m'1 , 11, which makes his payoff less than 1/2.

6.1.6 Solution with the absence of envy

The procedure proposed in the previous subsections ensures cake cutting into identical por-
tions in the subjective measures of players. Nevertheless, this does not guarantee the absence
of envy (see principle P2). Generally speaking, the subjective measure of some player i may
estimate the piece of another player j higher than the subjective measure of the latter. To
establish the existence of such solution without envy, introduce new notions.

Still, we treat the cake as the unit segment [0, 1] to-be-allocated among n players.

Definition 6.1 An allocation x = (xy, ... ,x,) is a vector of cake portions of appropriate
players (in their order left-to-right). Consequently, x; > 0,j =1, ...,n and Z;’:l xi=1

The set of allocations forms a simplex S in R". This simplex possesses nodes e; =
O,...,0,1,0,...,0), where I occupies position i (see Figure 6.6). Node e; corresponds
to cake cutting, where portion i makes the whole cake. Denote by S; = {x € S : x; = 0} the
set of allocations such that player i receives nothing.
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Figure 6.6 The set of allocations under n = 3.

~ Assume that, for each player i and allocation x, there is a given estimation function
f,»] x), i,j=1,...,n, for piece j. We believe that this function takes values in R and is contin-
uous in x. For instance, in terms of the previous subsection,

S0 = Myxy + - +x) = My + - +x,29), bj=1,...,n.

Definition 6.2 For a given allocation x = (xy, ..., x,), we say that player i prefers piece j if
A > i vk=1,...n.

Note that a player may prefer one or more pieces. In addition, suppose that none of the
players prefer an empty piece.

Then an allocation, where each player receives the piece he actually prefers, matches the
principle of the absence of envy.

Theorem 6.1 There exists an allocation with the absence of envy.

Proof: Denote by Aj; the set of x € S such that player i prefers piece j. Since the functions

f,»j (x) enjoy continuity, these sets turn out closed. For any player i, the sets A; cover S
(see Figure 6.7). Moreover, due to the assumption, none of players prefers an empty piece.
Hence, it follows that the sets A; and S; do not intersect for any 7, j.

Consider the sets

Bij =My (S—Ay), ij=1,....n.

Figure 6.7 The preference set of player i.
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For given i and j, B;; represents the set of all allocations, where player i prefers only piece j.
This is an open set. The sets B;; do not cover § under a fixed i. The set § — U;B;; consists of
boundaries, where a player may prefer two or more pieces.

Now, introduce the structure U] = UiBij. In fact, this is a set of allocations such that
a certain player prefers piece j exclusively. Each set U; is open and does not intersect S;.
Consider U = n;U;. To prove the theorem, it suffices to argue that the set U is non-empty.
Indeed, if x € U, then x belongs to each U;. In other words, piece j is preferred by some
player only. Recall that the number of players and the number of pieces coincide. Therefore,
each player prefers just one piece. And we have to demonstrate non-emptiness of U.

Lemma 6.1 The intersection of sets Uy, ... , U, is non-empty.

Proof: We will consider two cases. First, suppose that the sets Uj, j=1,...,ncoverS.

Let dj(x) be the distance from the point x to the set S — UJ and denote D(x) = Ej dj(x).
Since § = UjUj, then x belongs to some Uj and dj(x) > 0. Hence, D(x) > O for all x € S.
Define the mapping f : § — S by

" d(x)
fx) = Z %ej.
=1

This is a continuous self-mapping of the simplex S, where each face S; corresponds to the
interior of the simplex S. Really, if x € S; (i.e., x; = 0), then x & U;, since the sets U; and S;
do not intersect. In this case, d;(x) > 0, which means that component i of the point f(x) is
greater than 0.

By Brouwer’s fixed-point theorem, there exists a fixed point of the mapping f(x), which
lies in the interior of the simplex S. It immediately follows that there is an allocation x such
that d;(x) > O for all j. Consequently, x € U; forallj=1,...,n,ergox € U.

The case when the sets Uj,j =1,...,n do not cover S can be reduced to case 1. This is
possible if the preferences of some players coincide (for such allocations, all players prefer
two or more pieces). Then we modify the preferences of players and approximate the sets A;;
by the sets A;j., where all preferences differ. Afterwards, we pass to the limit.

This theorem claims that there exists an allocation without envy; each player receives a
piece estimated in his subjective measure at least the same as the pieces of other players.
However, such allocation is not necessarily fair.

6.1.7 Sequential negotiations

We study another cake cutting model with two players pioneered by A [1982]. Rubinstein.
Suppose that players make sequential offers for cake cutting and the process finishes, as one
of them accepts the offer of another. Assume that the payoff gets discounted with the course
of time. At shot 1, the size of cake is 1; at shot 2, it makes § < 1, at shot 3, 62, and so on. For
definiteness, we believe that, at shot 1 and all subsequent odd shots, player I makes his offer
(and even shots correspond to the offers of player /). An offer can be represented as a pair
(x1,x,), where x| indicates the share of cake for player /, and x, means the share for player /1.
We will seek for a subgame-perfect equilibrium, i.e., an equilibrium in all subgames of this
game. Apply the backward induction technique.
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We begin with the case of three shots. The scheme of negotiations is as follows.

1. Player I makes the offer (x;,1 —x;), where x; < 1. If player II agrees, the game
finishes—players I and II receive the payoffs x; and 1 — x;, respectively. Otherwise,
the game continues to the next shot.

2. Player II makes the new offer (x,, 1 —x,), where x, < 1. If player I accepts it, the
game finishes. Players I and /I gain the payoffs x, and 1 — x,, respectively. If player /
rejects the offer, the game continues to shot 3.

3. The game finishes such that players I and /I get the payoffs y and 1 — y, respectively
(v < 1 is a given value). In the sequel, we will establish the following fact. This value
has no impact on the optimal solution under a sufficiently large duration of negotiations.

To find a subgame-perfect equilibrium, apply the backward induction method.
Suppose that negotiations run at shot 2 and player /I makes an offer. He should make
a certain offer x, to player / such that his payoff is higher than at shot 3. Due to the
discounting effect, the payoff of player I at the last shot constitutes 6y. Therefore,
player I agrees with the offer x,, iff

Xy > Oy.

On the other hand, if player I offers x, = 6y to the opponent, his payoff becomes
1 — 6y. However, if his offer appears non-beneficial to player I, the game continues to
shot 3 and player /7 gains 6(1 — y) (recall the discounting effect). Note that 6(1 — y) <
1 — 5y. Hence, the optimal offer of player /I is xJ = Jy.

Now, imagine that negotiations run at shot 1 and the offer belongs to player /. He knows
the opponent’s offer at the next shot. And so, player / should make an offer 1 —x; to the
opponent such that the latter’s payoff is at least the same as at shot 2: 6(1 — x;) = 6(1 — oy).
Player I feels satisfied if 1 —x; > 6(1 — 6y) or

x; £ 1=06(1 = 6y).

Thus, the following offer of player [ is surely accepted by his opponent: x; = 1 — 6(1 — 6y).
If player I offers less, he receives the discounted payoff at shot 2: 6x; = 8%y. Still, this
quantity turns out smaller than 1 — 6(1 — 6y). Therefore, the optimal offer of player / forms
x} =1—6(1 = 8y), and it will be accepted by player /I. The sequence {x},x} represents a
subgame-perfect equilibrium in this negotiation game with three shots.

Arguing by induction, assume that a subgame-perfect equilibrium in the negotiation game
with n shots is such that

M=1-86+48"— . +(=8)" 2+ (-8 y. (1.1

Now, consider shot 1 in the negotiation game consisting of n + 1 shots. Player I should offer

to the opponent the share 1 — x(1"+1), which is not smaller than the discounted income of
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player II at the next shot. By the induction hypothesis, this income takes the form 6(1 — x(ln)).
And so, the offer is accepted by player /I if

=" > 51 -6+ 6% — ... +(=8)" 2+ (=6)" 1)
or
A =161 =648 — .+ (=6)" 2+ (=6)"1y). 1.2)

The expression (1.2) coincides with (1.1) for the negotiation game with n + 1 shots.
For large n, the last summand in (1.1), containing y, becomes infinitesimal, whereas the
optimal offer of player / equals x| = 1/(1 + 6).

Theorem 6.2  The sequential negotiation game of two players admits the subgame-perfect
equilibrium

(35 755)
1+6 146/
Again, these results can be generalized by induction to the case of sequential negotiations

among n players. However, we evaluate a subgame-perfect equilibrium differently.
First, we describe the scheme of negotiations with n players.

1. Player 1 makes an offer to each player (x,x,,...,x,), where x; + - +x, = 1. If
all players agree, the game finishes and player i gets the payoff x;, i=1,...,n. If
somebody disagrees, the game continues at the next shot, and player 1 becomes the

last one.
2. Player 2 acts as the leader and makes a new offer (x’z,x;, X ,x’] ), where x’1 + 4
x;l = 1. The game finishes if all players accept it; then player i gains xl’. ,i=1,...,n.

Otherwise (some player rejects the offer), the game continues at the next shot. And
player 2 becomes the last one, accordingly.

3. Player 3 acts as the leader and makes his offer. And so on for all players. Actually, the
game may have infinite duration.

By analogy, suppose that the payoff gets discounted by the quantity 6 at each new shot.
Due to this effect, players may benefit nothing by long-term negotiations. We evaluate a
subgame-perfect equilibrium via the following considerations.

Player 1 makes an offer at shot 1. He should offer to player 2 a quantity x,, being not smaller
than the quantity player 2 would choose at the next shot. This quantity equals éx; by virtue
of the discounting effect. Therefore, player 1 should make the following offer to player 2:

.XZ Z ox 1
Similarly, player 1 should offer to player 3 some quantity x5, being not smaller than the
quantity player 3 would choose at shot 3: 6%x;. This immediately leads to the inequality

X3 > 52)61.
Adhering to the same line of reasoning, we arrive at an important conclusion. The offer of
player 1 satisfies the rest players under the conditions

x; > 5i_1x1,i: 2, ..., 1.
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By offering x; = 6 "'x,,i =2,...,n, player 1 pleases the rest of the players. And he
receives the residual share of

1= (8x; + 6% + -+ 48" xp)
Anyway, this share must coincide with his own offer x;. Such requirement

1- (5)(1 + 52)61 + -+ 5"_1)61) =X
yields

xp=(146+- +5”‘1)_1 = 11__55”.

Theorem 6.3 The sequential negotiation game of n players admits the subgame-perfect
equilibrium

< 1-5 6(1-9) §la —5)> (13)

=6 1—6m """ 14

Formula (1.3) implies that player 1 has an advantage over the others—his payoff increases
as the rate of discounting goes down. This is natural, since the cake rapidly vanishes as time
evolves; the role of players with large order numbers becomes inappreciable.

6.2 Negotiations of time and place of a meeting

An important problem in negotiation theory concerns time and place of a meeting. As a matter
of fact, time and place of a meeting represent key factors for participants of a business talk
and a conference. These factors may predetermine a certain result of an event. For instance,
a suggested time or place can be inconvenient for some negotiators. The “convenience”
or “inconvenience” admits a rigorous formulation via a utility function. In this case, each
participant strives for maximizing his utility. And the problem is to suggest negotiations
design and find a solution accepted by negotiators. Let us apply the formal scheme proposed
by C. Ponsati [2007, 2011] in [24-25]. For definiteness, we study the negotiation problem
for time of meeting.

6.2.1 Sequential negotiations of two players

Imagine two players negotiating time of their meeting. Suppose that their utilities are described
by continuous unimodal functions u;(x) and u,(x), x € [0, 1] with maximum points ¢; and
¢y, respectively. If ¢; = ¢,, this value makes the solution. And so, we believe that ¢; > c,.

Assume that players sequentially announce feasible alternatives, and decision making
requires the consent of both participants. Players may infinitely insist on alternatives beneficial
for them. To avoid such situations, introduce the discounting factor 6 < 1. After each session of
negotiations, the utility functions of both players get decreased proportionally to 6. Therefore,
if players have not agreed about some alternative till instant ¢, their utilities at this instant
acquire the form §'~! u(x),i =1,2.

For definiteness, suppose that u;(x) =x and u,(x) = 1 —x. In this case, the problem
becomes equivalent to the cake cutting problem with two players (see Section 6.1.7). Indeed,
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Figure 6.8a The best response of player /.

treat x as a portion of the cake. Then player II receives the residual piece 1 — x. It seems
interesting to study geometrical interpretations of the solution. Figure 6.8 shows the curves
of the utilities u; (x) and u,(x), as well as their curves at the next shot, i.e., Su;(x) and du,(x).

Imagine that player /I knows the alternative x chosen by the opponent at the next shot.
The alternative is accepted, if he offers to player I an alternative y such that his utility u; (y)
is not smaller than the utility at the next shot—ou;(x) (see Figure 6.8a). This brings to the
inequality y > ox. Furthermore, the maximal utility of player /I is achieved under y = éx.
Therefore, his optimal response to the opponent’s strategy x makes up x, = éx.

Now, suppose that player / knows the strategy x, selected by player II at the next shot.
Then his offer y is accepted by player II at the current shot, if the corresponding utility u,(y)
of player II appears not smaller than at the next shot (the quantity éu,(x,)). This condition is
equivalent to the inequality 1 —y > 6(1 — 6x), or

y<1-=6(1-6x).

Hence, the best response of player / at the current shot makes up x; = 1 — 6(1 — 6x). The
solution x gives a subgame-perfect equilibrium in negotiations if x; = x,orx = 1 — §(1 — 6x).
It follows that

1

X = .
1+6

This result coincides with the solution obtained in Section 6.1.7.

us up

Ousy ou

0 X2 X1 1

Figure 6.8b The best response of player /.
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U us uj

0 c x3 x1-061-x)1

Figure 6.9 The best response of player /1.

6.2.2 Three players

Now, add player /1] to the negotiations process. Suppose that his utility function possesses a
unique maximum on the interval [0, 1]; denote it by ¢ : 0 < ¢ < 1. For simplicity, let u5(x) be
a piecewise linear function (see Figure 6.9):

L if0<x<ec,
e N

—C

[y PE N

Players sequentially offer different alternatives; accepting an offer requires the consent of
all players. We demonstrate the following aspect. An equilibrium may have different forms
depending on the correlation between ¢ and §. First, consider the case of ¢ < 1/3. Figure 6.9
provides the corresponding illustrations.

The sequence of moves is I — II — Il — I — .... Suppose that player I announces his
strategy x : x < 1/3. Being informed of that, player /Il can find his best response. And
his offer y will be accepted by player I, if u;(y) is not smaller than éu,(x), i.e., y > ox.
The offer y will be accepted by player /I, if u,(y) > éuy(x), i.e., 1 —y > 6(1 — x). There-
fore, any offer from the interval /5 = [6x, 1 — 6(1 — x)] will be accepted. Finally, player I1]
strives for maximizing his utility u5(y) (within the interval I5, as well). Under the condition
¢ < 6x, the best response consists in x3 = ox; if ¢ > éx, the best response becomes x3 = ¢
(see Figure 6.9).

We begin with the case of ¢ < éx. The best response of player /Il makes x3 = dx. Now,
find the best response of player /I to this strategy. His offer y is surely accepted by player 7,
if u; (y) > Suy(x3), or y > 8%x. The offer y is accepted by player 77, if u5(y) > Su;(x3), which
is equivalent to
c

o(1 —ox) <y<1-6(1 —ox).

l—c™
Clearly, the condition ¢ < éx implies that

c
< 6%x.

6(1 — 6x) <
l1-c

And so, the offer y is accepted by players I and /11, if it belongs to the interval I, = [6%x, 1 —
8(1 — 8x)]. Consequently, the best response of player /7 lies in x, = 6%x (see Figure 6.10a).
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U us uj
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Figure 6.10a The best response of player /1.

Evaluate the best response of player / to this strategy adopted by player /1.
His offer y is accepted by player I, if uy(y) > 6uy(x,), or y < 1 — (1 — 6%x), and by
player 111, if u5(y) > du3(x,), which is equivalent to the condition

53x§y§1—53x1_c.

Hence, any offer from the interval I, = [§3x, 1 — 6(1 — §°x)] is accepted by players I and
II1. The best response of player / liesinx; =1 —6(1 — 5%x) (see Figure 6.10b).

The subgame-perfect equilibrium corresponds to a strategy x*, where x; = x. This yields
the equation

x=1-68(1-68%),

whence it follows that
w=— 1
1+6+62
Recall that this formula takes place under the condition ¢ < éx*, which appears equivalent

to
1)

c< ————.
14+6+62

U us uj

0 &x X1 1

Figure 6.10b The best response of player /.
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Now, suppose that

c>—9%
146+ 62

In this case, the best response of player /Il becomes x; = c. As earlier, we find the best
responses of player /I and then of player /. These are the quantities x, = cé and x| =
1 — 6 4 62c, respectively. Such result holds true under the condition ¢ < 1 — 8(1 — x). Finally,
we arrive at the following assertion.

Theorem 6.4 For n = 3, the subgame-perfect equilibrium is defined by

| : 5
146+62° 1fC<1+¢S+52

* __ _ 2 . ) << 1+6

X=ql=o+ 6% s ses 5Ty
1+ 6% . 1+6
T+6+052° ife> 55

Theorem 6.4 implies that, in the subgame-perfect equilibrium, the offer of player 7 is not
less than 1/3; under small values of &, the offer appears arbitrary close to its maximum. In
this sense, player / dominates the opponents.

6.2.3 Sequential negotiations. The general case

Let us scrutinize the general case of n players. Their utilities are described by continuous
quasiconcave unimodal functions u;(x),i = 1,2, ..., n. Recall that a function u(x) is said to
be quasiconcave, if the set {x : u(x) < a} enjoys convexity for any a. Denote by ¢, ¢,, ..., ¢,
the maximum points of the utility functions.

Players sequentially offer different alternatives; accepting an alternative requires the
consent of all participants. The sequence of movesis1 -2 - ... > n—->1-2 - .... We
involve the same idea as in the case of three players.

Assume that player 1 announces his strategy x. Knowing this strategy, player n can
compute his best response. And his offer y will be accepted by player j, if u;(y) appears not
less than 5uj(x); denote this set by Ij(x). Note that, for any j, the set Ij(x) is non-empty, so
long as x € Ij(x). Since uj(x) is quasiconcave, I;(x) represents a closed interval. Consequently,
there exists a closed interval m\]’.‘:_lllj(x), we designate it by [a,,, b,](x). Maximize the function
u,(y) on the interval [a,,, b, ](x). Actually, this is the best response of player n, and, by virtue
of the above assumptions, it takes the form

a,, ifa,>c

x,(x)=4b,, ifb, <c,,
ifa, <c,<b,.

n’

Cps

Now, imagine that player n — 1 is informed of the strategy x,, to-be-selected by player n
at the next shot. Similarly, he will make such offer y to player j, and this offer is accepted
if uj(y) > 5uj(x”), j # n— 1. For each j, the set of such offers forms a closed interval; more-
over, the intersection of all such intervals is non-empty and turns out to be a closed interval
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[a,_1,b,_11(x,). Again, maximize the function u,_;(y) on this interval. Actually, this maxi-
mum gets attained at the point

ap—1> ifan—l > Cn—1>
xn—l(xn) = bn—l’ ifbn—l < Cpy-1»
Cn—1> lfan—l < Cn—1 < bn—l'

Here x,,_; indicates the best response of player n — 1 to the strategy x, chosen by player n.
Following this line of reasoning, we finally arrive at the best response of player 1, viz.,
the function x; (x,).
By virtue of the assumptions, all constructed functions x;(x),i = 1, ..., n appear continu-
ous. And the superposition of the mappings

X1 G (x,) - 0X)

is a continuous self-mapping of the closed interval [0, 1]. Brouwer’s fixed-point theorem
claims that there exists a fixed point x* such that

X (g () - () = X,

Consequently, we have established the following result.

Theorem 6.5  Negotiations of meeting time with continuous quasiconcave unimodal utility
Sfunctions admit a subgame-perfect equilibrium.

In fact, Theorem 6.5 seems non-constructive—it merely points to the existence of an
optimal behavior in negotiations. It is possible to evaluate an equilibrium, e.g., by progressive
approximation (start with some offer of player 1 and compute the best responses of the rest
players).

Naturally enough, the utility functions of players may possess several equilibria. In this
case, the issue regarding the existence of a subgame-perfect equilibrium remains far from
settled.

6.3 Stochastic design in the cake cutting problem

Revert to the cake cutting problem with unit cake and n players. Modify the design of
negotiations by introducing another independent participant (an arbitrator). The latter submits
offers, whereas players decide to agree or disagree with them. The ultimate decision is either
by majority or complete consent.

Assume that the arbitrator represents a random generator. Negotiations run on a given
time interval K. At each shot, the arbitrator makes random offers. Players observe their
offers and support or reject them. Next, it is necessary to calculate the number of negotiators
satisfied by their offer; if this number turns out not less than a given threshold p, the offer is
accepted. Otherwise, the offered alternative is rejected and players proceed to the next shot
for considering another alternative. The size of the cake is discounted by some quantity o,
where 6 < 1. If negotiations result in no decision, each player receives a certain portion b,
where b << 1/n.
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Let the random generator be described by the Dirichlet distribution with the density
function

n
1 k—1

f(xl,...,xn) = % 11 i

’

n
where x; > 0, Y. x; = 1 and k; > 1. The constant B(k) in this formula,
i=1

T T(k;)
B(k) = B(ky, ... ,k,) = L
I'tky + -+ +k,)
depends on a set of parameters (kq, ... , k,). They serve for adjusting the weights of appropriate

negotiators.

6.3.1 The cake cutting problem with three players

We begin with the case of three players. Negotiations cover the horizon of K shots. Let us
count down—suppose that k shots remain. Players receive offers that form a vector (x}, x5, x%).
At each shot, offers represent random variables distributed according to the Dirichlet law. In
other words, the joint density function takes the form

D(ky +ky +k3) g=1 ky=1 kg1

f(xl’xz’x3):—F(kl)l“(kz)l“(k3)x1 R A

where x; +x, +x3 = 1.

For a given offer vector (x, x,, x3), each player has to choose between two alternatives: (a)
accepting a current offer (b) rejecting a current offer (waiting for a better offer at next shots).
Below we analyze two possible scenarios of negotiations scheme, namely, complete consent
and majority. In the former case, an allocation (xy, x,,x3) takes place if all players agree at
some shot of negotiations. In the latter case, an allocation occurs when most of players accept
the offer (otherwise, players move to nest shot k — 1). And the discounting effect reduces the
size of the cake to 6 < 1.

The described process continues until all players (complete consent) or, at least, two of
them (majority) support an offer or shot £k = 0 comes. If negotiations fail, all players receive
small portions b << 1/3.

Complete consent.

Consider negotiations, where ultimate decision requires the complete consent of players.
Denote by H, the value of this game when k shots remain to the end of negotiations. Suppose
that each player is informed of his personal offer only. Let (x;, x,,x3) specify the offers for
players I, 11, II1, respectively. Since x| + x, + x3 = 1, it suffices to handle the variables xy, x,.

First, study the symmetrical case of the Dirichlet distribution, where k; = k, = k3 = 1:

f(xl,x2)=2, x1+x25 1, xl,X2ZO.

Introduce the strategies y;(x;), where i = 1,2, 3. These are the probabilities that player i
accepts a current offer x;. By virtue of problem’s symmetry, an equilibrium (if any) belongs
to the class of identical strategies of players.
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Theorem 6.6  The optimal strategies of players at shot k have the form

Hi(x;) = I{XiZ5Hk—1 }o i=1,2,3,
where 1, means the indicator of event A.

The value of this game satisfies the recurrent formulas

Hk == 5Hk—1 + %(1 - 35Hk—1)3’ HO == b

Proof: The optimality equation for player I payoff at shot k is defined by

1 1—x;

Hk = Sup2/dx1 / de {/,11/42;43)61 + (1 bl ﬂ1M2M3)6Hk_1} . (31)
Hi
0 0

k=1,2,..., Hy=>b. Here u; = pu;(x1), py = pupy(xy), p3 = u3(1 —x; —x,). Rewrite (3.1)
as
1 1—x;

Hk = Sup2/ [/ll(xl)d.xl / (.xl - 5Hk_1)[42ﬂ3dX2 + 5Hk—1‘ (32)
0

Hi

Player I aims at maximizing his payoff. In the expression (3.2), a player can influence the
value of the first integral only. Denote

1—-x;

Gr(xy) = (x; = 6H;_y) / Hap3dx;.
0

Clearly, the optimal strategy of player I becomes

o {b I G20 53
) = 0, otherwise. ’

Owing to problem’s symmetry, the optimal behavior of players /I and /1] must be identical:
Hy = uz. Note that G;(0) <0 and G, (1) > 0, since 0 < 6H;_; < 1. And so, Ja such that
G(a) =0.

We seek for an equilibrium among threshold strategies. Let py = I, >,y and p3 =I5,y
Clearly, G;(x;) has the form

I-x;

Gi(xy) = (x; — 6H;_y) / I >a1-x,—x,>a)d%2
0
=(x; —oH_1)(1 —x; =2a)l[{a £ x; £ 1 =2a} +0I{x; > 1—2a}.

So far as Gy(a) = 0, one obtains a = 6H,,_;.
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Therefore, if players II and III adopt the threshold strategies uy = I, >sy, ) and u3 =
I(y,>sm,_,)» then the best response of player I must be y; = I{x1>5Hk -
Substitution of Gy (x;) into (3.2) yields the following equation in Hy:

1-26H;_,
Hk = 2 / (.X] - 5Hk—1)(1 —Xl - 25Hk_1)dx1 + 6Hk_1

6Hj_

=6H_| + %(1 —36H,_)>.

Remark 6.1 If 6 =1, then limy_, H; = L This is natural—in the case of no discounting
and infinite horizon of negotiations, players wait for a shot when the arbitrator suggests 1/3
of the cake to everybody.

Majority rule.

Now, suppose that negotiations in the cake cutting problem obey the majority rule. An
offer is accepted if, at least, two of three players support it. Again, we believe that (a) the
horizon of negotiations is K shots and (b) offers at shot k, i.e., the components of the vector

xz,x];) have the Dirichlet distribution with the parameters ky = k, = k3 = 1.

Denote by H, the value of this game when k shots remain till the end. Let (x;,x;,x3)
specify the offers for players I, I, and 111, respectively.

By analogy, introduce the vector y;(x;), where i = 1,2, 3. It defines the probability that
player i accepts a current offer x;. Set fi(x) = 1 — u(x). Owing to symmetry, we search for an

equilibrium among identical strategies.

Theorem 6.7  The optimal strategies of players at shot k possess the form
1) = Lo,y 1=1,2,3.

The value of this game meets the recurrent formulas

H, = % —28%H} | (1-36H,_,), Hy=b.

Proof: The optimality equation for player I payoff at shot & is given by

1 1—x;
Hy = Supz/dxl / dxy {(uy pppis + iy oty + iy g s + py o fi3)X
0
+(jiy flafiy + py flafly + iy pofly + i pz)H,_  } . k=1,2, ... 3.4
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Hy = b. Here pu; = pi(xy), 4y = pp(x5), 3 = pz(1 —x; — x,). Rewrite (3.4) as

1 I—x;
Hk = Sup2/ ﬂl(xl)dxl / {(xl - 6Hk_l)(//lz + /43 - 2,“2/43)} dX2
Hi 0 0
1 1—-x;
+2/de / {( = SH Doz + Hy_y } dy. (3.5
0 0

Take the bracketed expression in the first integral and denote it by

1-x;

Gi(x)) = / {(xl —OH_)(py + pz — 2/‘2#3)} dx,
0

Evidently, the optimal strategy of player / is
(1) = LG, ()20

We have mentioned that, due to problem’s symmetry, the optimal behavior of players I1
and /11 is identical: y, = p3. Since G;(0) < 0 and G, (1) > 0, then Ja such that G;(a) = 0.

Seek for an equilibrium among threshold strategies. Let py = I, >,y and p3 =1, 5.
Clearly, G;(x;) has different shape on three intervals:

Gy(x)) = (x) = 6H;_y) (2al{x) <1 -2a)
21 —a—x)I{l -2a<x; L1 —-a}+0[{l —a<x < 1}).
It follows from G (a) = 0 that a = 6H,,_,. Thus, G;(x;) can be expressed by
Gk(xl) = (xl bl 6Hk—1) (25Hk_11{x1 S 1 - 25Hk_1}
+2(1 - 5Hk—l —xl)l{l - 25Hk—1 < .Xl S 1 - 5Hk—l}
+0I{1 = 6H,_; <x; < 1}).
And so, if players /I and III select the threshold strategies uy = I, >5p, y and u3 =

Iy ,>sm,_,)» then the best response of player I must be py = I, >5p, |)-
Substitute G;(x) into (3.5) to derive

1 1 1-x
Hk = Z/ﬂl(xl)Gk(xl)dxl + 2/ / {(}Cl - 5Hk_1)/42//l3 + 5Hk_1}dx1dx2
0 0 0
1-26H;_, 1-6H;_,
=45Hk—l / (xl —5Hk_1)dx1 +4 / (.xl _5Hk—l)(1_5Hk—l —Xl)dxl

Hy_, 1-26H;_,

1-26H;_,

+2 / (xl - 5Hk_1)(l - 25Hk—1 —Xl)dxl + 5Hk—1'
0
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This result brings to the recurrent formula
H, = 6H,_, + %(1 = 36H,_)(1 - 65°H}_)).
The proof of Theorem 6.7 is completed.

6.3.2 Negotiations of three players with non-uniform distribution

We endeavor to change the parameters of the Dirichlet distribution and analyze the properties
of the corresponding optimal solution. For instance, set k; = k, = k3 = 2. Then the joint
density function takes the form

SO, x0) = 120x1x,(1 — x; — xp),

where x;,x, > 0and x; +x, < 1.
Solve this problem under the majority rule. As previously, y;(x;) (i = 1,2, 3) indicates the
probability that player i accepts a current offer x;.

Theorem 6.8 The optimal strategies of players at shot k are defined by
wix) =1Iissy, ), =123

The value of this game satisfies the recurrent formulas

H, = % —106*H} (1 - 36H,_)(3 —46H,_,), Hy=b.

Proof: For the payoff at shot k, the optimality equation is given by

1 1—x;

Hk = 120/X1d)€1 / )Cz(l — X1 —.XZ)d)C2 {(M1M2/43 + ﬂlﬂzﬂ?,
0 0

Fuyfipps + uyppfiz)xy + (i g s + py iy fis
iy o fis + iy fiop3)SHy_y k=1,2,..., (3.6)

where Hy = b, u; = py(x1), 4y = pp(x,), and pz = pz(1 — x; — x,).

Some transformations of (3.6) yield

1 1—-x;

H, = 120/)61 - py(xp)dxy / { (% = 6H_y) (o + 13 = 22013) § (1 = x| = x))dx,
0 0

1—-x;

1
+120/x1dx1 / {(x = 6H,_y) mym3 + 6Hi_y } x5(1 — x| — X)dx,. (3.7
0 0
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Take the bracketed expression in the first integral and denote it by

1-x;

Gk(xl) =X / {(xl - 5Hk—1) (,Ll2 +/.l3 - 2/42;43)}x2(1 — X1 —x2)dx2.
0

The optimal strategy of player I acquires the form (3.3). Find an equilibrium in the class
of threshold strategies. Let yy = I, >4y, H3 = I{,,>4y and study three cases as follows:

1. If 0 < x; £1—2a, we have

1—)61

/ (Mo + 13 = 2H2113) X2 (1 = x| = x)dx,
0

a 1-x;
= /xz(l — X1 — Xp)dxy + / X (1 = x; = xy)dxy = %az (3 —3x; — Za) .
0 l1—x—a

2. If 1 = 2a < x; £ 1 — a, the value of this integral obeys the formula

1=x;—a 1-x,
/ X5 (1 —x1 — xp)dxy + / X5 (1 —x1 — xp)dx,
0 a

- %(1 — x4+ 2a)(1 —x; — a).

3. If 1 —a < x; <1, the integral under consideration vanishes.

Obtain the corresponding expression for the second integral in (3.7):

1—x; I—a—x,
/ Ho U3 'X2(1 — X1 —.XZ)dXZ = / .Xz(l — X —)Cz)de
0 a

= é(l —x; —2a)(1 +2a - 2a% — 2x) — 2ax, +x%).
By virtue of the above relationships, it is possible to write down
Gyry) = x, (x) — 5Hk_1)<%a2 (3-3x, - 2a) - I{x; < 1 —2a)
+%(1 —x +2a0)(1—x;—a)* I{1-2a<x, <1—-a)

+O-I{1—a<x1§1}>.
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So far as Gy (a) = 0, we have a = 6H,,_,. Consequently,

1
Gi(x)) = x;(x; — 6H,_;) <§52H,f_1 (3=3x; —26H,_,) - I{x; < 1 —26H,_,}
+%(1 —.xl +25Hk_1)(1 —Xl - 5Hk_1)2 1{1 - 5Hk_1 < Xl S 1 - 5Hk_1}

+0-I{1 - 6H,_, <x, < 1}).

Therefore, if players /I and III adopt the threshold strategies yy = I(, 55y, ) and u3 =
I(x,>sm,_,)» then the best response of player / consists in iy = I(, >sp, ), as well. Thus and
S0,

1

Hk = 120/ [ll(xl) . Gk(xl)dxl
0
1 1—x;

+120/X1dxl / {(xl - 5Hk—1) ﬂ2M3 + 5Hk_1}x2(1 —.xl —.X2)d)C2
0

0
1-26H;_,
= 4052H£_1 / x1 (.xl - 5Hk—1) (3 - 3X1 — 25Hk—1) dxl
6H)_y
1=Hy_;
+40 / x1 (x) = 6H_y) (1 = x; + 26H,_)(1 — x| — 6H;_;)?dx,
1-2H,_,
1-2H,_,
+20 / xl(xl _6Hk—1)(1 —x1 _25Hk—1).
0

(1 +26H,_; — 26°H;_| — 2x; — 26H;_yx| + x})dx, + 6H;_;.

And finally, we derive the recurrent formula
Hy=6Hy_y + 3 (1= 36H,_,) (1 - 905*H]_| +1206°H;_).

6.3.3 Negotiations of n players

This subsection deals with the general case of negotiations engaging n participants. Decision
making requires, at least, p > 1 votes. Assume that k; =1, i = 1,...,n. The joint density
function of the Dirichlet distribution is described by

SO, ..o.x,)=m—=1D),

n
wherex; > 0,i=1,...,nand ) x; = 1.
i=1
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Let H} indicate the value of this game at shot k. Introduce the symbols u' =y and

;40 = 1 — u. In the sequel, we use the notation u°, where ¢ = {0, 1 }. Accordingly,

1 1-x; 1=x1—...=x,_»
H} = (n—1)!'sup / / Z /4?‘/4;2. TG
Hi 9 0 0 (610,...0,)
n
. l 171 ] }dxldx2 dx”_l}
6H} |, 1f§o-l- <p
1 1-x I—x;—...—x,_»
o { [
0 0
. 2 {#2 ﬂnn 'Fl’k}dxl ...dxn_l
(0o
1 l—xl 1=x;—...=x,»
/ / (=) - Z {u3 #Z"'Fz,k}dxl---dxn—l}’
(05...0,)
where
- n
X1 if Z O; > pP— 1
Fl,k — ziZ
SH ., ifYo;<p-1
L =2
- n
X1 if Y o;2p
F2,k — ljZ
6H |, if Y o, <p.
| i=2

Certain transformations and grouping by 4, bring to

1 1-x I=x1—...=x,_»
H/ _SUP(H—l)'/ / / M-
> {;42 uon (Fl’k—Fz’k)}dxl cdx,_ + (=1
(03...0,)
Lol=xp I=x—mxy
/ / 2 {,u;z...,u:"-Fz’k}dxl...dxn_l
(03...0,)
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Then
n
xi—6H! ., if p—1<Yo0,<p
Fe=Fip=Fy=|" k=1 ,Z:l '
0, otherwise.
n
The inequality p — 1 < Y. o; < p appears equivalent to E o; = p — 1; under this condi-

i=1 i=1
tion, we have F; # 0.

As a result, the first integral in (3.8) admits the representation

1 1-x; I—xy—...—x,_»
/,ul(xl)dxl/... / Z {,u ...MZ"-Fk}dxz...dxn_l
0 0 0 (©2::03)
1
:/Ml(xl)GZ(.xl)dxl.

0

Select u; =1 (x>a)> i =2, ...,nand find the best response of player /. Actually, it becomes

1, ifG}(x) >0
i) = {0, othel}wise.
To evaluate GZ(xl), we introduce the notation
S(={x;:x;2a}n[0,1 —x; —... —x;_4]
and
S;0)={x;:x;<a}n[0,1 —x; —... —x;_4]
fori = Z,n——l Then GZ(xl) can be reexpressed by
Gl = 2 / / S (Ui F dy i
Oiyloh) S,
The following equality holds true:

/ / Z {/4;2.../4;:”-Fk(xl,az,...,Un)}dxz...dx_
2...0p)

Sz(az) S, 1(6

= / / {1-Fk(xl,dé,...,0':1_1,6”)}dx2...dxn_l

$y6}))  S,(@!_))
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n
Note that Fi(x{,05,...,0,) # 0, if z o; = p — 1. The number of sets (o5, ...,0,) such
i=2

that F;, # 0 equals Cf: :i Hence,

-1
Gexp) = G~ (% = 8H_,) -

1-x; 1=x;—...=x,»
/ / I{mfzz{xiZa}m:,’:pH {xi<a}}dx2...dxn_1. (3.9)
0 0

Thus, the optimal strategy of player I belongs to the class of threshold strategies; its
threshold makes up a = 6H,__,.

Theorem 6.9  Consider the cake cutting game with n players. The optimal strategies of
players at shot k take the form

”i(xi)=1{xiZ5Hk—1}’ i=1,...,n
The value of this game meets the recurrent expressions

1

H} = (- 1)!{ / G (x)dx,

n
6Hk71

1
+/ dy, Y / / Fzgkdxz...dx”_l}. (3.10)
0

(52""7”*1)52(52) Sp=1(0n-1)

6.3.4 Negotiations of n players. Complete consent

Consider the cake cutting problem with n participants, where decision making requires
complete consent: p = n.

In this case, the optimality equation is defined by

1

H!'=(n-1)! / G} (x))dx, + 6H]_|. @G.11)
5H’k’_1

According to (3.9), the function GZ(x) acquires the form

1-x; I=x1—...=x,_»
n — n
Gk(xl)— (xl _5Hk—1) / / de...dxn_l
6HZ—1 51‘1}(171

e

0, x> 1—(n-16H,_,
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Substitute this result into (3.11) and apply certain simplifications to get the recurrent
equation

(1 = ngHy_ )"

n

H} = 6H] | + (3.12)

Therefore, we have arrived at the following statement.

Theorem 6.10  Consider the cake cutting problem with n players and decision making by
complete consent. The optimal strategies of players at shot k are determined by

//li(xi) = I{xizéHk—l}’i =1,...,n.
The value of this game H]! satisfies the recurrent formulas (3.12).

Remark 6.2 The described stochastic procedure of cake allocation can be adapted to dif-
ferent real situations. If participants possess identical weights, the parameters of the Dirichlet
distribution should coincide. In this case, the cake allocation procedure guarantees equal
opportunities for all players. However, if a certain participant has a higher weight, increase
its parameter in the Dirichlet distribution. Moreover, the solution depends on the length of
negotiations horizon.

6.4 Models of tournaments

Generally, negotiations cover not just a single point (e.g., price, the volume of supplies or
the period of a contract), but a package of interconnected points. Any changes in a point of a
package may affect the rest points and terms. Compiling a project, one should maximize the
expected profits and take into account the behavior of opponents.

Suppose that playersi € N = {1,2, ..., n} submit their projects for a tournament. Projects
are characterized by a set of parameters x= ()ci1 Y ees ,xin). An arbitrator or arbitration commit-
tee considers the incoming projects and chooses a certain project by a stochastic procedure
with a known probability distribution. The winner (player k) obtains the payoff hk(xk), which
depends on the parameters of his project. Assume that project selection employs a multidi-
mensional arbitration procedure choosing the project closest to the arbitrator’s opinion.

6.4.1 A game-theoretic model of tournament organization

Study the following non-cooperative n player game with zero sum. Players {1,2,...,n}
submit projects for a tournament. Projects are characterized by the vectors {x!, ..., x"} from
some feasible set S in the space R™. For instance, the description of a project can include
required costs, implementation period, the number of employees, etc. An arbitrator analyzes
the incoming proposals and choose a project by the following stochastic procedure. In the
space R™, it is necessary to model a random vector a with a certain probability distribution
u(xy, ..., x,) (all tournament participants are aware of this distribution). The vector a is called
arbitrator’s decision. A project x¥ located at the shortest distance to a represents the winner
of this tournament. The corresponding player  receives the payoff 4, (x*), which depends on
the project parameters. Another interpretation of the vector a consists in the following. This
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Figure 6.11 The Voronoi diagram on the set of projects.

is a set of expert’s opinions, where each component specifies the decision of an appropriate
expert. Moreover, experts can be independent or make correlated decisions.

Note that the decision of the arbitrator appears random. For a given set of projects
{xl, ...,x"}, the set S C R™ gets partitioned into n subsets Sy, ..., S, such that, if a € §,
then the arbitrator selects project k (see Figure 6.11). The described partition is known as the
Voronoi diagram.

Therefore, the payoff of player k in this game can be defined through the mean value of
his payoff as the arbitrator’s decision hits the set S, i.e.,

Hk(xl, LX) = / hk()g{)y(dx], v dxy) = u(S)k=1,...,n.
Sk

And so, we seek for a Nash equilibrium in this game—a strategy profile x* = (x!, ..., x")
such that

H (x| Y5 < Hy(x®), WY, k=1,...,n

For the sake of simplicity, consider the two-dimensional case when a project is described
by a couple of parameters. Suppose that players have submitted their projects x' = (x;,y;), i =
1,...,n for a tournament, and two independent arbitrators assess them. The decision of the
arbitrators is modeled by a random vector in the 2D space, whose density function takes the
form f(x,y) = g(x)g(y).

For definiteness, focus on player 1. The set S; (corresponding to the approval of his
project) represents a polygon with sides ; , ..., [; . Here [; designates a straight-line segment
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passing through the bisecting point of the segment [x!, /] perpendicular to the latter (see
Figure 6.11).
Clearly, the boundary /; satisfies the equation

x%+y%—x.2—y,2

x(xp —x) + 3y —y) = 5 L
or
n-x AN -N oY
y= lj(x) = - x+ .
Y17 20 - yj)
Let ;s Jj=1,..., kdenote the abscissas of all vertices of the polygon S;. For convenience,

we renumber them such that

Ikt1”

where x; = —o0,x; == 00.

All interior points (x,y) € S; meet the following condition. The function lij (x) possesses
the same sign as l’fi(xl)’ or l,:i(x)llj/_(xl) >0,j=1,...,k

In this case, the measure u(S;) admits the representation

kit
TVEDY / g(x)dx / 2()dy.
J=0 % 1y (Ol (r)>0J=1,...
A similar formula can be derived for any domain S;,i =1, ...,n.

6.4.2 Tournament for two projects with the Gaussian distribution

Consider the model of a tournament with two participants and zero sum, where projects are
characterized by two parameters. For instance, imagine a dispute on the partition of property
(movable estate x and real estate y). Player / strives for maximizing the sum x + y, whereas the
opponent (player I7) seeks to minimize it. Suppose that, settling such a dispute, an arbitrator
applies a procedure with the Gaussian distribution f(x,y) = i exp{—(x* +y%)/2}.

Players submit their offers (x;,y;) and (x,,y,). The 2D space of arbitrator’s decisions is
divided into two subsets, S; and S,. Their boundary represents a straight line passing through
the bisecting point of the segment connecting the points (x;, y;) and (x,, y,) (see Figure 6.12).

The equation of this line is defined by

Xp— X xf—x§+y%—y§
y=- X+
1= 2(y1 = ¥2)
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(xpYy)
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Figure 6.12 A tournament with two projects in the 2D space.

Therefore, the payoff of player I in this game acquires the form

H(xy,y15%0,y2) = (xp +y)u(Sy)

hon -8R
= +y) fanisy>-— x4+ dxdy, (4.1)
RJR Y=y 2(y1 = y2)

where /{A} means the indicator of the set A.

Problem’s symmetry dictates that, in the optimal strategies, all players have identical
values of the parameters. Let x> = y> = —a. Then it appears from (4.1) that

( )= )// . > x| +a (x% 4 }% 2a%)
H(x,, =(x + f(x, - x+ dxdy.
IERA 1TV y y 1 20, ) y

The best response of player / satisfies the condition

OH _ o oH _ o
ox; 0y,

And so,

o0H ou(Sy)

— = u(S) + (x; +

o, (S + (g +yp) o,

1 x—x 1 X +a B+ -2d ’

- X B 1 1 1

= u(S)) + (x; + — eXpy—Z | X+ - o e
(S + (x; }’1)/Rzﬂyl+a p 2 < v +a 2(y; +a) >

4.2)
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Equate the expression (4.2) to zero and require that the solution is achieved at the point
x! = y! = a. This leads to the optimal value of the parameter a. Note that, owing to symmetry,
u(S;) = 1/2. Consequently,

1 1 1, 5 2 —Xx+a
R} _ {__ } dx =0,
> a/Rz” exp 2(x +x7) 7 by

whence it follows that

/_oo(—x + a)ée_xzdx = %

Finally, we obtain the optimal value

a= V.

Readers can easily verify the sufficient maximum conditions of the function H(x,y) at the
point (a, a).
Therefore, the optimal strategies of players in this game consist in the offers (— \/— ,— \/;)

and (\/;, \/;), respectively.

6.4.3 The correlation effect

We have studied the model of a tournament, where projects are assessed by two criteria and

arbitrator’s decisions represent Gaussian random variables. Consider the same problem under

the assumption that arbitrator’s decisions are dependent. This corresponds to the case when

each criterion belongs to a separate expert, and the decisions of experts are correlated.
Suppose that the winner is selected by a procedure with the Gaussian distribution f(x, y) =
L ! 2)(xz +y? —2rxy)}. Here r : r < 1 means the correlation factor.

27V 1-r2 exp{_z(l_r

Again, we take advantage of the problem symmetry. Imagine that player II adheres to the
strategy (—a, —a) and find the best response of player [ in the form (x; = y; = a). Perform
differentiation of the payoff function (4.1) with the new distribution, and substitute the values
Xy =y, = a to derive the equation

1

e 1 _x
(=x+a)————¢ T-rdx = —.
/—°° 272V 1 —r? 2

Its solution yields

a=+\rn(l+r).

Obviously, the relationship between arbitrator’s decisions allows to increase the optimal offers
of the players.
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Figure 6.13 A tournament with three projects in the 2D space.

6.4.4 The model of a tournament with three players and non-zero sum

Now, analyze a tournament of projects submitted by three players. Here player / aims at
maximizing the sum x + y, whereas players /I and III strive for minimization of x and y,
respectively. Suppose that an arbitrator is described by the Gaussian distribution in the 2D
space: f(x,y) = g(x)g(y), where g(x) = ﬁ exp{—x2/2}.

Asusual, we utilize the problem symmetry. The optimal strategies must have the following
form:

for player I: (c, ¢),
for player II: (—a, 0),
for player III: (0, —a).

To evaluate a and ¢, we proceed as follows. Assume that players /I and /1] submit to the
tournament the projects (—a, 0) and (0, —a), respectively. On the other hand, player I submits
the project (xy,y;), where x;,y; > 0. In this case, the space of projects gets decomposed into
three sets (see Figure 6.13) delimited by the lines y = x and

X1+a x%+y%_a2

L:y=- x+ ,
N1 2y,

X Xtyi-a

X+
y1t+a 20y +a)

2

13 N y=-
The three lines intersect at the same point x =y = x,, where

x%+yf—a2

Xp=—7-—7—.
07 200 4y, +a)
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Figure 6.14 A tournament with three projects in the 2D space.

We are mostly concerned with the domain S having the boundaries /, and /5. Reexpress
the payoff of player / as

XO [e] o0 o0
H(xy,y)) = (x; +y) l / g(x)dx / g)dy + / g(x)dx / g(y)dy] N C X))
- u X0 v

(e8]

where
X1 +a X% + y% - a2
=- x+ ,
V1 2y
§  Rei-a
=- X
y+a 201 +a)
Further simplifications of (4.3) yield
X0 [
Hi(x),y) =@ +y) [1- / 8WGw)dx — / g)G(vdx| , 4.4)
—00 X0

where G(x) is the Gaussian distribution function. The maximum of (4.4) is attained under
X1 =y = c; actually, it appears a certain function of a.

Now, fix a strategy (c, ¢) of player / such that ¢ > 0. Suppose that player /I chooses the
strategy (0, —b) and seek for the best response (—a, 0) of player II to the strategies adopted
by the opponents. The space of projects is divided into three domains (see Figure 6.14). The
boundaries of the domain S, are defined by

c+a 22 — g2
- X+

li:y=
1Yy c 2c
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and

The intersection point of these domains possesses the abscissa

= 2c2—a2_az—b2 1
B 2c 2b a/b+1+ajc

And the payoff of player II constitutes

4 1%)
Hy(a) =a [ / g(x)dx / g(y)dy]
—00 V1

= qf / (G(ry) = GOvp)) f)d,

where

2y
b 2b
_c+a 202 — 42

X+ .
c 2c

189

(4.5)

Due to the considerations of symmetry, the minimum of (4.5) must be attained at a = b.
These optimization problems yield the optimal values of the parameters a and ¢. Numerical

simulation leads to the following approximate values of the optimal parameters:
a=b=~1.7148, ¢~ 1.3736.
The equilibrium payoffs of the players make up
H, ~ 0920, H,=H;~0.570,
and the probabilities of entering the appropriate domains equal

u(S)) = 0.335,  u(S,) = u(S3) =~ 0.332.

Remark 6.3 The game-theoretical model of tournaments with arbitration procedures admits

a simple implementation in a software environment.

To solve a practical task (e.g., house making), one organizes a tournament and creates a
corresponding commission. Experts (arbitrators) assess this task in terms of each parameter.
Subsequently, it is necessary to construct a probability distribution which agrees with the

opinions of experts.

Then players submit their offers for the tournament. The commission may immediately
reject the projects whose parameter values are dominated by other projects. And the phase of

www.it-ebooks.info


http://www.it-ebooks.info/

190 MATHEMATICAL GAME THEORY AND APPLICATIONS

winner selection follows. The decisions of an arbitrator (or several arbitrators) are modeled
by random variables in the space of projects. The winner is the project lying closer to the
arbitrator’s decision. Voting takes place in the case of the arbitration committee.

6.5 Bargaining models with incomplete information

Negotiations accompany any transactions on a market. Here participants are sellers and
buyers. In recent years, such transactions employ the system of electronic tenders. There exist
different mechanisms of negotiations. We begin with the double auction model proposed by
K. Chatterjee and W.F. Samuelson [1983].

6.5.1 Transactions with incomplete information

Consider a two-player game with incomplete information. It engages player 7 (a seller) and
player II (a buyer). Each player possesses private information unavailable to the opponent.
Notably, the seller knows the manufacturing costs of a product (denote them by s), whereas the
buyer assigns some value b to this product. These quantities are often called reservation prices.
Assume that reservation prices (both for sellers and buyers) have the uniform distribution on a
market. In other words, if we select randomly a seller and buyer on the market, their reservation
prices s and b represent independent random variables with the uniform distribution within
the interval [0, 1].

Players appear on the market and announce their prices for a product, S and B, respectively.
Note that these quantities may differ from the reservation prices. Actually, we believe that
S = S(s) and B = B(b)—they are some functions of the reservation prices. The transaction
occursif B > §. A natural supposition claims that S(s) > sand B(b) < b, i.e.,aseller overprices
a product and a buyer underprices it. If the transaction takes place, we suppose that the
negotiated price is (S(s) + B(b))/2.

In fact, players gain the difference between the reservation prices and the negotiated price:
(S(s) + B(b))/2 — s (the seller) and b — (S(s) + B(b))/2 (the buyer). Recall that b and s are
random variables, and we define the payoff functions as the mean values

S(s) + B(b)
and
S(s) + B(b)

The stated Bayesian game includes the functions B(b) and S(s) as the strategies of players.
It seems logical that these are non-decreasing functions (the higher the seller’s costs or the
buyer’s price, the greater are the offers of the players). Find a Bayesian equilibrium in the
game with the payoff functions (5.1)—(5.2).
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1 3
4 4

Figure 6.15 Optimal strategies.

Theorem 6.11 The optimal strategies in the transaction problem have the following form:

B0 {b fb<j-t 53
= 2 1 £l .
sh+ 5 if;<b<
2 1 3
S5+ - if0<s<=
Ss)=< 3 ¢ 3 =@ (5.4)
S fZ S l

Moreover, the probability of transaction constitutes 9 /32, and each player gains 9/64.

Proof: The strategies (5.3)—(5.4) are illustrated in Figure 6.15. Assume that the buyer selects
the strategy (5.3) and establishes the best response of the seller under different values of the
parameter s.

Let s > 1/4. Then the transaction occurs under the condition B(b) > S. By virtue of (5.3),
this is equivalent to

1
—b +—=2>8.
3 12
The last inequality can be reduced to
3 1
b>=S—--
2 8’

where b denotes a random variable with the uniform distribution on [0, 1]. The seller’s payoff
acquires the form

2 1
S+ B(b) b [3b+5+S
H(B,S) = E, ( ) —s) Iippy>sy = ﬂ . % -5 |db
'S_§

2

= ﬁ( 3+ 165 — 125)(=3 + 48). (5.5)
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N

B(b)=S(s)

3
4

N

Figure 6.16 The domain of successful negotiations (the transaction domain).

As a matter of fact, this curve draws a parabola with the roots of 3/4 and 4/3s — 1/4. The
maximum is achieved under

DR WEE W P 56)

Interestingly, if s > 3 /4, the quantity (5.6) appears smaller than s. Therefore, the best response
of the seller becomes S(s) = s. And so, in the case of s > 1/4, the best response of the seller
to the strategy (5.3) is given by

2 1
S= {— +-, }
max 35t s
Now, suppose that s < 1/4. We demonstrate that the inequality S(s) > 1/4 holds true
then.
Indeed, if S(s) < 1/4, the transaction occurs under the condition B(b) = b > S. Conse-
quently, the seller’s payoff makes up

: 1/ 2p+ L 48
HS(B,S)=Eb<w—S>=/94(l%5'—s)db+/ <%—s>db
3

3.2 1 13
=28 +(2+s>s s+ (5.7)
The function (5.7) increases within the interval S € [0, 1/4]. Hence, the optimal response lies
in S(s) > 1/4. The payoff function H (B, S) acquires the form (5.5), and the optimal strategy
of the seller is defined by (5.4).

Similarly, readers can show that the best response of the buyer to the strategy (5.4)
coincides with the strategy (5.3).

The optimal strategies enjoy the property B(b) < 3/4 and S(s) > 1/4. Thus, the transaction
failsif b < 1/4 ors > 3 /4 (see Figure 6.16). However, if b > 1/4 and s < 3 /4, the transaction
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takes place under B(b) > S(s), which is equivalent to
b>s+1/4.
Now, we compute the probability that the transaction occurs with the optimal behavior of

the players:

1 pb-1 9
P{B(b) > S(s)} = dsdb = — ~ 0.281.
1 32
+Jo

In this case, the payoffs of the players equal

1 b=t
2/3b+1/12+2/3 1/4
Hs=Hh=/ / 4< / + / + /s+ / —s>dsdb=19§z0070
7 0

2

Remark 6.4 Compare the payoffs ensured by optimal behavior and honest negotiations
(when players announce true reservation prices). Evidently, in the equilibrium the proba-
bility of transaction P{B(b) > S(s)} = 0.281 turns out appreciably smaller than in honest
negotiations (P{b > s} = 0.5). Furthermore, the corresponding mean payoff of 0.070 is also

considerably lower than in the case of truth-telling: /01 ds fob (% - s) db=1/12 =~ 0.0833.

In this sense, the transaction problem is equivalent to prisoners’ dilemma, where a good
solution becomes unstable. The equilibrium solution yields slightly smaller payoffs to the
players than their truth-telling.

6.5.2 Honest negotiations in conclusion of transactions

The notion of “honesty” plays a key role in the transaction problem. A transaction is called
honest, if its equilibrium belongs to the class of pure strategies and the optimal strategies have
the form B(b) = b and S(s) = s. In other words, players benefit by announcing the reservation
prices in honest transactions.

To make the game honest, we redefine it. There exist two approaches as follows.

The honest transaction model with a bonus.

Assume that, having concluded a transaction, players receive some bonus. Let 7,(B, S)
and 7, (B, S) designate the seller’s bonus and the buyer’s bonus, respectively. Then the payoft
functions in this game acquire the form

S B
13,9 = By (X5 - 4 1,80.50) ) Hias
and
S B
Hy(B,S) = Ej ¢ (b - % + 1,(B(b), S(S))) Lipby=s(s))-
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It appears that, if the functions #(B,S) and #,(B, S) are selected as @, the game
becomes honest. Indeed, if

B — +
489 = 1,8,5) = C0,
then, for an arbitrary strategy B(b) of the buyer, the seller’s payoff constitutes

S+ B(b) B()-S
H(B,S) =E, <T -5+ T) I Byzs)

The integrand in (5.8) is non-negative, so long as B(b) > S(s) > s. As S goes down, the
payoff (5.8) increases, since the domain in the integral grows. Hence, for a given s, the
maximum of (5.8) corresponds to the minimal value of S(s). Consequently, S(s) = s.

Similarly, we can argue that, for an arbitrary strategy of the seller, the buyer’s optimal
strategy acquires the form B(b) = b.

The honest transaction model with a penalty.

A shortcoming of the previous model concerns the following. Honest negotiations require
that somebody pays the players for concluding a transaction. Moreover, players may act in
collusion to receive the maximal bonus from the third party. For instance, they can announce
extreme values and share the bonus equally. Another approach to honest negotiations dictates
that players pay for participation in the transaction.

Denote by g.(B,S) (g,(B,S)) the residual payoff of the seller (buyer, respectively) after
transaction; of course, these quantities make sense if B(b) > S(s). And the payoffs of the
players are defined by

S(s) + B(b
H(B.S) = E,, (% - s) a5(B), SO 5509
and
S(s) + B(b)

2
Choose the functions ¢, g, as
qs = (B(b) = S(s)ecys g, = (B) = S($))cp,

where c,, ¢, stand for positive constants. Such choice of penalties has the following grounds.
It stimulates players to increase the difference between their offers and compel their truth-
telling. Now, we establish this fact rigorously. For convenience, let ¢, = ¢;, = 1.
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Suppose that the buyer’s strategy represents some non-decreasing function B(b). Then the
seller’s payoff acquires the form

S+ B(b
H(B,S) = E, <+T() - S> (B(D) = ) pry>s)
1 20y _ @
_ / <’M — s(B(b) — S)) db (5.9)
B-1(5) 2

The function (5.9) decreases with respect to S. Really,

oA, / 1 (=S +s)db <0
= - S S U
dS B_](S)

It follows that the maximal value of the seller’s payoff is attained under the minimal
admissible value of S(s). So long as S(s) > s, the optimal strategy is honest: S(s) = s. By
analogy, one can show that the above choice of the payoff functions brings to the honest
optimal strategy of the buyer: B(b) = b.

6.5.3 Transactions with unequal forces of players

In the transaction model studied above, players are “in the same box.” This fails in a series of
applications. Assume that, if players reach an agreement, the transaction is concluded at the
price of

kS(s) + (1 — k)B(b).

Here k € (0, 1) indicates a parameter characterizing “the alignment of forces” for sellers and
buyers. In the symmetrical case, we have k = 1/2. If k = 0 (k = 1), the interests of the buyer
(seller, respectively) are considered only.

Accordingly, a game with incomplete information arises naturally, where the payoff
functions are defined by

and
Hb(B, S) = Eb,s (b - kS(S) - (1 - k)B(b)) I{B(b)ZS(S)}'

Similar reasoning yields the following result.

Theorem 6.12  Consider the transaction problem with a force level k. The optimal strategies
of the players have the form

, { b if b < X,
B(b) = 1 -k .r 1=
ot 2(1+k) if - <b<l
1 -k . 2—k
S _ ﬂs + T lfO S S S T,
(s) .o 2—k
S lfT <s< 1.
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Figure 6.17 The transaction domain.

And the domain of successful negotiations B(b) > S(s) (the transaction domain) is
given by

This domain varies depending on k. In the case of k =0, we obtain b > s+ 1/4; if
k =1, then b > 2s (see Figure 6.17). Recall that, in the symmetrical case, the probability of
transaction equals 9/32 = 0.281 (which is higher than the corresponding probability under
k=0ork=1,ie., 1/4=0.25).

6.5.4 The “offer-counteroffer’ transaction model

Transactions with non-equal forces of players make payoffs essentially dependent on the force
level k (see Section 6.5.3). Moreover, if k = 0 or k = 1, the payoffs of players de facto depend
on the behavior of one player (known as a strong player). This player moves by announcing
a certain price. If the latter exceeds the reservation price of another player, the transaction
occurs. Otherwise, the second side makes its offer. The described model of transactions is
called a sealed-bid auction (see Perry [1986]).

Suppose that the reservation prices of sellers and buyers have a non-uniform distribution
on the interval [0, 1] with distribution functions F(s) and G(b), respectively, where b € [0, 1].
The corresponding density functions are f(s), g(b), s, b € [0, 1].

Imagine that the first offer is made by the seller. Another case, when the buyer moves first,
can be treated by analogy. Under a reservation price s, he may submit an offer S(s) > s. A
random buyer purchases this product with the probability of 1 — G(S). Therefore, the seller’s
payoff becomes

H(S) = (S = 9)(1 = G(S)).
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The maximum of this function follows from the equation
1 -G(S)—gS)(S—s5)=0.

For instance, in the case of the uniform distribution of buyers, the optimal strategy of the
seller satisfies the equation

1-S—(S-s5)=0,
whence it appears that

1+s

S =
2

Figure 6.17 demonstrates the transaction domain b > S(s) which corresponds to k = 1.
The probability of transaction equals 1/4 = 0.25. The seller’s payoff makes up

1 2b—1
HS=// (l“—s)dsdb:i,
2 Jo 2 12

whereas the buyer’s payoff constitutes

1 2b—1
1/2Jo

In the mean, the payoff of the buyers is two times smaller than that of the sellers.

Now, analyze the non-uniform distribution of reservation prices on the market. For
instance, suppose that the density function possesses the form g(b) = 2(1 — b). This agrees
with the case when many buyers value the product at a sufficiently low price. The optimal
strategy of the seller meets the equation

l+s _ 1
! )dsdb—24.

1— (25 —82)—2(1 = S)(S — 5) = 0.

Therefore, S = (1 + 2s)/3. In comparison with the uniform case, the seller should reduce the
announced price.

6.5.5 The correlation effect

Up to this point, we have discussed the case of independent random variables representing
the reservation prices of sellers and buyers. On a real market, reservation prices may be
interdependent. In this context, it seems important to discover the impact of reservation
prices correlation on the optimal strategies and payoffs of the players. Here we consider the
case when the reservation prices (b, s) have the joint density function

f(b,s)=1+y(1 =2b)1 —2s),b,s € [0,1].
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~ s
1

Figure 6.18 The optimal strategies for different values of y.

The marginal distribution with respect to each parameter is uniform, and the correlation factor
equals y /3.

Assume that the seller makes the first offer. Under a reservation price s, the seller can
submit an offer S(s) > s. And the seller’s payoff becomes

1
Hy(S) = / (S =5)(1 +y(1 =25)(1 = 2b))db
N
= (S =51 =1 +7(2s - DS).

The maximum of this function lies at the point

=Ly +9)2s- 1D+ VI4+72Q2s =121 —s+2) +y(1 +5)2s — 1)
- 3y(2s—1) :

S

Figure 6.18 shows the strategy S(s) for different values of y. Evidently, as the correlation
factor grows, the optimal behavior of the seller requires further reduction in his offers. To
proceed, evaluate the payoffs of the players. The seller’s payoff constitutes

1 1 1
H = / ds (S(s) —5)f(b,s)db = / (SCs) —s)(1 = S + y(2s — 1)S(s))ds,
0 S(s) 0

whereas the buyer receives the payoff

1 1
H, = / ds (b—=S(s))f(b,s)db
0

S(s)
1

1
=z / (1= S(s))* (3 = y(1 = 25)(1 + 28(s))) ds.
0
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The payoffs of sellers and buyers go down as the correlation of their reservation prices
becomes stronger. This phenomenon admits an obvious explanation. Such tendency decreases
the existing uncertainty in the price suggested by the partner. And so, a player must have
moderate behavior.

6.5.6 Transactions with non-uniform distribution of reservation prices

Now, suppose that the reservation prices of sellers and buyers are distributed non-uniformly
on the interval [0, 1]. For instance, let the reservation prices s and b represent independent
random variables with the density functions

fGs)=2s,5s€[0,1] gb)=2(1->b),be]0,1]. (5.10)

This corresponds to the following situation on a market. There are many sellers with high
manufacturing costs of a product, and there are many buyers assessing the product at a low
price.

Find the optimal strategies of the players. As usual, we believe that such strategies are some
functions of the reservation prices, S = S(s) and B = B(b). The transaction occurs provided
that B > S. If this is the case, assume that the transaction runs at the price of (S(s) + B(b))/2.
The payoff functions of the players have the form (5.1) and (5.2); in the cited expressions, the
expectation is evaluated with respect to appropriate distributions. To establish an equilibrium,
involve the same considerations as in subsection 6.5.1.

Suppose that the buyer selects the strategy

B {b if b
= 4 1 1
sty ifg

Find the best response of the seller under different values of the parameter s.
Let s > 1/6. Then the transaction occurs under the condition B(b) > S, or

1
6’ 5.11
b< (5.11)

IA A

4
el
57% 30

The last inequality is equivalent to

5. 1
b> 387,
24

where b designates a random variable with the distribution g(b),b € [0, 1]. Calculate the
payoff of the seller:

4 1
S+ B(b) ! o+ +S
Sg_ L

17

—%(—5 + 365 — 308)(5 — 65)°. (5.12)
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The derivative of this function acquires the form

s _ 25 54045 308)(5 - 6S)
s~ 1152 ‘

It appears that the maximum of the payoff (5.12) is achieved at
4 1
S=—-s+-.
5°7 6

If s > 5/6, the value of S(s) becomes smaller than s. Therefore, in the case of s > 1/4, the
seller’s best response to the strategy (5.11) is defined by

S=max{2—‘s+é,s}. (5.13)

Using the same technique as before, one can demonstrate optimality of this strategy in the
case of s < 1/6, either.

Now, suppose that the seller adopts the strategy (5.13). Evaluate the buyer’s best response
under different values of the parameter b.

Let b < 5/6. The transaction occurs provided that ;—‘s + é < B, which is equivalent to

sSéB—i.
4 24

Here s represents a random variable with the distribution function f(s), s € [0, 1]. Find the
buyer’s payoff:

5 5 4 1
S(s) + B By 5t t+B
H,(B.S) = E, <b - T) Iipsse) = / b~ | 2sds
0

25 )
= ———(1 —-36b+ 30B)(1 — 6B)“.
=1l )(1 - 6B)

The derivative of this function takes the form

oMy _ 25 (1 4245~ 30B)(-1 + 6B)
0B~ 1152 '

It follows that the maximal payoff is achieved at

4,1
B=2b+—.
57" 30

If b < 1/6, the function B(b) has values higher than b. Therefore, the best response of the
buyer to the strategy (5.13) becomes

. 4 1
B= {—b —,b}.
min 5 +30

Actually, we have established the following fact.
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1 5
6 6

Figure 6.19 The optimal strategies of the players.

Theorem 6.13  Consider the transaction problem with the reservation prices distribution
(5.10). The optimal strategies of the players possess the form

4 1 . (4 1
S—max{§s+g,s}, B—mln{§b+%,b}.

These optimal strategies are illustrated in Figure 6.19. In this situation, the transaction
takes place if B(b) > S(s), i.e.,

b>s+1/6.

Figure 6.20 demonstrates the domain of successful negotiations.

ss - — — — — — - 1

B(b)=S(s)

ol 16 1 b

Figure 6.20 The transaction domain.
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The optimal behavior results in the transaction with the probability

I orbg 1/5\*
P{B(b)>5(s)}=//0 2s~2(1—b)ds-db:g<6> ~ 0.080.
6

This quantity is smaller than the probability of honest transaction P{b > s} = /01 fob 25 -
2(1 —b)ds - db = % ~ 0.166. Moreover, the players receive the payoffs

1 b1 4
4/5b+1/30 +4/55 +1/6
Hs=Hb=ﬁ/ 6</ +1/ ;/” / —s)zs-z(l—b)ds-dbzi@)
- JO
6

~ 0.0133,

being less than in the case of honest transaction:

1 b
H —H, = bts _ (1 = b)ds - db = = ~
HS_Hb—/O /0 ( : s)zs 2(1 = byds - db = = = 0.0166.

Interestingly, the honest game yields higher payoffs to the players, yet the corresponding
strategy profile appears unstable. Similarly to prisoners’ dilemma, in the honest game a
player feels temptation to modify his strategy. We show this rigorously. For instance, the
sellers adhere to truth-telling: S(s) = s. Obtain the optimal response of the buyers. The payoff
of the buyer makes up

B
Hy(B,S) = / (b _B ; s) 25ds = B2(b — 5/6B).
0

To define the optimal strategy, write down the derivative

oH
% _ pop - 2B).
0B 2

Hence, the optimal strategy of the buyer lies in B(b) = 4/5b. And the seller’s payoff decreases
twice

U opafsh (2h+s N
H.(4/5b,5) = —s5|2s-2(1 =b)ds-db===) =~ 0.008.
s 2 3\5
o Jo

6.5.7 Transactions with non-linear strategies

We study another class of non-uniformly distributed reservation prices of buyers and sellers
within the interval [0, 1]. Notably, consider linear distributions as above, but toggle their
roles. In other words, suppose that the reservation prices s and b represent independent
random variables with the density functions

fs)=2(1-s5),s€[0,11 g(b)=2b,be[0,1]. (5.14)
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This corresponds to the following situation on a market. There are many sellers supplying a
product at a low prime cost and many rich buyers.

Find the optimal strategies of the players. As before we believe these are some functions of
the reservation prices, S = S(s) and B = B(b), respectively (naturally enough, monotonically
increasing functions). Then there exist the inverse functions U = B~! and V = §~!, where
s =V(S)and b = U(B).

Let us state optimality conditions for the distributions (5.14) of the reservation prices.
The transaction occurs provided that B > S. If the transaction takes place, we assume that the
corresponding price is (S(s) + B(b))/2. The payoff functions of the players have the form (5.1)
and (5.2), where expectation engages appropriate distributions. It appears that an equilibrium
is now achieved in the class of non-linear functions. For its evaluation, fix a buyer’s strategy
B(b) and find the best response of the seller under different values of the parameter s.

The condition B(b) > S is equivalent to b > U(S). The seller’s payoff equals

S+ B(b ' /Bb)+S
H(B.,S) = E, <% - S> Iipwyzsy = /U(S) <L —S) 2bdb.  (5.15)

Perform differentiation with respect to S in formula (5.15). The best response of the buyer
meets the condition

77
oA, =-2S - s)USU'(S) + w =

0.
S 2

It yields the differential equation for the optimal strategies (i.e., the inverse functions)
U(B), V(S):

1—W®=

U'($)(S = VSHU(S) = 7

0. (5.16)

By analogy, let S(s) be a seller’s strategy. We find the best response of the buyer under
different values of the parameter b. Evaluate his payoff:

S(s)+B
H,B,S) =E, <b - —> Iis<vimy)

S(s)+ B

V(B)
_ / <b - S(S)2+ B > 21 = 5)ds. (5.17)
0

By differentiating (5.17) with respect to B, evaluate the best response of the buyer. Notably,

2
% =2(b - B)VB)V'(B) - @ =

O,
oB 2

which gives the second differential equation for the optimal strategies U(B), V(S):

2V(B) — V2(B)

V/(BY(U(B) - B)(1 - V(B)) = -

(5.18)
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0 Xy / =X, 1 2

Figure 6.21 The curves of u(x), v(x).

Introduce the change of variables u(x) = U?(x), v(x) = (1 — V(x))? into (5.16) and (5.18)
to derive the system of equations

W) — 1+ V@) = ”(x), V) = Vux) = V(x). (5.19)
Due to (5.19), the functions u(x) and v(x) are related by the expressions
u@) = v(l —x),v(x) = u(l —x), ' (x) = V1 —x),V(x) = -1 —x). (5.20)

Rewrite the system (5.19) as

u(x) _ 1=
x—14+Vv(x) = x—\ulx) = 0

By taking into account the expressions (5.20), we arrive at the following equation in v(x):

(\/v(x)+ V(x)> + <\/v(1 “ o+ M) —1. (5.21)

2V (x) V(1 —x)

Suppose that the function v(x) decreases, i.e., v/ (x) < 0,x € [0, 1]. Formula (5.19) claims
that the function u(x) lies above the parabola x>. By virtue of symmetry, v(x) is above the
parabola 1 — x? and «’(x) > 0. Figure 6.21 demonstrates the curves of the functions u(x) and
v(x); xo and 1 — x, are the points where these functions equal 1.

We have v(xy) =1 at the point xy. Then the second equation in (5.19) requires that
u(xgy) = x% and, subsequently, v(1 — x,) = x(2). By setting x = x in (5.21), we obtain

1 —x(z)
l4xg+——0 =
0T 1 —x)
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1

X
Figure 6.22 The curves of U(x), V(x).
And it follows that
‘(1 ' L= 5.0
Vil = xp) = —u'(xg) = — g (5.22)

Figure 6.22 shows the functions U(x) and V(x). Finally, it is possible to present the optimal
strategies B(b) and S(s) (see Figure 6.23). The remaining uncertainty consists in the value of
Xg. Actually, this is the marginal threshold for successful negotiations—the seller would not
agree to a lower price, whereas the buyer would not suggest a higher price than 1 — x;.

Assume that the derivative v/ (x) is finite and non-zero. Apply L’Hospital’s rule in (5.19)
to get

, L 1—v(x) =/ (xg)
Vi(xg) = lim = .
x—=x0+0 2(x — 1 /u(x)) ) <1 _ ! (xo) >
24/u(xy)

Figure 6.23 The optimal strategies.
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And so,
l=_ vV M(Xo)
23/ulxy) — ' (xg)
or

u'(xo) = 3y u(xy) = 3xp.
In combination with (5.22), we obtain that

_ 2
lxo

2)(:0

= 3x0.

Hence, x; = 1/\/7 =~ 0.3779.
Therefore, the following assertion has been argued.

Theorem 6.14  Consider the transaction problem with the reservation prices distribution

(5.14). The optimal strategies of the players possess the form

S=vls), B=U'®),

where the functions u = U?,v = (1 = V)? satisfy the system of differential equations (5.19).
The corresponding transaction takes place if the prices belong to the interval [1/ \/7, 1-

l/\/7] ~ [0.3779,0.6221].

Figure 6.24 illustrates the domain of successful negotiations. It has a curved boundary.

1-x,

y B(b)>S(s)

0 X, I-x, 1

Figure 6.24 The transaction domain.
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0 1 S

Figure 6.25 The seller’s strategy.

6.5.8 Transactions with fixed prices

As before, we focus on the transaction models with non-uniformly distributed reservation
prices. Assume that the reservation prices of the sellers and buyers (s and b) represent
independent random variables. Denote the corresponding distribution functions and density
functions by F(s),f(s),s € [0, 1] and G(b), g(b), b € [0, 1].

Suppose that the seller adopts the threshold strategy (see Figure 6.25)

a ifs<a,
S(s) = .
s ifa<s<l.

For small reservation prices, the seller quotes a fixed price a; only if s exceeds a, he
announces the actual price s.

Find the best response of the buyer under different values of the parameter b. Note that
the transaction occurs only if the buyer’s reservation price b appears not less than a. In the
case of b > a, the transaction may take place provided that B > S(s).

Evaluate the buyer’s payoff:

S(s)+B

H,(B,S) = E; <b - ) IiB>s(s)}

=/Oa (b—a-'Z_B>f(s)ds+/B(b—S;B>f(s)ds.

The derivative of this function acquires the form

oH, F(B)
—5 = b= BB - —. (5.23)

If the expression (1 — B)f(B) — @ turns out non-positive within the interval B € [a, 1],
the derivative (5.23) takes non-positive values, either. Consequently, the maximal payoff is
achieved under B(b) = a,b € [a, 1].

We naturally arrive at
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=
~
o
N’

Figure 6.26 The buyer’s strategy.

Lemma 6.2  Let the seller’s strategy be defined by S(s) = max{a, s}. If the condition

(1 = xf(x) - @ <0

holds true for all x € [a, 1], then the best response of the buyer lies in the strategy B(b) =
min{a, b}.

Similar reasoning applies to the buyer. Imagine that the latter selects the strategy B(b) =
min{a, b} (see Figure 6.26). In other words, he establishes a fixed price a for high values of
b and prefers truth-telling for small ones b < a.

The corresponding payoff of the seller makes up

S+ B(b)
H(B,S) = E, < - S) Tipwyzs))
“Ib+S "ra+s
- /S (T - s) g(b)db +/a ( - s) ¢(b) db. (5.24)
Again, we perform differentiation:

0H, 1 - G(S)

=(s—-9g)+ ——.
35 (s =5s8) + —

If for all x € [0, a]:
1-
~ xg() + 289 5 .

2
the derivative (5.24) is non-negative.
Lemma 6.3  Let the buyer’s strategy be given by B(b) = min{a, b}. If the condition

1 -G(x) <

0
2 <

xg(x) —
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B(b) = 5(s)

0 a b1

Figure 6.27 The transaction domain.

holds true for all x € [0,al, then the best response of the seller consists in the strategy
S(s) = max{a, s}.

Lemmas 6.2 and 6.3 lead to

Theorem 6.15  Assume that the following inequalities are valid for some a € [0, 1]:

(1 —2)f () — @ <0, xelall:
- D <o xelal

Then the optimal strategies in the transaction problem have the form
S(s) = max{a,s}, B(b)=min{a,b}.

The domain of successful negotiations is demonstrated by Figure 6.27.

Therefore, the transaction always runs at a fixed price a under the conditions of Theorem
6.15. Obviously, this is the case for the distributions

Fis)=1-(1-9)", Gb)=>b"n23,
with @ = 1/2. And the equilibrium becomes
S(s)—max{l s} B(b)—min{l b}
B 2 ) - 2

The expected payoffs of the players constitute

Q"= 1)Q2"n—1)+1)
2(n + 1)dn

1 1
H,=H, =/ nb”_ldb/2(1/2—s)n(l — s ds =
1 0
2

As n grows, they converge to 1/2 (for n = 3, we have H, = H,; = 0.232).
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Interestingly, the conditions of Theorem 6.15 fail when the reservation prices possess
the uniform distribution (n = 1) and the linear distribution (n = 2). To find an equilibrium,
introduce two-threshold strategies.

6.5.9 Equilibrium among n-threshold strategies

First, suppose that the seller chooses a strategy with two thresholds o, o, as follows:

a if0<s<oy,
S(S) =4 as ifUl <s< 09,
s ifo, <s<1.

Here a; < a, and o, = a,. For small reservation prices, the seller quotes a fixed price a;; for
medium reservation prices, he sets a fixed price a,. And finally, if s exceeds a,, the seller
prefers truth-telling—announces the actual price s.

Find the best response of the buyer under different values of the parameter b. Note an
important aspect. The transaction occurs only if the buyer’s reservation price b is not less
than a,. In the case of b > a,, the transaction may take place provided that B > S(s).

To proceed, compute the buyer’s payoff, whose reservation price equals b. For B : a; <
B < a,, the payoff is defined by

H,(B.S) = E, (b - S(S); B > Iipssio) = /0 " <b _4a ; B) f(s)ds.  (5.25)

If B: a, < B < b, we accordingly obtain

Hy(B,S) = /61 <b— 4 ;rB>f(s)ds+/62 <b— “2;B>f(s>ds
0 o]

B
+ / b= 3B (s) ds. (5.26)
o 12)

Recall that the transaction fails under b < a;. Therefore, B(b) may have arbitrary values.
Assume that b : a; < b < a,. Then the relationship Hy(B, S) acquires the form (5.25) (since
B < b) and represents a decreasing function of B. The maximal value of (5.25) is attained at
B = a;. And the corresponding payoff becomes

Hy(a,,S) = (b —a,)F(c)). (5.27)

In the case of b > a,, the payoff H,(B, S) may have the form (5.26), either. Its derivative is
determined by

My _ lrmy+ o Byf® 5.28
E——E()+(—)f()- (5.28)
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Suppose that the inequality

(1 - f() - @ <0

holds true on the interval [a,, 1]. Then the expression (5.28) appears non-positive for all
B € [a,, 1]. Hence, the function H,(B,S) does not increase in B. Its maximal value at the
point B = a, equals

_Cl1+a2

Hy(ay,S) = (b ) F(o1) + (b — ay)(F(0,) — F(0))). (5.29)

For b = a,, the expression (5.29) takes the value of %F (1), which is two times smaller
than the payoff (5.27). Thus, the buyer’s best response to the strategy S(s) lies in the strategy

b if0<b<a,
B(b) =3 a4 ifal < b< ﬂz,
a2 lfﬂzsbsl

Here p, follows from equality of (5.27) and (5.29):

_a1+a2

(b—a,)F(o)) = (b ) F(o}) + (b — ay)(F(c,) — F(c)).

Readers can easily verify that

(ay —ay)F(oy)

b= @t S oy = Foy)

(5.30)

Now, suppose that the buyer employs the strategy

b if0O<b<p,
B(b) = Cll lfﬁl S b < ﬂz,
a2 lfﬁzsbsl,

where f; = a; < a, < f,. What is the best response of the seller having the reservation price
s? Skipping the intermediate arguments (they are almost the same as in the case of the buyer),
we provide the ultimate result. Under the condition

1-Gw _

O’
) =

xg(x) —
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the best strategy of the seller on the interval [0, a;] acquires the form

a; if0<s<oy,
S(s)=4qa, ifo; <s<oy,
s ifo, <5<,

where

(ay — a1 = G(B)
2G(p) -Gy

o =a; —

(5.31)

Furthermore, 6 < a; < a; = 0,.

Theorem 6.16  Assume that, for some constants ay,a, € [0, 1] such that a; < a,, the
following inequalities are valid:

(1 - () — %‘) <0, xé€lanll:

-6 _,

'xg(x)_ D) 5 PSS [0,@1].

Then the players engaged in the transaction problem have the optimal strategies

-

ap if0§s<61,
S(S)='< [25) ifO']<SS02,
s ifo, <s< 1,

b if0<b<p,
Bby={a, ifp <b<p,
612 lfﬁzsbsl

In the previous formulas, the quantities o, and B, meet the expressions (5.30) and (5.31). In
addition,

oy <fy=a;<a=0y<f.

Let us generalize this scheme to the case of n-threshold strategies. Suppose that the seller
chooses a strategy with n thresholds ¢;,i =1, ..., n:

a; ifo_; <s<o;, i=1,...,n
S(S)= i -1 = i
s ifo,<s<1,

where {q;},i=1,...,nand {0;},i = 1, ..., n form a non-decreasing sequence such that o; <
a;,i =1, ..., n. For convenience, we believe that oy = 0.

Therefore, all sellers are divided into n+ 1 groups depending on the values of their
reservation prices. If the reservation price s belongs to group i i.e., s € [o,_;, 5;), the seller
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announces the price a;, i = 1, ..., n. If the reservation price appears sufficiently high (s > a,,),
the seller quotes the actual price s.
Find the best response of the buyer under different values of the parameter b. Note that
the transaction occurs only if the buyer’s reservation price b is not less than ;. In the case of
b > ay, the transaction takes place provided that B > S(s).

Evaluate the payoff of the buyer whose reservation price equals b. For a; < B < a,, the
payoff is defined by

S(s)+B
Hy(B,S) = E <b - T) iB>s(s))

o] a + ap +B
= / <b - > F(s)ds = < . ) F(o,). (5.32)
0

Next, if a;_; < B < a;, we obtain

Hy(B,S) = 2/, <
_2<

> f(s)ds

> (F(ep) = F(oj_y)), i=1,...,n (5.33)

And finally, for a,, < B < b, the payoff makes up

B 4+ B
H,(B,S) = 2 / ( > F(s)ds + /6 <b—a’;r ) F(s)ds

n

aj+B B aj+B
= Z <b— 5 ) (F(o)) - F(oj_))) + /5 <b— ) f(s)ds. (5.34)

=

If b < ay, the transaction fails; hence, B(b) may possess arbitrary values. Set f; = a;.
Suppose thata; < b < a,. Sofaras B < b < a,, the function Hy(B, S) has the form (5.32)
and decreases in B. The maximal payoff is attained under B = ay, i.e.,
Hb(al, S) = (b - al)F(O'l).
This function increases in b; in the point b = a,, its value becomes

(ay —a;)F(o)). (5.35)

Now, assume that a, < b < a3. If B < a,, then H}, acquires the form (5.32). However,
B(b) is greater or equal to a,. In this case, formula (5.33) yields

612+B

H,(B,S) = <b - ) Fo) + 2" Y.
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The above function is maximized in B at the point B = a;,:
1
Hb(az, S) = (b - az)F(O'z) + 5(02 - al)F(Gl).

Interestingly, the payoff in the point b = a, is two times smaller than the one gained by
the strategy B = a; (see (5.35)). And so, switching from the strategy B = a; to the strategy
B = a, occurs in the point b = f, > a,, where f, satisfies the equation

(b= a)F(©@) = (b = a)F(0,) + 3(ay — apF(oy)

It follows immediately that

(ay —ay)F(oy)

b= @t S Foy = Foy)

Let a; be chosen such that ay > f,.

Further reasoning employs induction. Suppose that the inequality Hy(a;_;,S) < Hp(ay, S)
holds true for some k and any b € (f;_;,a;]; herea,_; < 1, k=1,...,n

Consider the interval a; < b < a;, ;. Due to B < b < a;, the function Hy(B, S) has the
form (5.33), where i < k + 1. Moreover, this is a decreasing function of B. The maximal value
of (5.33) exists for B = a;_;. And the corresponding payoff constitutes

i-1 a; +ai—
Hy(a;_y,S) = Z <b - JT]> (F(o)) = F(oj_y))

J=1

i-2
= (b - ai_l)F(Gi_l) + % Z(aj+] - aJ)F(Gj)
j=1

Note that, if i = k+ 1, i.e., B € [ay, a;,), the maximal payoff equals

k—1

1
Hy(ag,S) = (b —a)F(oy) + 3 Z(ajH - aj)F(aj). (5.37)
j=1
In the case of i = k, the maximal value is
k=2
1
Hb(ak_l, S) = (b - ak_l)F(Uk_l) + 5 Z(aj+1 - a])F(O'j) (538)
j=1

At the point b = gy, the expression (5.38) possesses, at least, the same value as the expression
(5.37). By equating (5.37) and (5.38), we find the value of f, which corresponds to switching
from the strategy B = g, to the strategy B = a;{:

. (ar — ay_1)F(oy_1)
* 7 2(F(oy) - Floy_)))

By k=1,...,n (5.39)
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The value p; lies within the interval [ay, a, ) under the following condition:

; (ay — ay_1)F(cy_1) a
T 2(F(oy) = Floy_y)) — k1

k=1,...,n.

If b > a,, the payoff H,(B,S) can also acquire the form (5.34). The derivative of this
function is given by

2 - Lrmy+o-sro
0B 2 f(B).
Assume that the inequality
F
1 =x)fx) — % <0, x€layl1]

takes place on the interval [a,,, 1]. Subsequently, the derivative turns out non-positive for all
B € [a,, 1], i.e., the function Hy(B, S) does not increase in B. Its maximal value in the point
B = a,, makes up

n—1

1
Hy(a,.8) = (b = a,)F(o,) + 5 ]Z‘(aj+1 — a)F (o).

Switching from the strategy B = a,,_; to the strategy B = a,, occurs under b = f,, where the
quantity g, solves the equation

n—1

(b—a,F(c,)+ % Z(aj‘H —a;)F (o))
=
n—2

=®—awﬁﬂqhﬁ+%zk%H—%W@ﬂ
j=1

Uncomplicated manipulations bring to the formula

_ (an - an—l)F(Gn—l)
b= Ot X oy = Floy )

Therefore, we have demonstrated that the best response of the buyer to the strategy S(s)
consists in the strategy

_Jb if0<b<p=a,
B(b)—{a,- it <b<pByy, i=1..,n (5.40)

where f,k =1, ..., nis determined by (5.39), ., = 1.

Similar arguments serve for calculating the seller’s optimal response to a threshold strategy
adopted by the buyer. By supposing that the buyer chooses the strategy (40), one can show
that the seller’s optimal response is

S(s) = a; ifo,_| <s<oy, i=1,...,n
T s ife,<s< 1
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BRI b,
0loy o, B2 On_z Onq Bn-1 Bn 1s

Figure 6.28 The equilibrium with n thresholds.

Here 4,k =1, ..., n obey the formulas

oy @ = a)( = G)
T T 2GB) -GBY)

and, in addition, o, = a,,.
Thus, the following assertion remains in force in the general case with n thresholds.

k=1,...,n. (5.41)

Theorem 6.17  Let a non-decreasing sequence {a;},i =1, ...,n on the interval [0, 1] meet
the conditions

1_
TGO‘) <0, xel0al.

(1 =x)f(x) — @ <0, x€la,l],

xg(x) —

and

b1 L ap L 04415 k=1,...,n.
Then the optimal strategies in the transaction problem have the form (see Figure 6.28)

a; ifo,_; <s<oy, i=1,...,n
S(s) = .
s ifo,<s<1,

b if0<b<p =aq,
B(b) = . ]
a; iff;<b< Py, i=1,...,n.

Here the quantities {c;} and {p;} are defined by (5.39) and (5.41). The transaction domain
is illustrated in Figure 6.29.
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B(b) = S(s)

o B B - B P 10

Figure 6.29 The transaction domain with » thresholds.

The uniform distribution. Two-threshold strategies. Assume that the reservation prices of
the sellers and buyers have the uniform distribution on the market, i.e., F(s) = s,s € [0, 1]
and G(b) = b,b € [0, 1]. Let the players apply two-threshold strategies.

The conditions of Theorem 6.16 hold true for a; < 1/3 and a, > 2/3. It follows from
(5.30)—(5.31) that

(ay —a))(1 =) (ay —ap)oy

=h -y o hEar

T 2y -0y
Under a; = 1/3 and a, = 2/3, we obtain
o) = %(7 -V17)=0239, p=1-0= %(5 +V17) = 0.761.
Note that the equilibrium exists for arbitrary values of the thresholds a;, a, such that
a; <1/3 and a, > 2/3. Therefore, it seems important to establish a,, a, that maximize the
total payoff of the sellers and buyers. This problem was posed by R. Myerson [1984]. The

appropriate set of the parameters a,, a, is called efficient.
The total payoff of the sellers and buyers selecting two-threshold strategies takes the form

Hy(B,S) + Hy(B,S) = E}, (b — ) gn)>s(s))

B o] 1 P
= / db/ (b —s)ds + / db/ (b — s)ds.
b 0 b 0
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It is possible to show that the maximal total payoft corresponds to a; = 1/3,a, = 2/3 and
equals Hy (B, S) + Hy(B,S) = (23 — \/17)/144 ~ 0.1311.

Recall that the class of one-threshold strategies admits no equilibrium in the case of the
uniform distribution. However, the continuum of equilibria exists in the class of two-threshold
strategies.

The uniform distribution. Strategies with n thresholds.

Consider the uniform distribution of the reservation prices in the class of n-threshold
strategies, where n > 4. For the optimal thresholds of the buyer and seller, the conditions
(5.39) and (5.41) become

(ax — ag_1)o}_y

ﬂ =a + 5 k - 17 . ’nv
KT (60— o)
(a1 — a1 = Bryr)
o) = ay — N k=1,...,n,
2(Bit1 — Br)

where we set6y =0and §,,| = 1.

As n — oo, these threshold strategies converge uniformly to the continuous strategies
found in Theorem 6.13. Furthermore, the total payoff (the probability of transaction) tends to
9/64 (9/32, respectively).

6.5.10 Two-stage transactions with arbitrator

Consider another design of negotiations between a seller and buyer involving an arbitrator.
It was pioneered by D.M. Kilgour [1994]. Again, suppose that the reservation prices of
the sellers and buyers (the quantities s and b, respectively) represent independent random
variables on the interval [0, 1]. Their distribution functions and density functions are defined
by F(s), G(b) and f(s),s € [0, 1], g(b), b € [0, 1], respectively.

The transaction comprises two stages. At stage 1, the seller and buyer inform the arbitrator
of their reservation prices. Note that both players may report some prices s and b, differing
from their actual values s and b. If b< s, the arbitrator announces transaction fail. In the
case of s < b, he announces that the transaction is possible; and the players continue to the
next stage. At stage 2, the players make their offers for the transaction, S and B. Imagine
that both transactions S, B enter the interval [s, b] then the transaction occurs at the mean
price (S + B)/2. If just one offer hits the interval [s, b], the transaction runs at the corre-
sponding price, but with the probability of 1/2. And the transaction takes no place in the
rest situations. _

Therefore, the strategies of the seller and the buyer lie in pairs (s(s), S(s)) and (b(b), B(b)),
respectively. These are some functions of the reservation prices. Naturally, the functions
(s(s), S(s)) and (b(b) B(b)) do not decrease, S > s and B < b.

For further analysis, it seems convenient to modify the rules as follows. One of players
is chosen equlprobably at shot 2. For instance, assume that we have randomly selected the
seller. If S < b, the transaction occurs at the price S. Otherwise (S > b) the transaction fails.
Similar rules apply to the buyer. In other words, if B > ¥, the transaction runs at the price B.
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Such modifications do not affect negotiations and represent an equivalent transformation.
Really, if the offers B and S belong to the interval [s, b], the second design of negotiations
requires that the seller or buyer is chosen equiprobably. Hence, the seller’s payoff makes up

S+B

%(S—s)+%(B—s)=T—s,

whereas the buyer’s payoff becomes

1 1 S+B
~(b=B)+ =(b - _2T2
b Y+ -(b-S)=b

Both quantities coincide with their counterparts in the original design of negotiations. And
so, we proceed from the modified rules of shot 2.

Theorem 6.18  Any seller’s strategy (s,S) is dominated by the honest strategy (s, S) and
any buyer’s strategy (b, B) is dominated by the honest strategy (b, B).

Proof: Letus demonstrate the first part of the theorem (the second one is argued by analogy).
Assume that the buyer adopts the strategy (E(b),B(b)). Find the best response of the seller,
whose reservation price constitutes s, s > 5. Either the buyer or seller is chosen equiprobably.
In the former case, the transaction occurs at the price B, if B(b) > s (equivalently, b > B~1(5)).

- —1
In the latter case, the transaction runs at the price S, if § < b(b) (equivalently, b > b (5)).
_ =1
Note that the inverse functions B~!(5),b (S) exist owing to the monotonous property of the
functions B(b), b(b).

Therefore, the expected payoff of the seller acquires the form

1
HG.S) =3 / o (B =G + !
B~ (s

|
/_] (S = 5)dG(b). (5.42)
2 5 s

Evaluate the seller’s best response in 5. The second summand in (5.42) appears independent
from s. Perform differentiation of (5.42) with respect to s:

0H, 1
= 1G9 ())dB ©
os

(5.43)

Clearly, the expression (5.43) is non-negative (non-positive) under s < s (under s > s, respec-
tively). Thus, the function H; gets maximized by s = s for any S. We have shown that the
players should select truth-telling at stage 1 (i.e., report the actual reservation prices to the
arbitrator).

Now, the payoff (5.42) can be rewritten as

1 1
H(s,S) = 1 / (B(b) — $)dG(b) + 1 / (S — 5)dG(b)
2 B’I(S) 2 S
1
_1 / (B(b) — 5)dG(b) + l(S —5)(1 = G(S)). (5.44)
2 B_I(S) 2
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S
-
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Figure 6.30 The optimal strategies of the players.

Find the seller’s best response in S. The first expression in (5.44) does not depend on S.
Consequently,

6Hs_11 G(S 1S $)=0 5.45
= (1= GS) - (S - () =0. (5.45)

The optimal strategy S is defined implicitly by equation (5.45). There exists a solution to
equation (5.45), since the expression (5.45) is non-negative (non-positive) under S = s (under
S = 1, respectively).

Theorem 6.19  The equilibrium strategies (S*, B*) follow from the system of equations
1 = G(S) =(S—9g(S), F(B)=(b—B)(B). (5.46)

For the uniform distributions F(s) = s and G(b) = b, the optimal strategies of the seller
and buyer are

See Figure 6.30 for the curves of the optimal strategies. The seller’s offer being chosen,

the transaction takes place if % < b. In the case of buyer’s offer selection, the transaction

occurs provided that b>s. Figure 6.31 illustrates the transaction domain.
Finally, we compute the negotiators’ payoffs in this equilibrium:

1 1 1 &
s L (Hl_ 1 2(1_’_ ~
HS_Hb_z/O ds/% . s)db+2/0 db/o > —s) ds ~ 0062

In comparison with the one-stage negotiations and the uniform distribution of the reservation
prices, we observe reduction of the transaction value.

www.it-ebooks.info


http://www.it-ebooks.info/

NEGOTIATION MODELS 221

0 i 1 b

2

Figure 6.31 The transaction domain.

For the square distributions F(s) = 52 and G(b) = 1 — (1 — b)?, the optimal strategies of
the seller and buyer make up

2541 g2

§* =
3 3

6.6 Reputation in negotiations

An important aspect of negotiations consists in the reputation of players. This characteristic
forms depending on the behavior of negotiators during decision making. Therefore, at each
stage of negotiations, players should maximize their payoff at this stage, but also think of
their reputation (it predetermines their future payoffs).

In the sequel, we provide some possible approaches to formalization of the concept of
reputation in negotiations.

6.6.1 The notion of consensus in negotiations

Let N = {1,2,...,n} be a set of players participating in negotiations to solve some problem.
Each player possesses a specific opinion on the correct solution of this problem. Denote
by x = (xy,x,,...,x,) the set of opinions of all players, x; € S,i =1, ...,n, where § C R¥
indicates the admissible set in the solution space.

Designate by x(0) the opinions of players at the initial instant. Subsequently, players
meet to discuss the problem, share their opinions and (possibly) change their opinions. In the
general case, such discussion can be described by the dynamic system

x(t+ 1) =f(x(),t=0,1,...

If the above sequence admits the limit x = lim,_, . x(#) such that all components of the
vector x coincide, this value is called a consensus in negotiations. However, are there such
dynamic systems?

The next subsection presents the matrix model of opinions dynamics, where a consen-
sus does exist. This model was first proposed by M.H. de Groot [1974] and extended by
many authors.
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6.6.2 The matrix form of dynamics in the reputation model

Suppose that R is the solution space. The key role belongs to the so-called confidence matrix
A € [0, 17", whose elements a;; specify the confidence level of player i in player j. By
assumption, the matrix A is stochastic, i.e., a; 0 and Z]'.'zl a; = 1, Vi. In other words, the
confidence of player i is distributed among all players (including player i).

After a successive stage of negotiations, the opinions of players coincide with the weighted
opinion of all negotiators (taking into account their confidence levels):

x(t+1)= z”: aijxj(t),‘v’i.
j=1
This formula has the matrix representation:
x(t+ 1) =Ax(),t=0,1,... x(0)=x,. 6.1)
Perform integration of (6.1) ¢ times to obtain

x(1) = A'x(0). 6.2)

The main issue concerns the existence of the limit matrix A* = lim,_,  A". The behavior
of stochastic matrices has been intensively studied within the framework of the theory of
Markov chains. By an appropriate renumbering of players, any stochastic matrix can be
rewritten as

A0 0 0
0 A, 0 0
A=
0 0 .. A, O
Am+1
Here the matrices A;,i = 1,...,m appear stochastic and correspond to different classes of

communicating states. All states from the class A,,, | are non-essential; zeros correspond to
these states in the limit matrix.

In terms of the theory of reputation, this fact means the following. A player entering an
appropriate class A; appreciates the reputation of players belonging to this class only. Players
from the class A,,, | have no influence during negotiations.

A consensus exists iff the Markov chain is non-periodic and there is exactly one class of
communicating states (m = 1). Then there exists lim,_, ., A" known as the limit matrix A*®. It
comprises identical rows (a;, a,, ..., a,). Therefore,

tl_i)IgAtx(O) = A%®x(0) = x(c0) = (%, x, ..., X).

The quantity q; is the influence level of player i.
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Example 6.4 The reputation matrix takes the form
A= 1/2 172
“\1/4 3/4)°
Player I equally trusts himself and player /I. However, player II trusts himself three times

higher than player /. Obviously, the influence levels of the players become a; = 1/3 and
ap = 2/3

Example 6.5 The reputation matrix takes the form

1/3 1/3 1/3
A=|1/6 173 1)2
1/6 172 1/3

Here player [ equally trusts all players. Player II feels higher confidence in player II1,
whereas the latter more trusts player /I. The influence levels of the players make up a; = 1/5,
ay = (13 =2 / 5

All rows of the matrix A® are identical. And so, all components of the limit vector x(oco0)
do coincide, representing the consensus x. Interestingly,

n
x= Z a;x;(0),
i=1

where a; and x;(0) denote the influence level and initial opinion of player i.

In the context of negotiations, we have the following interpretation. As the result of
lengthy negotiations, the players arrive at the final common opinion owing to their mutual
confidence.

6.6.3 Information warfare

According to the stated concept, negotiations bring to some consensus x. A consensus may
represent, e.g., budgetary funds allocation to a certain construction project, assignment of
fishing quotas or settlement of territorial problems. The resulting solution depends on the
reputation of negotiators and their opinions. And so, the final solution can be affected by
modifying the initial opinion of some participant. Of course, such manipulation guarantees
greater efficiency, if the participant possesses higher reputation. However, this inevitably
incurs costs.

Therefore, we arrive at the following optimization problem. Allocate a given amount of
financial resources ¢ among negotiators to maximize some utility function

n

Hy, ...,y = F<Z a;(x;(0) +kjyj)> =Gy, Zyj <c
j=1

J=1

Here the first summand answers for the payoff gained by variations of the initial opinion
of negotiator i (k; takes positive or negative values). And the second summand specifies the
corresponding costs.
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Imagine that several negotiators strive to affect the final solution. A game-theoretic
problem known as information warfare arises immediately. This game engages m players
operating certain amounts c¢; of financial resources (i = 1, ...,m). They allocate the above
amounts among negotiators in order to maximize their own payoffs.

Definition 6.3 Information warfare is the game

[ =<M,{Y"

i VH VL, >,

where M = {1,2,...,m} denotes the set of players, Y' C R" indicates the strategy set of
player i, representing the simplex Z;;l y; <c;, y]l: >0,j =1,...,n, and the payoff of player i
takes the form

n m n
HO' oy = Fi| Y a0+ Y k) ) = Go .M, Yy <
j=1 =1 j=1

i=1,...,m

6.6.4 The influence of reputation in arbitration committee.
Conventional arbitration

The described influence approach can be adopted in negotiation models involving arbitration
committees. Consider the conventional arbitration model in a salary conflict of two sides,
the Labor Union (L) and the Manager (M). They address an arbitration court to resolve the
conflict.

Suppose that the arbitrators have some initial opinions of the appropriate salary; designate
these quantities by x;(0),i = 1, ..., n. In addition, the arbitrators enjoy certain reputation and
corresponding influence levels g;,i = 1, ..., n. Their influence levels play an important role
during conflict arrangement. Both sides of the conflict (players) submit their offers to the
arbitration committee. The arbitrators meet to discuss the offers and make the final decision.

In the course of discussions, an arbitrator may correct his opinion according to the
reputation model above. After lengthy negotiations, the arbitrators reach the consensus x =
Z:’zl a;x;(0), which resolves the conflict.

Assume that player M has some amount c,, of financial resources to influence the original
opinion of the arbitrators. This is an optimization problem defined by

n

n
Hy (g, .oy, = 2 aj(x;(0) — k;y;) + Zyj — min
J=1 j=1

subject to the constraints

n
Yy <en 3 20)=1....n.
j=1

Here the quantities k;,j = 1, ..., n are non-negative. Interestingly, the initial opinions do
not depend on y. Hence, the posed problem appears equivalent to the optimization problem

n
Hy (i, .. y,) = D (ajk; = Dy; — max
j=1
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subject to the constraints

n
Zyj <cy., Yi >0,j=1,...,n.
J=1

Its solution seems obvious. Consider only arbitrators j such that a;k; > 1 and choose the
one with the maximal value of a;k;. Subsequently, invest all financial resources ¢y, in this
arbitrator.

Now, suppose that player 2 (the Trade Union) disposes of some amount ¢; of financial
resources; it can be allocated to the arbitrators to “tilt the balance” in Trade Union’s favor.
We believe that an arbitrator supports the player that has offered a greater amount of financial
resources to him. Such statement leads to a two-player game with the payoff functions

n

Hy O™, ) = Yk — Dy Iy > Vh,

j=1
H M) = Y (ak; = DyFyE > Y1),
Jj=1

The strategies of both players meet the constraints

n n
M M L LR
j=1 j=1

This is a modification of the well-known Colonel Blotto game. Generally, this game is
considered under n = 2. Both players allocate some resource between two objects; the winner
becomes the player having allocated the greatest amount of the resource on a given position.

In our case, readers can easily obtain the following result. If there are two arbitrators and
¢y = ¢, in the equilibrium each player should allocate his resource to arbitrator 1 with the
probability of a k;/(a k; + a,k,) and to arbitrator 2 with the probability of a,k,/(a k| +
arks).

6.6.5 The influence of reputation in arbitration committee. Final-offer
arbitration

Now, we analyze the reputation model in the final-offer arbitration procedure with several
arbitrators. Their opinions obey some probability distributions.

Assume that arbitrators have certain reputations being significant in conflict settlement.
The sides of a conflict submit their offers to an arbitration committee. The arbitrators meet to
discuss the offers and make the final decision.

In the course of discussions, an arbitrator may correct his opinion according to the repu-
tation model above. After lengthy negotiations, the arbitrators reach the consensus described
by the common probability distribution. For instance, let the committee include »n arbitrators
whose opinions are expressed by the distribution functions Fy, ..., F,,. Then the consensus is
expressed by the distribution function F, = a;F; + -+ + a,F,, where a; means the influence
level of arbitrator i in the committee. This quantity depends on his reputation.
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Clearly, all theorems from subsection 6.2.6 are applicable to this case, and F, acts as the
distribution function of one arbitrator. As an example, study the salary conflict involving an
arbitration committee with two members. The opinions of arbitrators 1 and 2 are defined by
the Gaussian distribution functions N(1, 1) and N(2, 1), respectively.

Take the reputation matrix from Example 1 and suppose that the influence levels of the
players make up a; = 1/3 and a, = 2/3.

As the result of negotiations, the arbitrators reach a common opinion expressed by the
common distribution 1/3N(1,1) +2/3N(2, 1). Following Theorem 2.11, find the median of
the common distribution (my =~ 1.679) and the optimal strategies of players I and /I:

~ 3.075, y* =myp ~ 0.283.

Xt =

"F T o ) " 2 mp)

6.6.6 The influence of reputation on tournament results

We explore the impact of reputation on the optimal behavior in the tournament problem.
Consider the tournament model in the form of a two-player zero-sum game. Projects are
characterized by two parameters. As a matter of fact, this problem has been solved in Section
6.4. Player [ strives for maximizing the sum x + y, whereas his opponent (player II) seeks to
minimize it.

Assume that two invited arbitrators choose the winner. Their reputation is expressed
by a certain matrix A. For simplicity, we focus on the symmetrical case—the opinions
of the arbitrators are modeled by the two-dimensional Gaussian distributions f(x,y) =
s exp{—((x+ e + (y = 01)/2} and fo(x,y) = 5= exp{—((x = ¢)* + (v + ©)*)/2}, respec-
tively. Here ¢ stands for model’s parameter. Recall that lengthy negotiations of the arbitrators
yield the final distribution

fa(xsy) = alfl(x,}’) + anZ(x’y)’

where a; and a, specify the influence levels of the arbitrators, a, = 1 —a;.

Repeat the line of reasoning used in Section 6.4. The players submit their offers (x,y;)
and (x,,y,). The solution plane is divided into two sets S; and S,. Their boundary represents
the line passing through the bisecting point of the segment which connects the points (x;,y;)
and (x,,y,). This line has the following equation:

Xp =X xf—x§+y%—y§
y=- X+
Yi—¥2 2(y1 = ¥2)

Thus, the payoff of player I takes the form

H(xy,y15%0,y2) = (x1 + ypu(Sy)

2 2,2 2
X1 — Xy (xl_x2+yl_y2)
=(x +y)//f(x,y)1 y=- X+ dxdy.
P e SR Yi—»n 2001 = y2)
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Fix the strategy (x,,y,) of player II; find the best response of his opponent from the

conditions
OH _ o oH _
ox, 9y,
First, we obtain the derivatives:
oH ou(Sy)
— = u(S) + (x; +
o, u(S) + (x; +yp) o,
2 2,2 2
.x_xl xl—x2 (xl_x2+y1_y2)
= u(S) + (x +y)/ X, — x4+ dx, (6.3)
: I ey =0 Y= 20y =)
o0H ou(Sy)
— = u(S)+ (x + = u(S
v, u(S) + (G +yp) v, u(Sy)
— x2_x2 _ (xz_x2_+_ 2 _ 2)
+(x1+y1)/R A x22x+ L 22—1 fa x,—xl x2x+ LR TN TR dx.
0 =) 2(yy = y2) 2 Y1 =X 20r; —y2)

(6.4)

Set the functions (6.3) and (6.4) equal to zero. Require that the solution is achieved at the point
X = =Y,y = —X,. This follows from problem’s symmetry with respect to the line y = —x.
Note that, in this case, u(S;) = 1/2. Consequently, we arrive at the system of equations

l + /(x + y)f,(x, —x)dx = 0,
2 Jr

1 + /(x2 — xX)f,(x, —x)dx = 0.
27" Jk

The first equation

[e+]
/ vy +x) <ale_(x+c)2 + aze_(x_c)z) dx = -1
—00

gives the optimal value of y,:
Yy = —\/; + c(a; — ay).

Similarly, the second equation yields

Xy = —\/7+cla, —ay).

And the optimal offer of player I makes x; = \/; +clay —ay),y, = \/; +cla; — ay).
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Therefore, the optimal strategies of players in this game depend on the reputation of

arbitrators. If the latter enjoy identical reputation, the equilibrium coincides with the above-
mentioned one (both components of the offer are same). If the reputation of the players differs,

the

components of the offer are shifted to the arbitrator having a higher weight.

Exercises

1.

Cake cutting.

Suppose that three players cut a cake using the scheme of random offers with the
Dirichlet distribution, where k; = 2,k, = 1, and k3 = 1. Negotiations have the maximal
duration of K = 3 shots. Find the optimal strategies of the players when the final decision
is made by (a) the majority of votes, (b) the consent of all players.

Meeting schedule for two players.

Imagine that two players negotiate the day of their meeting on a week. Player /
prefers a day closer to Tuesday, whereas player /I would like to meet closer to Thursday.
The strategy set takes the foorm X =Y = 1,2, ..., 7. To choose the day of their meeting,
the players adopt the random offer scheme as follows. The probabilistic mechanism
equiprobably generates offers from 1 to 7. The players agree or disagree. The number
of shots is k = 5. Find the optimal strategies of the players.

Meeting schedule for two players: the case of an arbitration procedure.

Two players negotiate the day of their meeting on a week (1,2, ...,7). Player /
prefers the beginning of the week, whereas player II would like to meet at the end of
the week. To choose the day of their meeting, the players make offers; subsequently,
a random arbitrator generates some number a (3 or 4 equiprobably) and compares the
offers with this number. As the day of meeting, he chooses the offer closest to a. Find
the optimal strategies of the players.

Meeting schedule for three or more players.
Players 1,2, ...,n negotiate the date of a conference. For simplicity, we consider
the months of a year: T = 1,2, ..., 12. The players make their offers ay, ..., a, € T. For

player i, the inconvenience of other months is assessed by
i@ =min{lt—q],|t+12-q|},r€T,i=1,...,n.

Using the random offer scheme, find the optimal behavioral strategies of the players on
the horizon K = 5.

Study the case of three players and the majority rule. Analyze the case of four players
and compare the payoffs under the thresholds of 2 and 3.

Equilibrium in the transaction model.

Consider the following transaction model. The reservation prices of the sellers have
the uniform distribution on the market, whereas the reservation prices of the buyers
possess the linear form g(b) = 2b, b € [0, 1]. Evaluate a Bayesian equilibrium.
Networked auction.

The seller exhibits some product in an information network. The buyers do not
know the quoted price ¢ and bid for the product, gradually raising their offers. They
act simultaneously, increasing their offers either by the same quantity or by a specific
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quantity @ > 1 (i.e., the players may have different values of «). The player who first
announces a price higher or equal to ¢ receives the product. If there are several such
players, the seller prefers the highest offer. Each player wants to purchase the product.
Find the optimal strategies of the players.

Traffic quotas.

Users 1, ..., n order from a provider the monthly traffic sizes of x{, ..., x,. Assume
n

that ) x; exceeds the channel’s capacity c. Evaluate the quotas using the random offer
schelmi:.
The 2D arbitration procedure.

Consider the tournament model in the form of a two-player zero-sum game in the
2D space. Player [ strives for maximizing the sum x + y, whereas player /I seeks to
minimize it. The arbitrator is defined by the density function of the Cauchy distribution:

1
72(1 +x2)(1 +y2)

Sy =

Find the optimal strategies of the players.
Tournament of construction projects.

Two companies seek to receive an order for house construction. Their offers rep-
resent a couple of numbers (, c), where ¢ indicates the period of construction and ¢
specifies the costs of construction. The customer is interested in the reduction of the
construction costs and period, whereas the companies have opposite goals. A random
arbitrator is distributed in a unit circle with the density function f(r, 8) = % (in polar
coordinates). Evaluate the optimal offers of the players under the following condition.
Player I (player II) strives to maximize the construction period (the construction costs,
respectively).

Reputation models.
Suppose that the reputation matrix in three-player negotiations has the form

1/4 1/4 1/2
A=|2/3 1/6 1/6
1/6 1/6 2/3

Find the influence levels of the players.
The salary problem.

Consider the salary problem with final-offer arbitration. The arbitration committee
consists of three arbitrators; the reputation matrix is given in exercise 10. The opinions of
the arbitrators obey the Gaussian distributions N(100, 10), N(120, 10), and N(130, 10).
Evaluate the optimal strategies of the players.

The filibuster problem.

A group of 10 filibusters captures a ship with 100 bars of gold. They have to
divide the plunder. The allocation procedure is as follows. First, the captain suggests a
possible allocation, and the players vote. If, at least, the half of the crew supports his
offer, the allocation takes place. Otherwise, filibusters kill the captain, and the second
player makes his offer. The procedure repeats until the players reach a consensus. Find
the subgame-perfect equilibrium in this game.
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Optimal stopping games

Introduction

In this chapter, we consider games with the following specifics. As their strategies, players
choose stopping times for some observation processes. This class of problems is close to
the negotiation models discussed in Chapter 6. Players independently observe the values of
some random process; at any time moment, they can terminate such observations, saving the
current value observed. Subsequently, the values of players are compared and their payoffs
are calculated. Similar problems arise in choice models (the best object in a group of objects),
behavioral models of agents on a stock exchange, dynamic games, etc.

Our analysis begins with a two-player game, where players I and /I sequentially observe
the values of some independent random processes x,, and y, (n = 0, 1, ..., N). At any moment,
players can stop (the time moments 7 and o, respectively) with the current values x, and
Vs Then these values are compared, and the winner is the player who has selected the
greatest value. Therefore, the payoff function in the above non-cooperative game acquires
the form

H(r,0) =P{x, > y,} — P{x, <y,}.

Since observations represent random variables, the same applies to the strategies of the
players. They take random integer values from the set {0, 1, ..., N}. The decision on stopping
time n must be made only using the observed values xi,...,x,, n=0,1,...,N. In other
words, the events {7 < n} must be measurable in a non-decreasing sequence of o-algebras
F,=0{x,....,x,},n=0,1,...,N.

To solve this class of games, we describe the general scheme of equilibrium construction
via the backward induction method. Imagine that the strategy of a player (e.g., player II)
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is fixed. Then the maximization problem sup, H(r, o) gets reduced to the optimal stopping
problem for one player with a certain payoff function under stopping: sup, Ef(x,), where

J) =Ply, <x} —P{y, >x}.
In order to find

Sup Ef('x'[)’

we employ the backward induction method. Denote by v(x,n) = sup, E{f(x,)/x, = x} the
optimal expected payoff of a player in the state when all n — 1 observations are missed and
the current observation at shot n equals x. In this state, the player obtains the payoff f(x,,) =
f(x) by terminating the observations. If he continues observations and follows the optimal
strategy further, his expected payoff constitutes E{v(x,,,n+ 1)/x, = x}. By comparing
these quantities, one can suggest the optimal strategy. And the optimality equation takes the
recurrent form

v(x,n) = max{f(x), E{v(x,,,n+ 1)/x, =x}},n=1,...,N—1, v(x,N) = f(x).

For instance, if {x;,x,,...,xy} is a sequence of independent identically distributed ran-
dom variables with some distribution function G(x), the expected payoff under continuation
makes up

Ev(x, ,n+1)= /v(x,n + 1)dG(x).
R

If this is a Markov process on a finite set £ = {1,2,...,k} with a certain transition matrix
piji.j = 1,....k), the expected payoff under continuation becomes

k

E(v(,pp,n+1)/x, =x}} = ) v(y,n+ p,,.
y=1

First, we establish an equilibrium for a simple game using standard techniques from game
theory. Second, we construct a solution in a wider class of games by the backward induction
method.

7.1 Optimal stopping game: The case
of two observations

This game consists of two shots. At Shot 1, players I and II are offered the values of some
random variables, x; and y, respectively. They can select or reject these values. In the latter
case, both players are offered new values, x, to player I and y, to player II. The game ends,
the players show their values to each other. The winner is the player with the highest value.
A player possesses no information on the opponent’s behavior. All random variables appear
independent. For convenience, we believe they have the uniform distribution on the unit
interval [0, 1].
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It seems comfortable to define the strategies of the players by thresholds u# and v (0 <
u,v < 1) such that, if x; > u (y; > v), player I (player II) stops on x; (on y;, respectively).
Otherwise, player / (player II) chooses the second value x, (y,, respectively). Therefore, for
given strategies the selected observations have the form

xp, ifx; > u, v, ify >,
X, = =
’ Xy, if X <u, Yo, ify; <w.
To find the payoff function in this game, we need the distribution function of the random
variables x, and y,. For x < u, the event {x, < x} occurs only if the first observation x;
is smaller than u, whereas the second observation turns out less than x. For x > u, the

event {x, < x} happens either if the first observation x; enters the interval [u, x], or the first
observation is less than u, whereas the second observation is smaller or equal to x. Therefore,

Fi(x) = P{x, Sx} = ux+ L5, (x —u).
Similarly,
Fry(y) = Ply, <y} =vy+ 15,0 —v).

For chosen strategies (u, v), the payoff function can be reexpressed by

1
H(u,v) =P{x, > y;} —P{x, <y;} = /[P{ya <x}—=Ply, > x}1dF;(x)
0

1
= / [2F,(y) — 1]dF,(x). (1.1)
0

By making successive simplifications in (1.1) for v < u, i.e.,

1 v v

H(u,v)=2/F2(y)dF](x)—1=2 /udx/vdy+/udx /vdy+/(1+v)dy
0 0 v 0 v

0

v

1 X
+/(1+u)dx /vdy+/(1+v)dy -1,

0

we arrive at the formula
Hu,v) =W —v)(1 —u—uv). (1.2)
In the case of v > u, the problem symmetry implies that

Hu,v)=-HWw,u) = u—v)(1 —v—uv).
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Imagine that the strategy v of player /I is fixed. Then the best response of player I, which
maximizes the function (1.2), meets the condition

OH(u, v)

=l-u-—-w-w+DHu-v)=
ou
Hence, it follows that

V4+v+1

uW =503

Again, the problem symmetry demands that the optimal strategies of the players do coincide.
By setting u(v) = v, we obtain the equation

vV+v+1
2v+1)

which is equivalent to
vV 4+v—1=0.

Its solution represents the well-known “golden section”

* * \/g_l

2

By analogy, we evaluate the best response of player I from the expression (1.3) under
v > 0. This yields the equation

0H(u,v)

=l—v—w—vu—v)=0
E» v—uv—v(u—v)

whence it appears that

2
vi—v+1
u(v) = 7 .

/51

By setting u = v, readers again arrive at the golden section u* = v* =

Therefore, if some player adopts the golden section strategy, the opponent’s best response
lies in the same strategy. In other words, the strategy profile (¢*, v*) forms a Nash equilibrium
in this game.

Interestingly, the stated approach is applicable to games with an arbitrary number of
observations; however, it becomes extremely cumbersome. There exists an alternative solution
method for optimal stopping problems, and we will address it below. Actually, it utilizes
backward induction adapted to the class of problems under consideration. This method
allows to find solutions to the optimal stopping problem in the case of an arbitrary number of
observations, as well as to many other optimal stopping games.
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7.2 Optimal stopping game: The case of
independent observations

Let{x,,n=1,...,N}and {y,,n =1, ..., N} betwo sets of independent identically distributed
random variables with a continuous distribution function G(x), x € R and the density function
g(x), x € R. Consider the following game I'y(G). At each time momentn =0, ..., N, players
I and II receive some value of the corresponding random variable. They can either stop on
the current values x, and y,, respectively, or continue observations. At the last shot N, the
observations are terminated (if the players have not still made their choice); a player receives
the value of the last random variable. The strategies in this game are the stopping times = and

o, representing random variables with integer values from the set {1,2, ..., N}. Each player
seeks to stop observations with a higher value than the opponent.
Find optimal stopping rules in the class of threshold strategies u = (uy,...,uy_;) and
v =(vy,...,vy_;) of the form
1, if X1 > Uy,
t(u) =9 n, if x; <wup, oo, x,0 <up_1,X, 2 U,
N, lf .X] < Ml, "xN—l < uN—l’
and
1, if V1 > Vi,
o(W)=q9n, if y1 <V, oo,V < Ve Vn 2 Vs
N, if V1 < Vis-ee s YN=1 < VN=1-

Here we believe that
”N—l < MN_2 <..< Ml, and VN_l < VN_2 <..< V]. (21)

Similarly to the previous section, for the chosen class of strategies (u,v) the payoff
function can be rewritten as

H(M,V) =P{xr >y0'} _P{xr <yo'}
1

- / (Ply, <x} = Ply, > WJIdF1 () = EQFy(ir) — 1. (22)
0

where F, (x) and F,(y) mean the distribution functions of the random variables x,,, and y
respectively.
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Lemma 7.1  For strategies t(u) and o(v), the distribution functions F(x) and F,(y) have
the density functions

N—-

i—

1
[T 6w .. }] (), (2.3)

1
filw,x) = l]‘[ Guy) +
1 j=1

i=

and

N-1i-1
hy) = l]‘[ Gop+ Y [T 601, }] 20). 2.4)

i=1 j=1

Proof: We employ induction on N. For instance, we demonstrate (2.3). Actually, equality
(2.4) is argued by analogy. The base case: for N = 1, we have f| (x) = g(x). The inductive step:
assume that equality (2.3) holds true for some N = n, and show its validity for N = n + 1. By
the definition of the threshold strategy u = (i, ..., u,), one obtains

Siugs ooy, x) = Gluy)fy (g, -oouy) + 1 5, 80))

In combination with the inductive hypothesis, this yields

n i-1
filuayg, ooy, x) = Gluy) lHG(u)+ZHG(u )1x>u}] g(x)

i=2 j=2

n i-1
+I{x12u1}g(y)= lHG(u)+ZHG(M )I{x>u ]g(x)-

i=1 j=1

The proof of Lemma 7.1 is concluded.

Fix the strategy o(v) of player /I and find the best response of player /. In fact, player /
has to maximize the expression sup, E{2F,(x,,) — 1} with respect to u.

For simpler exposition, suppose that all observations have the uniform distribution
on the interval [0, 1]. This causes no loss of generality; indeed, it is always possible to
pass to observations G(x,), G(y,),n =1, ...,N having the uniform distribution. To evalu-
ate sup, E{2F,(x,(,)) — 1}, we apply the backward induction method (see the beginning of
Chapter 7). Write down the optimality equation

v(x, n) = max Z/fz(v,t)dt—1,Ev(xn+1,n+1) n=1,...,N—1.
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Illustrate its application in the case of N = 2, when player I observes the random variables
X1,X,, whereas player II observes the random variables y;, y,. Lemma 1 claims that the density
function f5(v, y) has the form

v, if 0 <y<v,
14+v, ifv<y<lI.

SHv,y) = {

Then the payoff function f(x) =2 /Ox S (v,0)dt — 1 under stopping in the state x can be
expressed by
2ux—1, if 0 <x <,
f) = . (2.5)
1-2(1=x)(14+v), ifv<x<I.

Imagine that player I has received the observation x. If he decides to continue to the next
shot, his payoff makes up

v 1

1
Ev(x,,2) = /f(t)dt: /(2vt— 1)dt+/(1 20 =D +v)dt=v*—v. (2.6)
0

0 v

According to the optimality equation, player / stops at shot 1 (having received the observa-
tion x) if f(x) > Ev(x,,2), and passes to the next observation if f(x) < Ev(x,, 2). The function
f(x) defined by (2.5) increases monotonically, while the function Ev(x,, 2) of the form (2.6)
turns out independent from x (see Figure 7.1). Hence, there exists a unique intersection point
of these functions; denote it by u’ € [0, 1]. In the case of #’ < v, the quantity «’ meets the
condition

2wl =1 =1V —v. 2.7
Y
1 —
0
x
y=FEir,2)
-1

Figure 7.1 The payoff function f(x).
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If ' > v, it satisfies
1=2(1 = )1 +v)=1v>—v. (2.8)
Thus, if player /I adopts the strategy with the threshold v, the optimal strategy of player
I is determined by the stopping set S = [/, 1] and the continuation set C = [0, «/).
Choose v such that it coincides with u’. Equations (2.7) and (2.8) bring to the same

equation

v2+v—1=0,

whose solution is the golden section v* = V5ol . Therefore, if player II adheres to the threshold
strategy v*, the best response of player / is the threshold strategy with the same threshold
u* =v*. The converse statement also holds true. This means optimality of the threshold
strategies based on the golden section.

We have derived the same solution as in the previous section. However, the suggested
evaluation scheme of the optimal stopping time possesses higher performance in the given
class of problems. Furthermore, there is no a priori need to conjecture that the optimal
strategies belong to the class of threshold ones. This circumstance follows directly from the
optimality equation.

Section 7.3 shows the applicability of this scheme in stopping games with arbitrary
numbers of observations.

7.3 The game I'y(G) under N > 3

Consider the general case of the game I'y(G), where the players receive independent uniformly
distributed random variables {x,,n=1,...,N} and {y,,n=1,...,N}, and N > 3. Suppose
that player II uses a threshold strategy o(v) with thresholds meeting the condition

VN—I < VN_2 <..< Vl. (31)

Due to Lemma 7.1, the density function f5(v, y) has the form

N -1
H,y) = Vis ifvy <y<v_y,
i=k j=0
where k =1, ...,Nand vy = 1, vy = 0 for convenience. Therefore, the function f, (v, y) jumps
k—1
by the quantity [] v; in the point y = v;.
Jj=0

To construct the best response of player [ to this strategy, we involve the optimality
equation

X
v(x, n) = max Z/fz(v,t)dt—1,Ev(xn+1,n+1) n=1,...,.N—1, 3.2)
0
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with the boundary condition
X
v(x,N) = 2/f2(v, tHdt — 1.
0

The payoff function f(x) = 2 fox Jf>(v, t)dt — 1 under stopping in the state x can be rewritten

as
N -1
fx) =f(vk)+2(x—vk)Zij,vk <x<v_yg, 3.3)
i=k j=0
or
N -1
S =fv_) +2(x —vi_y) Z ij, Vv Sx <.
i=k j=0

The curve of y = f(x) represents a jogged line ascending from point (0, —1) to the point (1, 1)
(see Figure 7.2).

For any n, the maximands in equation (3.2) are the monotonically increasing function
f(x) and the function Ev(x, ;,n + 1) independent from x. This feature allows to simplify the
optimality equation:

() Evx,1,n+1), 0<x<u,
v(x,n) =
fx), u, <x<1,

-1+

Figure 7.2 The payoff function f(x).
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where u,, designates the intersection point of the functions y = f(x) and y = Ev(x,,,n + 1).
Therefore, if at shot n the observation exceeds u,,, the player should stop observations (and
continue them, otherwise). Clearly,

Un_1 <. < 125} < up.

Which requires validity of the equality

This brings to the system of conditions
fu,)=Ev(u, ,n+1),n=1,...,N—1. 3.4

Under n = N — 1, formula (3.4) implies that

1
Sfluy_y) = Ev(uy,N) = / f(odt. (3.5)
0

According to (3.3), we obtain

N-1 N-1
D (1= up) +2 [ Juaey—y = 1. (3.6)
i=1 i=1
Next, note that
Un_q 1
Fluy_) = Evuy_,N = 1) = / W, N = Dde+ [ e
0 uy-_1

Un_1 1 1
= /f(uN_l)dt+ /f(t)dt= /f(t)dt+ %[1 + flun_]-
0 Un_1 0

Hence, by virtue of (3.5) and the notation uy = 0, f(uy) = —1, we have

Un_1 + Uy

Sluy_p) —fluy_y) = T(f(uN—l) = fuy)).

Readers can easily demonstrate the following equality by induction:

+

Uy T Uiy
f(un—l) _f(un) = T(f(un) _f(un+l))’n = 1’ ’N -1 (37)
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It appears from (3.3) that

N-1 k-1
F) = f) =2 Y T w0, = ).
k=n+1 j=1
In combination with (3.7), this yields
N—1 k-1 -1 k=1 2 _ 2
n +1
ZZHu(un_ —u,)=2 Z | ujT".
k=n j= k=n+1 j=1

By canceling by 2 H 1 Uj, we obtain

N-1 k-1 -1 k-1 u2_u2
n n+1
(WUy—q — u)l1+ZH ] b=
k=n+1

k=n+1 j=n
Now, reexpress u,_; from the above relationship:

N—-1 k-1
u u kZ]Huj
= —n+1 j=n
W, =1, + 2”*‘ "N_{ —— =2 N-L (3.8)

k=n+1 j=n

Standard analysis of the system of equations (3.6), (3.8) shows that there exists a solution of
this system, which satisfies the condition uy_; < ... < u, < uy. Furthermore, as N increases,
the value of u; gets arbitrarily close to 1, whereas uy_; tends to some threshold value uy, | ~
0.715. Table 7.1 provides the numerical values of the optimal thresholds under different
values of N.

Therefore, if player /I chooses the strategy o(u*) defined by the thresholds u),n =1, ...,
N —1 that meet the system (3.6), (3.8), we have the following result. According to the
backward induction method, the best response of player / has the same threshold form as
that of player /1. This means optimality of the corresponding strategy in the game under
consideration. We summarize the above reasoning in

Table 7.1 The optimal thresholds for different N.

N u’;‘ u§ u;‘ uj ug‘

2 0.618

3 0.742 0.657

4 0.805 0.768 0.676

5 0.842 0.821 0.781 0.686

6 0.869 0.855 0.833 0.791 0.693
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Theorem 7.1  The game I'y(G) admits an equilibrium in the class of threshold strategies
of the form

(1, if GO 2w,
) =3 n, if Gx)) <uf,...,G(x,_y) <u'_,Gx,) > uy,

\N, if G(x)) < u”l‘, Gy < ”;—1’

and
(1, if Goy) = u,

ocw®)=3n, if Gy, < ui‘, e, GO < u:_l, G(y,) > u;,
N, lf‘G(yl) < MT, ’G(YN—I) < u;kv_l,

where u”;n =1,...,N — 1 satisfies the system (3.6), (3.8).

For instance, if n = 3, the system (3.6), (3.8) implies that the optimal thresholds make
up ”T =0.742, u; = 0.657. In the case of n =4, we obtain the optimal thresholds uT =
0.805, u; = 0.768, and u; = 0.676.

Therefore, the above game with optimal stopping of a sequence of independent identically
distributed random variables has a pure strategy Nash equilibrium. In the beginning of the
game, the players evaluate their thresholds, and then compare the incoming observations with
the thresholds. If the former exceed the latter, a player terminates observations. However,
the equilibrium does not necessarily comprise pure strategies. In what follows, we find an
equilibrium in the game with random walks, and it will exist among mixed strategies.

7.4 Optimal stopping game with random walks

Consider a two-player game I'(a, b) defined on random walks as follows. Let x,, and y, be
symmetrical random walks on the set of integers E = {0, 1, ..., k}, starting in states a € E
and b € E, respectively. For definiteness, we believe that @ < b. In any inner state i € E, a
walk equiprobably moves left or right and gets absorbed in the end points (0 and k). Players
I and II observe the walks x,, and y, and can stop them at certain time moments 7 and o.
These random time moments represent the strategies of the players. Consequently, if x, > y,,
player I wins. In the case of x, <y, player /I wins accordingly. Finally, the game is drawn
provided that x, = y,. A player has no information on the opponent’s behavior.
As usual, this game is antagonistic with the payoff function

H(7,0) = E{l(x 5y,) = lx,. <y} }-

To solve the posed game, recall the technique adopted at the beginning of Chapter 7. Notably,
reduce the game to two optimal stopping problems. At the outset, note an important feature.
To establish an equilibrium, it suffices to find a pair of strategies (7*, 6*) of players I and I
such that

sup H(z,c*) = inf H(z*,0) = H*.
T o

Then (z*, 6*) forms an equilibrium, H* gives the value of the game I'(a, D).
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The first problem sup, H(r, c*) is the optimal stopping problem sup, Ef(x,) for player /
with the payoff function under stopping defined by

f1ix) =Plyg <x} =Py, >x},x=0,1,... k.
Here the solution is based on the backward induction method. Similarly, the second problem
inf ; H(z*, 0) is the optimal stopping problem sup, Ef(y,) for player II with the payoff

function under stopping determined by

HO)=Plxp <y} —=Pl{x>y},y=0,...,k

To simplify the form of the payoff functions under stopping, introduce vectors s =
(89,81, ... »8) and t = (¢, tq, ..., 1), where

s;=P{x, =i}, ,=P{y, =i}, i=0,1,... k.

These vectors are called the spectra of the strategies T and o. Now, if the strategy o is fixed,
the problem sup, H(z, o) gets reduced to the optimal stopping problem for the random walk
x,, with the payoff function under stopping

X
A®=2Y -1, 1, x=0,1,..k (4.1)
i=0

By analogy, the problem inf ; H(z, o) with fixed 7 represents the optimal stopping problem
of the random walk y, with the payoff function under stopping

,
HM=2Ys5=5,~1, y=0.1,...k 4.2)
i=0

We take advantage of the backward induction method to solve the derived problems.
Write down the optimality equation (for definiteness, select player I). The optimal expected
payoff of player / provided that the walk is in the state x,, = x € E will be denoted by

v (x) = sup E{f(x,)/x, = x}.

By terminating observations in this state, the player gains the payoff f(x,) = f(x). If he
continues observations and acts in the optimal way, his expected payoff constitutes

E{vi(x, ) /x, =x} = %vl(x— 1)+ %vl(x+ D).

By comparing these payoffs, one can construct the optimal strategy. And the optimality
equation takes the recurrent form

vi(x) = max{f; (x), %vl(x -+ %vl(x+ D}, x=1,...,k—1. “4.3)
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In absorbing states, we have

v1(0) = £1(0), vi(k) = fi(k).

Equation (4.3) can be solved geometrically. It appears from (4.3) that the solution meets
the conditions v (x) > fj(x),x =0, ..., k. In other words, the curve of y = v, (x) lies above the
curve of y = f(x). In addition,

vi(x) > %vl(x— 1)+ %vl(x+ D,x=1,...,k—1.

The last equation implies that the function v(x) is concave. Therefore, to solve (4.3), it
suffices to draw the curve y = f;(x),x = 0, ..., k and strain a thread above it. The position of
the thread yields the solution v|(x), eo ipso defines the optimal strategy of player /. Notably,
this player should stop in the states S = {x: v{(x) = f;(x)}, and continue observations in
the states C = {x : v{(x) > fj(x)}. The same reasoning applies to the optimality equation for
player I1.

Consequently, the functions v;(x) and v,(y) being available, we have

sup H(Ts 6*) = sup Efl (x‘r) = Vl(d),
irflf H(t*,0) = —fsup Ef5(y,;) = —vy(b).

If some strategies (7%, 6*) meet the equality
vi(a) = —v,(b) = HY, (4.4)

they actually represent optimal strategies.
Prior to optimal strategies design, let us discuss several properties of the spectra of
strategies.

7.4.1 Spectra of strategies: Some properties

We demonstrate that the spectra of strategies form a certain polyhedron in the space Rt
This allows to reexpress the solution to the corresponding optimal stopping problem via a
linear programming problem.

Theorem 7.2 A vector s = (s, ..., ;) represents the spectrum of some strategy t iff the
following conditions hold true:

k
Y is;=a, (4.5)
=0
k
Z s5;=1, (4.6)
i=0
5;20, i=0,....k %))
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Proof: Necessity. Suppose that 7 is the stopping time with the spectrum s. The definition of

s directly leads to validity of the conditions (4.6)—(4.7). Next, the condition (4.8) results from
considerations below. A symmetrical random walk enjoys the remarkable relationship

E{x, 1/x, =x} = %(x— 1+ %(x+ 1) =x,
or
E{x,p1/x,} = x,. 4.8)
In this case, we say that the sequence x,,n > 0 makes a martingale. It appears from the

condition (4.8) that the mean value of the martingale is time-invariant: Ex,, = Ex,, n = 1,2, ....
Particularly, this takes place for the stopping time z. Hence,

Ex, = Exy = a.

By noticing that

k k
= 2 iP{x, =i} = 2 is;,

i=0 i=0

readers naturally arrive at (4.5).

Among other things, this also implies the following. The stopping time z;; defined by
two thresholds i and j (0 < i < a < j < k), which dictates to continue observatlons until the
random walk reaches one of states i or j, possesses the spectrum (see (4.5)—(4.6)) agreeing
with the conditions

sitsi=1 s;-i+s;-j=a.

And so, s; —’j—ands a

Consequently, the spectmm of the strategy 7;; makes

Sl/ = (O’---aOaJ._c.l7O"--’O’a._?,o,-"70> . (49)

- —i
Finally, note that the spectrum of the strategy 7, = 0 equals
5o =100,...,0,1,0,...,0), (4.10)

where all components except a are zeros.

Sufficiency. The set S of all vectors s = (s, ... ,s;) satisfying the conditions (4.5)—(4.7)
represents a convex polyhedral, ergo coincides with the convex envelope of the finite set of
extreme points.
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A point s of the convex set S is called an extreme point, if it does not admit the represen-
tation

s=(sD+5@)/2, where sV # 5(2) and sV, s@ e 5.
Show that the extreme points of the set S have the form (4.9) and (4.10). Indeed, any

vector s described by (4.5)—(4.7), having at least three non-zero components (s, s;, 5, where
0 <1< i< j<k),can be reexpressed as the half-sum of the vectors

S(l) =(...,S[—61,...,Sl‘+€,...,Sj—€2,...),
5@ =(...,s,+el,...,si—e,...,sj+ez,...).
Heree; + e, =e, ¢) == -5, 0 <e <min{s;,s;,s;} belong to the set S.

Therefore, all extreme pomts of the polyhedron S may have the form (4.9) or (4.10). Hence,
any vector s enjoying the properties (4.5)—(4.7) can be rewritten as the convex envelope of
the vectors s, and s;;:

§ = VpSo + Z VijSl')',

where vy > 0, v;; > 0,

v0+2v =1

Here summation runs over all (i,j) such that 0 < i < a <j < k. By choosing the strategy 7,
with the probability v, and the strategies 7; with the probabilities v;;, we build the mixed
strategy v, which possesses the spectrum s. Th1s substantiates the sufficiency of the conditions
(4.5)—(4.7). The proof of Theorem 7.2 is finished.

7.4.2 Equilibrium construction

To proceed, we evaluate the equilibrium (z*, 6*). According to Theorem 7.2, it suffices to
construct the spectra of the optimal strategies (s*,¢*). These are the vectors meeting the
conditions

k k

5i20,i=0,....k Ys=1; Ysi=a (4.11)
i=0 i=0
k k

620, i=0,....k Y ;=1 ) ti=h (4.12)
i=0 i=0

Lemma 7.2  For player II, there exists a strategy ¢* such that

sup H(z,6*) = (a — b)/b. 4.13)
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Proof: Let us employ Theorem 7.2 and, instead of the strategy ¢, construct its spectrum #*.
First, assume that

k<2b-1. (4.14)

Define the vector t* = (%, 1, ..., t;) by the expressions

1/b, i=1,3,5,. 2(k—b)—1,
t,=41—=(k=0)/b, i= 4.15)
0, fortheresti € E.

Verify the conditions (4.12) for the vector (4.15). For all i € E, the inequality ¢; > 0 takes
place (for i = k, this follows from (4.14)). Next, we find

t-=—(k b)+1—¥=1,

k
1
i=0
k
k—b
th_ (143 +..42(k— b)—1]+k<1—7>_b.
=0

And so, the conditions of Theorem 7.2 hold true, and the vector #* represents the spectrum of
some strategy ™.

Second, evaluate sup, H(r, 6*). For this (see the discussion above), it is necessary to solve
the optimal stopping problem with the payoff function under stopping f; (x) defined by (4.1).
Substitute (4.15) into (4.1) to get

ilb—1, i=0,...,2(k—b),
[ =32k-b)/b—1, i=2(k-b)+1,....k—1,
k/b—1, i=k.

To solve the optimality equation, we use the same geometrical considerations as before.
Figure 7.3 provides the curve of y = f,(x), which represents a straight line connecting the
points (x =0,y =—1) and (x = k,y = k/b — 1). The equation of this line takes the form
y = x/b — 1. On the other hand, the optimality equation (4.3) is solved by the function

vi@)=i/b-1.
In state i = a, we accordingly obtain
vi(a) =(a—b)/b.

This proves (4.13).
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y

A
k
Z_l

0 =TF %
y = fi(x)

a-b
b
-1

Figure 7.3 The payoff function under stopping f (x).

If k > 2b — 1, define ¢* by

/b, ifi=1,3,....2b—1,
t. =
! 0, for the resti € E.

The vector * of this form meets the conditions (4.12) and, hence, is the spectrum of a certain
strategy. The function fj(x) acquires the form

, i/b—1, i=0,...25=1,
[ = -
1, i=2b,...,k

Its curve is illustrated in Figure 7.4. Clearly, the function v, (x) coincides with the function
J1(x). And it follows that, within the interval [0, 2b], the function v{(x) has the form

vy =i/b—1,

which argues validity of (4.13). The proof of Lemma 7.2 is concluded.

Lemma 7.3  For player I, there exists a strategy t* such that

ir;fH(r*,o-) =(a-Db)/b. (4.16)

Proof: It resembles that of Lemma 7.1. First, consider the case of

k <2b.
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y=fi1x)

0 a 2b 'k x

Figure 7.4 The payoff function under stopping f (x).

Determine the vector s* = (s, 51, ... , 5;) by the expressions
a e
1 —a m, ifi = 0,
5 = m, lfl:2,4,...,2(k—b—1), (4 17)
i a(2b—k+1) ifizk :
b(b+1) -
0, for the rest i € E.

Evidently, the vector (4.17) agrees with the conditions (4.11). According to Theorem 7.2,
it makes the spectrum of some strategy z* of player /. Substitution of (4.17) into (4.2) gives

L b(bi—l)(i_b)-’_l%’ =12k b=,
fz(l)_ fz(z(k_b)_l), i:2(k—b),...,k—1,

a b—a .
h(b+1)(k -b)+—,i=k

(4.18)

Figure 7.5 demonstrates the curve of the function (4.18).
The straight line obeying the equation

a b—a
= —b ,
o+ DT

y

coincides with the curve of y = f5(x) in the points x = 1,2, ... ,2(k=b), 2(k—=b) + 1, ...,
k—1 and x = 0 (see (4.18)). Moreover, the former lies above the latter in the points x =
2(k —b),2(k—b)+1,...,k—1 and x = 0. Thus, we obtain the expressions

a b—a a
Thl T b T h+d

y0) = =5(0).
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v = f2)

O/ 1 2(k=-b-1 b k- 1k x

Figure 7.5 The payoff function under stopping f (x).

But this implies that, within the interval [1, k], the function v,(x) has the form

a b—a
)= ——(@{—-b .
R0 ==+
As aresult,
b—a
b) = ,
Vz() b

which proves formula (4.16).
Now, suppose that k > 2b + 1. Define the spectrum s* by

1 - #, ifi =0,
5 = b(bli-l)’ ifi=2,4,...,2b,
0, for theresti € E.
In this case,
a .
(=0 )
H) = b(bil)(i— b) + %a, i=1,2b,
1, i=2b+ 1,k

Figure 7.6 shows that the function v,(x) coincides with f,(x), whence it appears that

va(b) = fr(b) = (b —a)/b.

The proof of Lemma 7.3 is finished.
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y = falx)

Of/ T b 2b+1 kK "x

T b+l

Figure 7.6 The payoff function under stopping f, (x).

Therefore, if we choose the strategies 7* and ¢* according to Lemmas 7.1 and 7.2, the
expressions (4.13), (4.16) lead to

sup H(t,c*) = inf H(z*,06) = (a — b)/D.
T o

By turn, this yields the following assertion.

Theorem 7.3  Let x,(w) and y,(w) be symmetrical random walks on the set E. Then the
value of the game I'(a, b) equals

H* = (a—b)/b.

Apparently, the solution of the game problem belongs to the class of mixed strategies
being random distributions on the set of two-threshold strategies. With some probabilities,
each player selects left and right thresholds i, j with respect to the starting point of the walk;
he continues observations until the walk leaves these limits. The value of the game is the
probability that the walk starting in point a reaches zero earlier than the point —b. Interestingly,
the value does not depend on the right limit of the walking interval.

7.5 Best choice games

Best choice games are an alternative setting of optimal stopping games. Imagine N objects
sorted by their quality; the best object has number 1. The objects are supplied randomly to
a player, one by one. He can compare them, but is unable to get back to the viewed objects.
The player’s aim consists in choosing the best object. As a matter of fact, this problem is also
known as the secretary problem, the bride problem, the parking problem, etc.

Here we deal with a special process of observations. Let us endeavor to provide a formal
mathematical description. Suppose that all objects are assigned numbers {1,2, ..., N}, where
object 1 possesses the highest quality. The number of an object is called its rank. The objects
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arrive in a random order. All permutations N! are equiprobable. Denote by a, the absolute
rank of the object that appears at time moment n,n = 1, ..., N. The whole difficulty lies in the
following. The player receives an object at time moment 7, but does not know the absolute
rank of this object. Being able to compare the objects with each other, the player knows
merely the relative rank y, of this object among the viewed objects. Such rank makes up

n
yn = Zl(ai S Cln),
i=1

where I(A) acts as the indicator of the event A. If all objects which arrived before time
moment n have ranks higher than the given object, the relative rank of the latter constitutes
1. Therefore, by observing the relative ranks y,, the player has to make some conclusions
regarding the absolute rank a,,. The relative ranks y, represent random variables; owing to
the equal probability of all permutations, we obtain P{y, =i} = 1/n,i=1,...,n. In other
words, the relative rank of object n can be any value from 1 to n equiprobably. The best
choice problem suggests two possible goals (criteria) for the player: (1) find the stopping rule
7, which maximizes the probability of best object finding, i.e., P{a, = 1}, or (2) minimize
the expected object’s rank E{a,}. We begin with the best choice problem, where the player
maximizes the probability of best object finding.

Introduce the random sequence x, = P{a, = 1/y,},n=1,2,...,N. Note that, for any
stopping time 7,

N N
Ex, = ZE{x,,I{T:n}} = ZE{P{an = 1/y, M {zzm }-
n=1 n=1

The decision on stopping = = n is made depending on the value of y,. By the properties of
conditional expectations,

N
EXT = ZE{I{an=1}1{T=n}} ZE{I{ar=1}} = P{Clr = l}

n=1

Therefore, the problem of stopping rule which maximizes the probability of best object finding
is the optimal stopping problem for the random process x,,,n = 1, ..., N. This sequence forms
a Markov chain on the extended set of states £ = {0, 1, ..., N} (we have added the stopping
state 0).

Lemma 7.4  The following formula holds true:

v =1

xn:P{anzl/yn}z{O l‘.f‘y >1
El n .

Proof: Obviously, if y, > 1, this object is not the best one. And so, x,, = P{a, = 1/y,} = 0.
On the other part, if y, = 1 (object n is the best among the viewed objects), we have

B Pla, = 1)
Pla, < min{a,,...,a, ;}}

x, = Pla, =1/y, =1}
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Due to the equiprobability of all permutations, P{a, = 1} = 1/N. The probability P{a, <
min{ay,...,a,_;}} that the minimal element in a permutation of n values holds position n
also makes up 1/n. And it appears that

I/N »n
xn=P{an=1/yn=1}=m=]T].

This concludes the proof of Lemma 7.4.

According to Lemma 7.4, the optimal behavior prescribes stopping only on objects with
the relative rank of 1. Such objects are called candidates. If a candidate comes at time
moment n and we choose it, the probability that this is the best object is n/N. By comparing
the payoffs in the cases of stopping and continuation of observations, one can find the optimal
stopping rule. Revert to the backward induction method to establish the optimal rule. We
define it by the optimal expected payoff function v,,n =1, ....,N.

Consider the end time moment n = N. The player’s payoff makes up xy. This is either 0
or 1, depending on the status of the given object (a candidate or not, respectively). Let us set
vy = L.

At shot n = N — 1, the player’s payoff under stopping equals xy_; (or 0, or (N — 1)/N).
If the player continues observations, his expected payoff is

| 1 1
Exy=—-1 (1--)-0:-.
WENOT N N

By comparing these payoffs, we get the optimal stopping rule

N-11
v = max ,Exy} = max ,— 7.
N—-1 {xn_1, Exy} { N N}

At shot n = N — 2, the player’s payoff under stopping equals xy_, (or 0, or (N — 2)/N).
If the player continues observations, a candidate appears at shot N — 1 with the probability
1/(N — 1) and at shot N with the probability

(1_N1—1>1%/=(1\1/V—_1§N'

And his expected payoff becomes

1 N-1 N-2 N-2 1 1
E.XN_1= = ( + )
N-1 N  (N-DN N \N-2 N-1
Consequently,
v = max{x Exy_;} = max N-2 N_2< ! + 1 )
N=27 N=2>=IN=1T N ' N \N-2 N-1/[

www.it-ebooks.info


http://www.it-ebooks.info/

OPTIMAL STOPPING GAMES 253

Repeat these arguments for subsequent shots. At shot n, we arrive at the equation

N
n n 1
v, = max{x,, Ex, } =max{ﬁ,ﬁ <Z = 1)}11 =N,..L

i=n+1

If the player continues at shot n, a next candidate can appear at time moment n + 1 with the
probability 1/(n + 1) and at time moment i, > n with the probability

(“nil)(l_niz)""'(l_i—11>%=(i—nl)i' -1

The stopping rule is defined as follows. The player should stop on candidates such that
the payoff under stopping becomes greater or equal to the payoff under continuation. The
stopping set is given by the inequalities

N
n n 1
S = == .
i=n+1

Therefore, the set S has the form [r,r + 1, ..., N], where r meets the inequalities

=
L

~. | —_
I/\

[\42
|»—l

(5.2)

Theorem 7.4  Consider the best choice game, where the player seeks to maximize the
probability of best object finding. His optimal strategy is to stop on the object after time
moment r defined by (5.2). Moreover, this object turns out the best among all viewed objects.

Under large N, inequalities (5.2) can be rewritten in the integral form:

N-1 N-1

/ lalts 1< / ldt.
t t

i=r i=r—1

This immediately yields limy_, 1% = 1/e ~ 0.368. Therefore, under large N, the player
should stop on the first candidate after N /e viewed objects.

We have argued that the optimal behavior in this game is described by threshold strategies
7(r). The player chooses some threshold r, till this time moment he merely observes the
incoming objects and finds the best one among them. After the stated time moment, the
player stops on the first object being better than the previous ones. Undoubtedly, he may skip
the best object (if it appears among the first » — 1 objects) or not reach the best object (by
terminating observations on the relatively best object). To compute the probability of best
object finding under the optimal strategy, we find the spectrum of the threshold strategy z(r).
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Lemma 7.5 Consider the best choice problem, where the player uses the threshold strategy
7(r). The spectrum of such strategy (the probability of choosing object i) takes the form

0$ l-fl.=1,...,r—1,
. —1 oy e
Plr(r) =i} = 2=, ifi=r,....N,
r=1 ...
> ifi=0.

Proof: The strategy z(r) requires to stop only in states r,r + 1, ..., N; therefore, we have
P{r(r) =i} =0fori=1,...,r — 1. Theevent {z = r} is equivalent to that the last element in
the sequence a, ..., a, appears minimal. The corresponding probability makes up P{z(r) =
r} = 1/r. On the other hand, the event z(r) = i, where i = r + 1, ..., N, is equivalent to the
following event. The minimal element in the sequence ay, ... ,a,_y,q,., ... ,a; holds position i,
whereas the second smallest element is located on position j (1 < j < r — 1). The probability
of such a complex event constitutes

r—1
R () (P
P{T_l}_j; T o hEaTy

Finally, we find the probability of break P{z(r) = 0} from the equality
r—1 r—1

N
P{r(r):O}zl—Zi(i_])z -

i=r

The proof of Lemma 7.5 is completed.

As a matter of fact, the quantity P{z(r) = 0} = (r — 1)/N represents exactly the proba-
bility that the player skips the best object under the given threshold rule z(r). Evidently, the
optimal behavior ensures best object finding with the approximate probability of 0.368.

7.6 Best choice game with stopping before opponent

In the previous section, we have studied players acting independently (their payoff functions
depend only on their individual behavior). Now, consider a nonzero-sum two-player game,
where each player strives to find the best object earlier than the opponent. A possible inter-
pretation of this game lies in the following. Two companies competing on a market wait for
a favorable order or conduct research work to improve their products; the earlier a company
succeeds, the more profits it makes.

And so, let us analyze the following game. Players / and Il randomly receive objects
ordered from 1 to N. Each player has a specific set of objects, and all N! permutations appear
equiprobable. Players make their choice at some time moments, and the chosen objects are
compared. The payoff of a player equals 1, if he stops on the best object earlier than the
opponent. We adopt the same notation as in Section 7.6. Designate by a,.a/, and y,,y!
the absolute and relative ranks for players I and I/, respectively. Consequently, the payoff
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functions in this game acquire the form

HI(T’U) = E{I{a,=l,ag;&l} +I{a,=l,a;=l,f<o‘}}
=P{aT=l,a;7é1}+P{aT=1,a;=1,T<6}, (6.1)

and

Hy(7,0) = E{l{q 41,0 =1) + l{a,=1,0=1,050) )
=P{ar¢1,a;=l}+P{aT=l,a;=1,r<0'}. (6.2)
So long as the game enjoys symmetry, it suffices to find the optimal strategy of one player.
For instance, we select player /.

Fix a certain strategy o of player /I and evaluate the best response of the opponent. Recall
the scheme involved in the preceding section. Notably, take a random sequence

Xy = Ell g =10 1) + l{a,=1a. =1.n<o} /Yn}s m = 1,2, ..., N.
Using similar arguments, one can show that
E{x,} =H(z,0).

Therefore, the optimal response problem of player / represents the optimal stopping problem

of the random sequence x,, n = 1, ..., N. The independence of the random variables a}l , aﬁ
implies that x,, can be reexpressed by
x, =Pla,=1/y,} [Pla, #1} + P{d, = 1,n <c}]
=Pla,=1/y,} [1 -P{d, =1} +P{d, =1,n<c}].
Hence,
x, =Pla, =1/y,} [1 —P{a; =1,6< n}] ,n=1,...,N.
By virtue of Lemma 7.4, we arrive at the representation
=215 1-Pld. =1,6< =1 6.3
xn‘ﬁ{y,,:l}[ - {aa— ,U_n}],n— ,...,N. (6.3)

Formula (6.3) specifies the payoff of player / under stopping on object n. Clearly, to establish
the best response of player /, one should follow up only the appearance of candidates in the
sequence. Again, we address the backward induction method.

Seek for the optimal strategies among threshold strategies z(r) dictating to terminate
observations as soon as the sequence x,, enters the set {r,r + 1, ..., N}. Suppose that player
II chooses the threshold strategy o(r). Then formula (6.3) immediately implies that, for
n < r — 1, the payoff under stopping equals

n

X =—I{

"=y n=1,...,r—1.

yp=1}p
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In the case of n > r, we compute the probability P{a; =1,0 <n}:

n n
P{a; =1l,0<n}= ZP{a]/ =1l,0=j}= ZP{O' ZJ}P{a]I = 1/yJ/ =1}
i=r

i=r

According to Lemma 7.5, we have P{c =j} = /(l/+11)’ and Lemma 7.4 yields P{aj’. = 1/yj’. =
1} =j/N. Therefore,
, o r—1j _r—lvx |1
Pla, =106 <n}= ;J(I— l)ﬁ = N FZ,j— T
Using (6.3), readers easily find that
n
%= Tl l1—%;]%] n=r,..N. 6.4)

The payoff under stopping in state n has been successfully established. We can proceed
and define the optimal stopping rule. This will employ the optimal expected payoff function
vpon=1,....,N and the backward induction method. Assume that incoming object 7 is the
best among all previous ones.

Consider the end time moment n = N. Here the player’s payoff equals x,,. Due to (6.4),
this is the quantity

N
r—1 1
=|(1- — .
At the last shot, a player must stop, since his payoff under continuation makes up 0. Set

YNy = XN
At shot n = N — 1, the player’s payoff under stopping is given by

N-1
N=1[, r=1 1
= - .
Wl T TN l N jZ;j-l]

If he continues, the expected payoff becomes

N
1|, -1 1
Exy=~ [1- — .
w Nl N ;1—1]

By comparing these expressions, we find the optimal stopping rule:

VN—I = maX{xN_l, EXN}

N-1 N
N-1 r—1 1 1 r—1 1
- 1- = 1= — 4.
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Repeat these considerations accordingly; using the transition rate formulas (5.1), at shot
n we get the equation

N

n
v, =max{x,, Ex, {1} = max{xn, Z — xi},n =N,..L

iy =1

Calculate the expected payoff under continuation by one shot.
For r < n < N — 1, we have the representation

N i
n i r—1 1
Ev = D, ii—N ll_ N Z 1]

i=n+1 j=r J-

=_Z__n(r—l)zz_ (6.5)

i=n tn]rIJ

In the case of 1 < n < r — 1, the following relationship holds true:

r—1

i Al r—1 d 1
Ex”“:iz z(l—11V Z 1)N TN Z_

=il

_ENZ_IE_”(“I)Z Z‘ 66)
=2 .

i=n zrljrl*]

Figure 7.7 demonstrates the curves of the functions y = x,, and y = Ex,,,n =0, ..., N under
=10andr=4
We have mentioned that, owing to the problem’s symmetry, the optimal strategies of the
players do coincide. Therefore, choose r such that

X1 <Ex,, x.>Ex..

1 |
0 1 2 3 4(r)s 6

~N —
00 —

|

|

|

|

E
o) T

Figure 7.7 The functions x,, and Ex,, ;.

www.it-ebooks.info


http://www.it-ebooks.info/

258 MATHEMATICAL GAME THEORY AND APPLICATIONS

After simplifications, formulas (6.4)—(6.6) imply that r satisfies the inequalities

N-1 i
1 r—1 1 N-—r
1<'27<1— ~ 27)51+m. 6.7)

j=r=1

Theorem 7.5  Consider the fastest best choice game. The equilibrium strategy profile is
achieved among threshold strategies (t(r), o(r)), where r meets the conditions (6.7).

Proof: Suppose that player /I adheres to the strategy o(r), where r agrees with (6.7). Below
we demonstrate that the best response of player [ represents the strategy 7(r) with the same
threshold r. In fact, it suffices to show that

X, <Ex,.;,n=1,..,r—1,

X, 2Ex, ,n=r,...,N.

According to (6.6), forn =1, ..., — 1 we have

r=2 N-1 i
n 1 1 r—1 1
Exn+1—xn=ﬁl;;+z ;(1— N 2 ;)—1]

i=r—1 j=r—1

This expression is strictly positive by virtue of the condition (6.7).
In the case of n = r, ..., N, formulas (6.4), (6.5) lead to

N-1 i
n 1 r—1 1
B =0 =y lz ?(1_ N ZJ)

=n Jj=r—

n—1

r—1 i n
—l+— > ;] = 5 G,

i=r—1

Due to the second condition in (6.7), the bracketed expression G(n) appears non-positive
in the point n = r. This property remains in force in the rest pointsn = r+ 1,... ,N — 1, since
the function G(n) is non-increasing in n. Really, this follows from

i=r—1

G(n+l)—G(n)=—’—ll ll_r;’l > %— r;/l]

and non-negativity of the expression

n
r—1 1 r—-1
1- N 27— N n=r,....,N—1.

i=r—1
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Figure 7.8 The optimal thresholds.

The last fact is immediate from the inequalities

n
r—1 1 r-1 r—1 1 r-1
1- - - >1- - —
N Zli N — N .Zi N
N

i=r—

The proof of Theorem 7.5 is finished.

Figure 7.8 shows the optimal thresholds in the fastest best choice problem under different
values of N.

Finally, we explore the asymptotical setting of this game as N — co. Imagine that the
ratio r/N tends to some limit z € [0, 1]. Under large N, the conditions (6.7) get reduced to
the equation

_ —.1m2 (%) =
Inz—zIn (2) 1.

Its solution z* ~ 0.295 yields the asymptotically optimal value of r/N. In contrast to the
solution of the previous problem (0.368), a player should stop earlier. As a result, errors grow
appreciably—this is the cost of taking the lead over the opponent.

7.7 Best choice game with rank criterion. Lottery

Lemma 7.6  Assume that y is the relative rank of the candidate at shot n. Then the expected
value of its absolute rank makes up

1
E{a,/y, =y} = Q(n.y) = %y.

Proof:  Let the relative rank of candidate n be equal to y. Find the probability P{a, =r|y, =
v} (the absolute rank of this candidate is r, where r = y,y + 1,...,N —n +y). Consider the
event that, after choice of n objects, the last object with the relative rank of y possesses
the absolute rank of r; actually, this event is equivalent to the following. While choosing

www.it-ebooks.info


http://www.it-ebooks.info/

260 MATHEMATICAL GAME THEORY AND APPLICATIONS

n objects ki, ... ,ky_l,ky, ..., k, from N objects 1,2,...,r—1,r,..., N, one chooses objects
ky,...,k,_; from objects 1,...,r — 1 and objects ky, ..., k, from objects r,...,N. And the

() (G2)

desired probability is defined by
<N )
n

Formula (7.1) specifies the negative hypergeometric distribution. Now, we evaluate the
expected absolute rank of candidate n provided that its relative rank constitutes y. Notably,

Pla,=rly,=y}= ,r=y,y+1,...,N—n+y. (7.1)

N—(n-y)

oun="3 (1) ()0 ()

r=y

N—(n—y)
_N+1 Z r N-r /(N+1>_N+1
a1 ~ y n—y n+1 PN

=y

This concludes the proof of Lemma 7.6.

And so, as candidate n appears, the players observe the relative ranks (y,, z,) = (¥, 2).
If both players choose (R — R), candidate n is rejected. Subsequently, the players interview
candidate (n + 1) and pass to state y,, ,Z,,;.- However, if the players choose (A — A), the
game ends with the payoffs %y (player I) and [’%z (player II). In the case of different
choices, lottery selects the decision of player I (or player /1) with the probability p (the
probability 1 — p, respectively). At the last shot, the last candidate is accepted anyway.
Define state (n,y, z), where

1. first n — 1 candidates are rejected and players are shown candidate n,
2. the relative ranks of the current candidates equal y, = y and z,, = z.

Denote by u,,, v, the optimal expected payoffs of the players at shot n, when first n candidates
are rejected. Apply the backward induction method and write down the optimality equation:

(U1 Vo) =172 Y Val M, (. 7). (7.2)

y,z=1

Here Val M, (y, z) represents the value of the game with the matrix M, (y, z) defined by

R A
Uy, Vy pOn,y) + pu,, pO(n, z) + pv,
(7.3)
A | pQn,y) + pu,,pQn,z) + pv, 0n,y), 0(n,z)

N
1 Z N+1
<n=1,2,...,N—1;MN_1=VN_]=]—v y=T>

Without loss of generality, suppose that 1/2 <p < 1.
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Theorem 7.6  The optimal strategies of the players in the game with the matrix (7.3) have
the following form:

player I chooses A(R), if Q(n,y) < (>)u,, (regardless of z),
player 1I chooses A(R), if Q(n,z) < (>)v,, (regardless of y).

The quantities u,,, v, satisfy the recurrent equations

et = PEIQUY,) Ay +PE [TEL110002,) < v, + (00 2,) > v, )] (7.4
Vit = PRI 2) Av, ]+ pE [ 2110003, < ) + 3,100 3,) > w,})] - (75)
N+1 )

<n=1,2,...,N—1; MN_1:VN_1=T

where I1{C} means the indicator of the event C. The optimal payoffs in the game I'y(p) are
U =uyand V" = v,

Proof: Obviously, for any (v,z) € {1,...,n} X {1,...,n}, the bimatrix game (7.3) admits
the pure strategy equilibrium defined by

on,z) > v, Qn,z) <v,
R-R R-A
Q02 > sy v 5O, Y) + pu, pO(, 2) + pv
(7.6)
A-R A-A
On,y) < u, _ _
pOn,y) + pu,pQ(n, z) + pv 0, y), 0(n,z)

In each cell, we have the payoffs of players I and /I, where indexes u,,, v, are omitted for
simplicity. Consider component 1 only and sum up all payoffs multiplied by n=2:

12 Y QU Y) < u,Q(n,2) < v} +pI{Qn.y) < 1, Q(n,2) > v)

y,z=1

P Y) > 4,0, 2) < vi1+n~2u Y (IO, ) < u, 0(n.2) > v}

y.z=1
+pI{Q(n,y) > u,Qn,z) < v} +I1{Q(n,y) > u,Qn,z) > v}l (7.7

The first sum in (7.7) equals

w2 Y, QPO y) < u} +pI{Q(n,2) < v}

y,z=1

=pr Y omremy <up+p Y Hlioma <v, a9)
y=1 z=1
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so far as

n

n
4 1o N+l N+1
n n, = — - — .
;Q( y) ny;n“y >

Consider the second sum in (7.7):

n

2w Y (PO, y) > u} +pI{Q(n,2) > v}]

y,z=1

. (7.9)

= n_lu[pzl{Q(n,y) >u}+p Y 1{0n,2) > v)
y=1 z=1

By substituting (7.8) and (7.9) into (7.7), we obtain (7.4). Similarly, readers can establish the
representation (7.5). The proof of Theorem 7.6 is finished.

Introduce the designation y,, = un% andz, = V”I%ll forn=0,1,...,N — 1 toreexpress
the system (7.4)—(7.5) as

Y N b = (n_[% 2 P
yn_l—nH[z[yn]([yn]+1)+yn(n M) +n+1[2(n+1)[zn]+y,,(n [z,,])]

_ p | _ _ 1 _ _ _
=L [E[z,,]([zn] +1)+2,01— [zn])] + L= [5(” + D[F,] + 2,01 — [y,,])].
Here [y] indicates the integer partof y, and y,_; = Zy_; = N/2.Note that states with candidate

acceptance, i.e.,

N+1 N+1
Qn,y)= ——y<u, Oz =
n+1

z<v
n+1 "

acquire the following form:
YV, 257,

In other words, ¥,,, z,, represent the optimal thresholds for accepting candidates with the given
relative ranks.

Under p = 1/2, the values of y, and z,, do coincide. Denote these values by x,,; they meet
the recurrent expressions

[x,]

1
Bl + D0 — 174, (7.10)

Xp—1 = Xp +

n=1,...,N — 1. We investigate their behavior for large N.
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Theorem 7.7 Under N > 10, the following inequalities hold true:

”;15%33 (n=>5,...N-2). (7.11)
Proof: Tt follows from (7.10) that
N/2
Xy =N/2+ # - %([N/Z] + 1)(N/2 = [N/21/4).

Clearly, xy_, > (N — 1)/3,VN and xy_, < (N —2)/2 provided that N > 10. Therefore, for-
mula (7.11) remains in force for n = N — 2. Suppose that these conditions take place for
6 <n <N — 2. Below we demonstrate their validity for n — 1.

Introduce the operator

s 1
4 n+1

T.(s)=x+ (s+ D(x—s/4).
Then for x — 1 < s < x we have

/ 1
TX(S) = m(Zs —4x+2+ n)

Rx—1)—4x+2+n) =

I I
TP TEFE AR

So long as x,, < n/2, the inequality T;C (s) > 0 s the case forx,, — 1 < s < x,. Hence,

SE 5_3(n+2) Sn_l, for n>6.
8 2(n+1) 2

Moreover, owing to x,, > (n + 1)/3, we obtain

5x,—1  x,3x,+ 1)
Xn-1 = Txn([x"]) 2 Txn(xn - 1) = n4 B n4(nr'lf' 1)

> 5(n+1)—3_n+22n/3_
12 12

Now, it is possible to estimate x;,.
Corollary 7.1  0.387 < xy < 0.404.

Theorem 7.2 implies that 2 < x5 < 2.5. Using (7.10), we find successively 1.75 < x4 < 2,
1.4 <x3 <1.6,1.075 <x, <1.175,0.775 < x; £ 0.808, and, finally, 0.387 < x; < 0.404.

The following fact is well-known in the theory of optimal stopping. In the non-game
setting of the problem (p = 1), there exists the limit value of U™ as n — co. It equals
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Table 7.2 The limit values y, = UM /N, zy = V) /N under different values of p.

p 0.5 0.6 0.7 0.8 0.9 1
Yo 0.390 0.368 0.337 0.305 0.249 0
20 0.390 0.407 0.397 0.422 0.438 0.5

o 1
T1a + %)ﬂ_l ~ 3.8695. Therefore, a priority player guarantees a secretary whose mean rank
j=1
is smaller than 4. Moreover, for player 2 this secretary possesses the rank of 50% among all
candidates.

In the case of p < 1, such limit value does not exist. For instance, if p = 1/2, the corol-
lary of Theorem 7.7 claims that x, > 0.387. And it appears that UM = uy = xo(N + 1) >
0.387(N + 1) — o0 as N — oco. Table 7.2 combines the limit values y, = nlLrEO{ U™ /n} and

20 = }}Lngo {V® /n} under different values of p.

Concluding this section, we compare the optimal payoffs with those ensured by other
simple rules. If both pk]lyers accept the first candidate, their payoffs (expected ranks) do

coincide: UN = VN = ¥ y = NTH However, random strategies (i.e., choosing between (A)
y=1
and (R) with the same probability of 1/2) lead to

1 1, _ 1 _ 1
1 1 N+1
= 5 [un +EQ(n,y)] = 3 [un + T] n=12,...,N—1),
see Theorem 7.6. Then the condition uy_; = NTH implies that ug = ... = uy_; = NTH Simi-
larly, vo = ... =vy_; = iy Consequently, the first candidate strategy and the random strat-

egy are equivalent. They both result in the candidate whose rank is the mean rank of all
candidates (regardless of the players’ priority p). Still, the optimal strategies found above
yield appreciably higher payoffs to the players.

7.8 Best choice game with rank criterion. Voting

Consider the best choice game with m participants and final decision by voting. Assume that
a commission of m players has to fill a vacancy. There exist N pretenders for this vacancy.
For each player, the pretenders are sorted by their absolute ranks (e.g., communicability,
language qualifications, PC skills, etc.). A pretender possessing the lowest rank is actually
the best one. Pretenders appear in the commission one-by-one randomly such that all N!
permutations are equiprobable. During an interview, each player observes the relative rank
of a current pretender against preceding pretenders. The relative ranks are independent for
different players. A pretender is accepted, if at least k members of the commission agree to
accept him (and the game ends). Otherwise, the pretender is rejected and the commission
proceeds to the next pretender (the rejected one gets eliminated from further consideration).
At shot N, the players have to accept the last pretender. Each player seeks to minimize the
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absolute rank of the selected pretender. We will find the optimal rule of decision making
depending on the voting threshold k.

7.8.1 Solution in the case of three players

To begin, we take the case of m = 3 players. Imagine that a commission of three members has
to fill a vacancy. There are N pretenders sorted by three absolute ranks. During an interview,
each player observes the relative rank of a current pretender against preceding pretenders.
Based on this information, he decides whether to accept or reject the pretender. A pretender
is accepted, if the majority of the members (here, 2) agree to accept him (and the game ends).
The pretender is rejected provided that, at least, two players disagree. And the commission
proceeds to the next pretender (the rejected one gets eliminated from further consideration).
At shot N, the players have to accept the last pretender.

Denote by x,,, y,, and z,, the relative ranks of the pretender at shot n for player 1, player 2,
and player 3, respectively. The sequence {(x,,, y,,,z,,)}iv=1 composed of independent random

variables obeys the distribution law P{x, =x,y, =y,z, =2} = n%, where x, y, and z take
values from 1 to n.

After interviewing a current pretender, the players have to accept or reject him. Pretender
n being rejected, the players pass to pretender n + 1. If pretender n is accepted, the game
ends. In this case, the expected absolute rank for players 1-3 makes up Q(n, x), Q(n,y), and
QO(n, ), respectively. We have noticed that

N+1
n+1

Qn,x) =

X.

When all pretenders except the last one are rejected, the players must accept the last
pretender. Each player strives for minimization of his expected payoff.

Let u,, v,, w, designate the expected payoffs of players 1-3, respectively, provided that
n pretenders are skipped.

At shot n, this game can be described by the following matrix; as their strategies, players
choose between A (“accept”) and R (“reject”).

R A
R Ups Vs Wy Uy Vs Wy
R
A Ups Vs Wy Q(n,x), Q(n,y), Q(n, 2)
R A
4 R Ups Vs Wy 0O, x),0(n,y),0(n,z)
A |Q(n,x),0(n,y), On,2) | O(n,x), O(n, ), O(n, 2)

According to the form of this matrix, strategy A dominates strategy R for players 1, 2,
and 3 under Q(n, x) < u,,, Q(n,y) < v,, and Q(n, z) < w,, respectively. Therefore, the optimal
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behavior of player 1 lies in accepting pretender n, if Q(n, x) < u,; by analogy, player 2 accepts
pretender n if Q(n,y) < v,, and player 3 accepts pretender n if Q(n,z) < w,,. Then

ot = 2 Y, QIO < 1y, Q) < 7, 001, S, )
x,y,z=1
+I1{0n,x) < u,, Qn,y) <v,,0(n,2) > w,}
+1{Q(n,x) < u,, Q(n,y) >v,,0n,2) <w,}
+1{Q(n,x) > u,, Q(n,y) <v,,0n,z) <w,}]

oty Y Q0D > 1, Q(1.3) > 1, 0. 2) > w, )
x,y,z=1

+H{Qn,x) > u,, Qn,y) <v,,0(n,2) > w,}

FIQMLD) < 1y, Q1. 3) > v, Q(1.2) > W, )

FI{QMLD) > 1, Q1. 3) > v, Q1. 2) < w, 1]

or
oy [2 Q(n, 0I{Q(n,x) < u,, O, y) < v,
x,y=1
+ Z Q(n, )I{Q(n, x) < u,, O(n,2) < w, )}
x,z=1
N+1
+ Z ——HO(,y) £v,,Q(m,2) S w, }
y,z=1
-= Z O, )I{Q(n,x) < u,, Q(n,¥) < v,,, Q(n,2) < w }]
xyz 1
n
un[z Q%) > u,, 0, y) > v, } + Y H{Q(1,%) > u,, 0, 2) > w, )
x,y=1 x,z=1
n
+ ) H{Om,y) > v,,00n,2) > w,}
yz=1
2 n
=2 3 QM%) > Uy, O(1,3) > v,,, 0(1,2) > w, }
n x,y,z2=1
N
wheren =1,2,. —1anduN1=%Zx=l%.
Here I{A} is the indicator of the event_A
Owing to the problem’s symmetry, u, = v, = w,,. And so, the optimal thresholds make
- 1
up X, = un]'\;:l.
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Consequently,
— n
xn—]=un—lm
_ 1 N+1 N+1._., N+1 3
= a D | il al+ D T - SRS PR+ )
X _ 2 2. 3
'%m+nkm ly” = 0= D)

where xy_; = %, [x] means the integer part of x.
Certain transformations lead to

X [1%, 1P 2([%,] + D = [X,]) + n(n + 1)) + 2%, (1 + 2[%,D(n — [X,1)*].

n-1 = 22(+n

By substituting N = 100 into this formula, we obtain the optimal expected rank of 33.
Compare this quantity with the expected rank of 39.425 in the problem with two players
(p = 1/2) and with the optimal rank of 3.869 in the non-game problem. Obviously, the voting
procedure ensures a better result than the equiprobable scheme involving two players.

Theorem 7.8 Under N > 19, the optimal payoff in the best choice game with voting is
higher than in the game with an arbitrator.

Proof: Tt is required to demonstrate that, for N > 19, the inequality %2 <X, < "—;l holds
true for 14 < n < N — 2. Apply the backward induction method.

In the case of N > 19, we have % <Xy_p < NT_3 Suppose that the inequality takes place

for 15 < n < N —2.Proveits validity undern — 1,i.e., % <X,_1 < % for15<n<N-2.
Introduce the operator

_ 1 2 _ 2
T(x,y) = 22t D QY+ D —y) +nn+ 1) + 2x(n + 2y)(n — y)~1,

wherex — 1 <y <ax.
Find the first derivative:

/ _ 1 3 2 2
Ty(x, y) = m(—@ +3y“(n — 1 + 2x) + y(n“ + 3n — 6xn))
_Yn=y)3+n—6x+4y)
B n2(n+ 1) '
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Sofaras x—1 <y<xand %2 <x< %, we obtain T;(x,y) > 0. Then the function

. . _ -1
T(x,y) increases. Hence, owing to X,, < "T,

=1

Tx,,[x,D) <T(x,,x,)

n—1
—1 X Y ¥ b - -
= 22t ) (—in + sz(n - 14+2x,)+ xﬁ(n2 + 3n — 6x,n) + 2xnn3)
2 - - —
< In =)= n=2 forn > 9.

16n2

Similarly, so long as x,, > %, the following inequality holds true:

%, = T(x,, [%,]) > T(x,,%, — 1)
_ 1
22+ 1)
. 65n* + 11613 + 32n% — 16n — 16) St

256n2(n+ 1)

(2%} = 283 (2n + 3) + F(n* + 9n + 6) + 2%,(n° —n* = 3n— 1)+ n* +n)

for n > 19.

By taking into account the inequality % <X, < % for14<n<N-2and N > 19, we
get

4<%, <65, 3.837 < X5 < 5.650, 3.580 < ¥, < 4.984, ...,
1.838 < X5 < 2.029, 1.526 < X, < 1.736, 1.230 < X3 < 1.372,
0.961 <X, < 1.040, 0.641 <X, < 0.763, 0.320 < X, < 0.382.

Recall that 0.387 < x; < 0.404 in the problem with two players. Thus, the derived thresh-
olds in the case of three players are smaller than in the case of two players. Voting with three
players guarantees a better result than fair lottery.

7.8.2 Solution in the case of m players

This subsection concentrates on the scenario with m players. Designate by x’n G=1,....m)
the relative rank of pretender n for player j. Then the vector {(x;lr s X0 }fi | Possesses the

distribution P{x! = x!, .. x" =x"} = Lm forx=1,...,n,wherel=1,...,m.

n
A current pretender is accepted, if at least k members of the commission agree, k =
1,...,m. If after the interview pretender n is accepted, the game ends. In this case, the
expected value of the absolute rank for player j makes up the quantity

X,j=1,...,m.

Q(n,xj) _ N+1
n

+1
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Table 7.3 The optimal expected absolute ranks.

k 1 2 3 4 5 k*
m=1 ug 3.603 1
m=3u, 47.815 33.002 19.912 3
m=4u, 49.275 44.967 26.335 27.317 3
m=35u, 49.919 47.478 40.868 26.076 33.429 4

Let ML, j=1,...,m indicate the expected payoff of player j provided that n pretenders
are skipped. As above, the optimal strategy of player j consists in accepting pretender n if

O, ¥) < u’n Then

W =L Y QA Ty A Ty ]
xl a2, xm=1
. n
+u, Y g +St+ .+l

xl 2. xm=1

where J; gives the number of all events when the pretender has been accepted by [ players
exactly,/=0,1,...,m
Problem’s symmetry dictates that u}l = u’% =.
The optimal strategies acquire the form

m—k
m—1 Ty
X, = 2n’”‘1(n+l) 2. [(( ) (x,]+1+n) - < j >n>[xn] (n [xn])’]

J

n+l1 u
N+1 77

— Mm — —
~=ul =u, Wesetx, =

k—1
+ [x, 1" ([x,] + D) + m [( ) [Xn]]( ) _]] + (n = [x,D";

Jj=1
N+1.
-
N—1 7’
where n = 1,...,N — 1, and [x] corresponds to the integer part of x.

Table 7.3 provides some numerical results for different m and k under N = 100.
Clearly, the best result k* is achieved by the commission of three members. Interestingly,
decision making by simple majority appears insufficient in small commissions.

7.9 Best mutual choice game

The previous sections have studied best choice games with decision making by just one side.
However, a series of problems include mutual choice. For instance, such problems arise in
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biology and sociology (mate choice problems), in economics (modeling of market relations
between buyers and sellers) and other fields.

Let us imagine the following situation. There is a certain population of male and female
individuals. Individuals choose each other depending on some quality index. Each individual
seeks to maximize the mate’s quality. It may happen that one mate accepts another, whereas
the latter disagrees. Thus, the choice rule must concern both mates.

Suppose that the populations of both genders have identical sizes and their quality levels
are uniformly distributed on the interval [0, 1]. Denote by x and y the quality level of females
and males, respectively; accordingly, their populations are designated by X and Y. Choose
randomly two individuals of non-identical genders. This pair (x,y) is called the state of the
game. Each player has some threshold for the mate’s quality level (he/she does not agree to
pair with a mate whose quality level is below the threshold). If, at least, one mate disagrees,
the pair takes no place and both mates return to their populations. If they both agree, the pair
is formed and the mates leave their populations.

Consider a multi-shot game, which models random meetings of all individuals from these
populations. After each shot, the number of individuals with high quality levels decreases,
since they form pairs and leave their populations. Players have less opportunities to find
mates with sufficiently high quality levels. Hence, the demands of the remaining players
(their thresholds) must be reduced with each shot. Our analysis begins with the game of two
shots.

7.9.1 The two-shot model of mutual choice

Consider the following situation. At shot 1, all players from the populations meet each other;
if there are happy pairs, they leave the game. At shot 2, the remaining players again meet
each other randomly and form the pair regardless of the quality levels. Establish the optimal
behavior of the players.

Assume that each player can receive the observations x; and x, (y; and y,, respectively)
and adopts the threshold rule z : 0 < z < 1. Due to the problem’s symmetry, we apply the
same rule to both genders. If a current mate possesses a smaller quality level than z, the mate
is rejected, and the players proceed to the next shot. If the quality levels of both appears
greater or equal to z, the pair is formed, and the players leave the game. Imagine that at shot
1 same-gender players have the uniform distribution on the segment [0, 1]; after shot 1, this
distribution changes, since some players with quality levels higher than z leave the population
(see Figure 7.9). For instance, we find the above distribution for x.

In the beginning of the game, the power of the player set X makes up 1. After shot 1, the
remaining players are the ones whose quality levels belong to [0, z) and the share (1 — z)z
of the players whose quality levels are between z and 1. Those mates whose quality levels
exceed 7 (they are 7> totally) leave the game. Therefore, just z + (1 — z)z players of the same
gender continue the game at shot 2. And the density function of players’ distribution by their
quality levels acquires the following form (see Figure 7.10)

, x€[0,2),
z+(1-2)
fx) = .
7+ (1 =27 relzll
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0 z 1 x
Figure 7.9 The two-short model.

Hence, if some player fails to find an appropriate pair at shot 1, he/she obtains the mean
quality level of all opposite-gender mates at shot 2, i.e.,

1 z 1
X x
Ex, = X de= —dx+ —dx
2 /0 ) /oz+(1—z)z /Zz+(1—z)z

By performing integration, we arrive at the formula
_2

Ex,= itz
22-2)

Get back to shot 1. A player with a quality level y decides to choose a mate with a quality
level x (and vice versa), if the quality level x appears greater or equal to the mean quality
level Ex, at the next shot. Therefore, the optimal threshold for mate choice at shot 1 obeys
the equation

_ 1+z7-7
22-2)
f(x)
1
z+(1-2)z i
z +(1-2)z ! |
: :
0 z 1 T

Figure 7.10 The density function.
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Again, its solution z = (3 — \/g)/2 ~ 0.382 has close connection with the golden section
(z =1 —z*, where z* represents the golden section).

7.9.2 The multi-shot model of mutual choice

Now, suppose that players have n + 1 shots for making pairs. Let player /I adhere to a threshold
strategy with the thresholds z;, ..., z,, where 0 < z, < z,_; < ... £z; £ z5 = 1. Evaluate the
best response of player / and require that it coincides with the above threshold strategy. For
this, we analyze possible variations of the players’ distribution by their quality levels after
each shot.

Initially, this distribution is uniform. Assume that the power of the player set equals
Ny = 1. After shot 1, players with quality levels higher than z; can create pairs and leave the
game. Therefore, as shot 1 is finished, the mean power of the player set becomes N| = z;+
(1 — z4)z;. This number can be rewritten as N; = 2z, — zf /Ny. After shot 2, players whose
quality levels exceed z, can find pairs and leave the game. And the mean power of the player
set after shot 2 is given by N, =z, 4+ (z) — 2)2o /Ny + (1 — 21)712, /(N Ny). This quantity
can be reexpressed as N, = 2z, — z% /N;. Apply such reasoning further to find that, after shot
i, the number of remaining players is

i—1 i—1
k1 .
Ni =3 + Z(Zj —Zj_H)H T,l = 1, (N
j=1 k=j k
For convenience, rewrite the above formula in the recurrent form:
N =2z-———,i=1,...,n ©.1)

After each shot, the distribution of players by the quality levels has the following density
function:

1/N;, 0 <x<z,
ﬁm={ : :
Z]/Nl, 4| <x<1

(after shot 1),

1
—, 0<x <2z,
N X< 2

= , 2 < x<Zq,
SHrx) <N1N2 ) 1

213
NoN{N,

,71<5xZ1
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(after shot 2), and finally,

5 OSX<Z,’,

Z |~

1
(X)) =
1) i-1 %1 1 i1 ]
=k NN g1 Sx<z, k=i—-1,...,
j Vi

—

(after shoti,i=1,...,n).

Now, address the backward induction method and consider the optimality equation.
Denote by v;(x), i = 1, ..., n, the optimal expected payoff of the player after shot i provided
that he/she deals with a mate of the quality level x.

Suppose that, at shot n, the player observes a mate of the quality level x. If the player
continues, he/she expects the quality level Ex,_;, where x,; obeys the distribution f, (x).

Hence, it appears that
1
v,(x) = max {x,/ yf,,(Y)dy} ,
0

or

Zn Zn—1 1
y " 2,y Zp21Y
v, (x) = max x,/ —dy+/ dy+...+/ —dy p. (9.2)
" { 0 Nn Zp NnNn—l 41 Nn"'Nl

The maximand in equation (9.2) comprises an increasing function and a constant function.
They intersect in one point representing the optimal threshold for accepting the pretender at
shot n. Let us require that this value coincides with z,,. Such condition brings to the equation

Zn Zp—1 1
y ZnY Zp--21Y
Z, = —dy+/ dy+...+/ T dy,
" -/0 Nn 2y NnNn—l 21 Nn"'Nl

whence it follows that

Z;21 Zn(zlzl—l -2) 221 (1 _Z%)

I
2N, 2NN, 2N,..N,

n

Z, = 9.3)

Then the function v, (x) acquires the form

Zp 0<x <z,
v, (x) =
x, 2, <x< L

Pass to shot n — 1. Assume that the player meets a mate with the quality level x. Under
continuation, his/her expected payoff makes up Ev, (x,), where the function v,(x) has been
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obtained earlier and the expectation operator engages the distribution f,_; (x). The optimality
equation at shot n — 1 is defined by

z Z 1
2y by Zp—1---21Y
v,—1(x) = max x,/ dy+/ dy+...+/ —dy ;.
" { 0 Nn—l zZ Nn—l 71 Nn—l"'Nl

“n

Require that the threshold determining the optimal choice at shot n — 1 coincides with z,,_;.
This yields

2 2 2 2 2 2
z _ % + Zu1 " % " Zn—l(zn—2 B Zn—l) I n—1-%1 (1 - Zl) (9.4)
_1 - e - Y . .
" N,_; 2N, 2N,_1N,_, 2N,_;...N

Repeat such arguments to arrive at the following conclusion. The optimality equation at shot
i,1.e.,

vi(x) = max{x, Ev; 1 (x;y1)}

gives the expression

i-1 i-1
1 S
3= N, lz +27, +kZ'8 ~Zy1) I kl V,] Ji=1,...,n—1. 9.5)
=k

Next, compare the two equations for z;,; and z;. According to (9.5),

i i
1 2 2 2 2 i1
Ly = m lZHl Tt /Z(') (Zk - Zk+1) H N. |-

j=k

Rewrite this equation as

i1 i1
_ 1 2 2\ Zitl 2 2\ Eirl Vs
Zit1 = _2Ni+1 l Zit1 +Zz+2 + (3 _Zi+1)Vi + é (% _Zk“)Vi ,11 VJ :
Multiplication by 2 H'+1 N; leads to
i+1 i i-1 i1 i k-1
— (2 2 2_ 2 2_ 2
ZHN/'ZHI = (251 +2ip0) HN/ + (5 = 2 )2 HNJ + Z (% — %41 HZ/‘H HN/
=1 =1 j=1 k=0 =k =1

9.6)

On the other hand, formula (9.1) implies that

i+1

2HN _2H1v 22,4 N; = 22,,).-
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By substituting this result into (9.6), we have

i i

i i-1 i-1 k-1
4HNjZi2+1 = (Zi2+1 + Zi2+2) HNJ + (le +Zi2+l)zi+1 HN] + 2 (ZZ - Zi+1) sz+l HNJ
Jj=1 =1 Jj=1 k=0 j=k

= j=1

Comparison with equation (9.5) yields the expression

2 2 2
4Zi+1 =4 + Ziv2 + 2ZiZi+1'
And so,
2
3 1452 .
==z ————,i=n-2,...,1. 9.7)
i 2 i+1 2 Zirl

Taking into account (9.1), we compare (9.3) with (9.4) to get

_ 2
i = §Zn—l'

Then formula (9.7) brings to

tos = 2zt — 2 (2 zz —l<3—‘—‘>z
n—-2 — 2 n—1 2 21 n—1 — 2 9 n—1>

or

2
1= 37170  n-2-
3-4/9

The following recurrent expressions hold true:

Zl = aizl‘_] l = 2, R (8
where the coefficients g; satisfy
a; = 22 ,i=1,...,n—1, 9.8)
3-ay,

and a, = 2/3.

Formulas (9.8) uniquely define the coefficients a;,i = 1, ..., n. Unique determination of
z;, i =1,...,n calls for specifying one of these quantities. We define z; using equation (9.5).
Notably,

1

7 [zf+z§+(l—z%)z1].

:m
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Table 7.4 The optimal thresholds in the mutual best choice problem.

i 1 2 3 4 5 6 7 8 9 10

a; 0940 0934 0927 0918 0907 0.891 0.870 0.837 0.782 0.666
z; 0702  0.656 0.608 0.559 0.507 0452 0398 0.329 0308 0.205

So long as z, = a,z;, it appears that
2(2z) - 2})z = + a5z + (1—23)z.
We naturally arrive at a quadratic equation in z;:
2 2 —
G4z (a3 -3)+1=0.

Since formulas (9.8) claim that a% — 3 = —2/a,, the following equation arises immediately:

Z
Z2-22+1=0.

ap
Hence,
1
Zl=—<1— l—a%).
ap
Let us summarize the procedure. First, find the coefficients a;,i =n,n —1, ..., 1. Next,
evaluate z;, and compute recurrently the optimal thresholds z,, ..., z,,. For instance, calcula-

tions in the case of n = 10 are presented in Table 7.4.
Clearly, the optimal thresholds decrease monotonically. This is natural—the requirements
to mate’s quality level must go down as the game evolves.

Exercises

1. Two players observe random walks of a particle. It starts in position 0 and moves to the
right by unity with some probability p or gets absorbed in state O with the probability
g = 1 — p. The player who stops random walks in the rightmost position becomes the
winner. Find the optimal strategies of the players.

2. Within the framework of exercise no. 1, suppose that each player observes his personal

random Bernoulli sequence. These sequences are independent. Establish the optimal

strategies of the players.

Evaluate an equilibrium in exercise no. 2 in the case of dependent observations.

4. Best choice game with incomplete information.

Two players observe a sequence of pretenders for the position of a secretary. Pre-

tenders come in a random order. The sequence of moves is first, player / and then /1.

Rl
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A pretender may reject from the position with the probability p. Find the optimal
strategies of the players.
Two players receive observations representing independent random walks on the set
{0, 1, ..., k} with absorption in the extreme states. In each state, a random walk moves
by unity to the right (to the left) with the probability p (with the probability 1 — p,
respectively). The winner is the player who terminates walks in the state lying to the
right from the corresponding state of the opponent’s random walks. Find the optimal
strategies of the players.
Evaluate an equilibrium in exercise no. 5 in the following case. Random walks in extreme
states are absorbed with a given probability f < 1.
Best choice game with complete information.

Two players observe a sequence of independent random variables x;,x,, ...,
XgsXg41> --- » X, Where at random time moment 6 the distribution of the random variables
switches from p(x) to p;(x). First, the decision to stop is made by player / and then by
player /1. The players strive to select the observation with the maximal value. Find the
optimal strategies of the players.

Consider the game described in exercise no. 7, but with random priority of the players.
An observation is shown to player / with the probability p and to player Il with the
probability 1 — p. Find the optimal strategies of the players.

Best choice game with partial information.

Two players receive observations representing independent identically distributed
random variables. The players are unaware of the exact values of these observations. The
only available knowledge is whether an observation exceeds a given threshold or not.
The first move belongs to player /. Both players employ one-threshold strategies. The
winner is the player who terminates observations on a higher value than the opponent.
Find the optimal strategies and the value of this game.

Within the framework of exercise no. 9, assume that the priority of the players is defined
by a random mechanism. Each observation is shown to player I with the probability p
and to player /I with the probability 1 — p. Find the optimal strategies of the players.
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Cooperative games

Introduction

In the previous chapters, we have considered games, where each player pursues individual
interests. In other words, players do not cooperate to increase their payoffs. Chapter 8
concentrates on games, where players may form coalitions. The major problem here lies in
distribution of the gained payoff among the members of a coalition. The set N = {1,2,...,n}
will be called the grand coalition. Denote by 2V the set of all its subsets, and let |S| designate
the number of elements in a set S.

8.1 Equivalence of cooperative games

Definition 8.1 A cooperative game of n players is a pair I' = < N,v >, where N =
{1,2,....n} indicates the set of players and v : 2V — R is a mapping which assigns to
each coalition S € 2V a certain number such that v(§) = 0. The function v is said to be the
characteristic function of the cooperative game.

Generally, characteristic functions of cooperative games are assumed superadditive,
i.e., for any coalitions S and T such that SN7T =@ the following condition holds true:

viISUT) > v(S)+v(T). (1.1)

This appears a natural requirement stimulating players to build coalitions. Suppose that
inequality (1.1) becomes an equality for all non-intersecting coalitions S and 7'; then the

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
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corresponding characteristic function is called additive. Note that additive characteristic
functions satisfy the formula

W(N) = Z V().

ieN

In this case, distribution runs in a natural way—each player receives his payoff v(i). Such
games are said to be inessential. In the sequel, we analyze only essential games that meet the
inequality

v(N) > Y v(i). (1.2)

ieN
Let us provide some examples.

Example 8.1 (A jazz band) A restaurateur invites a jazz band to perform on an evening
and offers 100 USD. The jazz band consists of three musicians, namely, a pianist (player 1),
a vocalist (player 2), and a drummer (player 3). They should distribute the fee. An argument
during such negotiations is the characteristic function v defined by individual honoraria the
players may receive by performing singly (e.g., v(1) = 40, v(2) = 30,v(3) = 0) or in pairs
(e.g., v(1,2) = 80, v(1,3) = 60, v(2,3) = 50).

Example 8.2 (The glove market) Consider the glove set N = {1, 2, ...,n}, which includes
left gloves (the subset L) and right gloves (the subset R). A glove costs nothing, whereas
the price of a pair is 1 USD. Here the cooperative game < N, v > can be determined by the
characteristic function

v(S) = min{|SNL|,|SNR|}, S€2V.
Actually, it represents the number of glove pairs that can be formed from the set S.

Example 8.3  (Scheduling) Consider the set of players N = {1,2,...,n}. Suppose that
player i has a machine M; and some production order J;. It can be executed (a) by player i
on his machine during the period ¢;; or (b) by the coalition of players i and j on the machine
M; during the period ;. The cost matrix 7' = {#;},i,j = 1, ..., n is given. For any coalition
S € 2V, it is then possible to calculate the total costs representing the minimal costs over all
permutations of players entering the coalition S, i.e.,

t(S) = min Z tia(i)'
7 ies

The characteristic function v(S) in this game can be specified by the total time saved by the
coalition (against the case when each player executes his order on his machine).

Example 8.4 (Road construction) Farmers agree to construct a road communicating all
farms with a city. Construction of each segment of the road incurs definite costs; therefore,
it seems beneficial to construct roads by cooperation. Each farm has a specific income from
selling its agricultural products in the city. What is the appropriate cost sharing by farmers?

www.it-ebooks.info


http://www.it-ebooks.info/

280 MATHEMATICAL GAME THEORY AND APPLICATIONS

Prior to obtaining solutions, we partition the set of cooperative games into equivalence
classes.

Definition 8.2 Two cooperative games I') = < N,v; > and I'; = < N,v, > are called
equivalent, if there exist constants o > 0 and ¢;,i = 1, ..., n such that

V(S = avy($) + Y ¢;

ies

for any coalition S € 2N. In this case, we write T ~ T,.

Clearly, the relation ~ represents an equivalence relation.
1. v ~ v (reflexivity). This takes place undera = 1 and¢; =0,i =1, ... ,n.

2. v~V =3V ~v (symmetry). By setting ' = 1/a and ¢/ = —¢;/a, we have V/(S) =
o+ Y Se 2N je, v ~ .
ieS
3. v~ LY~ Yy D v~y (transitivity). Indeed, v(S) = avi(S)+ Y ¢; and v(S) =
ies
ayvy(S) + Y ci. Hence, v(S) = aa;vy(S) + Y, (ac; + ci).
ieS ieS
Consequently, ~ makes an equivalence relation. All cooperative games get decomposed
into equivalence classes, and it suffices to solve one game from a given class. Clearly, all
inessential games appear equivalent to games with zero characteristic function.
It seems comfortable to find solutions for cooperative games in the 0-1 form.

Definition 8.3 A cooperative game in the 0-1 form is a game I’ = < N,v >, where v(i) =
0,i=1,...,nand v(N) = 1.

Theorem 8.1 Any essential cooperative game is equivalent to a certain game in the 0-1
form.

Proof: 1t suffices to demonstrate that there exist constants « > 0 and ¢;,i = 1,...,n such
that
av(i)+¢;=0,i=1,....n,av(N) + ) ¢; = 1. (1.3)
ieN

The system (1.3) uniquely determines these quantities:

a=[v(N)—- Z v,

ieN

¢; = —v(HIVN) = Y vDHI™.

iEN

Note that, by virtue of (1.2), we have a > 0.
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8.2 Imputations and core

Now, we define the solution of a cooperative game.
The solution of a cooperative game is comprehended as some distribution of the total
payoff gained by the grand coalition v(N).

Definition 8.4 An imputation in the cooperative game I' = < N,v > is a vector x =
(x1,...,x,) such that

x; > (), i=1,...,n 2.1

Yien X = v(N). (2.2)

According to the condition (2.1) (the property of individual rationality), each player
gives not less than he can actually receive. The condition (2.2) is called the property of
efficiency. The latter presumes that (a) it is unreasonable to distribute less than the grand
coalition can receive and (b) it is impossible to distribute more than v(N). We will designate
the set of all imputations by D(v). For equivalent characteristic functions v and v’ such that
v(S) = av'(S) + X ¢;, S € 2V, imputations are naturally interconnected: x; = ax] + ¢;,i € N.

1
Interestingly, theeget of imputations for cooperative games in the 0-1 form represents the
simplex Dv) = {x: Y x;=1,x; 20,i=1,...,n} in R".
ieN

There exist severael optimal principles of choosing a point or a set of points on the set D(v)

that guarantee an acceptable solution of the payoff distribution problem in the grand coalition.

We begin with the definition of core. First, introduce the notion of dominated imputations.

Definition 8.5 An imputation x dominates an imputation y in a coalition S (which is denoted

by x >gy), if
x>y, Vies, (2.3)
and
D x < (). (2.4)
ieS

The condition (2.3) implies that the imputation x appears more preferable than the impu-
tation y for all members of the coalition S. On the other hand, the condition (2.4) means that
the imputation x is implementable by the coalition S.

Definition 8.6 We say that an imputation x dominates an imputation y, if there exists a
coalition S € 2N such that x > y.

Here the dominance x > y indicates the following. There exists a coalition supporting the
given imputation x. Below we introduce the definition of core.

Definition 8.7 The set of non-dominated imputations is called the core of a cooperative game.
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Theorem 8.2  An imputation x belongs to the core of a cooperative game < N,v > iff

D x>us), vse2V. (2.5)

ieS

Proof: Let us demonstrate the necessity of the condition (2.5) by contradiction. Suppose
that x € C(v), but for some coalition S: Z x; < v(S). Note that 1 < |S| < n (otherwise, we

violate the conditions of individual ratlonahty and efficiency, see (2.1) and (2.2)). Suggest to
the coalition S a new imputation y, where

V(S) = Yies %i

yi=xi+T, iES,

and distribute the residual quantity v(N) — v(S) among the members of the coalition N\S:

_ VIN) —w(S)

= , [ €N\S.
= e e

Obviously, y is an imputation and y > x. The resulting contradiction proves (2.5).
Finally, we argue the sufficiency part. Assume that x meets (2.5), but is dominated by
another imputation y for some coalition S. Due to (2.3)—(2.4), we have

Dx < Xy S wS),
ieS ieS

which contradicts the condition (2.5).

8.2.1 The core of the jazz band game

Construct the core of the jazz band game. Recall that musicians have to distribute their
honorarium of 100 USD. The characteristic function takes the following form:

v(1) =40, v(2) =30, v(3) =0, v(1,2) =80, v(1,3) =60, v(2,3) =50, v(1,2,3) = 100.

First, rewrite this function in the 0-1 form. We evaluate a = 1/[v(N) — v(1) — v(2) —
v(3)] =1/30and ¢; = —4/3,¢, = —1, c3 = 0. Then the new characteristic function is defined
by

V() =0, v(2)=0,V(3) =0, V(1,2,3) = 1,

—1=%, V(1,3) = =§,v(2 3) =

8
'1,2)= 2 -
vi(1,2) 3

wls

6
3

wls
UJIUI
|

The core of this game lies on the simplex

E={x=0x,x,x3):x1+x+x3=1}, x;,20,i=1,2,3.
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Figure 8.1 The core of the jazz band game.

According to (2.5), it obeys the system of inequalities

1 2
X1 +X2 Z 5, X1 +X3 Z 5, Xy +X3 Z §

So long as x| + x, + x3 = 1, the inequalities can be reformulated as

X3S ,xzs ,xls

W o

W | =
W =

In Figure 8.1, the core is illustrated by the shaded domain. Any element of the core is not
dominated by another imputation. As a feasible solution, we can choose the center of gravity
of the core: x = (2/9,2/9,5/9).

Getting back to the initial game, we obtain the following imputation: (140/3,
110/3,50/3). And so, the pianist, the vocalist, and the drummer receive 46.6 USD, 36.6
USD, and 16.6 USD, respectively.

8.2.2 The core of the glove market game

Construct the core of the glove market game. Reexpress the glove set as N = {L, R}, where
L={l;,...,1;} is the set of left gloves and R = {ry, ..., r,,} gives the set of right gloves. For
definiteness, we believe that k < m. It is possible to compile k pairs, therefore v(N) = k. The
characteristic function acquires the form

V(lh’""lis’rjl""’rj,) =min{s,t},s=1,....,k; t=1,...,m.

Theorem 8.2 claims that the core of this game on the set of imputations

k m

D:{(xl,...,xk,yl,...,ym):in+ yi=kx20,y>0}

i=1 j=1
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is described by the inequalities
X x4y, +ee+y, 2min{s, b s=1 k=1, m
If k < m, these inequalities imply that
Xyt Xy, ety 2k

k m
for any set k of right gloves {j;, .....jx }. Since Y x; + > y; =k, it appears that
Jj=1

i=1

2 y=0

JEI 15 Jk

Hence, y; = 0 for all j # j;, ..., j. However, the set of right gloves is arbitrary; and so, all
yj equal zero. Consequently, in the case of k < m, the core of the game consists of the point
(xy==x=1Ly,....¥,, =0) only.

If k = m, readers can see that the core also comprises a single imputation of the form

N |
N= === == 5

8.2.3 The core of the scheduling game

Construct the core of the scheduling game with N = {1, 2,3}. In other words, we have three
production orders and three machines for their execution. Suppose that the time cost matrix
is determined by

The corresponding cooperative game < N, v > is presented in Table 8.1. Time cost evaluation
lies in minimization over all possible schemes of order execution using different coalitions.
For instance, there exist two options for S = {1,2}: each production order is executed on the
corresponding machine, or the players exchange their production orders: #(1,2) = min{1 +

5,2 + 3} = 5. The characteristic function v(S) results from the difference Y. 7; — #(S).
=

Table 8.1 The characteristic function in the scheduling game.

S g {1} {2} {3} {1,2} {1,3} {2,3} {1,2,3}

1s) 0 1 5 11 5 9 15 14
vs) 0 O 0 0 1 3 1 3
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The core of such characteristic function is defined by the inequalities
X1 +X2 > 1, X1 +X3 > 3, Xy +.X3 > l, X1 +x2 +X3 = 3,

or C(v) = {x : x; + x3 = 3,x, = 0}. Therefore, the optimal solution prescribes to execute the
second production order on machine 2, whereas machines 1 and 3 should exchange their
orders.

8.3 Balanced games

We emphasize that the core of a game can be empty. Then this criterion of payoff distribution
fails. The existence of core relates to the notion of balanced games suggested by O. Bondareva
(1963) and L. Shapley (1967).

Definition 8.8 Let N = {1,2,...,n} and 2V denote the set of all subsets of N. A mapping
AS) : 2NV > RY, defined for all coalitions S € 2N such that A(@) = 0, is called balanced if

> AS)(S) = IN). @3.1)

Se2N

Here I(S) means the indicator of the set S (i.e., [;(S) = 1,if i € S and I;(S) = 0, otherwise).
Equality (3.1) holds true for each player i € N.
For instance, if N = {1, 2,3}, the following mappings are balanced:

A1) = A2) = A3) = A(1,2,3) = 0, A(1,2) = A(1,3) = A(2.3) = %

or

AL =42)=13) = A(1,2) = A(1,3) = A(2,3) = %,/1(1,2, 3)=0.

Definition 8.9 A cooperative game < N,v > is called a balanced game, if for each balanced
mapping A(S) we have the condition

D AS)VS) < V). (3.2)

Se2N

Theorem 8.3  Consider a cooperative game < N,v >. Its core appears non-empty iff the
game is balanced.

Proof: Based on the duality theorem of linear programming. Take the linear programming
problem

n

min Z X;,

i=1

> x> w(S), vs e 2V, (3.3)

ies
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The core being non-empty, Theorem 8.2 (see Section 8.1) claims that this problem admits a
solution coinciding with v(N). The converse proposition takes place instead. If there exists a
solution of the problem (3.3), which equals v(N), then C(v) # @.

Let us analyze the dual problem for (3.3):

max ) AS)V(S),

Se2N

> AS)(S) =IN), 1> 0. (3.4)

Se2N

The constraints in the dual problem (3.4) define the balanced mapping A(S). Therefore,

the problem (3.4) consists in seeking for the maximal value of the functional ). A(S)v(S)
se2N
among all balanced mappings. For the balanced mapping A(N) =1, A(S) = 0,VS C N, its

value makes up v(N). Hence, the value of the problem (3.4) is greater or equal to v(NV).

The duality theory of linear programming states the following. If there exist admissible
solutions to the direct and dual problems, then these problems admit optimal solutions and
their values coincide. And so, a necessary and sufficient condition of the non-empty core
consists in Y, A(S)v(S) < v(N) for any balanced mapping A(S).

se2N

8.3.1 The balance condition for three-player games

Consider a three-player game in the 0-1 form with the characteristic function
v(l) =v(2)=v(3) =0, v(1,2) =a, v(1,3) =b, v(2,3) =c, v(1,2,3) = 1.
For a balanced mapping A(S), the condition (3.2) acquires the form

Z ASWV(S) = A(1,2)a+ A(1,3)b + A(2,3)c + A(1,2,3) <1,
Se2N

which is equivalent to the inequality a + b + ¢ < 2. Therefore, the core of a three-player
cooperative game appears non-empty iff a + b + ¢ < 2.

8.4 The 7-value of a cooperative game

In Section 8.2, we have defined a possible solution criterion for cooperative games (core). It
has been shown that core may not exist. Even if core is non-empty, there arises an uncertainty
in choosing a specific imputation from this set. One feasible principle of such choice was
proposed by S. Tijs (1981). This is the so-called z-value.

Consider a cooperative game < N,v >. Define the maximum and minimum possible
payoffs of each player.

Definition 8.10 An utopia imputation (upper vector) M(v) is a vector

M@ ) =M©),....M, (),
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where the payoff of player i takes the form
M;(v) =v(N)—v(N\i), i=1,....n

As a matter of fact, M;(v) specifies the maximum possible payoff of player i. If a player
wants a higher payoff, the grand coalition benefits from eliminating this player from its staff.

Definition 8.11 The minimum rights vector (lower vector) m(v) = (m;(v), ..., m,(v)) is the
vector with the components

m(v) = max v(S) - > M), i=1,.

Jjes\i

The minimum rights vector enables each player i to join a coalition, where all other
players are satisfied with the membership of player i. Indeed, they guarantee the maximum
possible (utopia) payoffs.

Theorem 8.4 Let < N,v > be a cooperative game with non-empty core. Then for any
x € C(v) we have

m(v) <x < M(©), 4.1
or

m;(v) < x; < M;(v), Vi €N.

Proof: Really, the property of efficiency implies that for any player i € N:

xi=2xj— ij:v(N)— Z X

JEN JEN\i JEN\I
As far as x lies in the core,

Z x;j = v(N\D).
JEN\
Hence,
x = vN) = ) xS vN) = v(N\D) = M,(v).

JEN\I

This argues the right-hand side of inequalities (4.1).
Since x € C(v), we obtain ), x> v(S). Furthermore, the results established earlier lead
jEs
to the following. Any coalition S containing player i meets the inequality

2G5S D, M.

jes\i jes\i
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\4

X]

X2

Figure 8.2 The 7-value of a quasibalanced game.

It appears that

x; = ij— Z ijV(S)— Z Mj(v)

JES jes\i jeSs\i
for any coalition S containing player i. Therefore,

x; = max{v(S) — M;(v)} = m;(v).
S:ies jezs\i J

The proof of Theorem 8.4 is finished.

Let us summarize the outcomes. If core is non-empty and we connect the vectors m(v)
and M(v) by a segment, then there exists a point x (lying on this segment and belonging to a
hyperplane in R"), which contains the core. Moreover, this point is uniquely defined.

We also make an interesting observation. If the core does not exist, but the inequalities

m(v) < M@), Y, mi(v) < v(N) < Y M) 42)

ieN ieN

hold true, the segment [m(v), M(v)] necessarily has a unique point intersecting the hyperplane

Y x; = v(N) (see Figure 8.2).
ieN

Definition 8.12 A cooperative game < N,v > obeying the conditions (4.2) is called quasi-
balanced.

Definition 8.13 [n a quasibalanced game, the vector t(v) representing the intersection of

the segment [m(v), M(v)] and the hyperplane Y. x; = v(N) is said to be the t-value of this
iEN

cooperative game.

www.it-ebooks.info


http://www.it-ebooks.info/

COOPERATIVE GAMES 289

8.4.1 The 7-value of the jazz band game

Find the z-value of the jazz band game. The characteristic function has the form
v(1) =40,v(2) = 30,v(3) = 0,v(1,2) = 80, v(1, 3) = 60, v(2,3) = 50,v(1, 2,3) = 100.
Evaluate the utopia imputation:

M, (v) =v(1,2,3) —v(2,3) =50, M,(v) =v(1,2,3) —v(1,3) =40,
M;(v) =v(1,2,3) —v(1,2) =20,

and the equal rights vector:
my(v) = max{v(1),v(1,2) — M,(v),v(1,3) — M3(v),v(1,2,3) — M,(v) — M3(v)} = 40.

By analogy, we obtain m,(v) = 30, m3(v) = 10.
The z-value lies on the intersection of the segment AM(v) + (1 — A)m(v) and the hyper-
plane x; + x, + x3 = 100. Hence, the following equality is valid:

AM (V) + My(v) + M3(v)) + (1 = A)(my(v) + my(v) + mz(v)) = 100.

This leads to A = 2/3. Thus, 7(v) = (140/3, 110/3,50/3) makes the center of gravity for the
core of the jazz band game.

8.5 Nucleolus

The concept of nucleolus was suggested by D. Schmeidler (1969) as a solution principle for
cooperative games. Here a major role belongs to the notion of lexicographic order and excess.

Definition 8.14 The excess of a coalition S is the quantity

e(x,$) =w(S) = Y x;, x € D), S € 2V

ieS

Actually, excess represents the measure of dissatisfaction with an offered imputation x in
a coalition S. For instance, core (if any) rules out unsatisfied players, all excesses are negative.

We form the vector of excesses for all 2" — 1 non-empty coalitions by placing them in the
descending order:

e(x) = (e;(x), e5(x), ..., e,(x)), where ¢;(x) = e(x,S;),i=1,2,...,m=2" -1,

and e;(x) > e,(x) > ... > ¢,,(x).
A natural endeavor is to find an imputation minimizing the maximal measure of dissatis-
faction. To succeed, we introduce the concept of a lexicographic order.

Definition 8.15 Ler x,y € R"™. We say that a vector x is lexicographically smaller than a
vectory (and denote this fact by x <, y), ife(x) = e(y)y or there exists k : 1 < k < m such that
e;(x) =e;(y)foralli=1,....k—1and e, (x) < e;(y).
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For instance, a vector with the excess (3,2, 0) appears lexicographically smaller than a
vector with the excess (3, 3, —10).

Definition 8.16 The lexicographic minimum with respect to the preference <, is called the
nucleolus of a cooperative game.

Therefore, nucleolus minimizes the maximum dissatisfaction of all coalitions. In what
follows, we establish its existence and uniqueness.

Theorem 8.5  There exists a unique nucleolus for each cooperative game < N,v >.

Proof: 1tis necessary to demonstrate the existence of the lexicographic minimum. Note that
the components of the excess vector can be rewritten as

e](_x) = __IlnaX {E(.X, Si)}’
e)(x) = min < max{e(x,S)} ¢,
j=1,....m i#f

. (GR))
e3(x) = j,k:l?,lgn;jgtk {mz_ix{e(x, S;} }

i#j.k

e,(x) = __rlnin {e(x,S)}.

For each i, the functions e(x, S;) enjoy continuity. The maxima and minima of the con-
tinuous functions in (5.1) are also continuous. Thus, all functions ¢;(x),i = 1, ... ,m turn out
continuous.

The imputation set D(v) is compact. The continuous function e;(x) attains its minimal
value m on this set. If the above value is achieved in the single point x;, this gives the minimal
element (which proves the theorem).

Suppose that the minimal value is achieved on the set X; = {x € D(v) : e;(x) = m,}.
Since the function e (x) enjoys continuity, X, represents a compact set. We look to achieve
the minimum of the continuous function e,(x) on the compact set X;. It does exist; let the
minimal value equal m, < m,. If this value is achieved in a single point, we obtain the
lexicographic minimum; otherwise, this is the compact set X, = {x € X; : e,(x) = m,}. By
repeating the described process, we arrive at the following result. There exists a point or set
yielding the lexicographic minimum.

Now, we prove its uniqueness. Suppose the contrary, i.e., there exist two imputations x
and y such that e(x) = e(y). Note that, despite the equal excesses of these imputations, they

can be expressed for different coalitions. Consider the vector e(x) and let e (x) = ...e;(x) be
the maximal components in it, e; (x) > e, (x). Moreover, imagine that the above components
represent the excesses for the coalitions S, ..., Sy, respectively: e; (x) = e(x, S}), ..., e;(x) =

e(x, S). Then for these coalitions, yet another imputation y, we obtain the conditions

e(y,S;) < e(x,S;), or u(S;) — Zyj <u(S;) — Zx-, i=1,...k (5.2)

JES; JES;
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Suppose that, fori = 1, ...,7 — 1, formulas (5.2) become equalities, while strict inequalities
here take place for a certain coalition §;, i.e.,

V(S = Dy <vS) = D x;. (5.3)
JES; JES;
Inequality (5.3) remains in force for the new imputation z = €y + (1 — €¢)x under any ¢ > O:
V(S) = D5 < vS) = ) ;.
JES; JES;
As far as

e(x,8) > ¢i(x), j=k+1,....m, 5.4)

the continuous property of the functions e;(x) leads to inequality (5.4) for the imputation z
under sufficiently small e:

e(z,8;) > ej(z), j=k+1,....,m.

Hence, for such €, the imputation z appears lexicographically smaller than x. This contradiction
proves that inequalities (5.2) are actually equalities.

Further application of such considerations by induction for smaller components brings us
to the following conclusion. All coalitions S;, i = 1, ... , msatisfy the equality e(y, S;) = e(x, S;)
or

Zyj = Zx, i=1,...,m,

JES; JES;

whence it follows that x = y. The proof of Theorem 8.5 is concluded.

Theorem 8.6  Suppose that the core of a cooperative game < N,v > is non-empty. Then
the nucleolus belongs to C(v).

Proof: Denote the nucleolus by x*. Take an arbitrary imputation x belonging to the core. In the

case of x € C(v), the excesses of all coalitions are non-positive, i.e., e(x, Sj) <0,j=1,...,m.
However, x* <; x; hence, this condition holds true for x*: e(x™, Sj) <0,j=1,...,m. And so,

D x2S, j=1,.,m,

iS5

which means that x* belongs to the core.

8.5.1 The nucleolus of the road construction game

Three farmers agree to construct a road communicating all farms with a city. Construction of
each segment of the road incurs definite costs. Each farm has a specific income from selling
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(200 5 (15 ¢ (10)

Figure 8.3 Road construction.

its agricultural products in the city. Road infrastructure, the construction cost of each road
segment and the incomes of the farmers are illustrated in Figure 8.3.

Compute the characteristic function for each coalition. Obviously, each player would
benefit nothing by independent road construction:

v(1)=20-21=-1, v2)=15-16=-1, v(3)= 10— 12 = -2.
Owing to cooperation, the players receive the following incomes:

w(1,2) =35-23 =12, W2,3) =25-20=>5, w(1,3) =30 — 27 = 3,
w(1,2,3) = 45 -27 = 18.

The stages of nucleolus evaluation are demonstrated in Table 8.2. We begin with an arbi-
trary imputation, e.g., x = (8, 6,4). Compute the excesses e(x, S) for all coalitions. Actually,
the maximal excess corresponds to the coalition S = {1,2}. Since e(x, S) = x5 — 6, it can be
reduced by decreasing x5. Let us decrease x5 and simultaneously increase x,, until this excess
coincides with e(x, {3}) = =2 — x5 (until x3 = 2). Such procedure leads to the imputation
(8, 8,2). It is impossible to vary x; with increasing e(x, {3}) or e(x, {1,2}). In other words,
these excesses have reached their minimal values. The next excess (in descending order)
is e(x,{2,3}) = x; — 13; we will reduce it by decreasing x; and simultaneously increas-
ing x, (until this excess equals the next excess e(x, {1,3}) = x, — 15). This happens under
x; =7,x, = 9. And none of the excesses allows further reduction. Therefore, the nucleolus
of the road construction game lies in the imputation (7,9, 2).

Now, we easily distribute the road construction cost among the farmers. The road proper
is marked by thin line in Figure 8.3. The total cost of road construction makes up 27, and the
shares of the playersarec; =20—-7=13, ¢, =15-9=6, c3=10-2=38.

Table 8.2 Nucleolus evaluation.

S v e(x,S) 8,6,4) (8,8,2) (7,9,2)
{1} -1 -1 —x -9 -9 -8
{2} -1 —1-x -7 -9 —-10
{3} -2 -2 —x3 -6 —4 -4
{1,2} 12 12—-x—x,=x3—6 =2 —4 -4
{1L,3} 3 3—-x—-x3=x,—-15 -9 -7 -6
{2,3} 5 S5-x—-x3=x;—13 =5 =5 -6
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8.6 The bankruptcy game

In 1985, R.J. Aumann and M.B. Maschler studied the following game based on a text from
the Talmud. Three lenders call in the debts of 300, 200, and 100 units, respectively. For
convenience, denote them by d;,d,, and d;. Depending on the state E of a bankrupt, the
lenders offer different payment schemes, see Table 8.3.

Clearly, under the small state (E = 100), it is recommended to pay all lenders equally. If
E = 300, the debts should be distributed proportionally. In the intermediate case (E = 200),
the offer seems even more difficult to explain. To define the distribution principle, we address
some methods from the theory of cooperative games.

Construct a cooperative game related to the bankruptcy problem. For each coalition S,
specify the characteristic function in this game by

WS =E- Y d)t, 6.1)
ieEN\S
where a™ = max(a, 0). Let us analyze the case of three players only.

Theorem 8.7  Consider a three-player game < N = {1,2,3},v > in the 0-1 form, where
v(1,2) = ¢35, v(1,3) = ¢, v(2,3) = ¢y and ¢| < ¢y < ¢3 < 1. The nucleolus has the form

ey
(1-44—1cg’l+cg 1—203> U‘C3>%,62S1_—203

NC= | <C2+C3 l-c, 1—2c3) ifc3>%,cz> 1_203»C| SI—TQ
(1 c1+2c2+c3 1+2cl;2c2+c3’ l—2c3> ife,> %76.1 S 1—2c3761+62S I+c;3
(1—2c1-3{—c2+c37 1+cl—32c2+c3, 1+cl+3cz—2c3> ife,> %701 S 1_263701+Cz> 1+c3.

Proof: Without loss of generality, we believe that ¢; < ¢, < c¢3; otherwise, just renumber the
players. For convenience, describe different stages of the proof as the diagram in Figure 8.4.

Table 8.3 Imputations in the bankruptcy game.

Debts
Player 1 Player 2 Player 3
d; =300 d, =200 dy =100
100 331 333 333
E 200 75 75 50
300 150 100 50
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1
©=3 111
? 1333
1
C3> 3 l_c’;
< :
4 =2 l+c; 14c3 1-c3
d i e )
C2>12-C’§
C]SQ‘Q’
y 2 oot 1-¢ 1-¢
2 2 2
c1>lic3
1 C3
) 4 CrG< 1 -2C1+2C2+C3, 1+2C1- 202+C3 , 1- C3
7 4 4 2
\4

1- 2C1+C2+C3 , 1+C1- 2C2+C3 , 1+CI+C2- 2C3
3

Figure 8.4 The nucleolus of the three-player game.

We begin with the case of c; < 1/3. Evaluate the excesses for all coalitions §; = {1}, 5, =

(2},8; = {3}, 8, = (1,2}, S5 = {1,3), 55 = (2,3}, and the imputation x = (3, 1, 3). They
are combined in Table 8.2. Obviously, for the coalitions S}, S,, and S3, the excesses equal
e(x,S)) =e(x,S,) =e(x,53) =1/3. If ¢ <1/3, then —1/3 > ¢3 —2/3, and it follows that
—1/3 > e(x,S,). Therefore, in the case of c3 < 1/3, we obtain the following order of the
excesses:

e(x,S)) =e(x,S,) = e(x,53) > e(x,S,) > e(x,S5) > e(x, Sg).

Any variations in a component of the imputation surely increase the maximal excess. Conse-
quently, the vector (1/3,1/3,1/3) forms the nucleolus.
Now, suppose that ¢ > 1/3. Furthermore, let

1—C3
2

(6.2)

C2S

. . . 1 1- . .
and consider the imputation x; = x, = ﬂ,)@ = 3 Table 8.4 provides the corresponding

excesses. Notably, the maximal excesses belong to the coalitions S; and Sy:

1—C3
2

e(x’ S3) = E(X, S4) = —
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Indeed,

1—C3 1+C3

>
2 4

e(x, S3) = - = e(x9 S]) = e(xs S2)9

since c3 > 1/3, and the assumption (6.2) brings to

1+C3 > 1+C3
4 — 4

e(x,S;)=—- —1+c, =e(x,S5).

And so, the excesses in this case possess the following order:
e(x,83) = e(x, ;) > e(x, ) = e(x,5,) > e(x,S5) > e(x, Sg).

The maximal excesses e(x, S3), e(x, S4) comprise x; with reverse signs. Hence, variations of x5
increase the maximal excess. Fix the quantity x;. The second largest excesses e(x, S}), e(x, S,)
do coincide. Any variations of x;,x, would increase the second largest excess. Thus, the

l+c l1—c
4°3 Xy = % makes the nucleolus.

1_
To proceed, assume that ¢, > % and let

imputation x; = x, =

< 1- C3 (6 3)
c; < . .
! 2
Consider the imputation x, = 2353 x) = 122 . = 129 Again, Table 8.4 ts th
onsider the imputation x; = ===, x; = —=,x3 = ——. Again, Table 8.4 presents the cor-
. . l—c3 .
responding excesses. Here the maximal excesses are e(x, S3) = e(x, Sy) = —%, since

1—c3> 1—62_ 0.5,) = e(x, S)
) 2 3 = ex,0y) = ex,d5),

. l-cy . .
and the condition ¢, > % implies that

1-c, cy+ ey
2 2

e(x,8,) =— =e(x,S)).

On the other hand, due to (6.3), we have

1-c c1+c
2> 1 2
2

e(x,S,) =— —1+c =elx, Sg).

Therefore,
e(x,S3) = e(x,Sy) > e(x, S,) = e(x,S5) > max{e(x, S)), e(x, S¢)}.

Recall that the maximal excesses e(x, S3), e(x, S,) coincide and incorporate x3 with reverse
signs. Hence, it is not allowed to change x3. Any variations of x, cause further growth of the

second largest excess due to the equality of the second largest excesses e(x, S,) and e(x, Ss).

. + 1—
This means that x; = 2 263 Xy = 262

l_
Xy = % form the nucleolus.
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Next, take the case of ¢; > —=; accordingly, we have ¢, > —=. Suppose validity of the
following inequality:

1+ C3
ci+c L (6.4)
. . 1-2¢;+2c,+ 142¢, 205+ -
Demonstrate that the imputation x; = ——1==273 x, = ——I==273 y3 = —33 represents

the nucleolus. Clearly, all x; € [0, 1], i = 1,2, 3. The corresponding excesses can be found in
Table 8.4. As previously, it is necessary to define the lexicographic order of the excesses. In
this case, we have the inequality

e(x,S3) = e(x,Sy) > e(x,S5) = e(x, Sg) > e(x,S,) > e(x, S).

The first inequality

l—c; S =3+4+2¢c; +2¢, + 5
2 - 4

The first equality e(x,S3) = e(x,S;) claims that any variations of x3 would increase the
maximal excess. And the second equality e(x, S5) = e(x, S¢) states that any variations of x,
and x5 cause an increase in the second largest excess.

Finally, suppose that ¢, > 1_% and

1+ C3
(&5} + Cy > . (65)
1-2c|+cy+c3 I+c)—2cy+c3 1+cl+cz 2c3
We endeavor to show that the imputationx; = 3 , Xy = , X3 =

is the nucleolus. Table 8.4 gives the corresponding excesses. They are in the followmg
lexicographic order:

e(x,Sy) = e(x,S5) = e(x, Sg) > e(x,S3) > e(x,S,) > e(x, S)).
The first inequality appears equivalent to (6.5); the rest are clear. The equalities e(x, S;) =
e(x,Ss) = e(x, Sg) imply that the maximal excess increases by any variations in the imputation.
This concludes the proof of Theorem 8.7.
Revert to the bankruptcy problem, see the beginning of this section. The characteristic

function (6.1) takes the form v(1) = v(2) = v(3) =0, v(1,2,3) = E and

v(1,2) = (E — d3)* = (E — 100)*, v(1,3) = (E — d,)* = (E — 200)",
v(2,3) = (E — d))* = (E — 300)".

If E = 100, we have

v(1,2) =0, v(1,3)=0, v(2,3)=0
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This agrees with the case when all values of the characteristic function do not exceed 1/3 of
the payoff. According to the theorem, the nucleolus dictates equal sharing.
Next, if £ = 200, the characteristic function becomes

v(1,2) = 100, v(1,3) =0, 1(2,3) = 0.

This matches the second condition of the theorem when v(1, 2) is greater than 1/3 of the payoff
E, but v(1, 3) does not exceed 1/2 of the residual E — v(1,2). Then the nucleolus is require
to give this quantity (£ — v(1,2))/2 = (200 — 100)/2 = 50 to player 3, and to distribute the
remaining shares between players 1 and 2 equally (by 75 units).

If E = 300, we get

v(1,2) =200, v(1,3) =100, v(2,3) =0.

This corresponds to the third case when v(1,3) is greater than 1/2 of E — v(1,2), whereas
v(2,3) does not exceed this quantity. And the nucleolus distributes the debt proportionally,
i.e., 150 units to player 1, 100 units to player 2, and 50 units to player 3.

Clearly, the variant described in Table 8.1 coincides with the nucleolus of the cooperative
game with the characteristic function (6.1).

If E =400, the characteristic function acquires the form v(1,2) =300, v(1,3) =
200, v(2,3) = 100. This relates to the fourth case of the theorem. By evaluating the nucleolus,
we obtain the imputation (225, 125, 50). And finally, if E = 500, the fifth case of the theorem
arises naturally; the nucleolus equals (266.66, 166.66, 66.66).

8.7 The Shapley vector

A popular solution in the theory of cooperative games consists in the Shapley vector [1953].
Consider a cooperative game < N,v >. Denote by ¢ = (6(1), ... ,c(n)) an arbitrary permu-
tation of players 1, ..., n. Imagine the following situation. Players get together randomly in
some room to form a coalition. By assumption, all permutations ¢ are equiprobable. And the
probability each permutation makes up 1/n!.

Consider a certain player i. We believe that the coalition is finally formed with his arrival.
Designate by P,(i) = {j € N : 67(j) < 67'(i)} the set of his forerunners in the permutation
o. Evaluate the contribution of player i to this coalition as

m;(o) = v(P5(i) U {i}) = v(P, (D).

Definition 8.17 The Shapley vector is the mean value of contributions for each player over
all possible permutations, i.e.,

¢(v) = % Y mo) = % D (P, G) U {i}) = VP, =1,....n. (7.1)
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8.7.1 The Shapley vector in the road construction game

Construct the Shapley vector in the road construction game stated before. Recall that the
characteristic function takes the form

v(l) =—1,v2) = -1, v3) = =2, v(1,2) = 12, w(2,3) = 5, w(1,3) = 3, v(1,2,3) = 18.

Computations of the Shapley vector can be found in Table 8.5 below. The left col-
umn presents all possible permutations, as well as the contributions of all players (for
each permutation) according to the given characteristic function. For the first permuta-
tion (1,2, 3), the contribution of player 1 constitutes v(1) — v(f) = —1, the contribution of
player 2 makes up v(1,2) — v(1) = 12 — (—1) = 13, and the contribution of player 3 equals
v(1,2,3) —v(1,2) = 18 — 12 = 6. Calculations yield the Shapley vector ¢ = (7,8, 3) in this
problem. Note that this solution differs from the nucleolus x* = (9,7,2). Accordingly, we
observe variations in the cost of each player in road construction. Now, the shares of players’
costs have the formc; =20-7=13, ¢, =15-8=7, c3=10-3="7.

Find a more convenient representation for Shapley vector evaluation. The bracketed
expression in (7.1) is v(S) — v(S\{i}), where player i belongs to the coalition S. Therefore,
summation in formula (7.1) can run over all coalitions S containing player i. In each coalition
S, player i is on the last place, whereas forerunners can enter the coalition in (|S| — 1)! ways.
On the other hand, players from the coalition N\S can come after player i in (n — |S|)! ways.
Thus, the number of permutations in the sum (7.1), which correspond to the same coalition §
containing player #, equals (|S| — 1)!(n — |S])!. Hence, formula (7.1) can be rewritten as

S| = Di(n — |S)!
=) as] )n(!” DY s) — s\ tipLi= 1. n. (1.2)

S:ie§

The quantities
SO,

w stand for the probabilities that player i forms the coalition S. And

(81 =D = ISD! _
n!

1, Vi. (7.3)
S:ies

We demonstrate that the introduced vector is an imputation.

Table 8.5 Evaluation of the Shapley vector.

o Player 1 Player 2 Player 3 The total contribution
(1,2,3) -1 13 6 18
(1,3,2) -1 15 4 18
(2,1,3) 13 -1 6 18
(2,3,1) 13 -1 6 18
(3,1,2) 5 15 -2 18
(3,2,1) 13 7 -2 18
The mean value 7 8 3 18
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Lemma 8.1 The vector ¢ satisfies the properties of individual rationality and efficiency,
Le., ¢;(v) = v(i), Viand Y, ¢;(v) = v(N).
ieN

Proof: Due to the superadditive property of the function v, we have the inequality v(S) —
v(S\{i}) > v(i) for any coalition S. Then it follows from (7.2) and (7.3) that

&) 2 v(i) Y (s 1)!(,” “BD i, i=1n,
sies n
Now, let us show the equality Y, ¢;(v) = v(N). Address the definition (7.1) and consider
ieN
the sum )
Y 60 = — 3 PP, U (i) - vP, ). (74)
ieN T ien

For each permutation o, the sum (7.4) comprises the contributions of all players in this
permutation, i.e.,

v(e(1)) + [v(a(1),6(2)) = v(e(1)] + [v(e(1), 6(2),6(3)) — v(e(1), 6(2))]
+ o+ (o), ..., 6() = v(a(1),...,o(n = 1)] = v(e(l), ..., 5(n) = v(N).

Hence,

> 6i0) = - 3 vN) = (),

iEN o

The proof of Lemma 8.1 is completed.

We have already formulated some criteria for the solution of a cooperative game. For core,
the matter concerns an undominated offer. In the case of nucleolus, a solution minimizes the
maximal dissatisfaction from other solutions. L.S. Shapley stated several desired properties
to-be-enjoyed by an imputation in a cooperative game.

8.7.2 Shapley’s axioms for the vector ¢,(v)

1. Efficiency. Y ¢,(v) = v(N).
ieN

2. Symmetry. If players i and j are such that v(S U {i}) = v(SU {j} for any coalition S
without players i and j, then ¢,;(v) = (pj(v).

3. Dummy player property. Player i such that v(SU {i}) = v(S) for any coalition S
without player i meets the condition ¢;(v) = 0.

4. Linearity. If v, and v, are two characteristic functions, then @(v; +v,) = @(v,) +
@(vy).

Axiom 1 declares that the whole payoff must be completely distributed among participants.
The symmetry property consists in that, if the characteristic function is symmetrical for players
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i and j, they must receive equal shares. A player giving no additional utility to any coalition
is called a dummy player. Of course, his share must equal zero. The last axiom reflects the
following fact. If a series of games are played, the share of each player in the series must
coincide with the sum of shares in each game.

Theorem 8.8  There exists a unique vector @(v) satisfying Axioms 1-4.
Proof: Consider the elementary characteristic functions.

Definition 8.18 Ler S C N. The elementary characteristic function is the function

VS(T)z{lifSCT

0 otherwise.

Therefore, in a cooperative game with such characteristic function, the coalition 7" wins if it
contains some minimal winning coalition S. We endeavor to find the vector g(v¢) agreeing with
Shapley’s axioms. Interestingly, any player outside the minimal winning coalition represents
a zero player. According to Axiom 2, @;(vg) =0 if i € S. The symmetry axiom implies
that ¢;(vg) = @;(vg) for all players /,j entering the coalition S. In combination with the
efficiency axiom, this yields ) @;(vg) = vg(N) = 1. Hence, @;(vg) = 1/|S]| for all players

ieN

in the coalition S. Analogous reasoning applies to the characteristic function cvg, where ¢
indicates a constant factor. Then

c ...
— ifies
N

0 ifi &S.

@i(cvg) =

Lemma 8.2  The elementary characteristic functions form a basis on the set of all charac-
teristic functions.

Proof: We establish that any characteristic function can be rewritten as a linear combination
of the elementary functions, i.e., there exist constants cg such that

v= Y e (15)

Se2N

Choose ¢y = 0. Argue the existence of the constants cg by induction over the number of
elements in the set S. Select

cr=v(T) - Z cg.
SCT.S#T

In other words, the value of ¢ is determined via the quantities cg, where the number of
elements in the set S appears smaller than in the set 7.
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Since vg(T) is non-zero only for coalitions S C 7, the above-defined constants cg obey
the equality

Z cgvg(T) = Z cg=cr+ 2 cg = v(T).

SeaN ScT SCT,S#T

This proves formula (7.5).

Consequently, each characteristic function is uniquely represented as the sum of the
elementary characteristic functions cgvg. By virtue of linearity, the vector ¢(v) turns out
uniquely defined, either:

o= Y o

iese2N

The proof of Theorem 8.8 is finished.

Now, we note that the Shapley vector—see (7.2)—meets Axioms 1—4. Its efficiency has
been rigorously shown in Lemma 8.1.

Symmetry comes from the following fact. If players i and j satisfy the condition v(S U
{i}) = v(S U {j} for any coalition S without players i and j, the contributions of the players to
the sum in (7.2) do coincide, and hence ¢;(v) = d)j(v).

Imagine that player i represents a zero player. Then all his contributions (see the bracketed
expressions in (7.2)) vanish and ¢,;(v) = 0, i.e., the property of zero player holds true.

Finally, linearity follows from the additive form of the expression in (7.2).

Satisfaction of Shapley’s axioms and uniqueness of an imputation meeting these axioms
(see Theorem 8.8) lead to an important result.

Theorem 8.9 A unique imputation agreeing with Axioms 1—4 is the Shapley vector ¢p(v) =

(D), ..., d,(V), where

‘f’i(V) =

—D!n—- !
y (N )n(!” 5D sy — S\ (iDL i = 1, ... om.

SCN:ieS

Remark 8.1 If summation in (7.2) runs over coalitions excluding player i, the Shapley
vector formula becomes

OENDY (15Dt _,|S| — D s un vz 1, n (7.6)

SCNigtS n:

8.8 Voting games. The Shapley—Shubik power index
and the Banzhaf power index
We should mention political science (especially, political decision-making) among important

applications of cooperative games. Generally, a political decision is made by voting in some
public authority, e.g., a parliament. In these conditions, a major role belongs to the power of

www.it-ebooks.info


http://www.it-ebooks.info/

COOPERATIVE GAMES 303

factions within such an authority. The matter concerns political parties possessing a certain
set of votes, or other political unions. Political power definition was studied by L. Shapley and
M. Shubik [1954], as well as by J.F. Banzhaf [1965]. In their works, the researchers employed
certain methods from the theory of cooperative games to define the power or influence level
of voting sides.

Definition 8.19 A voting game is a cooperative game < N,v >, where the characteristic
function takes only two values, 0 and 1, v(N) = 1. A coalition S such that v(S) = 1 is called
a winning coalition. Denote by W the set of winning coalitions.

Within the framework of voting games, the contribution of each player in any coalition
equals O or 1. Therefore, the Shapley vector concept can be modified for such games.

Definition 8.20 The Shapley—Shubik vector in a voting game < N,v > is the vector ¢p(v) =
(D1 V), ..., ¢, (v), where the index of player i has the form

(SD!Gn —IST = D . _

Py 1,...,n.

¢i(V) =

Sew . Ssuew

According to Definition 8.20, the influence of player i is defined as the mean number of
coalitions, where his participation guarantees win and non-participation leads to loss.

In fact, there exists another definition of player’s power, viz., the so-called Banzhaf index.
For player i, we say that a pair of coalitions (S U i, S) is a switching, when (S U i) appears as
a winning coalition and the coalition S does not. In this case, player i is referred to as the
key player in the coalition S. For each player i € N, evaluate the number of all switchings
in the game < N,v > and designate it by #,(v). The total number of switchings makes up

nw) = % nv).
iEN

Definition 8.21 The Banzhaf vector in a voting game < N,v > is the vector p(v) =
B v), ..., B,(v), where the index of player i obeys the formula

m;(v) .
V)= o0—,i=1,...,n.
ZjeN ﬂj(V)

Now, let us concentrate on voting games proper. We believe that each player i in a voting
game is described by some number of votes w;, i = 1,...,n. Furthermore, the affirmative
decision requires a given threshold g of votes.

Definition 8.22 A weighted voting game is a cooperative game < q;wy, ... ,w, > with the
characteristic function

v(S)={1’ l:fW(S)Zq
0, ifw(S) <gq.

Here w(S) = Y. w; specifies the sum of votes of players in a coalition S.
i€

www.it-ebooks.info


http://www.it-ebooks.info/

304 MATHEMATICAL GAME THEORY AND APPLICATIONS

To compute power indices, one can involve generating functions. Recall that the gener-

ating function of a sequence {a,,n > 0} is the function

G(x) = z a,x".
n>0
For a sequence {a(n,...,n;),n; > 0,i=1,...,k}, this function acquires the form

n n
G(xyy .oy xp) = 2 Z a(nl,...,nk)xll...xk‘,

n 20 >0

The generating function for Shapley—Shubik power index evaluation was found by D.G.
Cantor [1962]. In the case of the Banzhaf power index, the generating function was obtained
by S.J. Brams and P.J. Affuso [1976].

Theorem 8.10  Suppose that < q;wy, ..., w, > represents a weighted voting game. Then
the Shapley—Shubik power index is defined by

@(v)—Z“”‘“” < S A s)) n 8.1
k=

s=0 —w;

Here Al(k, s) means the number of coalitions S comprising exactly s players and i & S, whose
power equals w(S) = k. In addition, the generating function takes the form

Gi(x,2) = [ + 2. (8.2)
JF

Proof: Consider the product (1 + zx"1)...(1 + zx*»). By removing all brackets, we get the
following expression. As their coefficients, identical degrees z* hold the quantity x raised to

the power w; + --- +w; for different combinations of (i, ..., i), i.e.,
(1420 (1+ 20 = ) ZMlZies, (8.3)
SCN

Now, take this sum and extract terms having identical degrees of x (they correspond to
coalitions with the same power w(S)). Such manipulations yield

(4201 + 20" = DTN Ak, )2,

k>0 s>0

where the factor A(k, s) equals the number of all coalitions with s participants, whose power
constitutes k. By eliminating the factor (1 + zx") in the product (8.3), we construct the
generating function for A;(k, s).

Formula (8.1) is immediate from the following fact. Coalitions, where player i appears the
key one, are coalitions S with the power levels w(S) € {g —w;,q —w; + 1,...,qg — 1}. Really,
in this case, we have w(S U i) = w(S) + w; > q. The proof of Theorem 8.10 is concluded.
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Theorem 8.11 Let < g;wy, ..., w, > be aweighted voting game. The number of switchings
n;(v) in the Banzhaf power index can be rewritten as

gq-1
= Y bk,i=1,...n, (8.4)

k=q—w;

where bi(k) stands for the number of coalitions S : i € S, whose power makes up w(S) = k.
Furthermore, the generating function has the form

Gix) = [Ja +x". (8.5)
J#i

Proof: Similarly to Theorem 8.10, consider the product (1 + x*1)...(1 + x"») and remove the
brackets:

Ge) = (1+x")..(1+x") =) Hfo = ) xZies¥i, (8.6)

SCN ieS SCN

Again, extract summands with coinciding degrees of x, that correspond to coalitions having
the identical power w(S). This procedure brings to

Gx) = ) bl

k>0

where the factor b(k) is the number of all coalitions with power k. By eliminating the
factor (1 + x"i) from the product (8.6), we derive the generating function (8.5) for b;(k).
Formula (8.4) follows from when coalitions, where player i is the key one, are actually coali-
tions S with the power w(S) € {g —w;,q—w; + 1,...,g— 1}. This completes the proof of
Theorem 8.11.

Theorems 8.10 and 8.11 provide a simple computation technique for the above power
indices. As examples, we select the 14th Bundestag (the national parliament of the Federal
Republic of Germany, 1998-2002) and the 3rd State Duma (the lower chamber of the Russian
parliament, 2000-2003).

8.8.1 The Shapley—Shubik power index for influence evaluation
in the 14th Bundestag

The 14th Bundestag consisted of 669 members from five political parties:

The Social Democratic Party of Germany (Sozialdemokratische Partei Deutschlands,
SPD), 298 seats

The Christian Democratic Union of Germany (Christlich Demokratische Union Deutsch-
lands, CDU), 245 seats

The Greens (Die Griinen), 47 seats
The Free Democratic Party (Freie Demokratische Partei, FDP), 43 seats

The Party of Democratic Socialism (Partei des Demokratischen Sozialismus, PDS),
36 seats.
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For a draft law, the enactment threshold g is the simple majority of votes, i.e., 335 votes.
To find the influence levels of each party, we apply the Shapley—Shubik power indices. It is
necessary to calculate the generating function (8.2).

For the SDP, the generating function acquires the form

G(x,2) = (1 + 2%)(1 + 2x*)(1 + 2)(1 + 2x)
= 142030 + a8 +xY 4 29) 4 270 + 483 4 x%0 £ 281 4 288 L x292) (8.7)
+z3(x126 +x324 +x328 +x335) +Z4X371-

Now, we can define the number of coalitions, where the SDP appears to be the key coalition.
This requires that the influence level of a coalition before SDP entrance lies between g — w; =
335 —-298 = 37 and g — 1 = 334. The first bracketed expression shows that, for s = 1, the
number of such coalitions makes up 3. In the cases of s = 2 and s = 3, we use the second
bracketed expression to find that the number of such coalitions is 6 and 3, respectively. In the
rest cases, the SDP does not represent the key coalition. Therefore,

q-1 q-1 q-1
Y Ak =0, Y Al =3 Y Alk2) =6,

k=q—w, k=q—w, k=g—w,

q—1 q—1
Z Al(k,3) = 3, Z Al(k,4) = 0.

k:q—wl k=q—w1
Hence, the Shapley—Shubik index equals

113! 212! 311!

We can perform similar computations for other parties in the 14th Bundestag. The CDU
becomes the key coalition, if the influence level of a coalition before its entrance is within the
limits of g — w, = 90 and ¢ — 1 = 334. For the CDU, the generating function is described by

Gy(x,2) = (1 + 2*%)(1 + 2¥7)(1 + 2x)(1 + 2x30)
2 120 % T 4 2298) 1 2079 4B 490 43 4 g )
+Z3(x126 +x377 +)C381 +x388) +Z4x424

q-1 q—1 q—1
whence it follows that Y A%(k,0)=0, Y A’k D=1 Y A%*k2) =2,
k=q—w, k=g—w, k=q—w,

gq-1 gq-1

Y A%(k,3)=1, Y A?(k,4)=0. The corresponding Shapley—Shubik power index
k=q—w, k=q—w,
constitutes

131 71 1!
qbz(v):%uz'z' 32 L L o6,

224, 4 1
5! 506

www.it-ebooks.info


http://www.it-ebooks.info/

COOPERATIVE GAMES 307

In the case of the Greens, we obtain

G3(x,2) = (1 + 222%%)(1 + 22)(1 + 22*7)(1 + 2x%%)
=1 + z(x36 +x47 +x245 +x298) +Z2(x83 +x281 +x292 +x334 +x345 +x543)
+Z3(x328 +x381 +x579 +x590) +Z4x626_

This party is the key coalition for coalitions whose influence levels lie between g — wy = 292
and g — 1 = 334. The number of coalitions, where the Greens form the key coalition, coincides
with the appropriate number for the CDU; thus, their power indices are identical. The same
applies to the FDP.

The PDS possesses the generating function

Gs(x,2) = (1 4+ 2298)(1 + z2®)(1 + 2x*)(1 + 2x*)
=1 +Z(X43 +x47 +x245 +x298) +12(x90 +x288 +x292 +x341 +x345 +x543)
+Z3(X335 +x388 +x586 +x590) +z4x633.

The PDS is the key coalition for coalitions with the influence levels in the range [g — w5 =
299, 334]. However, the shape of the generating function implies the non-existence of such
coalitions. Hence, ¢5(v) = 0.

And finally,

$(v) = % G (V) = h3(v) = Py (v) = é $s(v) = 0.

Therefore, the greatest power in the 14th Bundestag belonged to the Social Democrats. Yet
the difference in the number of seats of this party and the CDU was not so significant (298
and 245, respectively). Meanwhile, the power indices of the CDU, the Greens, and the Free
Democrats turned out the same despite considerable differences in their seats (245,47, and 43,
respectively). The PDS possessed no influence at all, as it was not the key one in any coalition.

8.8.2 The Banzhaf power index for influence evaluation
in the 3rd State Duma

The 3rd State Duma of the Russian Federation was represented by the following political
parties and factions:

The Agro-industrial faction (AIF), 39 seats

The Unity Party (UP), 82 seats

The Communist Party of the Russian Federation (CPRF), 92 seats
The Liberal Democratic Party (LDPR), 17 seats

The People’s Deputy faction (PDF), 57 seats

Fartherland-All Russia (FAR), 46 seats

Russian Regions (RR), 41 seats

The Union of Rightist Forces (URF), 32 seats

Yabloko (YAB), 21

Independent deputies (IND), 23 seats.

www.it-ebooks.info


http://www.it-ebooks.info/

308 MATHEMATICAL GAME THEORY AND APPLICATIONS

Table 8.6 Banzhaf index evaluation for the State Duma of the Russian Federation.

Parties AIF UP CPRF LDPR PDF
Switching thresholds 187-225 144-225 134-225 209-225 169-225
The number of switchings 96 210 254 42 144
The Banzhaf index 0.084 0.185 0.224 0.037 0.127
Parties FAR RR URF YAB IND
Switching thresholds 180-225 185-225 194-225 205-225 203-225
The number of switchings 110 100 78 50 52
The Banzhaf index 0.097 0.088 0.068 0.044 0.046

The 3rd State Duma included 450 seats totally. For a draft law, the enactment threshold g is
the simple majority of votes, i.e., 226 votes. To evaluate the influence level of each party and
faction, we employ the Banzhaf power index. To compute the generating function G;(x) =

TI(1 +x"),i=1,...,10 for each player, it is necessary to remove brackets in the product
J#

(8.5). For instance, we can use any software for symbolic computations, e.g., Mathematica
(procedure Expand). For each playeri = 1, ..., 10, remove brackets and count the number of

terms of the form xX, where k varies from ¢ — w; to g — 1. This corresponds to the number
of coalitions, where players are key ones. For the AIF, these thresholds make up g —w; =
225 —39 = 187 and 225. Table 8.6 combines the thresholds for calculating the number of
switchings for each player. Moreover, it presents the resulting Banzhaf indices of the parties.

In addition to the power indices suggested by Shapley—Shubik and Banzhaf, researchers
sometimes employ the Deegan—Packel power index [1978] and the Holler index [1982]. They
are defined through minimal winning coalitions.

Definition 8.23 A minimal winning coalition is a coalition where each player appears the

key one.

Definition 8.24 The Deegan—Packel vector in a weighted voting game < N,v > is the vector
dp(v) = (dp,(v), ..., dp,(v)), where the index of player i has the form

=~ 3 Lliz1..n
semiies ©

Here M denotes the set of all minimal winning coalitions, m means the total number of
minimal winning coalitions and s is the number of members in a coalition S.

Definition 8.25 The Holler vector in a weighted voting game < N,v > is the vector h(v) =
(hi(v), ..., h,(v), where the index of player i has the form

noy= " iy
i EZEN ml(‘}) ) ) s
Here m; specifies the number of minimal winning coalitions containing playeri(i =1, ...,n).

Evaluate these indices for defining the influence levels of political parties in the parliament
of Japan.
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8.8.3 The Holler power index and the Deegan—Packel power index for
influence evaluation in the National Diet (1998)

The National Diet is Japan’s bicameral legislature. It consists of a lower house (the House of
Representatives) and an upper house (the House of Councillors). We will analyze the House
of Councillors only, which comprises 252 seats. After the 1998 elections, the majority of
seats were accumulated by six parties:

The Liberal Democratic Party (LDP), 105 seats
The Democratic Party of Japan (DPJ), 47 seats
The Japanese Communist Party (JCP), 23 seats
The Komeito Party (KP), 22 seats

The Social Democratic Party (SDP), 13 seats
The Liberal Party (LP), 12 seats

The rest parties (RP), 30 seats.

For a draft law, the enactment threshold g is the simple majority of votes, i.e., 127 votes.
Obviously, the minimal winning coalitions are (LDP, DPJ), (LDP, JCP), (LDP, KP), (LDP,
RP), (LDP, SDP, LP), (DPJ, JCP, KP, SDP, RP), and (DPJ, JCP, KP, LP, RP). Therefore,
the LDP appears in five minimal winning coalitions, the DPJ, the JCP, the KP, the RP
belong to three minimal winning coalitions, the SDP, and the LP enter two minimal winning
coalitions. And the Holler power indices make up h;(v) = 5/21 = 0.238, h,(v) = h3(v) =
hy(v) = hy(v) = 3/21 = 0.144, hs(v) = hg(v) = 2/21 = 0.095.

Now, evaluate the Deegan—Packel power indices:

11 1

dp,(v) = ~ (41 —):13%0.333,

P =z (43+3)=1/
dp>(v) = dps(v) = dp,(v) = d (v)—1(1+21)~0128
Por\V) = aps = apy\v) = apy =7\3 5~~,

1/1 1
dp<(v) = d =-<— 1) ~0.076.
Ips(v) = dpe(v) 7 3+5>

Readers can see that the influence of the Liberal Democrats is more than two times higher
than any party in the House of Councillors. The rest parties get decomposed into two groups
of almost identical players.

8.9 The mutual influence of players. The Hoede-Bakker
index

The above models of voting ignore the mutual influence of players. However, real decision-
making includes situations when a certain player or some players modify an original decision
under the impact of others.

Consider a voting game < N, v >, where the characteristic function possesses two values,
0 and 1, as follows.
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3 4 5

Figure 8.5 Influence graph. Player 1 influences players 3, 4, and 5. Player 2 is fully
independent.

Imagine that players N = {1,2,...,n} have to select a certain draft law. The weights of
the players are represented by the vector w = (wy, ..., w, ). Next, their initial preferences form
a binary vector = = (xy, ..., w,), where x; equals 1, if player i supports the draft law, and
equals O otherwise. At stage 1, players hold a consultation, and the vector z gets transformed
into a new decision vector » = Bz (which is also a binary vector). The operator B can be
defined, e.g., using the mutual influence graph of players (see Figure 8.5). Stage 2 lies in
calculating the affirmative votes for the draft law; the affirmative decision follows, if their
number is not smaller than a given threshold g, 1 < g < n. Therefore, the collective decision
is defined by the characteristic function

1

v(b) =v(Br) =1 { bw; > q} . ©.1)
=1

Here I{A} means the indicator of the set A. Suppose that the function v matches a couple of
axioms below. As a matter of fact, this requirement applies to the operator B.

Al. Denote by 7 the complement vector, where 7; = 1 — x;. Then any preference vector
7 meets the equality

V(B7) = 1 — v(Bx).

A2. Consider vectors z, 7’ and define the order # < 7', if {iEN :m; =1} C{iEN:
7rl.’ = 1}. Then any preference vectors z, 7’ such that # < 7 satisfy the condition v(Bx) <
v(Br').

According to Axiom Al, the decision-making rule must be such that, if all players reverse
their initial opinions, the collective decision is also contrary. Axiom A2 claims that, if players
with initial affirmative decision are supplemented by other players, the final collective decision
either remains the same or may turn out affirmative (if it was negative).

Definition 8.26 The Hoede—Bakker index of player i is the quantity

1

on—1

HB,(v(B)) = Z v(Br),i=1,...,n. 9.2)

mm=1
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c D
Figure 8.6 Influence graph. Player A influences player B. Players C and D are fully
independent.

In the expression (9.2), summation runs over all binary preference vectors z, where the
opinion of player i is affirmative. The Hoede—Bakker index reflects the influence level of
player i on draft law adoption under equiprobable preferences of other players (the latter may
have mutual impacts).

Concluding this section, we study the following example. A parliament comprises four
parties A, B, C, and D that have 10, 20, 30, and 40 seats, respectively. Assume that (a) draft
law enactment requires 50 votes and (b) party A exerts an impact on party B (see Figure 8.6).

First, compute the Banzhaf indices:

1 3 5
B = 550 o) = B3(0) = ==, By(n) = .

Evidently, the influence level of party A is minimal; however, we neglect the impact of party
A on party B.

Second, calculate the Hoede—Bakker indices, see Table 8.7.

We find that

HB,(v) = HBy(v) = HB,(v) = 43_1’ HB,(v) = %

Now, the influence level of party A goes up, reaching the levels of parties C and D.

Table 8.7 Hoede—Bakker index evaluation.

P 0000 0001 0010 0100 1000 0011 0101 01,10
Bx 0000 0001 0010 0000 1100 0011 0001 00,10
W(Bx) 0 0 0 0 0 1 0
. 1,001 1010 11,00 011,01 1011 11,01 1,1,L,0 1,11,
Bx L1001 1L, 11,00 0011 1,1,,1 1,,0,0 1,1,1,0 L1,
v(Br) 1 1 0 1 1 1 1
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Exercises

1.

0

e

&

The jazz band game with four players.

A restaurateur invites a jazz band to perform one evening and offers 100 USD. The
jazz band consists of four musicians, namely, a pianist (player 1), a vocalist (player
2), a drummer (player 3), and a guitarist (player 4). They should distribute the fee. An
argument during such negotiations is the characteristic function v defined by individ-
ual honoraria the players may receive by performing singly, in pairs or triplets. The
characteristic function has the form

(1) = 40, v(2) = 30, v(3) =20, v(4) =0,
v(1,2) = 80, v(1,3) =70, v(1,4) = 50, v(2,3) = 60, v(2,4) = 35, v(3,4) = 25,
v(1,2,3) =95, v(1,2,4) = 85, v(1,3,4) =75, v(2,3,4) = 65.

Construct the core and the 7-equilibrium of this game.

Find the Shapley vector in exercise no. 1.
The road construction game with four players.

Four farms agree to construct a road communicating all farms with a city. Con-
struction of each segment of the road incurs definite costs. Each farm has a specific
income from selling its agricultural products in the city. Road infrastructure, the con-
struction cost of each road segment and the incomes of the farmers are illustrated in
Figure 8.7.

S
ey
= G

| -
10 10
6 ) s
| -
12 1

Figure 8.7 Road construction.

Build the nucleolus of this game.

Construct the core and the z-equilibrium of the game in exercise no. 2.
The shoes game.

This game involves four sellers. Sellers 1 and 2 have right shoes, whereas sellers 3
and 4 have left shoes. The price of a single shoe is 0 USD, the price of a couple makes
up 10 USD. Sellers strive to obtain some income from shoes. Build the core and the
z-core of this game.

Take the game from exercise no. 5 and construct the Shapley vector.

Give an example of a cooperative game which is not quasibalanced.

Give an example of a cooperative game, which is quasibalanced, but fails to be
balanced.
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The parliament of a small country has 40 seats distributed as follows:

Party 1, 20 seats
Party 2, 15 seats
Party 3, 5 seats
For a draft law, the enactment threshold ¢ is the simple majority of votes, i.e., 21
votes. Evaluate the Shapley—Shubik power index of the parties.

Consider the parliament from exercise no. 9 and find the Banzhaf power index of the
parties.
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Network games

Introduction

Games in information networks form a modern branch of game theory. Their development
was connected with expansion of the global information network (Internet), as well as with
organization of parallel computations on supercomputers. Here the key paradigm concerns
the non-cooperative behavior of a large number of players acting independently (still, their
payoffs depend on the behavior of the rest participants). Each player strives for transmitting or
acquiring maximum information over minimum possible time. Therefore, the payoff function
of players is determined either as the task time or as the packet transmission time over a
network (to-be-minimized). Another definition of the payoff function lies in the transmitted
volume of information or channel capacity (to-be-maximized).

An important aspect is comparing the payoffs of players with centralized (cooperative)
behavior and their equilibrium payoffs under non-cooperative behavior. Such comparison
provides an answer to the following question. Should one organize management in a system
(thus, incurring some costs)? If this sounds inefficient, the system has to be self-organized.

Interesting effects arise naturally in the context of equilibration. Generally speaking, in an
equilibrium players may obtain non-maximal payoffs. Perhaps, the most striking result covers
Braess’s (1968) paradox (network expansion reduces the equilibrium payoffs of different
players).

There exist two approaches to network games analysis. According to the first one, a player
chooses a route for packet transmission; a packet is treated as an indivisible quantity. Here we
mention the works by Papadmitrious and Koutsoupias (1999). Accordingly, such models will
be called the KP-models. The second approach presumes that a packet can be divided into
segments and transmitted by different routes. It utilizes the equilibrium concept suggested by
J.G. Wardrop (1952).

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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9.1 The KP-model of optimal routing with indivisible
traffic. The price of anarchy

We begin with an elementary information network representing m parallel channels (see

Figure 9.1).

Consider a system of n users (players). Player i (i = 1, ..., n) intends to send traffic of
some volume w; through a channel. Each channel / = 1, ..., m has a given capacity ¢;. When
traffic of a volume w is transmitted by a channel with a capacity c, the channel delay equals
w/c.

Each user pursues individual interests, endeavoring to occupy the minimal delay channel.
The pure strategy of player i is the choice of channel / for his traffic. Consequently, the
vector L = (4, ...,[,) makes the pure strategy profile of all users; here /; means the number
of the channel selected by user i. His mixed strategy represents the probabilistic distribution
p;i = (pil, ...,p!"), where pf stands for the probability of choosing channel / by user i. The
matrix P composed of the vectors p; is the mixed strategy profile of the users.

In the case of pure strategies for user i, the traffic delay in the channel /; is determined by

k-lz—14Wk

Ai — =t
Cli
Definition 9.1 A pure strategy profile (11, ... ,1,) is called a Nash equilibrium, if for each
i+

. . " k;ﬁi:zli:jWk

user i we have A; = min
J=1...m <

In the case of mixed strategies, it is necessary to introduce the expected traffic delay for
n

wt 3 plw
k=1 ki

C

user i employing channel /. This characteristic makes up /lﬁ = . The minimal

expected delay of user i equals 4; = 1 rlnin /lf.
=1,....m

Definition 9.2 A strategy profile P is called a Nash equilibrium, if for each user i and any

channel adopted by him the following condition holds true: Af =, if pf > 0, and lf > A, if
I —

p;=0.

Definition 9.3 A mixed strategy equilibrium P is said to be a completely mixed strategy
equilibrium, if each user selects each channel with a positive probability, i.e., for any i =
1,....,nand anyl = 1,...,m:pf > 0.

Source ¢

a g

Figure 9.1 A network of parallel channels.
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The quantity 4; describes the minimum possible individual costs of user i to send his traffic.
Pursuing personal goals, each user chooses strategies ensuring this value of the expected
delay. The so-called social costs characterize the general costs of the system due to channels
operation. One can involve the following social costs functions SC(w, L) for a pure strategy
profile:

m Z Wik

1. the linear costs LSC(w,L) = ) b= ;

=

2
« (2)
2. the quadratic costs QSC(w,L) = Y ~—+—~—;

=1 “

z Wi
3. the maximal costs MSC(w, L) = , r}lax %
=l,...m
Definition 9.4 The social costs for a mixed strategy profile P are the expected social costs

SC(w, L) for a random pure strategy profile L:

SCw,P)=E(SCow,L) = Y <Hpjf-SC(w,L)>.

L=(l},...1,) \k=1

Denote by opt = minp SC(w, P) the optimal social costs. The global optimum in the model
considered follows from social costs minimization. Generally, the global optimum is found
by enumeration of all admissible pure strategy profiles. However, in a series of cases, it results
from solving the continuous conditional minimization problem for social costs, where the
mixed strategies of users (the vector P) act as variables.

Definition 9.5 The price of anarchy is the ratio of the social costs in the worst-case Nash
equilibrium and the optimal social costs:

P
A= sup P

p—equilibrium ~ °P!

Moreover, if sup affects equilibrium profiles composed of pure strategies only, we mean
the pure price of anarchy. Similarly, readers can state the notion of the mixed price of anarchy.
The price of anarchy defines how much the social costs under centralized control differ from
the social costs when each player acts according to his individual interests. Obviously, PA > 1
and the actual deviation from 1 reflects the efficiency of centralized control.

9.2 Pure strategy equilibrium. Braess’s paradox

Study several examples of systems, where the behavior of users represents pure strategy
profiles only. As social costs, we select the maximal social costs function. Introduce the
notation (w; , ..., w; ) = ¢; for a situation when traffic segments w; ,...,w; belonging to
users iy, ..., i, € {1,...,n} are transmitted through the channel with the capacity c;.
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—

Figure 9.2 The worst-case Nash equilibrium with the delay of 2.5.

Example 9.1 Actually, it illustrates Braess’s paradox under elimination of one channel.
Consider the following set of users and channels: n =5, m = 3, w = (20, 10, 10, 10, 5), ¢ =
(20, 10, 8) (see Figure 9.2). In this case, there exist several Nash equilibria. One of them
consists in the strategy profile

{(10,10,10) = 20,5 = 10,20 — 8)}.

Readers can easily verify that any deviation of a player from this profile increases his delay.
However, such equilibrium maximizes the social costs:

MSC(w;c; (10,10, 10) — 20,5 — 10,20 = 8) = 2.5.

We call this equilibrium the worst-case equilibrium.

Interestingly, the global optimum of the social costs is achieved in the strategy profile
(20,10) — 20, (10,5) — 10,10 — 8; it makes up 1.5. Exactly this value represents the best-
case pure strategy Nash equilibrium. If we remove channel 8 (see Figure 9.3), the worst-case
social costs become

MSC(w; c; (20, 10, 10) — 20, (10,5) — 10) = 2.

This strategy profile forms the best-case pure strategy equilibrium and the global optimum.

Example 9.2 Setn=4,m=3,w=(15,5,4,3),and c = (15, 10, 8). The social costs in the
worst-case equilibrium constitute

MSC(w;c;(5,4) - 15,15 - 10,3 = 8) = 1.5.

Under the best-case equilibrium, the global optimum of 1 gets attained in the strategy profile
15 - 15,(5,3) — 10,4 — 8. The non-equilibrium strategy profile 15 — 15,(5,4) — 10,3

c=10
2

Figure 9.3 Delay reduction owing to channel elimination.
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— 8is globally optimal, either. As the result of channel 10 removal, the worst-case equilibrium
becomes (15,5) — 15,(4,3) — 8 (the corresponding social costs equal 1.333). The global
optimum and the best-case equilibrium are achieved in (15, 3) — 15, (5,4) — 8, and the social
costs make up 1.2.

Example 9.3 Setn=4,m=3,w=(15,8,4,3), and ¢ = (15, 8, 3). The social costs in the
worst-case equilibrium constitute

MSC(w;c;(8,4,3) - 15,15 = 8) = 1.875.

Under the best-case equilibrium, the global optimum of 1.2666 gets attained in the strat-
egy profile (15,4) — 15,8 — 8,4 — 3. By eliminating channel 8, we obtain the worst-case
equilibrium (15, 8,4) — 15,3 — 3 with the social costs of 1.8. Finally, the global optimum
and the best-case equilibrium are observed in (15, 8,3) — 15,4 — 3, and the corresponding
social costs equal 1.733.

Example 9.4 (Braess’s paradox.) This model was proposed by D. Braess in 1968. Consider
a road network shown in Figure 9.4. Suppose that 60 automobiles move from point A to point
B. The delay on the segments (C, B) and (A, D) does not depend on the number of automobiles
(it equals 1 h). On the segments (A, C) and (D, B), the delay is proportional to the number
of moving automobiles (measured in mins). Obviously, here an equilibrium lies in the equal
distribution of automobiles between the routes (A, C, B) and (A, D, B), i.e., 30 automobiles
per route. In this case, for each automobile the trip consumes 1.5 h.

Now, imagine that we have connected points C and D by a speedway, where each auto-
mobile has zero delay (see Figure 9.5). Then automobiles that have previously selected the
route (A, D, B) benefit from moving along the route (A, C, D, B). This applies to automo-
biles that have previously chosen the route (A, C, B)—they should move along the route
(A, C,D, B) as well. Hence, the Nash equilibrium (worst case) is the strategy profile, where
all automobiles move along the route (A, C, D, B). However, each automobile spends 2 h for
the trip.

Therefore, we observe a self-contradictory situation—the costs of each participant have
increased as the result of highway construction. This makes Braess’s paradox.

Figure 9.4 In the equilibrium, players are equally distributed between the routes.
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Figure 9.5 In the equilibrium, all players choose the route ACDB.

9.3 Completely mixed equilibrium in the optimal routing
problem with inhomogeneous users and homogeneous
channels

In the current section, we study a system with identical capacity channels. Suppose that the
capacity of each channel / equals ¢; = 1. Let us select linear social costs.

Lemma 9.1 Consider a system with n users and m parallel channels having identical
capacities. There exists a unique completely mixed Nash equilibrium such that for any user i
and channel | the equilibrium probabilities make up pﬁ =1/m.

Proof: By the definition of an equilibrium, each player i has the same delay on all channels,
i.e.,

Zpiwk= Api=1,...,n j=1,....,m.

ki
First, sum up these equations overj =1, ..., m:
m .
ZZpiwk = Zwk = mi,.
=1 ki =
Hence it follows that
1 .
A= — ZWk, i=1,...,n.
m i
Second, sum up these equations over i = 1, ... ,n:
n . n . n
DN ATEICESVD W ATED IS
i=1 ki k=1 i=1
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This yields

n

3 plw = ! ZAFL.M‘QE,

=t n—li=1 n—1 m m

where W = w; + -+ + w,,. The equilibrium equation system leads to

" . .
Iﬁwi=épiwk—zpiwk=%—%zwk=m’

i it m

whence it appears that

pé:l, i=1,....,n;j=1,....m.
m

Denote by F the completely mixed equilibrium in this model and find the corresponding
social costs:

LSC(w,F) = E (Z > wk> =2 Ew 1)

=1 ki =l =1 k=1
m n n

= Zwkpf=2wk.

1 k=1 k=1

~

9.4 Completely mixed equilibrium in the optimal routing
problem with homogeneous users and inhomogeneous
channels

This section deals with a system, where users send the same volumes of traffic. Suppose that

the traffic volume of any user i makes up w; = 1. Define the total capacity of all channels:
m

C = Y c¢;. We select linear and quadratic social costs. Without loss of generality, sort the
=1

channels in the ascending order of their capacities: ¢; < ¢y < ... < ¢,

Lemma 9.2  Consider the model with n homogeneous users and m parallel channels. A
unique completely mixed Nash equilibrium exists iff c;(m +n — 1) > C. Furthermore, for

each channel 1 = 1,...,m and any user i =1, ...,n the equilibrium probabilities take the
form pf =p= % and the individual equilibrium delays do coincide, being equal to
m+n—1
—

Proof: Suppose that a completely mixed equilibrium exists. Then the expected traffic delay
of each user i on any channel must be the same:

L+ Yy I+ pIA

C Cj

fori=1,...,nand Lj=1,...,m.
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Multiply both sides of each identity by c;. Next, perform summation over [ for each group of
m
identities with the same indexes i and j. Bearing in mind that ), pi =lfork=1,...,n we

. =1
obtain

1+ Y7

m+m—-1)=C——fori=1,...,n,j=1,...,m
G
1+ Y p
_ ki .
min=l_ % fori=1,...nj=1,..m
C C;

J
Pi, all
i

Since the left-hand side of the identity takes the same value for any missed term

quantities p{ = p/ for any i. The identity can be transformed to

m4+n—1 1+@m=1p

= forj=1,...,m,
c cj or j m
. c¢m+n-1-C
whence it follows thatp) = ——— forj=1,...,m.
Cn-1)

Clearly, the sum of the equilibrium probabilities over all channels constitutes 1. Thus, a neces-
sary and sufficient admissibility condition of the derived solution lies in the inequality p* > 0
valid for all / = 1, ..., m. In other words, the condition c;(m + n — 1) > C must hold true.

Social costs evaluation in a completely mixed equilibrium involves a series of identities
below.

Lemma 9.3 Forany x € [0, 1] and integer n, we have the expressions

n
Z C’;kxk(l —x)"* = nx.
k=1

Proof: Address some properties of the binomial distribution. Let each independent random
variable &;, where i = 1, ..., n, possess values O or 1 and E&; = x. In this case,

zn: Chif(1—x)"* =E (Zn: g,.> = zn: E¢&; = nx.
k=1 i=1 i=1

Now, find the social costs for the completely mixed equilibrium.

m
LSC(c,F) = E Z the number of users /
=1 9]
m 1 n m pl
~ LS -yl =n 3L
=1 € k=1 =1 C

m
_mn(m+n—1)_ n Zl
T Cn-1) n—14&¢’
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Analyze the possible appearance of Braess’s paradox in this model, i.e., when adding a
new channel worsens the completely mixed equilibrium (increases the social costs for the
completely mixed equilibrium). We believe that the completely mixed equilibrium exists in
the original system, viz., the condition ¢;(m + n — 1) > C takes place. Adding a new channel
must not violate the existence of a completely mixed equilibrium. Notably, we add a channel
¢o such that co(m +n) > C + ¢y and ¢ (m +n) > C + .

Theorem 9.1 Consider the model with n homogeneous users and m inhomogeneous parallel
channels. The social costs in a completely mixed equilibrium increase as the result of adding a
. . C (¢}
réew channel with the capacity —T <<, suchthat co(m +n) > C + cyand cy(m + n) >
+ Co-

Proof: Let F be the completely mixed equilibrium strategy profile in the model with n
homogeneous users and m inhomogeneous parallel channels. Assume that we have added a
channel with some capacity cq, and F;, indicates the completely mixed equilibrium in the
resulting system.

Then the variation of the linear social costs becomes

LSC(w, Fy) — LSC(w, F)
n (m+l)n(m+n)_mn(m+n—l)
(n—1cy (CH+cyp)in—-1) Cn—-1)
n

_ 1) = % — m? _
= B TDCC T (Cco@m+n—1) = C* =mcym+n—1)).

The above difference appears negative, if Ccy(2m+n—1) — c? - mc(z)(m +n—1)> 0. The
left-hand side of this inequality represents a parabolic function in ¢, with a non-negative

coefficient held by c . Therefore, all positive values of the function 11e between its roots

m+i T and = Addlng a new channel with some capamty ¢ T <c <~ 1ncrease the linear

social costs

Example 9.5 Choose a system with four users and two parallel channels of capacity 1. Here
the completely mixed equilibrium is the strategy profile, where all equilibrium strategies equal
0.5. The linear social costs in the equilibrium make up 4. If we add a new channel with any
capacity 2« ¢y < 1, the completely mixed equilibrium exists; the equilibrium probabilities

are 35(:°+2) (the new channel) and (the two former channels). The linear social costs
. 52¢p— 8C2
in the equilibrium equal W which exceeds 4.

9.5 Completely mixed equilibrium: The general case

To proceed, we concentrate on the general case model, where users send traffic of different
volumes through channels with different capacities. Again, select the linear social costs and

let W = 2 w; be the total volume of user traffic, C = Z ¢, represent the total capacity of all

i=1 =1
channels.
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The following theorem provides the existence condition of a completely mixed equilib-
rium and the corresponding values of equilibrium probabilities.

Theorem 9.2 A unique completely mixed equilibrium exists iff the condition

mc; W (&}
(1_?) (1_ (n—l)wi> tec€Oh

holds true for all usersi =1, ... ,n and all channels | = 1, ... ,m. The corresponding equilib-
rium probabilities make up

! mc; w C
Pi ( C )( (n—1)w,->+c

Obviously, for any user the sum of the equilibrium probabilities over all channels equals 1.

Therefore, we should verify the above inequality only in one side, i.e., forallusersi =1, ... ,n
and all channels /=1, ... ,m:
mc; w Cy
1——> l—-—— ) +—=>0. 5.1
( C ( (n— 1)w,~> C .1

n
m klz—ka m kZI E(wy - 1=
= =
LSC(w,c,F)=E| Y =)
=1 =1 o
C ok
2 WP
_im Sl mWaam-1  w il
g Cn-1) n—14& ¢

Study the possible revelation of Braess’s paradox in this model. Suppose that the com-
pletely mixed equilibrium exists in the original system (the condition (5.1) takes place).
Adding a new channel must preserve the existence of a completely mixed equilibrium. In
other words, we add a certain channel ¢, meeting the analog of the condition (5.1) in the new
system of m + 1 channels.

Theorem 9.3  Consider the model with n inhomogeneous users and m inhomogeneous
parallel channels. The linear social costs in the completely mixed equilibrium increase as the
result of adding a new channel with some capacity <c¢y < % such that for any users
i=1,...,nandall channels 1 =0, ... ,m:

+1
gt DaN WA S,
C+c¢ (n—Dw; C+c

m+n—1
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Proof: Let F denote the completely mixed equilibrium strategy profile in the model with n
inhomogeneous users and m inhomogeneous parallel channels. Suppose that we add a channel
with a capacity ¢, and F;y is the completely mixed equilibrium in the resulting system.

Then the linear social costs become

LSC(w,c,Fy) — LSC(w, ¢, F)
_ w m+1DWim+n) mWm+n-1)
T (n=Dcy  (CHcpn—1  Cn—-1)
B w
T (n—=1)Cco(C + ¢)

(Ccom+n—1)=C* —mcjm+n—1)).

The remaining part of the proof coincides with that of Theorem 9.2.

Example 9.6 Choose a system with two users sending their traffic of the volumes w; = 1
and w, = 3, respectively, through two parallel channels of the capacities ¢; = ¢, = 1. The
completely mixed equilibrium is the strategy profile, where all equilibrium probabilities equal
0.5. The linear social costs in the equilibrium constitute 4. If we add a new channel with some
capacity g < ¢g < 1, a completely mixed equilibrium exists and the equilibrium prices make
up

0_ Tco=6. 0 _ S5¢=2. 12430, 1 _.2_ 4<%
L= g P27 3040 PITP T g P2 P27 305y
. . . g 28C0—SC(2)—8
In the new system, the linear social costs in the equilibrium become v e 4.
0lco

9.6 The price of anarchy in the model with parallel
channels and indivisible traffic

Revert to the system with m homogeneous parallel channels and 7 players. Take the maximal
social costs MSC(w, c, L). Without loss of generality, we believe that the capacity c of all
channels is 1 and w; > w, > ... > w,. Let P be some Nash equilibrium. Designate by p/ the
probability that player i selects channel j. The quantity M/ specifies the expected traffic in
channel j,j =1, ...,m. Then

M=y . ©.1)
i=1

In the Nash equilibrium P, the optimal strategy of player i is employing only channels j, where
n

his delay 2 = w, + Y piwk attains the minimal value (£, = 4., if p} > 0, and A > A, if
k=1 k#i

p{: = 0). Reexpress the quantity /11,: as
n

K=wi+ Y pwg =M+ -phw, (6.2)
k=1,ki
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Denote by S; the support of player i strategy, i.e., S; = {j : p’ > 0}. In the sequel, we write

S] =1,if p’ > 0, and S] 0, otherwise. Suppose that we know the supports S, ..., S, of the
strategies of all players. In this case, the strategies proper are defined by

M+ —=phw; =4, S>0, i=1,...,n; j=1,....,m.

Hence it appears that

. +w: .
ph=—1 (6.3)

According to (6.1), for allj = 1, ...,m we have

n
M = Si(M +w; — ).
i=1

m .
Moreover, since the equality Y. p} = 1 takes place for all players i, we also obtain
Jj=1

m
N S +wi—d)y=w. i=1...n
i

Reexpress the social costs as the expected maximal traffic over all channels:

SC(w, P) = Z ZHp] max Z Wy (6.4)
:Ik=l

./1_l ]n_l i=

Denote by opt = minp SC(w, P) the optimal social costs.
Now, calculate the price of anarchy in this model. Recall that it represents the ratio of the
social costs in the worst-case Nash equilibrium and the optimal social costs:

PA = sup M .

p-equilibrium ~ OPt
Let P indicate some mixed strategy profile and g; be the probability that player i chooses

the maximal delay channel. Then

m

SCw,P) =) w,g;.
=1

In addition, introduce the probability that players i and k choose the same channel—the
quantity ;. Consequently, the inequality P(A U B) = P(A) + P(B) — P(An B) < 1 implies
that

G+ qp < 1+ 1.
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Lemma 9.4  The following condition holds true in the Nash equilibrium P:

Ztikwk=/1i—wi, l=1,,7’l
k#i

m . .
Proof: First, note that t;;, = Y, pﬁpﬁ( In combination with (6.1), this yields
j=1

3w = B 3o = 37 (4= ).

ki J=1 ki

According to (6.3), ifp{: > 0, then M/ — p{:wi = A; — w;. Thus, we can rewrite the last expres-
sion as

k#i

m
Z LWy = zpi'(’li —w) =4 —w
=

Lemma 9.5 The following estimate takes place:

n
1 m—1 ;
ﬁisagwi'i'TWi, l—l,...,n.

Proof: Proof is immediate from the expressions

Now, we can evaluate the price of anarchy in a two-channel network (see Figure 9.6).

Figure 9.6 A two-channel network.
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Theorem 9.4  Consider the model with n inhomogeneous users and two homogeneous
parallel channels. The corresponding price of anarchy constitutes 3/2.

Proof: Construct an upper estimate for the social costs SC(w, P). Rewrite them as
m
SCw,P) = Z GWi = Z QWi + 4w = Z(qi +qwy — Z qiwi + qiw. (6.5)
k=1 ket keti keti
Since ¢; + g, < 1+ t;, we have
D @i+ qwi < QL+ 1wy
k#i k#i
In the case of m = 2, Lemmas 9.4 and 9.5 imply that
R 11y
Ztikwk =c¢;—w; < EZwk— Ewi = EZWk.
k#i k=1 k#i

Hence it appears that

D (q; +qwy <
k#i

NSYRON}

n
2V
k#i
and the function (6.5) can be estimated by

Samms(%—%)iWr+@%—§>%-

k=1 2

Note that

opthax{wl,%Zwk}.
k

Indeed, if w; > % Y wy, thenwy > wy + -+« + w,,. The optimal strategy lies in transmitting the

k
packet w; through one channel, whereas the rest packets should be sent by another channel.
Accordingly, the delay makes up w;. If w; < % >« Wi the optimal strategy is distributing

each packet between the channels equiprobably; the corresponding delay equals % > wy.
k

Then, if some player i meets the inequality ¢; > 3/4, one obtains

SC(w,P) < (% - qi) 2opt + <2‘Zi - %) opt = %opt.

At the same time, if all players i are such that ¢; < 3/4, we get

m
3 3
SCw,P) = Z QWi < 1 Z w < Eopt.
k=1 k
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Therefore, all Nash equilibria P satisfy the inequality SC(w, P) < %opt. And so,

SC(w, P) <

PA = sup é
P opt 2
To derive a lower estimate, consider a system with two homogeneous channels and two
players, where w; = w, = 1. Obviously, the worst-case equilibrium is p} = 1/2 for i = 1,
2;j = 1,2. The expected maximal load of the network makesup 1 -1/2+2-1/2 =3/2. The
maximal value of opt = 1 is achieved when each channel transmits a single packet. Thus, we
have found the precise estimate for the price of anarchy in a system with two homogeneous
channels.

9.7 The price of anarchy in the optimal routing model with
linear social costs and indivisible traffic for an
arbitrary network

Up to this point, we have explored networks with parallel channels. Now, switch to network
games with an arbitrary topology.

Interpret the optimal routing problem as a non-cooperative game I' = (N, G, Z,f), where
users (players) N = (1,2, ..., n) send traffic via some channels of a network G = (V, E). The
symbol G stands for an undirected graph with a node set V and an edge set E (see Figure 9.7).
For each user i, there exists Z,—a set of routes from s; to ¢; via channels G. We suppose
that the volume of user traffic is 1. Further analysis covers two types of network games, viz.,
symmetrical ones (all players have identical strategy sets Z;), and asymmetrical ones (all
players have different strategy sets).

Each channel e € E possesses a given capacity ¢, > 0. Users pursue individual interests—
they choose routes of traffic transmission to minimize the maximal traffic delay on the way
from s to . Each user selects a specific strategy R; € Z;, which represents the route used
by player i for his traffic. Consequently, the vector R = (R, ..., R,) forms the pure strategy
profile of all users. For a strategy profile R, we again introduce the notation (R_;,R)) =
(Ry,....R;_1,R/,R;;y, ..., R,). It indicates that user i has modified his strategy from R; to R,
while the rest users keep their strategies invariable.

Figure 9.7 An asymmetrical network game with 10 channels.
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For each channel, define its load n,(R) as the number of players involving channel e in
the strategy profile R. The traffic delay on a given route depends on the loads of channels
in this route. Consider the linear latency function f,(k) = a,k + b,, where a, and b, specify
non-negative constants. For the sake of simplicity, we take the case f,(k) = k. All relevant
results are easily extended to the general case.

Each user i strives to minimize the total traffic delay over all channels in his route:

iR = Y, fun(R) = Y no(R).

e€ER; e€ER;

This function represents the individual costs of user i.

A Nash equilibrium is defined as a strategy profile such that none of the players benefits
by unilateral deviation from this strategy profile (provided that the rest players still follow
their strategies).

Definition 9.6 A strategy profile R is called a Nash equilibrium, if for each user i € N we
have c,(R) < ¢;(R_;,R)).

We emphasize that this game is a special case of the congestion game analyzed in
Section 3.4. Recall that players choose some objects (channels) from their feasible sets
Z;,i € N, and the payoff function of a player depends on the number of other players choosing
the same object. Such observation guarantees that the game in question always admits a pure
strategy equilibrium. Therefore, further consideration focuses on pure strategies only.

Take the linear (total) costs of all players as the social costs, i.e.,

n

SCRY = Y cR) =Y 3 n(R) =Y mR).

i=1 i=1 e€R; e€E

Designate by opting the minimal social costs. Evaluate the ratio of the social costs in the
worst-case Nash equilibrium and the optimal costs. In other words, find the price of anarchy

SC(R)

g-equilibrium OPt

PA =

Theorem 9.5  In the asymmetrical model with indivisible traffic and linear delays, the price
of anarchy constitutes 5/2.

Proof: We begin with upper estimate derivation. Let R* be a Nash equilibrium and R form
an arbitrary strategy profile (possibly, the optimal one). To construct an upper estimate for the
price of anarchy, compare the social costs in these strategy profiles. In the Nash equilibrium
R*, the costs of player i under switching to the strategy R; do not decrease:

¢;(R*) = Z n,(R*) < Z n,(R* . R)).

eEeR} €ER;

In the case of switching by player i, the number of players on each channel may increase by
unity only. Therefore,

¢;(R*) < Z(ne(R*) +1).

e€ER;

www.it-ebooks.info


http://www.it-ebooks.info/

330 MATHEMATICAL GAME THEORY AND APPLICATIONS

Summing up these inequalities over all i yields

n n

SCRY) = Y (R < D0 D (1, (R + 1) = Y n,(RYn,(R*) + 1).

i=1 i=1 c€R, e€E
We will need the following technical result.

Lemma 9.6 Any non-negative integers a, f meet the inequality

fla+1)< %aﬂ + gﬂ?

Proof: Fix f and consider the function f(a) = a® + > — 3f(a + 1). This is a parabola, whose
node lies in the point @« = 3/24. The minimal value equals

3 1
=p)=-=p01p—12).
f(36) = p115-12)
If p > 2, the above value appears positive. Hence, the lemma holds true for § > 2. In the
cases of f = 0, 1, the inequality can be verified directly.

Using Lemma 9.6, we obtain the upper estimate
SC(RY) < D 2R + 2 PIAGES Lscw + 2scm)
-3 ¢ 3 ¢ 3 3 ’

e€eE ecE

whence it follows that

SC(R*) < %SC(R)

for any strategy profiles R. This immediately implies that PA < 5/2.

To argue that PA > 5/2, we provide an example of a network, where the price of anarchy is
5/2. Consider a network with the topology illustrated by Figure 9.8. Three players located in
node 0 send their traffic through network channels, { /. h,, h3, g1, 85, 83 }. Each player chooses
between just two pure strategies. For player 1, these are the routes (4, g;) or (h,, h3, g,). For
player 2, these are the routes (h,, g,) or (hy,h3,g3). And finally, for player 3, these are
the routes (h3,g3) or (hy, h,, g1). Evidently, the optimal distribution of players consists in
choosing the first strategies, (hy,g1), (h,, g,), and (h3, g3). The corresponding social costs
constitute 2. The worst-case Nash equilibrium results from selection of the second strategies:
(hy, hs, 85), (hy, h3, 83), (hy, hy, g1). Really, imagine that, e.g., player 1 (the equilibrium costs
are 5) switches to the first strategy (%, g;). Then his costs still make up 5.

Therefore, the price of anarchy in the described network is 5/2. This concludes the proof
of Theorem 9.5.

The symmetrical model, where all players have the same strategy set, ensures a smaller
price of anarchy.

Theorem 9.6  Consider the n-player symmetrical model with indivisible traffic and linear
delays. The price of anarchy equals (5n — 2)/(2n + 1).
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Figure 9.8 A network with three players and three channels (4, hy, 13, 81, 82, 83)-

Proof: Let R* be a Nash equilibrium and R represent the optimal strategy profile, which
minimizes the social costs. We estimate the costs of player i in the equilibrium, i.e., the
quantity ¢;(R*). As he deviates from the equilibrium by choosing another strategy R; (this is
possible, since the strategy sets of all players coincide), the costs rise accordingly:

ci(R*) = Z n,(R*) < Z ne(R:,Rj).

e€R; e€R;

Moreover, n,(R*,, R;) differs from n,(R*) by 1 in the channels, where e € R; — R?. Hence it
appears that

G(R) < D n R+ |R; — R,

€€R;
where |R| means the number of elements in R. As faras A — B =A — AN B, we have

c;(R*) < z n(R*) + |R;| = IR; N R;].
eERj

Summation over all j € N brings to the inequalities

ne(R*) < 0D n(RY) + YRl = IR N RY])
j=1

Jj=1 e€R;
< 2 BB + Y n(R) = Y, n(R).
e€eE ecE e€R}
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Now, by summing up over all i € N, we get

nSC(R*) < )" D" n,(Rn (R + D7 " n,(R) = Y% Y n,(R)

i=1 eeE i=1 e€E i=1 ecR}

=n )" n, (R (R*) +n Y n,(R) = Y n,(R)n,(R*)

ecE ecE ecE

= (=1 ) nRnR*) +n Y n,(R).

e€E e€eE
Rewrite this inequality as

scry < =1

. 1
Y (nRn, (R*) +n,(R)) + - D n(R),

ecE ecE

and apply Lemma 9.6:

% n—1 2/ p* 5(11 B 1) 2 1 2
SCR) < = X mg(R) + =—— Y m(R) + — > ny(R)
e€E e€E e€E

== locwny + L =250
3n 3n

This immediately implies that

S5n—2
2n+1

SC(R) < SC(R),

and the price of anarchy enjoys the upper estimate PA < (5n —2)/(2n + 1).

To obtain a lower estimate, it suffices to give an example of a network with the price of
anarchy (5n — 1)/(2n + 1). We leave this exercise to an interested reader.
Theorem 9.6 claims that the price of anarchy is smaller in the symmetrical model than in

its asymmetrical counterpart. However, as n increases, the price of anarchy reaches the level
of 5/2.

9.8 The mixed price of anarchy in the optimal routing
model with linear social costs and indivisible traffic for
an arbitrary network

In Section 9.6 we have estimated the price of anarchy by considering only pure strategy
equilibria. To proceed, find the mixed price of anarchy for arbitrary networks with linear
delays. Suppose that players can send traffic of different volumes through channels of a
network G = (V,E).

Well, consider an asymmetrical optimal routing game I' = (N, G, Z, w, ), where players
N =(1,2,...,n) transmit traffic of corresponding volumes {wy,wj, ..., w,}. For each user
i, there is a given set Z; of pure strategies, i.e., a set of routes from s; to #; via channels of
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the network G. The traffic delay on a route depends on the load of engaged channels. We
understand the load of a channel as the total traffic volume transmitted through this channel.
Assume that the latency function on channel e has the linear form f,(k) = a k + b,, where k
indicates channel load, a, and b, are non-negative constants. Then the total traffic delay on
the complete route makes the sum of traffic delays on all channels of a route.

Users pursue individual interests and choose routes for their traffic to minimize the delay
during traffic transmission from s to ¢. Each user i € N adopts a mixed strategy P;, i.e., player
i sends his traffic w; by the route R; € Z; with the probability p;(R;),i =1, ... ,n,

Y piR)=1.

Ri€Z;

A set of mixed strategies forms a strategy profile P = {Py, ..., P, } in this game.
Each user i strives to minimize the expected delay of his traffic on all engaged routes:

)= Hp,(R) Y Lo®) =Y Hp,(R) Y (an (R +b,),

ReZ j=1 e€ER; ReZ j= eER;

where n,(R) is the load of channel e under a given strategy profile R. The function ¢;(P)
specifies the individual costs of user i. On the other hand, the function

SCP) = Y wie (P =Y Hp,(R ) Y 1 (R, (n,(R)
i=1

REZ j= e€E

gives the social costs.

Let P* be a Nash equilibrium. We underline that a Nash equilibrium exists due to strategy
set finiteness. Denote by R* the optimal strategy profile ensuring the minimal social costs.
Obviously, it consists of pure strategies of players, i.e., R* = (R, ... ,RZ). Then each user
i € N obeys the inequality

ci(P*) < ci(P* , RY).

-’

Here (P*,, RY) means that in the strategy profile P* player i chooses the pure strategy R}
instead of the mixed strategy P*i. In the equilibrium, we have the condition

(P <P R = Y []piR) D, £ R R i=1,...0n

ReZ j=1 e€R;
Note that, in any strategy profile (R_;, R}), only player i deviates actually. And so, the load

of any channel in the route R;.“ may increase at mostby w;, i.e., f,(n,(R_;, R;.")) <f,(n,(R) +w;).
Hence it follows that

aP) < Y [Ir®) D £ ® +wp,i=1,....n

Rez j=1 eER?
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Multiply these inequalities by w; and perform summation from 1 to n. Such manipulations
lead to

SC(P*) = ch(P )<Y, Hp,(R)Z D Wil (R) + wy).

ReZ j=1 i=1 eeR}

Using the linear property of the latency functions, we arrive at the inequalities

SC(P*) < ZHpj(R)Z > wi(a,(n (R +w) +b,)

ReZ j=1 i=1 eeR}
n
= HPJ(R ) Z D an Rw; +aw? [+ Z D bow;
ReZ j=1 i=1 | eeR} i=1 e€R}

=y Hp,(R ) Y a, (n, R (R +nR*?) + Y bn (R, (8.1)

ReZ j=1 e€E e€EE

Further exposition will employ the estimate from Lemma 9.7.
Lemma 9.7 Any non-negative numbers a,  meet the inequality

z+3

5 252 8.2)

af + f* <
where 7 = (\/g —1)/2 ~ 0.618 is the golden section of the interval [0, 1].

Proof: Fix f and consider the function

z+1

24243 4pop= e

Sfla) = > >

This is a parabola with the vertex @ = f/z. The minimal value of the parabola equals

1(5)=r ()

The expression in brackets (see the value of z equal to the golden section) actually vanishes.
This directly gives inequality (9.2).

In combination with inequality (9.2), the condition (9.1) implies that

SC<P><ZHp,(R)Z (Zn®P + Z20,R?) + X bon(R)

ReZ j=1 e€E e€E
<y Hp,(R)Z MeRY + b1 (R)) + S22 (a,n,(R* + by, (R"))
2 i €k
= 5SC(P*) s 3SC(R*) (8.3)

Now, it is possible to estimate the price of anarchy for a pure strategy Nash equilibrium.
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Theorem 9.7  Consider the n-player asymmetrical model with indivisible traffic and linear
delays. The mixed price of anarchy does not exceed 7z + 2 = (\/g +3)/2 =~ 2.618.

Proof: Tt follows from (9.3) that

scpry < 222

—Z

SC(R*).

By virtue of golden section properties, g = 7+ 2. Consequently, the ratio of the social costs

in the Nash equilibrium and the optimal costs, i.e., the quantity

_SC(P)
© SC(R*Y

does not exceed z + 2 = 2.618. The proof of Theorem 9.7 is finished.

Remark. The price of anarchy in pure strategies is 5/2 = 2.5. Transition to mixed strategies
slightly increases the price of anarchy (up to 2.618). This seems natural, since the worst-case
Nash equilibrium can be achieved in mixed strategies.

9.9 The price of anarchy in the optimal routing model with
maximal social costs and indivisible traffic for an
arbitrary network

We have demonstrated that, in the case of linear social costs, the price of anarchy possesses
finite values. However, if we select the maximal costs of a player as the social costs, the price
of anarchy takes arbitrary large values. [llustrate this phenomenon by an example—consider
a network in Figure 9.9.

The network comprises the basic nodes {vg, vy, ..., v;}. The nodes v;,v;,; are connected
through k routes; one of them (see abscissa axis) has the length of 1, whereas the rest routes
possess the length of k. Player 1 (suffering from the maximal costs) sends his traffic from
node v, to node v;. Note that he can employ routes lying on abscissa axis only. Each node
v;,i=0,...,k—1 contains k — 1 players transmitting their traffic from v; to v;, ;. Evidently,
the optimal social costs of k are achieved if player 1 sends his traffic via the route vy, vy, ..., v,

vo VI ...... Vk

Figure 9.9 A network with k%> — k + 1 players. Player 1 follows the route (vy, vy, ... ,Vy).
Node v; has k — 1 players following the route (v;, v;,{). The delay on the main channel equals
1, the delay on the rest channels is k. The price of anarchy makes up k.
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and all k — 1 players in the node v; are distributed among the rest routes (a player per a specific
route).

Readers can easily observe the following. Here, the worst-case Nash equilibrium is when
all n = (k — 1)k + 1 players send their traffic through routes lying on abscissa axis. Howeyver,
then the costs of player 1 (ergo, the maximal social costs) constitute (k — 1)k + 1. Hence, the
price of anarchy in this model is defined by

pa= k1 k+1 = \/n+0(1).

Now, construct an upper estimate for the price of anarchy in an arbitrary network with
indivisible traffic. Suppose that R* is a Nash equilibrium and R designates the optimal
strategy profile guaranteeing the minimal social costs. In our case, the social costs represent
the maximal costs of players. Without loss of generality, we believe that in the equilibrium
the maximal costs are attained for player 1, i.e., SC(R*) = ¢;(R*). To estimate the price of
anarchy, apply the same procedure as in the proof of Theorem 9.6. Compare the maximal
costs SC(R*) in the equilibrium and the maximal costs for the strategy profile R—the quantity
SC(R) = max;cy ¢;(R).

So long as R* forms a Nash equilibrium, we have

R < Y R+ 1)< Y nRY+IR 1< Y n (R +¢;(R).

e€R, e€R, e€R,

The last inequality follows from clear considerations: if player 1 chooses channels from R,
his delay is greater or equal to the number of channels in R;.

Finally, let us estimate Y,cx 7,(R*). Using the inequality (X[, a)> <n Y, a?, we
have

eER,

2 n
<Zne<R*>) <IRj| Y, n2(RY) < |Ry| Y, mi(R*) = ) ¢(RY).

e€R, e€R, e€E i=1

According to Theorem 9.5,

n

ZC(R*)< ZC(R)

=1

And so,

2 n
<Z neue*)) <IRIZ Y R,

i=1

eER,

which means that

ci(R*) < ¢i(R) +
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Since |R;| £ ¢;(R) and ¢;(R) < SC(R), we get the inequality

c|(R*) £ SC(R) <1 +1/ %n) .

The last expression implies that the price of anarchy admits the upper estimate 1 + /5/2n.
As a matter of fact, we have established the following result.

Theorem 9.8  Consider the n-player asymmetrical model with indivisible traffic and the
maximal costs of players as the social costs. The price of anarchy constitutes O( \/Z).

This theorem shows that the price of anarchy may possess arbitrary large values.

9.10 The Wardrop optimal routing model with
divisible traffic

The routing model studied in this section is based on the Wardrop model with divisible traffic
suggested in 1952. Here the optimality criterion lies in traffic delay minimization.

The optimal traffic routing problem is treated as a game I = (n, G, w, Z, f), where n users
transmit their traffic by network channels; the network has the topology described by a graph
G = (V,E). For each user i, there exists a certain set Z; of routes from s; to ¢; via channels G
and a given volume of traffic w;. Next, each channel e € E possesses some capacity ¢, > 0. All
users pursue individual interests and choose routes for their traffic to minimize the maximal
delay during traffic transmission from s to 7. Each user selects a specific strategy x; = {x;z =
0}g,ez - The quantity x;_determines the volume of traffic sent by user i through route R;, and
> Rz XiR, = Wi- Thenx = (xq, ..., x,) represents a strategy profile of all users. For a strategy
profile x, we again introduce the notation (x_;, x}) = (xy, ..., X;_1, X}, X;y 1, ..., X,,). It indicates
that user i has modified his strategy from x; to xl’. , while the rest users keep their strategies
invariable.

For each channel e € E, define its load (the total traffic through this channel) by

n

5,0=) D xg.

i=1 R;€Z;:e€R;

The traffic delay on a given route depends on the loads of channels in this route. The
continuous latency function fi (x) = fir ({6,(x)}ceg,) is specified for each user i and each
route R; engaged by him. Actually, it represents a non-decreasing function with respect to the
loads of channels in a route (ergo, with respect to x;p ).

Each user i strives to minimize the maximal traffic delay over all channels in his route:

PCi(x) = max fl-Rl_(x).

Ri€Z;x;p,>0
This function represents the individual costs of user i.

A Nash equilibrium is defined as a strategy profile such that none of the players benefit
by unilateral deviation from this strategy profile (provided that the rest players still follow
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their strategies). In terms of the current model, the matter concerns a strategy profile such
that none of the players can reduce his individual costs by modifying his strategy.

Definition 9.7 A strategy profile x is called a Nash equilibrium, if for each user i and any
strategy profile X' = (x_;, x!) we have PC;(x) < PC;(x').

Within the framework of network models, an important role belongs to the concept of a
Wardrop equilibrium.

Definition 9.8 A strategy profile x is called a Wardrop equilibrium, if for each i and any
R, p; € Z; the condition x;g > 0 leads to fig (x) < f;, ().

This definition can be restated similarly to the definition of a Nash equilibrium.

Definition 9.9 A strategy profile x is a Wardrop equilibrium, if for each i the

following condition holds true: the inequality x;p. > 0 leads to fip (x) = m}lfl-p_(x) = A
! ! pi€Z;

and the equality x;p, = 0 yields fip (x) > 4;.

Such explicit definition provides a system of equations and inequalities for evaluating
Wardrop equilibrium strategy profiles. Strictly speaking, the definitions of a Nash equilibrium
and a Wardrop equilibrium are not equivalent. Their equivalence depends on the type of latency
functions in channels.

Theorem 9.9 [f a strategy profile x represents a Wardrop equilibrium, then x is a Nash
equilibrium.

Proof: Let x be a strategy profile such that for all i we have the following

condition: the inequality x;p > O brings to f;5 (x) = m'? Jip,(¥) = 4; and the equality x;z =0
1 1 p,e f 1 1

implies fir (x) 2 4;. Then for all i and R; one obtains

max . (x) < fip. (X).
plEZ,-:xl-pl.>0f;pi( ) _flRi( )

Suppose that user i modifies his strategy from x; to x'. In this case, denote by x" = (x_;, x!)
a strategy profile such that, for user i, the strategies on all his routes R; € Z; change to
xlfRi = Xig, + Ag,, Where > REZ, Ag, = 0. The rest users k # i adhere to the same strategies as
before, i.e., x,’( =x;.

Ifall A R = 0, then PC;(x) = PC;(x). Assume that x # x’, viz., there exists a route R; such
that Ap > 0. This route meets the condition fir (x) < fir, ("), since g, (%) is a non-decreasing

function in x;5 . As far as x>0, we get
i lRI-

fr() < max  fi, ().
! Pi€Z;iX;p; >0
Finally,

max f, (x) < max f, (X)),
Pi€Z;X;p;>0 i Pi€Z;X;p;> i

or PC;(x) < PC(x"). Hence, due to the arbitrary choice of i and xl’. , we conclude that the
strategy profile x forms a Nash equilibrium.
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Figure 9.10 A Nash equilibrium mismatches a Wardrop equilibrium.

Any Nash equilibrium in the model considered represents a Wardrop equilibrium under
the following sufficient condition imposed on all latency functions. For a given user, it
is possible to redistribute a small volume of his traffic from any route to other (less
loaded) routes for this user such that the traffic delay on this route becomes strictly
smaller.

Example 9.7 Consider a simple example explaining the difference between the definitions
of a Nash equilibrium and a Wardrop equilibrium. A system contains one user, who sends
traffic of volume 1 from node s to node 7 via two routes (see Figure 9.10).

Suppose that the latency functions on route 1 (which includes channels (1,2,4)) and
on route 2 (which includes channels (1,3,4)) have the form f;(x) = max{1,x,1} =1 and
() =min{l,y, 1} =y, respectively; here x = 1 — y. Both functions are continuous and non-
decreasing in x and y, respectively. The inequality f;(x) > f,(y) takes place for all feasible
strategy profiles (x,y) such that x + y = 1. However, any reduction in x (the volume of traffic
through channel 1) does not affect f(x). In the described model, a Nash equilibrium is any
strategy profile (x, 1 — x), where 0 < x < 1. Still, the delays in both channels coincide only
for the strategy profile (0, 1).

Definition 9.10 Let x indicate some strategy profile. The social costs are the total delay of
all players under this strategy profile:

n

SC@ =Y, ¥ infir, -

i=1 R,€Z;

Note that, if x represents a Wardrop equilibrium, then (by definition) for each player i the
delays on all used routes R; equal 4;(x). Therefore, the social costs in the equilibrium acquire
the form

n
SC@) =) wiA(x).
i=1
Designate by opt = min, SC(x) the minimal social costs.

Definition 9.11 We call the price of anarchy the maximal value of the ratio SC(x) /opt, where
the social costs are evaluated only in Wardrop equilibria.
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9.11 The optimal routing model with parallel channels. The
Pigou model. Braess’s paradox

We analyze the Wardrop model for a network with parallel channels.

Example 9.8 The Pigou model (1920). Consider a simple network with two parallel
channels (see Figure 9.11). One channel possesses the fixed capacity of 1, whereas the
second channel has the capacity proportional to traffic. Imagine very many users transmitting
their traffic from node s to node ¢ such that the total load is 1. Each user seeks to minimize his
costs. Then a Nash equilibrium lies in employing the lower channel for each user. Indeed, if the
upper channel comprises a certain quantity of players, the lower channel always guarantees a
smaller delay than the upper one. Therefore, the costs of each player in the equilibrium make
up 1. Furthermore, the social costs constitute 1 too.

Now, assume that some share x of users utilize the upper channel, and the rest users (the
share 1 — x) employ the lower channel. Then the social costsbecomex - 1 + (1 —x) - (1 —x) =
x? — x + 1. The minimal social costs of 3/4 correspond to x = 1/2. Obviously, the price of

anarchy in the Pigou model is PA = 4/3.

Example 9.9 Consider the same two-channel network, but set the delay in the lower channel
equal to x”, where p means a certain parameter. A Nash equilibrium also consists in sending
the traffic of all users through the lower channel (the social costs make up 1). Next, send some
volume ¢ of traffic by the upper channel. The corresponding social costs € - 1 + (1 — e)?*!
possess arbitrary small values as € — 0 and p — oo0. And so, the price of anarchy can have
arbitrary large values.

Example 9.10 (Braess’s paradox). Recall that we have explored this phenomenon in the
case of indivisible traffic. Interestingly, Braess’s paradox arises in models with divisible
traffic. Select a network composed of four nodes, see Figure 9.4. There are two routes from
node s to node ¢ with the identical delays of 1 4+ x. Suppose that the total traffic of all users
equals 1. Owing to the symmetry of this network, all users get partitioned into two equal
groups with the identical costs of 3/2. This forms a Nash equilibrium.

To proceed, imagine that we have constructed a new superspeed channel (CD) with zero
delay. Then, for each user, the route A - C — D — B is always not worse than the route
A - C — BorA — D — B. Nevertheless, the costs of all players increase up to 2 in the new

Figure 9.11 The Pigou model.
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equilibrium. This example shows that adding a new channel may raise the costs of individual
players and the social costs.

9.12 Potential in the optimal routing model with indivisible
traffic for an arbitrary network

Let ' = (n,G,w,Z,f) be the Wardrop model, where n users send traffic via channels of a

n

network. Its topology is defined by a graph G = (V, E). The quantity W = Y w; specifies the
i=1

total volume of data packets of all players. Denote by X;g, the strategy of player #; actually,

this is the part of traffic transmitted through the channel R;. Note that 3} x;z. = wy, Xig, 2 0.
Ri€Z;

For each edge e, a given strictly increasing continuous function f,(6(x)) taking non-negative

values on [0, W] characterizes the delay on this edge. We believe that the delay of player i on

the route R; has the additive form

fir,6@) = D £(8,(x),

e€ER;

i.e., represents the sum of delays on all channels of this route.
Consider a game with the payoff functions

PC) = max  fr()= max 2 £(8,(x)).

i €Z;:xiR, >0 1 €Z;:xiR, >0 R
1

Introduce the potential

6,(x)

LOEDY / f ().
0

ecE

6
Since f f.()dt is a differentiable function with non-decreasing derivative, the above function
0
enjoys convexity.
Theorem 9.10 A strategy profile x forms a Wardrop equilibrium (ergo, a Nash equilibrium)
iff P(x) = min, P(y).

Proof: Letxbe a Wardrop equilibrium and y mean an arbitrary strategy profile. The convexity
of the function P(x) implies that

c P
PG -P®) 2D Y (x)(y,-Ri—x,-R[,). (12.1)

i=1 R,EZ; 9 iR;

www.it-ebooks.info


http://www.it-ebooks.info/

342 MATHEMATICAL GAME THEORY AND APPLICATIONS

Clearly,
0P(x)

= D S8,

lei e€R;
According to the Wardrop equilibrium condition, for any player i we have

A = Y LB, Xigso

e€ER;

(%) < Zfe(ée(x))’ XiR,=0

e€R;

Expand the second sum in (12.1) into two sums as follows. Where y;z. —x;z; > 0, take

advantage of the inequality % > A;(x). In the second sum, we have y;z — x;p. < 0. Hence,
iR; i i

X;g. > 0, and the equilibrium condition brings to % = 4;(x).
! iR;
As aresult,

PG)=P() 2 Y Y A0, —Xig) = Zi(x) Y Oir, = ¥ix):

i=1 R,€Z; Ri€Z;

On the other hand, for any player i and any strategy profile we have ) -, Vir, = YRz Xig, =
w;. Then it follows that

P(y) > P(x), Vy.

And so, x minimizes the potential P(y).

Now, let the strategy profile x be the minimum point of the function P(y). Assume that x
is not a Wardrop equilibrium. Then there exists player i and two routes R;, p; € Z; such that
xg, > 0 and

D L6, > Y £(6,(x)). (122)

e€ER; eEp;
Next, take the strategy profile x and replace the traffic on the routes R; and p; such that

YR, =Xg, —€ and y, = = Xg, €. This is always possible for a sufficiently small €, so long as
xg, > 0. Then the 1nequahty

“ oP
P(x) = P(y) > 2 2 a_@(yiRi — Xir,)

i=1 R;€z; iR
= e(Zfe(ée@)) - Zﬂ@@))) >0
e€R; eEp;
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holds true for a sufficiently small e by virtue of inequality (12.2) and the continuity of
the function f,(5,(y)). This contradicts the hypothesis that P(x) is the minimal value of the
potential. The proof of Theorem 9.10 is finished.

We emphasize that potential represents a continuous function defined on the compact
set of all feasible strategy profiles x. Hence, this function admits a minimum, and a Nash
equilibrium exists.

Generally, researchers employ linear latency functions f,(6) = a,6 + b,, as well as latency
functions of the form f,(6) = 1/(c, — 6) or f,(6) = 6/(c, — 6), where c, indicates the capacity
of channel e.

9.13 Social costs in the optimal routing model with divisible
traffic for convex latency functions

Consider a network with an arbitrary topology, where the latency functions f,(6) are differ-
entiable increasing convex functions. Then the social costs acquire the form

SCO =D D xig, D L(8,0) = Y 6,(0£,(6,(),
i=1 R,€Z; e€R; e€E

1.e., become a convex function. Note that

0SC(x)
Oxig, -

N (06, + 8,(0E,0)) = D £, 0.

e€ER; e€ER;

The expression f, *(6,(x)) will be called the marginal costs on channel e.
By repeating argumentation of Theorem 9.10 for the function SC(x) (instead of potential),
we arrive at the following assertion.

Theorem 9.11 A strategy profile x minimizes the social costs SC(x) = min, SC(y) iff the
inequality

DI ACHENESDINACHE)

e€ER; e€p;

holds true for any i and any routes R;, p; € Z;, where x;p .

For instance, choose the linear latency functions f,(6) = a,6 + b,. The marginal costs
are determined by f7(6) = 2a,6 + b,, and the minimum condition of the social costs in the
strategy profile x takes the following form. For any player i and any routes R;, p; € Z;, where
Xig>0, We have

Y (2a,8,0)+b,) < Y (2a,6() +b,) .

e€R; eEp;
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The last condition can be reexpressed as follows. For any player i, the inequality
Xig, > 0 implies that ZQGR_(Zaeée(x) +b,) = A;*(x), while the equality Xig, = 0 brings to

ZeeRi(Zae(Se(x) +b,) > A7 (x)
Compare this result with the conditions when a strategy profile x forms a Wardrop
equilibrium.

Corollary. If a strategy profile x is a Wardrop equilibrium in the model (n, G, w, Z, f) with
the linear latency function, then the strategy profile x/2 minimizes the social costs in the
model (n, G,w/2,Z,f), where the traffic of all players is cut by half.

9.14 The price of anarchy in the optimal routing model with
divisible traffic for linear latency functions

Consider the game (n, G,w, Z,f) with the linear latency functions f,(6) = a,é + b,, where
a,>0,e € E. Let x* be a strategy profile ensuring the optimal social costs SC(x*) =
min, SC(y).

Lemma 9.8  The social costs in the Wardrop model with doubled traffic
(n,G,2w,Z,f)

grow, at least, to the quantity
n
SCE™) + ) A7 (6w,
i=1
Proof: Take an arbitrary strategy profile x in the model with double traffic. The following
inequality can be easily verified:
(a,6,(x) + b,)5,(x) > (a,6,(x*) + b,)5,(x*) + (8,(x) — §,(x")(2a,8,(x*) + b,).

It appears equivalent to the inequality (6(x) — 6(x*))> > 0. In the accepted system of symbols,
this inequality takes the form

Je(6(0))8, (1) 2 fo(8,(x* NS, (") + (8, (x) = 8, (x")f (6,(x)).

Summation over all e € E yields the expressions

SCO) = D L(5,(08,00 2 D LB NEL5) + D (6,0) = 8,0 NS, (6).

ecE ecE ecE

And so,

SCw) 2 SCe) + Y, Y, (vim, =, ) 2 S Gl.

i=1 R;€Z; ¢ER;
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Since x* specifies the minimum point of SC(x), Theorem 9.10 implies that Zee RS (6,(x7)) =

A7 (x*) under x;.“R[_ > 0 and ZeeR, [ (8,(x*)) = A7 (x*) under xj.‘Rl_ = 0. Hence, it follows that

SC(x) > SC(x*) + i A7 (%) Z (xiR,v _x;le-) :
i=1

Ri€Z;
By the assumption, Y, riez,Xir, = Xjp ) = 2w; —w; = w;. Therefore,
n
SC) > SC™) + . A7 (" )w.
i=1

This concludes the proof of Lemma 9.8.

Theorem 9.12  The price of anarchy in the Wardrop model with linear latency functions
constitutes PA = 4/3.

Proof: Suppose that x represent a Wardrop equilibrium in the model
(n,G,w,Z,f).

Then, according to the corollary of Theorem 9.11, the strategy profile x/2 yields the minimal
social costs in the model

(n,G,w/2,Z,f).

Lemma 9.8 claims that, if we double traffic in this model (i.e., getting back to the initial
traffic w), for any strategy profile y the social costs can be estimated as follows:

SCO) 2 SCx/D+ Y xj(x/z)% = SC(x/2) + % 3 Low.
i=1 =1

=

Recall that x forms a Wardrop equilibrium. Then )", 4;(x)w; = SC(x), whence it appears
that

SC(y) > SC(x/2) + %SC(x).
Furthermore,

SCe/2) = Y 6,06/ 6, (/D) = Y %5e(x) (%aeée(x) +b,)

eek oeE
1 1
27 Z (4,820 + b,8,)) = 7SC).
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These inequalities lead to SC(y) > %SC(x) for any strategy profile y (particularly, for the
strategy profile guaranteeing the minimal social costs). Consequently, we obtain the upper
estimate for the price of anarchy:

PA = sup
x—equilibrium

The corresponding lower estimate has been established in the Pigou model, see Sec-
tion 9.10. The proof of Theorem 9.12 is completed.

9.15 Potential in the Wardrop model with parallel channels
for player-specific linear latency functions

In the preceding sections, we have studied models with identical latency functions of all
players on each channel (this latency function depends on channel load only). However, in
real games channel delays may have different prices for different players. In this case, we speak
about network games with player-specific delays. Consider the Wardrop model (n, G, w, Z,f)
with parallel channels (Figure 9.12) and linear latency functions of the form f,(6) = a,,6.
Here the coefficients a;, are different for different players i € N and channels e € E.

Let x = {x;,,i € N,e € E} be some strategy profile, Y x;, = w;,i =1, ...,n. Introduce
e€EE
the function

P(x) = 2 D xiIna, + Y 6,()In6,(x).

i=1 e€E ecE

Theorem 9.13 A strategy profile x makes a Wardrop equilibrium iff P(x) = min P(y).
y

Proof: We begin with the essentials. Assume that x is a Wardrop equilibrium. Find the
derivative of the function P:

oP c S
a(x) = 1+1naie+ln<2xke> =1+In (aie xke>.
Xie k=1 k=1

c=a o
1 il

Figure 9.12 The Wardrop model with parallel channels and linear delays.
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The equilibrium conditions require that for alli € N and e,/ € E:
n n
Xie >0 @y Yo Say ) xy.
k=1 k=1
Due to the monotonicity of the function In x, this inequality leads to

P P
o> 0= 9P(x) < 9 (x),Vi,e,l-
ox;, ox;

Subsequent reasoning is similar to that of Theorem 9.10. The function x In x, as well as the
linear function are convex. On the other hand, the sum of convex functions also represents a
convex function. Thus and so, P(x) becomes a convex function. This function is continuously
differentiable. The convexity of P(x) implies that

o 0P
Pe) - Px) > ) ) dx(X) W je = Xie)-

i=1 e€E ie

By virtue of the equilibrium conditions, we have

oP
Xie >0=> (X) = /1,-,V€ (S E,
Xie
doP
X, =0=> @) > A, Ve e E.
Xie

Under the second condition x;, = 0, we gety,, — x;, > 0, and then %(f)(x)(yie —X;,) = 40 —
X;,).- This brings to the expressions b

P(y) — P(x) 2 2 Z AiVie = Xie) = 2 4 Z(yie = %) = 0.

i=1 e€E i=1 eek
Consequently, P(y) > P(x) for all y; hence, x is the minimum point of the function P(x).

Now, argue the sufficiency part of Theorem 9.13. Imagine that x is the minimum point
of the function P(y). Proceed by reductio ad absurdum. Conjecture that x is not a Wardrop
equilibrium. Then for some player k there are two channels p and g such that x;, > 0 and
akpép(x) > akqéq(x). In this case, there exists a numberz: 0 < z < Xip meeting the condition

Ay (8,(x) = 2) 2 @, (6,(x) + 2).

Define a new strategy profile y such that all strategies of players i # k remain the same,
whereas the strategy of player k acquires the form

Xip = % ife=p
Yike = xkq+z’ ife=gq
Xkos otherwise.
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Consider the difference

n

P = PO) = ) Y (5 —vid Ina;, + D (8, n6,(x) = 6,00 In6,(»).  (15.1)

i=1 e€E ecE

Both sums in (15.1) have non-zero terms corresponding to player k and channels p, ¢ only:
P(x) = P(y) = z(Ingy, — Inay,) + 6,(x) In ,(x) + 6,(x) In 5, (x)
—(6,(x) = 2)In(6,(x) — 2) — (3,(y) + 2) In(5,,(x) + 2)
=1n (4, - 3,7 5,07 ) = In (- (6,00 = W7+ 6,00 + 2.
Below we demonstrate Lemma 9.9, which claims that the last expression is strictly positive.

But, in this case, one obtains P(x) > P(y). This obviously contradicts the condition that x is the
minimum point of the function P(y). And the desired conclusion follows.

Lemma 9.9 Let a,b,u,v, and 7 be non-negative, u > z. If a(u — z) > b(v + z), then

a-ut V> (u—2)" - (v+ )

Proof: First, show the inequality >

() > (1+5)
>e> 1+E ,a>1,>0. (15.2)

a—1

It suffices to notice that the function

fla) = (1 +L)a — exp (aln(l+ ! ))

a—1 a—1

being monotonically decreasing, tends to e as @ — co. The monotonous property follows from
the negativity of the derivative

f/(“)=f(a)<ln(l+;>— I 1) <0 foralla > 1.

a—1 a-—
By analogy, readers can verify the right-hand inequality.

Now, set @ = u/z and g = v/z. Then the condition a(u — z) > b(v + z) implies that a(az —
z) > b(fz + z), whence it appears that a(a — 1) > b(f + 1). Due to inequality (15.2), we have

aa®p? > a(a — DB+ 1P > b(a — DB+ DFFL
Multiply the last inequality by z%+#,

a(za)*(zP)? > b(za — 2)*~1(zp + 2)P*!,
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and raise to the power of z to get
a*(20)* PP > b*(za — )" (2B + )P,

This proves Lemma 9.9.

9.16 The price of anarchy in an arbitrary network for
player-specific linear latency functions
consider the Wardrop model (n, G,w, Z, f) for an arbitrary network with divisible traffic and

linear latency functions of the form f;,(6) = a,,6. Here the coefficients a;, are different for
different players i € N and channels e € E. An important characteristic lies in

_ Aje
A = max — 3,
ikeN.ecE | ay,

i.e., the maximal ratio of delays over all players and channels. We have demonstrated that
the price of anarchy in an arbitrary network with linear delays (identical for all players)
equals 4/3. The price of anarchy may grow appreciably, if the latency functions become
player-specific. Still, it is bounded by the quantity A.

The proof of this result employs the following inequality.

Lemma 9.10 Forany u,v > 0 and A > 0, we have

Theorem 9.14  The price of anarchy in the Wardrop model with player-specific linear costs
does not exceed A.

Proof: Let x be a Wardrop equilibrium and x* denote a strategy profile minimizing the social
costs. Consider the social costs in the equilibrium:

n
SC) =) Y xig Y, 48,5,
i=1 R,€EZ,  e€R;

By the definition of a Wardrop equilibrium, the delays on all used channels coincide, i.e.,
2eer, Aie0e(X) = A, if X > 0. This implies that

n

SC =Y Y g Y a8,) < Z Z D dieBe(®).
i=1 R;€Z

i=1 R,EZ; €ER; eER
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Rewrite the last expression as

n

" X

i=1 R; eZ,

and take advantage of Lemma 9.10:

SC(x) < Z Z X 2 5 (x*) ( 82(x*) + ﬂ63(x))

i=1 R,€Z; e€ER;

_ZZ XiR, Zalee(x)+_22 Z aéz(x)

(*) e
i=1 R,€Z; e€E i=1 R,EZ;:e€R; "¢
x*

A iR,
56<x)+—22 D 5(;) 0;,52(x).

e€E i=1 R,EZ;:e€ER;

*

To estimate the second term in the last formula, make the following observation. If the
equalities

Xp+ x4+ o+ x, =y +y+ - +y, =1
hold true with non-negative summands, one obtains the estimate

aix| +ax, + - +a,x, < max{a;}

> " ,ai>0,i=l,...,n
ayy +ayy, + - +a,y, min{a;}

On the other hand, in the last expression for any e € E we have

n

XiR; _
6(x*) 2 Z 5(x)_1'

i=1 R;EZ;:e€R; i=1 R,€Z;:e€R; "¢

Hence,

x.
&, -a; 52(x)

SC(x) < SC(x )+ —AZ Z 500 il

e€Ll i=1 R;EZ;:e€R;

Certain simplifications yield
SC(x) < SC(x )+ = Z Y xig Y a;,8,() = —SC(x )+ = SC(x)

i=1 R;€Z; e€R;

And so, the estimate

SC(x) <A
SC(x*) —

is valid for any equilibrium. This proves Theorem 9.14.
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Therefore, in an arbitrary network with player-specific linear delays, the price of anarchy

appears finite and depends on the ratio of latency function coefficients of different players.

Exercises

1.

10.

Three identical parallel channels are used to send four data packets w; =2, wy, =2,
ws = 3, and w, = 4. The latency function has the form f(w) = % Find a pure strategy
Nash equilibrium and a completely mixed equilibrium.

Three parallel channels with the capacities ¢; = 1.5, ¢, = 2 and ¢3 = 2.5 transmit four
identical data packets. Evaluate a pure strategy Nash equilibrium and a completely
mixed equilibrium under linear delays.

Two parallel channels with the capacities ¢; = 1 and ¢, = 2 transmit five packets w; = 2,
wy =2, w3 =2, wy =4, and ws = 5. Find a Nash equilibrium in the class of pure
strategies and mixed strategies. Calculate the social costs in the linear, quadratic, and
maximin forms.

Three parallel channels with the capacities ¢; = 2, ¢, = 2.5, and ¢ = 4 are used to send
four data packets w; = 5, w, = 7, w3 = 10, and w4 = 12. The latency function possesses
the linear form. Evaluate the worst-case Nash equilibrium. Compute the corresponding
social costs and the price of anarchy.

Two channels with the capacities ¢; = 1 and ¢, = 2 transmit four data packets w; = 3,
wy =4, w3 = 6, and w, = 8. The latency functions are linear. One channel is added to
the network. Which capacity of the additional channel will increase the social costs?
Consider a network with parallel channels. The social costs have the quadratic form.
One channel is added to the network. Is it possible that the resulting social costs go up?

Take a Wardrop network illustrated by the figure above.

Four data packets w; = 1, w, = 1, w3 = 2, and w, = 3 are sent from node s to node
t. The latency function is defined by f(w) = ﬁ Find a Wardrop equilibrium. Calculate
the linear and maximal social costs.
In a Wardrop network, three parallel channels with the capacities ¢; = 3, ¢, = 3, and
c3 = 4 transmit four data packets w; =1, w, =1, w3 =2, and w, = 3. The latency
function is defined by f(w) = ﬁ Find a Wardrop equilibrium, calculate the linear
social costs and evaluate the price of anarchy.
Consider the Wardrop model. In a general form network, the delay on channel e possesses
the form f,(w) = ﬁ Find the potential of this network.
Choose the player-specific Wardrop model. A network comprises parallel channels. For
player i, the delay on channel e is given by f;,(w) = a,w + b,,. Find the potential of such
network.
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Dynamic games

Introduction

Dynamic games are remarkable for their evolvement over the course of time. Here players
control some object or system whose dynamics is described by a set of difference equations
or differential equations. In the case of objects moving in certain space, pursuit games arise
naturally. Players strive to approach an opponent’s object at minimum time or maximize
the probability of opponent’s object detection. Another interpretation concerns economic or
ecological systems, where players seek to gain the maximal income or cause the minimal
environmental damage.

Definition 10.1 A dynamic game is a game I' =< N,x,{U;}_ |, {H;}'_ >, where N =
{1,2,...,n} denotes the set of players,

X' =fCup, ... uyt), x(0) =x9, x=(x,...,x,), 0<t<T,
indicates a controlled system in the space R", Uy, ..., U, are the strategy sets of players
1, ..., n, respectively, and a function H;(u,, ... ,u,) specifies the payoff of player i € N.

A controlled system is considered on a time interval [0, 7] (finite or infinite). Player
strategies represent some functions u; = u;(¢),i = 1, ..., n. Depending on selected strategies,
each player receives the payoff

T
H(uy,...,u,) = / 8i(x(@),u (@), ..., u, (), Hdt + G;(x(T), T),i =1, ... ,n.
0

Actually, it consists of the integral component and the terminal component; g; and G;,i =
1,...,n are given functions.

Mathematical Game Theory and Applications, First Edition. Vladimir Mazalov.
© 2014 John Wiley & Sons, Ltd. Published 2014 by John Wiley & Sons, Ltd.
Companion website: http://www.wiley.com/go/game_theory
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There exist cooperative and non-cooperative dynamic games. Solutions of non-
cooperative games are comprehended in the sense of Nash equilibria.

Definition 10.2 A Nash equilibrium in the game U is a set of strategies (u7, ... ,uy) such
that

-’

for arbitrary strategies u;,i =1, ... ,n.

Our analysis begins with discrete-time dynamic games often called “fish wars.”

10.1 Discrete-time dynamic games

Imagine a certain dynamic system governed by the system of difference equations
X =@)% t=0,1,...,

where 0 < a < 1. For instance, this is the evolution of some fish population. The initial state
x, of the system is given. Interestingly, the system admits the stationary state x = 1. If x; > 1,
the population diminishes approaching infinitely the limit state x = 1. In the case of x, < 1,
the population spreads out with the same asymptotic line.

Suppose that two countries (players) perform fishing; they aim at maximizing the income
(the amount of fish) on some time interval. The utility function of each player depends on the
amount of fish u caught by this player and takes the form log(). The discounting coefficients
p1 (player 1) and g, (player 2) are given, 0 < f; < 1, i = 1, 2. Find a Nash equilibrium in this
game.

10.1.1 Nash equilibrium in the dynamic game

First, we study this problem on a finite interval. Take the one-shot model. Assume that players
decide to catch the amounts u; and u, at the initial instant (here u; + u, < x;). At the next
instant t = 1, the population of fish has the size x; = (xy — u; — u,)%. The game finishes and,
by the agreement, players divide the remaining amount of fish equally. Consequently, the
payoff of player 1 makes up

Hi(uy,uy) = logu; + p; log (%(x— u) — uz)“> =
= logu; + af log(x — u; —u,) — fylog2, x =x,.

The factor f§; corresponds to payoff reduction due to the discounting effect. Similarly, player
2 obtains the payoff

Hz(ul, I/tz) = lOg Uy + aﬂ2 log(x — Uy - I/tz) - ﬂz 10g 2, X =X

www.it-ebooks.info


http://www.it-ebooks.info/

354 MATHEMATICAL GAME THEORY AND APPLICATIONS

The functions H(u,u,) and H,(u,u,) are convex, and a Nash equilibrium exists. For its
evaluation, solve the system of equations 0H; /ou; = 0, dH,/du, = 0, or

1 ap 1 ap,
__—=O7———=0
23] X—Up —up Uy X—U — U

And so, the equilibrium is defined by

u/ — aﬂZ X M, — aﬂl X
1 (1 + aﬁl)(l +aﬂ2) -1 » 2 (1 + aﬁl)(l + aﬁz) -1 ’

The size of the population after fishing constitutes

Iy = a2ﬂ1ﬁ2 X
P tap)+apy) -1

X—U

The players’ payoffs in the equilibrium become
H(u},uy) = (1 +applogx +ay, Hy(u},uy) =1+ ap,)logx+ay,

where the constants a;, a, follow from the expressions

( api(a® By )P
a; = log

©\IA e+ ay) - 1]1+aﬂ,~> —Bilog2. ij=12.i#).

Now, suppose that the game includes two shots, i.e., players can perform fishing twice. As a
matter of fact, we have determined the optimal behavior and payoffs of both players at the last
shot (though, under another initial condition). Hence, the equilibrium in the two-shot model
results from maximization of the new payoff functions

Hf(ul, uy) =logu; + af(1+ afy)log(x —uy —uy) + fra;, x =xg,
H2(uy,uy) = loguy + afy(1 + afy) log(x — u; — uy) + fray, x = X

Still, the payoff functions keep their convexity. The Nash equilibrium appears from the system
of equations

L_aﬂ1(1+aﬂ1) ~0 L_aﬂ2(1+aﬂ2) _0
U, x—up—u, Uy x—u —uy

Again, it possesses the linear form:

2 apy(1+ap,) e = af (1 +ap)) L
Y tappd+apy) -1 72 (L+ap)(l+apy)—1 7
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We continue such construction procedure to arrive at the following conclusion. In the
n-shot fish war game, the optimal strategies of players are defined by

n—1 n-1
ap, Z:(aﬁz)j apf ;(aﬂl)j
uy = - _’? X, Uy = - _:3 - X. (1.1
2 (@py) Y (ap) —1 2 @B Y (apy)) =1
j=0 j=1 j=0 j=1

After shot n, the population of fish has the size

n—1 n—1
a2ﬂ1ﬁ2 E (“ﬂ])j Z (aﬁz)j
n _ Jj=0 Jj=0

X—uj —u, = - X. (1.2)

2 (apy) .Zl(“ﬁ2)j -1
=

J=0

As n — oo, the expressions (1.1), (1.2) admit the limits

afp(1 —afy)x ap (1 —apy)x

uT:limu’]‘z ,uj:limugz .
n—00 1 -1 —apfp)d—ap,) n—00 1 -1 -apfp)d—ap,)
Therefore,
x—u*l‘—uzznllngox—u’f—ugzkx,
where

azﬁlﬂzx

k= .
L= =afp)1—ap,)

To proceed, we revert to the problem in its finite horizon setting. Suppose that at each shot
players adhere to the strategies uj, u; Starting from the initial state x(, the system evolves
according to the law

. N 2 2
o1 = (0 — () — w300 = Kox | =k (k)" = ke =
So
= =1 .xg’ t=0,1,2,...

Under large ¢, the system approaches the stationary state

) 1
i=|—| . (1.3)

afy ' ap,

a

In the case of §; = f, = f, the stationary state has the form x = (;ﬁ /3) o
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We focus on the special linear case. Here the population of fish demonstrates the following
dynamics:

Xep1 =17 —up —up), r> 1.

Apply the same line of reasoning as before to get the optimal strategies of players in the Nash
equilibrium for the multi-shot finite-horizon game:

n—1 n—1
By X (o) B X (B
n j=0 n j=0
== n X Uy = n X
2B X (Br) =1 2B X)) 1
j=0 J=1 j=0 j=1

As n — oo, we obtain the limit strategies

ut = ﬂz(l - ﬂl)x u = ﬂl(l - ﬂz)x
Dol—0=p)0=5)" 2 1=(1=p)U=p)

As far as

Obviously, the population dynamics in the equilibrium essentially depends on the coefficient
r/ (ﬁL + ﬁi — 1). The latter being smaller than 1, the population degenerates; if this coefficient
1

exceeds 1, the population grows infinitely. And finally, under strict equality to 1, the population
possesses the stable size. In the case of identical discounting coefficients (f; = f, = f), further
development or extinction of the population depends on the sign of f(r + 1) — 2.

10.1.2 Cooperative equilibrium in the dynamic game

Get back to the original model x, = x’ | with & < 1. Assume that players agree about joint
actions. We believe that §; = f, = . Denote by u = u; + u, the general control. Arguing by
analogy, readers can easily establish the optimal strategy in the n-shot game:

" 1—ap
u =—-—:"-x.
1—(aﬁ)”+1
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The corresponding limit strategy is u* = (1 — af)x. And the population dynamics in the
cooperative equilibrium acquires the form

2
X = (@fr_ ) = (@) = 0,1

For large ¢, it tends to the stationary state

o

%= (ap)Te. (1.4)

By comparing the stationary states (1.3) and (1.4) in the cooperative equilibrium and in the
Nash equilibrium, we can observe that

In other words, cooperative actions guarantee a higher size of the population. Now, juxtapose
the payoffs of players in these equilibria. In the cooperative equilibrium, at each shot players
have the total payoff

u, = (1—ap)i = (1 - ap)ap)ia. (1.5)

Non-cooperative play brings to the following sum of their payoffs (under f; = f,):

a

« o« _ 20p( —ap) 2(1—a/3)< ap )m
+u, = .

" 1 2—af

27 1 —(1-ap) 2—af

(1.6)
Obviously,

1
2<Q2-ap)i, 0<a,f <1,

which means that u. > u,. Thus and so, cooperative behavior results in a benevolent sce-
nario for the population and, furthermore, ensures higher payoffs to players (as against their
independent actions).

This difference has the largest effect in the linear case x,,; = rx,,t =0, 1, .... Here the
cooperative behavior # = (1 — f)x leads to the population dynamics

X, =rfx,_;=..= ) xy t=0,1,..

Its stationary state depends on the value of rf. If this expression is higher (smaller) than 1,
the population grows infinitely (diminishes, respectively). The case f = 1/r corresponds to
stable population size. By virtue of r /(2 — f) < rff, we may have a situation when rg > 1 and
rf/(2 — B) < 1. This implies that, under the cooperative behavior of players, the population
increases infinitely, whereas their egoistic behavior (each player pursues individual interests
only) destroys the population.
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10.2 Some solution methods for optimal control problems
with one player

10.2.1 The Hamilton-Jacobi-Bellman equation

The principle of optimality was introduced by R. Bellman in 1958. Originally, the author
suggested the following statement:

An optimal policy has the property that whatever the initial state and initial decision are,
the remaining decisions must constitute an optimal policy with regard to the state resulting
from the first decision.

Consider the discrete-time control problem for one player. Let a controlled system evolve
according to the law

Xpp1 = Jo(xp, up).

Admissible control actions satisfy certain constraints u € U, where U forms some domain in
the space R™.
The player seeks to minimize the functional

N-1
Jw) = Gley) + Y &(x, 1),
=0

where u, = u,(x,).
Introduce the Bellman function

N
By(xy) = min eUg:gi(xi,ui) + Glay).

s HUN—]

We will address Bellman’s technique. Suppose that we are at the point x,,_; and it suffices
to make one shot, i.e., choose uy_;. The payoff at this shot makes up

In-1 = 8n-1Coyors uy—1) + Gley) = gy (y— s uy—1) + Gy (y— 15 y—1))-

Therefore, on the last shot the functional represents a function of two variables, xy_; and
uy_1. The minimum of this functional in uy_; is the Bellman function

min Jy_1 = By_;(xy_1).
MN_leUNl N—1(v—1)

Take two last shots:

In_2 = 8n—a(in—os Uy_p) + &n—1 (iy—1> Uy—1) + Glxy).

www.it-ebooks.info


http://www.it-ebooks.info/

DYNAMIC GAMES 359

We naturally have

By »(xy_p)= min Jy ,
Un—2-UN—1
= min gN_z(.xN_z, MN_2) + min{gN_l(xN_19 uN—l) + G('xN)}
Uy-2 Un-1
= mingy_»(Xy_s, Uy—2) + By_1 (¥y_1)
N-2

= glvig{gzv—z(xzv—z, uy_2) + By_1(fy—2(iy_p, uy_2))}-

Proceeding by analogy, readers can construct the recurrent expression known as the

Bellman equation:

By_j(xy_) = u;nng{gN—k(xN—k’ Un—i) + Byt (v On—i Uy —i)) }- (2.1)

Consequently, for optimal control evaluation, we search for B; backwards. At any shot,
implementing the minimum of the Bellman function gives the optimal control on this shot,

ur(xy).
Kk \k
Now, switch to the continuous-time setting of the optimal control problem:

X' (@) = £, x(t), u(®)), x(0) = Xy, u€ U,

T
J(u) = / g(t, x(t), u())dt + G(x(T)) — min.
0
Introduce the Bellman function

T
V(x,t) = min [ / g(s,x(s), u(s))ds + G(x(T))
t

u(s),t<s<T

meeting the initial condition
V(x,T) = G(x(T)).

Using Bellman’s principle of optimality, rewrite the function as

t+At T
V(x,t) = min [ / g(s, x(s), u(s))ds + / g(s, x(s), u(s))ds + G(x(T))]
t 2

u(s),t<s<T +A?

t+At
= min { / g(s, x(8), u(s))ds
t

u(s),t<s<t+At

T
+ min [ / g(s, x(s), u(s))ds + G(x(T))] }
r

u(s),t+At<s<T +A7

t+At
= min { / g(s,x(s), u(s))ds + V(x(t + A1), t + Ar) }
t

u(s),t<s<t+At
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By assuming that the function V(x, f) is continuously differentiable, apply Taylor’s expansion
to the integral to obtain

Vix,t) = min  {g(t, x(¢), u(t)) At + V(x(t), 1)

u(s),t<s<t+At
aV
+ (x, t)At+ aV(x,1)
ot ox

-f(t, x(2), u(r))At + o(At)}.

As At — 0, we derive the Hamilton—Jacobi-Bellman equation

~ av();(t;), D _ ufﬂienu aV()aCit), B £, x(1), (1)) + g(t, x(1), u(1)) 2.2)

with the initial condition V(x, T) = G(x(T)).

Theorem 10.1  Suppose that there exists a unique continuously differentiable solution
Vo(x, t) of the Hamilton—Jacobi—Bellman equation (2.2) and there exists an admissible control
law ug(x,t) such that

AV(x, 1) AV,(x, 1)

min
uelU

f(t,x,u) + g(t,x,u)| = f(t,x, ug) + g(t, x, ug).

Then uy(x,t) makes the optimal control law, and the corresponding Bellman function is
Vo(x, 1)

Proof: Write down the total derivative of the function V{(x, f) by virtue of equation (2.2):

oV oV

V(,)(.X, t) - at + ax f(t’ X, M()) = _g(t’ X, I/lo).

Substitute into this equality the state x = x(¢) corresponding to the control action u(f) to get

Vo(xo(0), 1) = —=g(t, x0 (1), g (xo (1), 1)).

Integration over ¢ from O to T yields

T
Vo(xg,0) = V(T, x(T)) + / 8(t, xo(1), ug(xp(0), 1)) = J(ug).
0

Assume that u(x, ) is any admissible control and x(¢) designates the corresponding tra-
jectory of the process. Due to equation (2.2), we have

Vo(x(t), 1) > —g(2, x(t), u(x(2), 1))
Again, perform integration from O to 7 to obtain

J(u) = Vy(xp,0),
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whence it follows that
J(Mo) = Vo(.xO, O) < J(u)

This proves optimality of u,.

Let the function V(z, x) be twice continuously differentiable. Suppose that the Hamilton—
Jacobi-Bellman equation admits a unique continuous solution V(x, f) and there exists admis-
sible control u(x, f), meeting the conditions of Theorem 10.1 with the trajectory x;(¢).

Introduce the following functions:

win = - 20D,
X

H(t,x,u,w) = w)f(t,x,u) — g(t, x, u).

Using Theorem 10.1, we have

AV (xg, 1)
H(ty -x()v MO’ W) = _Tf(t7 -x()’ MO) - g(t9 xO’ MO)

~ V.0 t .

= max _Tf( X, 1) = &t Xo, u) [ = max H(t, xo, u, ).

According to Theorem 10.1,

ovV(x,1)
ot

= H(t, X, l/lo, II/)
By differentiating with respect to x and setting x = x;), one obtains that

PV(xg, 1) _ OH(t,xp, g, ) _

!
- 7).
o10x ox v

Similarly, differentiation of the initial conditions brings to

V(o). T) _

I —w(T) = G (xo(T)).

Therefore, we have derived the maximum principle for the fixed-time problem. Actually,
it can be reformulated for more general cases.

10.2.2 Pontryagin’s maximum principle

Consider the continuous-time optimal control problem

T
J(u) = / Jo&x(@), u(®))dt + G(x(T)) = min,
0

X (1) = fx(0), u(), x(0)=x°, ue U,

where x = (x, -+, x,), u = (uy, =, u,), and f(x, u) = (f; (x, ), -, f,(x, w)).
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Introduce the Hamiltonian function

n
H(x,u,w) = ) wfix,u), (2.3)
i=0
with y = (yy, -+, y,,) indicating the vector of conjugate variables.

Theorem 10.2  (the maximum principle) Suppose that the functions f;(x, u) and G(x) have
partial derivatives and, along with these derivatives, are continuous in all their arguments for
xX€R' ueU,te|0,T] A necessary condition for the control law u*(t) and the trajectory
X*(t) to be optimal is that there exists a non-zero vector-function y (t) satisfying

1. the maximum condition
H(x* (1), u™ (1), w(1)) = max f (1), u, (1))

2. the conjugate system in the conjugate variables

OH(x*, u™,
y'(n = - 20, 24
ox
3. the transversality condition
w(T) = =G (x*(T)); (2.5)
4. the normalization condition
wo(t) = —1.

The proof of the maximum principle in the general statement appears rather complicated.
Therefore, we are confined to the problem with fixed T and a free endpoint of the trajectory.
Take a controlled system described by the differential equations

B fex), 10 =2, 26)
dt
where x = (-x19 o ,-xn)’ u= (ul, tty l/lr), andf(x, l/l) = (fl(-xs M)7 o ’fn(x5 l/l))

The problem consists in choosing an admissible control law u(f) which minimizes the
functional

T
Q=/0 Jo(x(0), u(n))dt,

where T is a fixed quantity.
Introduce an auxiliary variable x,(f) defined by the equation

d.xO
= Jot 1), xo(0) = 0. (2.7)
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This leads to the problem
0 = x¢(T) = min. (2.8)

Theorem 10.3 A necessary condition for an admissible control u(t) and the corresponding
trajectory x(t) to solve the problem (2.6), (2.8) is that there exists a non-zero continuous
vector-function y(t) meeting the conjugate system (2.4) such that

L HOE @), w (1), y (1) = max HOS (1), u, w (0);

2. w(T) = (=1,0, - ,0).

Proof: Let u*(t) be an optimal control law and x*(¢) mean the corresponding optimal trajec-
tory of the system. We address the method of needle-shaped variations—this is a standard
technique to prove the maximum principle in the general case. Notably, consider an infinitely
small time interval 7 — € < t < 7, where 7 € (0, T') and & denotes an infinitesimal quantity.

Now, vary the control law u*(¢) through replacing it (on the infinitely small interval) by
another control law u.
Find the corresponding variation in the system trajectory. According to (2.6) and (2.7),

we have
) dx; dxj
xj(‘r) - X () = <Z>,=T “\ 7 ) £+ o(g)

= [f;(x(D), u(r)) = f;(x*(7), u”* (2))]e + o(e), j =0, ,n.

And so, the quantity xj(r) - x;.‘(r) possesses the same infinitesimal order as €. Hence, this
property also applies to the quantity Ji(x(), u(z)) — ﬁ(x*(r), u()). Consequently,

xi(t) = x;(2) = [f(x* (0), u(7) = fi(x* (0), u* (2))]e + 0(e), j =0, -, n. 2.9
Introduce the following variations of the coordinates:
x(t) = x}k(t) +0x(1), j=0,-,n.
Due to (2.9), their values at the moment ¢ = 7 are
ox;(7) = [f;(x" (2), u()) = fi(x" (), u*(7))]e.
Substitute the variations of the coordinates xj(t) into equations (2.6) and (2.7) to get

di d(sx) ) o
E+ 7 =fi(x" +ox,u”), j=0,,n.
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Expansion in the Taylor series in a neighborhood of x*(¢) yields

dx;  d(sx

dt

)=fj(x*,u*) ; j;()(;x, 8x; + 0(8xg, +++ , 6x,,).

Since x*(f) obeys equation (2.6) under u*(f), further reduction brings to

d(6x;) " of;(x*, u*)

Y A 2.10
dr 25 o, i (210)

known as the variation equations.
Consider conjugate variables y = (yq -+, y,,) such that

dy, o Ofi(x*, u¥)
i e

n
Find the time derivative of Y y;6x; using formula (2.10):
i=0

_Zy/léx - Z Lo, +Zd(jfi)wi

U of;(x*, u* " ()fj(x u*

=—ZZO— DR

i=0 j=0 i=0 j=0

ox; = 0.
And so,

z y,;0x; =const, T <t <T. (2.11)
i=0

Let 6Q be the increment of the functional under the variation u. According to (2.8) and
due to the fact that u* minimizes the functional Q, we naturally obtain

60 = 6xy(T) > 0.
Introduce the initial conditions for the conjugate variables:

WO(T) = _17 41 (T) = 07 ’Wn(T) =

In this case,

> w(T)éxT) = —6xy(T) = =50 < 0.
i=0
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Having in mind the expression (2.11), one can rewrite this inequality as
n
=80 = ) wi(r)5x,(7).
i=0

Next, substitute here the known quantity ox;(r) to get

Z wi(OLf(" (), u() = (" (D), u™(7))]e < 0.
i=0

So long as € > 0 and 7 can be any moment ¢, then

B w0 @.u(0) < Y wif (@), 1 (2).
i=0 i=0

Finally, we have established that
H u,w) < HX" u, ),

which proves the validity of the maximum conditions.
Further exposition focuses on the discrete-time optimal control problem

N
) = Y O, u)dt + Glxy) = min,
0

X1 =fCu), xg=x", ue U, (2.12)
where x = (x!, -, X", u = !, -, u"), and f(x,u) = (f'(x, u), -, f™(x,u)). Our intention is

to formulate the discrete-time analog of Pontryagin’s maximum principle.
Consider the Hamiltonian function

n
HWp1 X u) = D iy fi,u), 1=0, N -1, (2.13)
i=0
where y = (9, ---, y") designates the vector of conjugate variables.

Theorem 10.4 (the maximum principle for the discrete-time optimal control problem)
A necessary condition for admissible control uy and the corresponding trajectory x; to be
optimal is that there exists a set of non-zero continuous vector-functions l[/tl , 0, W) satisfying

1. the maximum condition

K

H(yipr o)) = max H(ypof ), 0= 0, N =1
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2. the conjugate system in the conjugate variables

OH (i1, 37 uf)

=" 2.14
L3 ox, ( )
3. the transversality condition
9G(xy)
=" 2.15
WN oy (2.15)
4. the normalization condition
y/to =—1.

We prove the discrete-time maximum principle in the terminal state optimization problem.
In other words, the functional takes the form

I = G(xy) — max. (2.16)

It has been demonstrated above that, in the continuous-time case, the optimization problem
with the sum-type performance index, i.e., the functional

N
1= 1. u)ar,
t=0
can be easily reduced to the problem (2.16).
The Hamiltonian function in the problem (2.16) takes the form
n
H(W;+1vxta ”[) = 2 l//,l_'_]fl(xt,ut), t=0,---,N—-1.

i=1

For each u € U, consider the cone of admissible variations
Ku)={éu|lu+ebuec U}, e>0.

Assume that the cone K(u) is convex and contains inner points.
Denote by 6,H(y, x, u) the admissible differential of the Hamiltonian function:

OH(y xu) o\ _ Z OH(y . x.u) o ;
ou ou' ’

5, H(w,x,u) = (
i=0

where 6u € K(u).
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Below we argue

Lemma 10.1 Letu* = {u(’;, e u;,_ l} be the optimal control under the initial state xy = X0

in the problem (2.16). The inequality
6,H (‘V;k+1’x:’”j) <0
takes place for any éu; € K(uy), where the optimal values x* follow from the system (2.12),
whereas the optimal values w* follow from the conjugate system (2.14) with the boundary
condition (2.15).
Moreover, if uy makes an inner point of the set U, then 6H(u;) = 0 for any admissible

variations at this point. In the case of 6H(uy) < 0, the point u; represents a boundary point
of the set U.

Proof: Fix the optimal process {#*, x* } and consider the variation equation on this process:

5X* _ af(_x:"u;y) 5)(:* + af(x;k’u;k) 514*

= ,t=0,---,N—1.
t+1 axt t 0ut t

Suppose that the vectors y," are evaluated from the conjugate system. Analyze the scalar
product

2.17)

af(x;k’u;k) M*)

(Wi oxr,) = (v 6x7) + (W:H’ T5
t

Perform summation over t = 0, --- , N — 1 in formula (2.17) and use the equalities 6x*(0) = 0
and (2.15). Such manipulations lead to

N—-1

5G (xy) = X 8.H (v 1)
=0

where

oG (x*

§G(xy) = ( ( N),axl*‘v). (2.18)
axN

Since x}, is the optimal state, then 6G(xy) <0 for any éu; € K(u;) (readers can easily

verify this).

IGOE)
pr 6xN) > 0.

By the definition of the cone K(x*), there exists £, > 0 such that x}, + €dx}, € R for any

O<e<eg.
Consider the expansion

Assume that there exists a variation (Sx;':, such that (

G(x+ e6x) — G(x) = e6G(x) + 0o(e) = € <%, 5x> +o0(e) > 0,

which is valid for admissible variations ensuring increase of the function G(x).
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The above expansion and our assumption imply that it is possible to choose € such that
G(x* + €6x*) > G(x™). This contradicts optimality.

Thus, we have shown that 6G(x;,) < 0 for any éuy € K(uy).

Select 6u* =0,j # ¢, 5uj‘ # 0; then it follows from (2.18) that 5MH(wtil,xf,u;*) <0 for
any ou; € K(uj).

Now, imagine that u; makes an inner point of the set U for some . In this case, the
cone K(u;) is the whole space of variations. Therefore, if éu; € K(u;), then necessarily
—oéu? € K(uy). Consequently, we arrive at

aH(sz-l’x;k’ u;k)
ou,

=0.

On the other hand, if 6, H (y/t’:l ,x;k, u?‘) < 0 at a certain point u;" € U, the latter is not an
inner point of the set U. The proof of Lemma 10.1 is completed.

Actually, we have demonstrated that the admissible differential of the Hamiltonian func-
tion possesses non-positive values on the optimal control.

In other words, the necessary maximum conditions of the function H(x,) on the set U
hold true on the optimal control.

If uf forms an inner point of the set U, then

oH (1)
6uk

=0,

i.e., we obtain the standard necessary maximum conditions of a multivariable function.

Note that, if 6H(u;) <0 (viz., the gradient of the Hamiltonian function has non-zero
components and is non-orthogonal to all admissible variations at the point «; ), then the point
u; provides a local maximum of the function H(x,) under some regularity assumption. This
is clear from the expansion

H(u,) — H(uf) = 65MH(M;k) + o(e).

10.3 The maximum principle and the Bellman equation in
discrete- and continuous-time games of NV players

Consider a dynamic N player game in discrete time. Suppose that the dynamics obeys the
equation

X1 =f,(x,ut1u§\’) t=1,-,n,

where x| is given. The payoff functions of players have the form

n
J’(ul, vee ,MN) — zgjl(ujl’ vee ’ujN’x]) — min.
j=1
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Theorem 10.5  Let the functions f, and gi be continuously differentiable. If ™, e ™)
makes a Nash equilibrium in this game and x; denotes the corresponding trajectory of the
process, then for each i € N there exists a finite set of n-dimensional vectors v, ---
such that the following conditions hold true:

i
> T+l

* % 1% N* * __
X1 _ft(xt’ut Y )’ X=X
i* _ s iy, 1% i—1% i i+l N %
uy _argmmuieUth(WHp“; A TR ) ,xt),
£ 1% N* i 1* N*
lI/i_ aft(xz’”t s Uy )llfi +agt(ut > Uy ’xt) i —0
! ox, 1+l ox, > Yt ’

where
1 [ 1 N [ 1 N i 1 N
H: (th+l’ut’ LU ’xt) = g; (”t’ LU ’xt) + I"/tl+1ft (x,,ut, LU ) :

Proof: For each player i, the Nash equilibrium condition acquires the form
T eV e N < e Y e V)
This inequality takes place when the minimum of J/ is attained on #’* under the dynamics

* 1% iw jael*
i—1 1M1+1

1 N*
X1 = filxu e u ™ U, sees U ).

Actually, we have obtained the optimal control problem for a single player. And the conclusion
follows according to Theorem 10.4.

Theorem 10.6  Consider the infinite discrete-time dynamic game of N players. Strategies
(u;* (x,)) represent a Nash equilibrium iff there exist functions V'(t, x) meeting the conditions

Vit,x) = min [g} (&, x) + V' (1 + 1,f,(x, )]

1 1
eV,

g ()" (0, -+ 1) (), x)

+ VI + LS, (nu* ), L, uV* (@), Vi+1,x) =0,
where it = (" (x), =, ul =" (o), ul, ul T (), o1l ().

Proof: For each player i, the Nash equilibrium condition is defined by

1*

P, 1% . T * P i1 ik "
Jl (M 9."’ul ’ul 7ul+ a”"uN )Sjl(u "”7”’ *7ulaul+ 5""MN )'

Again, this inequality is the case when the maximum of J! is reached on u™* under the
dynamics

_ 1% . .
xt+1 _fz\‘(-xtsu s, U ,u ,u s, U

www.it-ebooks.info


http://www.it-ebooks.info/

370 MATHEMATICAL GAME THEORY AND APPLICATIONS

This makes the optimal control problem for a single player. And the desired result of Theorem
10.6 follows from the Bellman equation (2.1).

To proceed, we analyze a two-player game, where one player is the leader. Assume that
the dynamics satisfies the equation

X4 =ft(xt,utl,ur2), t=1,--,n.

The payoff functions of players have the form
n
i, 1 2) — i 12 :
J (u U ) = Egj(”j’”j’xj) — min,
j:

where u' € U' is a compact set in R™.

Theorem 10.7  Let the function gll be continuously differentiable, the functions f, and gt2 be

twice continuously differentiable. Moreover, suppose that the minimum of th(u/, 1> utl, utz, X;)

2 . . . . . 1 1 . 1* 2*
¢ is achieved in an inner point for any u, € U". Then, if (u" ,u”") forms a Stackelberg

equilibrium in this game (player 1 is the leader) and x} indicates the corresponding trajectory
of the process, there exist three finite sets of n-dimensional vectors Ay, -, A,, Hi, sty
Vi, =+, V, such that

inu

x;_l =ft(x;k,ut U ), x’lL =xq,

1 * I 2% %\ __
Vo B (A pig v Wy oy 77 ) = 0,

1 * I 2% %\ __
V”;ZHI (ﬂt,uz, Vo Wi Uy U X ) =0,

t 27t 7t

1 * T o 2% o
_ aHt ()'[7)‘427‘/2,1’/[4_1,”1‘ ’ul‘ 3-x;ﬁ)

Ay = Ep s A, =0,
t

B OH (Aps o Vo, Wi | ul* 12, xF) ~o

Ml 61,!/,+1 > M s

2 % 1 2% _x\ _
Vu,th (Wt+l’ut U ’xt) =0,

Lx 2
A =Ff(x:<’w:l—l’ut*’ut*)’ Was1 =0,
where
1 1(,1 2 12 1,2 2 12
H =g, (ut,u[,x,) + /l,:f,(x,, ut,ut) +ulF,(x,, ut,ut,u/H_l) + v,Vurth (1//,+1,ut,u[,x,),
1,2 2(,1 2
p W) 08 (uan)
t— T 5 ¥+l - 5.
ox, ox,

H (wiprut st ) = &7 ()7, ) + o fr (o g 007
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Proof: First, assume that we know the leader’s control u,. In this case, the optimal response
i, of player 2 results from Theorem 10.5:

(= 1 =2\ = _

Xi+1 —ft(xt”/‘;’”t)’ X1 =X
-2 . . 2 1 2 -
u, = argmmuerf hmHt (Wt+17“,’“,’xt)’

_ a.lct()_ct’utl’ﬁtz)wt+l + ag?(ldél;cljttz,)_@) , Wl — O,
1

¥t ox;

where
20 i 1.2 2(.1 2 1.2
Ht (wtl+l’ut’ut’xt) = gl‘ (ut’ut’xf) + wt+1-f;(‘xf’ ut’utN)’

and y, --- y,, is a sequence of n-dimensional conjugate vectors for this problem.

Recall that, by the premise, the Hamiltonian function admits its minimum in an inner
point. Therefore, the maximum condition can be rewritten as

Vo H (Wi 2.5,) = .
To find the leader’s control, we have to solve the problem
ming g J ', u?)
subject to the constraints
Xyl =ft(')_ct’ ’4;17 “;2)’
Y = Ft(xt"//tﬂ’”,l’”?)» V1 =0,
VB (il 5) =0
where

of, x,ul, u? ng ul, u? x
Ft= t( tat l‘)wt+1+ t(t t t>.
Xy

ox,

Apply Lagrange’s method of multipliers. Construct the Lagrange function for this con-
strained optimization problem:

L= Ztgll(utl,utz,x,) + A,[f,(x,,ull,utz) — X411
OH} (wig1o 1) 147, x,)

2
ous

+ U [ft(xt"l’tﬂv”;l’”tz) - Wt] +v

b}
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1

b * to be a solution of

where 4,, y,, and v, stand for corresponding Lagrange multipliers. For u
the posed problem, it is necessary that

VM)L =0, VM%L =0, VL= 0, V%HL =0.

These expressions directly lead to the conditions of Theorem 10.7.
Now, we switch to continuous-time games. Suppose that the dynamics is described by
the equation

X (0 =ft,x(0), u' (@), -, u (@), 0 <t < T, x(0) = xp, u' € U'.

The payoff functions of players have the form
Sy = / g'(t,x(0),u' (1), -+ ,u® (D)dt + G'(x(T)) — min.
0

Theorem 10.8 Let the functions f and g be continuously differentiable. If
(ul*(t),---,uN *(t)) represents a Nash equilibrium in this game and x*(t) specifies the
corresponding trajectory of the process, then for each i € N there exist N functions
wi(-) : [0, T] € R" such that

(1) = £ 270, ut (@), 1 (1), 11(0) = xo,
W (1) = argmin,icyi im H (6, ' (6), x*(0), (1), -+ =" (@), i, w7 (0), -V (1)),

OH' (t, i (1), x*, u' ™ (1), -+, uM " (1)) 0G'(x*(T))
= -~ , w(T) = ———=,
X ox

w' (1) =

where

Hit ! xul, iy =gl (t,x,ul, o ul) + yif e, xut, o i),

Proof is immediate from the maximum principle for continuous-time games (see Theorem
10.2).

Theorem 10.9  Consider a dynamic continuous-time game of N players. Strategies (u”* (t, x))
form a Nash equilibrium iff there exist functions V' : [0, TIR" € R meeting the conditions

_oVi(t,x) i i aVi(t,x)
ot west ox

£, 2w (8, %), - ul =V (@ x), 1, u T (8 x), o N (1, X))

+ gt x, u(t, x), -, u V(@ 0), ul w8 x), e w8 %))

avi(t, '
= a(x x)f(t,x, u (1, %), -, uV (1, %)) + g, x, u" (1, %), -, V¥ (2, X)),

VT, x) = Gi(x).
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Proof follows from the Hamilton—Jacobi-Bellman equation (2.2).
In addition, we analyze a two-player game, where one player is a leader. Suppose that the
dynamics has the equation

X (1) = f(t, x(0), u (1), W (1)), x(0) = x,.

The payoff functions of players take the form

T
Ji! ) = / &'(t,x(0), u' (1), (1)) dt + G'(x(T)) — min,
0

where u' € U' is a compact set in R™.

Theorem 10.10  Let the function g' be continuously differentiable in R", while the func-
tions f,g*, G' and G? be twice continuously differentiable in R". Moreover, assume that
the function H*(t,w,u',u®) appears continuously differentiable and strictly convex on U>.
If (ul*(t), uz*(t)) makes a Stackelberg equilibrium in this game and x*(t) means the cor-
responding strategy of the process, then there exist continuously differentiable functions
w(), 11(), 4,(-) : [0,T] € R" and a continuous function A5(-) : [0, T] € R™ such that

() = fe, x50, u' (0, u*" (1)), x*(0) = xo,

OH?(t,w,x*, u'*, u>*) 0G2(x*(T))
V() =- , () = ———,
ox ox
OH (1, w, Ay, Ay, Az, x*, ul*, u?*) G (x*(T))  9*G*(x*(T))
) =— , A(T) = - (),
0] o 1(T) E 02 2(T)
OH Y (t,w, Ay, Ay, Ag, ¥, ul*, ")
/ _ s s /M1y D5 13, s s _
() = — o , 4,(0)=0,
VH' (1w, Ay, Ay, Ay, x5, 0, u?¥) = 0,
Ve H (tw, Ay, Ay, Ay, X5 ul™ u?*) = Vo HA (4w, x* ul ™ u) = 0,
where

H2(t,w,u', u?) = g (t,x,u', u?) + wf (e, x, u', u?),

2
H' =g'(t,x,u',u®) + Af(t, x,u', u?) — Az‘% + 3V 2 H>,

Proof: 'We proceed by analogy to the discrete-time case. First, imagine that we know leader’s
control u;. The optimal response iz, of player 2 follows from Theorem 10.7. Notably, we have

X (@) = £t x(t), u' (1), @ (1)), x(0) = x;,
7% (1) = argmin,p g lim H2(t, w (1), x, u' (1), u (1)),
OH2(t, w (1), x, ul (r), #*(r)) aG2(x(T))

Py — _
(D) = o , w(T) = P
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where
H2(t,w,x,u',u?) = gt x, ul,u®) + wf (e, x,u, u?),

and y(?) is the conjugate variable for this problem.

By the premise, the Hamiltonian function possesses its minimum in an inner point.
Therefore, the maximum condition can be reexpressed as

Vo H (1w, x,ul,i?) = 0.
Now, to find leader’s control, we have to solve the optimization problem

min limJ' (', u?)
uleU!

subject to the constraints
X (1) = [, x(0), u' (0), 0> (1)), x(0) = X,

OH?(t,y, x,u', u?) 0G*(x(T))
a s W(T) = >
X ox

w'(1) = -

Vo H (1w, x,ul,i@?) = 0.

Again, take advantage of Theorem 10.7. Compile the Hamiltonian function for this
problem:

2
H' = g'(txu' u?) + 4y f(t,x,u' u?) — 22% + A3V 2 H?.

The conjugate variables of the problem meet the equations

OH(t,w, Ay, Ay, Ag, x*, ul™, u?*) G (x*(T)) *G*(x*(T))
3 , (1) = - 5
X ox ox

A0 =- Ay (D),

()Hl(t, v, Al; 127 )'37)6*5 ul*3 uz*)

A =—
2(0) ™

, 41,(0)=0.
In addition, the maximum conditions are valid in inner points:
VaH' =0, VaH? =0,

which completes the proof of Theorem 10.10.
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10.4 The linear-quadratic problem on finite and
infinite horizons

Consider the linear-quadratic problem of bioresource management. Let the dynamics of a
population have the form

X (1) = ex(t) - u (1) — uy(2), “.1)

where x(¢) > 0 is the population size at instant ¢, u;(¢) and u,(¢) indicate the control laws
applied by player 1 and player 2, respectively.

Both players strive for maximizing their profits on the time interval [0,T]. We select the
following payoff functionals of the players:

T
Jy = / e [pyuy(t) = (0] dt + G (x(T)),
0 (4.2)

T
J, = / e P! [pzuz(z‘) — Czug(t)] dt + G, (x(T)).
0
Here ¢, and ¢, are the fishing costs of the players, p; and p, specify the unit price of caught

fish.
Denote

— po P! — pePl =
Cp=cie ", pij,=pie”, =12

Find a Nash equilibrium in this problem by Pontryagin’s maximum principle.
Construct the Hamiltonian function for player 1:

H, =Pipiy — clpu% + A (ex — uy — uy).
Hence, it appears that

p1p, =40
(1) = —5——,
C1 p
and the conjugate variable equation acquires the form

oy O _ L
()= === = ~ek (1), 4(T) = G{(x(T)).

By obtaining the solution of this equation and reverting to the original variables, we
express the optimal control of player 1:

p1 — G (x(T))elr=o"esT

3k
1) =
) %

Similarly, the Hamiltonian function for player 2 is defined by
H, =Doply — czpué + Ay(ex —uy — uy).
This leads to

P2y — Ao(0)
uy(t) = pZC—Z’
y)
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and the conjugate variable equation becomes
, oH, /
A1) = =—2 = —€dy(). Ap(T) = Gy(x(T)).
Finally, the optimal control of player 2 is given by
Py — GL(x(T))el P~V T

*
1) =
u5 (1) 20,

Actually, we have demonstrated the following result.

Theorem 10.11  The control laws

vy L PLZ GIEDNE Ty = Gy (T e T
uy(t) = 5 NOE
1

2C2

form the Nash-optimal solution of the problem (4.1)—(4.2).

Proof: Generally, the maximum principle states the necessary conditions of optimality.

However, in the linear-quadratic case it appears sufficient. Let us show such sufficiency for
the above model.

Fix u3(7) and study the problem for player 1. Designate by x*(¢) the dynamics corre-
sponding to the optimal behavior of both players. Consider the perturbed solution x*(¢) + Ax,
uT(t) + Auy. Here x*(r) and u’l"(t) satisfy equation (4.1), whereas Ax meets the equation
Ax" = eAx — Auy (since (x*) + Ax' = ex* —u} — u5 + eAx — Auy).

Under the optimal behavior, the payoff constitutes

T
Tt =/0 [p1ici(0) = ¢y, (u ()] di + G (*(T)).

Its perturbed counterpart equals

T
J = /0 [P1,u} @) + py Ay (1) = ¢1, (uj (@) + Au, (t))z] dt + G,(x*(T) + Ax(T)).

Their difference is

T
JE—J, = /0 c1, A2 = 21 (0)Auy dt + G (x*(T)) = G, (x*(T) + Ax(T))

T T
= / ¢1,Au3 dt — G (x*(T))Ax(T) — / Ay Auy dt
0 0

T

T
= / c1,Au3 di — G (x*(T))Ax(T) ~ / Ay (eAx — (Ax))dt
0 0

T T
T
=/0 c1,Au; dt — Gy (x*(T)AX(T) + AxA, |, =/O c),Au3 dt > 0.

This proves the optimality of u} () for player 1.
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By analogy, readers can demonstrate that the control law u}(f) becomes optimal for
player 2.

To proceed, we analyze the above problem with infinite horizon. Let the dynamics of
a fish population possess the form (4.1). The players aim at minimization of their costs on
infinite horizon. We adopt the following cost functionals of the players:

J, = /°° e [clu%(t) —plul(t)]dt,
. (4.3)
J, = / et [czu%(t) - p2u2(t)] dt.
0

In these formulas, c; and ¢, mean the fishing costs of the players, p; and p, are the unit prices
of caught fish.

Apply the Bellman principle for Nash equilibrium evaluation.

Fix a control law of player 2 and consider the optimal control problem for his opponent.
Define the function V(x) by

V(x) = min {/ e [0114%(1‘) —Plul(l‘)] dt} .
0

uy

The Hamilton—Jacobi—Bellman equation acquires the form
pV(x) = minlim {clu% —piuy + ﬂ(ex — U — uz)} .
uy ax

The minimum with respect to u; is given by

u = <% +p1)/2€1.
ox

Substitution of this quantity into the equation yields

2
oV
(5 )

ov
pV(x) = _4—01 + E(sx —Uy).

Interestingly, a quadratic form satisfies the derived equation. And so, set V(x) = a;x> +
blx + d 1-
In this case, the control law equals

2CZ1X + bl +p1

uy(x) = e ,
1

where the coefficients follow from the system of equations

2
a
= _ 1
pa; =2ae -
pbl = Ebl - zaluz - %ﬁ—bl), (44)
(p1+b))?
2 .

pdy = =byuy — ==
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Similarly, for player 2, one can get the formula

2a2x + b2 +p2
I/lz(x) = Ta
2

where the coefficients obey the system of equations

2

pa, = 2a,e — Z—z,
2

pb2 = Ebz - 26121/[1 - M, (45)
Patby)’

pd2 = —bzl/ll - %

In fact, we have established

Theorem 10.12  The control laws

2cicrex(2e — p) — c1py(2e — p) + €cypy
2c1¢,(3e = p)

>

uy(x) =

2c1crex(2e — p) — cyp1(2e — p) + €cp,

) = 2¢1¢y(3e — p)

form a Nash equilibrium in the problem (4.1)—(4.3).

Proof: These control laws are expressed from the systems (4.4) and (4.5). Note that the
Bellman principle again provides the necessary and sufficient conditions of optimality.

10.5 Dynamic games in bioresource management problems.
The case of finite horizon

We divide the total area S of a basin into two domains S; and S,, where fishing is forbidden
and allowed, respectively. Let x; and x, be the fish resources in the domains §; and §,. Fish
migrates between these domains with the exchange coefficients y;. Two fishing artels catch
fish in the domain S, during 7 time instants.
Within the framework of this model, the dynamics of a fish population is described by the
following equations:
{ x| (1) = ex, (1) + 71 (0 (1) = x, (1)), 5.0)
X(1) = exy(1) + 1, (x, (1) — (D)) — u(t) = v(1) . x,(0) = 0. '

Here x| () > 0 denotes the amount of fish at instant ¢ in the forbidden domain, x,(¢) > 0 means
the amount of fish at instant 7 in the allowed domain, € is the natural growth coefficient of the
population, y; corresponds to the migration coefficients, and u(f), v(¢) are the control laws of
player 1 and player 2, respectively.

www.it-ebooks.info


http://www.it-ebooks.info/

DYNAMIC GAMES 379

We adopt the following payoff functionals of the players:

T
Jy = / e~ Imy (2, (1) — %)% + (%(0) — %2)%) + (1) — pyu(t)]dt,
0 (5.2)

T
Jy = / e my((x, (1) — X1)% + (05 (£) — %2)%) + cov2 (1) — pov(D)]dt,
0

where X;, i = 1,2 indicates the optimal population size in the sense of reproduction, c{, ¢,
are the fishing costs of the players, and p,, p, designate the unit prices of produced fish.
Introduce the notation

— —rt _ —rt  » _
my, =mie", p; =pe", i=1,2

Analyze the problem (5.1)-(5.2) by different principles of optimality.

10.5.1 Nash-optimal solution
To find optimal controls, we use Pontryagin’s maximum principle. Construct the Hamiltonian
function for player 1:
Hy = my, (0 = %) + (5 = 5)%) + ¢,4° = py,u
+ A (exp + 71y —x))) + App(exy + 72X —x0) —u —v).

Hence, it appears that

A1) +
u(t) = 12(2i plr,
1r

and the conjugate variable equations take the form

, _ oH, _ _
A= “ox —=2my,(x (1) = X)) = A (D(€ = 71) = A12(Dr2,
1

oH
A = _Kzl = =2my,(xy (1) — Xp) — App(O(€ = 12) — A1 (D7,

with the transversality conditions A;(T) =0, i =1,2.
In the case of player 2, the same technique leads to

Hy = my, () = %)% + (x = 5)°) + €307 = po,v
+ 121(‘9)61 + Y1 (X2 - xl)) + 122(6)(2 + 7/2()(:1 - .X'2) —Uu-—- V).

Therefore,

_ An® +py,
262;‘

V()

b}
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and the conjugate variable equations become

o0H.
/1,21(0 = —?2 = =2m,, (x| (t) — X1) — Ay ()€ — ¥1) = Axn (D72,

1
0H.
/1,22(0 = —gj = =2m,, (X, (t) — Xp) — Ay (1)(€ = ¥2) — A1 (D11,

with the transversality conditions A,,(T) =0, i=1,2.
In terms of the new variables 4; = A;e"", the system of differential equations for optimal
control laws acquires the form

Xy (1) = exy (1) + 71 (0 (1) — x, (1), x,(0) = X(l),

_ Ap®tp; _ Ap®+p
X(1) = exy(1) + 1y (0 (1) = xp(1)) = = — 2

A (0) = =2my (xy (1) = X)) = Ay, (D€ = ¥y = 1) = A1p (D72, A (T) =0,
A0 = =2my (1) = ) = Ajp (D€ = 72 = 1) = A1 Dy, A1o(T) =0,
25,0 = =2my(x) (1) = %) = Jo ()€ = vy = 1) = Ao (D72, Aoy (T) = 0,
A (1) = =2my(xy(1) = Xy) — Jop(D)(€ — ¥y — 1) = Ay (D71, Aga(T) = 0.

s x2(0) = xgs

(5.3)

Theorem 10.13  The control laws

() +py V() = Ao (1) + py

*(F) =
u() 261 2C2

where the conjugate variables result from (5.3), are the Nash-optimal solution of the problem

(5.1)(5.2).

Proof: We argue the optimality of such controls. Fix v*(¢) and consider the optimal con-
trol problem for player 1. Suppose that {x*l”‘(t),xz(t),u(t)} represents the solution of the
system (5.3). Take the perturbed solution xT(t) + Axy, x; (t) + Ax,, u*(t) + Au, where x’lk ),
Axj, and x3(#) meet the system (5.1), whereas Ax, satisfies the equation Ax’2 =€eAx, +
v2(Ax; — Ax,) — Au(as far as (x;)’ + Ax’2 = exy + 1y (x] —x5) —u* — V' + eAx, + pp(Ax) -
Axy) — Au).

Under the optimal behavior, the payoff makes up
r 2 2
Ji = /o [mlr((x’f(t) - )"cl) + (x;(t) —1_62) ) + clr(u*(t))2 —plru*(t)] dr.
The corresponding perturbed payoff is

T
Ji =/O [, (X5 + Axy — %) + (<5(0) + Ax, = %,)°)

+ ¢, (¥ (1) + Au)? — py,u* (1) — py,Aul dt.
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Again, study their difference:

T
Ji—Ji = /0 my, Axy +my, A%y + Axy(=4]; = A11(€ = ¥1) = Apara)
+ o, Au? + Axy (=N, = Ap(e = v2) = Ay + ApAudt

T
= /0 merx? + merxg + ¢y, Au? — ﬂ’llel - /l/lexz - l“Ax’l - /llex’z dt

T
= /0 merx% + merxg + ¢, Au? dt > 0.

This substantiates the optimality of u*(z) for player 1.
Similarly, one can prove that the optimal control law of player 2 lies in v*(¢).

10.5.2 Stackelberg-optimal solution

For optimal control evaluation, we employ the following modification of Pontryagin’s maxi-
mum principle for two-shot games. Compile the Hamiltonian function for player 2:

Hy = my,(x) = %)) + (5 = 5,)°) + ¢0% = po,v
+ /121(5x1 + Y1 (Xz - X])) + ﬁzz(é‘Xz + Vz(xl - Xz) —Uu—- V).

Then it appears that

_ An()+py,
B 262r

v(t)

b}

and the conjugate variable equations are defined by
, 0H, _
Ay () = “ox —=2my, (x1 (1) = X1) = Ay (D(€ = 71) = A22(Dr2,

1
0H.
Ay (1) = _KZZ = —2my,(xy (1) — Xp) — Ap(D)(€ = 12) — Aoy (D11,

with the transversality conditions A,;(T) =0, i =1,2.
Substitute this control of player 2 to derive the system of differential equations
X (1) = ex1 (1) + 71 (% (1) — x; (1)), x;(0) = Y,
X(1) = €030 + 1y (1) = 22(0)) = ) = 2 25(0) = ),
Ay, (1) = =2my, (x (1) = X)) = A1 (e = 11) — A (D12, 401 (T) =0,
Ay () = =25, (x3(1) = Xp) = App(1)(€ = 12) = Agy (¥, Agp(T) = 0.
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Apply Pontryagin’s maximum principle to find the optimal control of player 1:

Hl = mlr((.xl _)_Cl)z + (X2 —Xz)z) + Clruz — P + lll(gxl + yl()C2 —xl))

Ay +p _
u) + 1y (=2my,(x; = X1) = Ay1(€ — 7))

+ A EXy + V(X1 —Xy) —u —
12< 2+l —x) —u 20y,

— W1 Aoa¥a + Ho(=2my,(xy — Xp) — Agp(€ = 12) — Ap171)-

This leads to

u(t) = /112(f)+171r’

2clr
and the conjugate variable equations have the form

f /1,11(f) = =2my, (x(t) — X)) — A ()€ = 7)) — Ap@Dyn + 2my,uy (1),

A1) = =2my,(xy(6) — %) = App((E = 12) = Ay Oy + 2my, (1),

oH
(0 = =37k = (O =) + w0,

Pepy — _OH _ Ap@®
(0= Oy 20

+ up (D€ = 7)) + 11 (D12,

\

with the transversality conditions A,;(T) =0, u;(0) =0.
Finally, in terms of the new variables /Tij = Aije” , the system of differential equations for

optimal controls is determined by

(1) = ex, (1) + 11 (1) = x, (1),

)
x'z(t) = exy (1) + ¥ (x (1) — x5()) —u — 22;2;172

A1, (0 = =2my (xy (1) = %) = A (D€ = ) = 1) = A0 + 2maypy (),

Ay (6) = =2m, (1) = %) = App(D)(e = 12 = 1) = A1 (D)1 + 2myp(0),

A5, (0) = =2my(x( (1) = X1) = Ayy (e = ¥ = 1) = Apn (D12, (5.4)
Aoy (1) = =2my(xy(1) = %) = Agp (D)€ = 1, = 1) = Ay (D11,

s

A

1y () = i (D€ = 1)) + ma (D11,

(0 = 222 4y 0e = 1) + 1 O
2i1(T) = Ap(T) =0, x;(0) =x¥, 11;(0) = 0.

\

Consequently, we have proved

Theorem 10.14  For the control laws

A0 +py V(f) = An(0) +py

k
1) =
“ ( ) 2(,'1 2C2
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to be the Stackelberg-optimal solution of the problem (5.1)—(5.2), it is necessary that the
conjugate variables follow from (5.4).

10.6 Dynamic games in bioresource management problems.
The case of infinite horizon

As before, the dynamics of a fish population is described by the equations

x) (1) = ex) (1) + 1 (x (1) — x, (1)), 6.1
(1) = exy(1) + 1,00, (1) = x,(0) = u(t) = (1), x,(0) = xL. '
All parameters have been defined in the preceding section.
We adopt the following payoff functionals of the players:
(e
Jy = / e~ m (0 (1) = %)) + (0 (0) = %)%) + ¢ u>(0) — pyu(D)]dt,

0

(6.2)

Jy = /0 e Imy (e (1) = %)% + (02(1) — B)%) + eov* (1) — pyv(t)]dt,

where x;, i = 1,2 means the optimal population size in the sense of reproduction, ¢y, c,
specify the fishing costs of the players, and p, p, are the unit prices of caught fish.
In the sequel, we study the problem (6.1)—(6.2) using different principles of optimality.

10.6.1 Nash-optimal solution

Fix the control law of player 2 and consider the optimal control problem for his opponent.
Determine the function V(x) by

V(x;,x,) = min { / e~ my((x, () = %)% + (02 (D) — %)) + 1 () — pyu(?)] dt} .
u 0

The Hamilton—Jacobi-Bellman equation acquires the form

rV(x1,xy) = minlim{m; ((x; — %,)* + (x; — %)) + ¢ u® — pyu
u

ov ov
+ a—)ﬁ(sxl +71(xy —x9)) + a—xz(exz + (0 —x) —u—v)}.

Find the minimum in u:

=(—+ 2
u <0x2 P1>/01
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Substitute this result into the above equation to get

()xz

461

aV 2
5 5 (—+P1)
rV(xl,X2) = ml((.xl _)_Cl) + (XZ _)_Cz) )_ _—

ov ov
+ a—xl(exl + 7106 —x) + a—xz(er +y,(x; —xp) — V).

Interestingly, a quadratic form satisfies this equation.
Set V(x;,x,) = alx% +byx; + azxé + byxy + kxyxy + L
The corresponding control law makes

2(12)C2 + b2 + kxl + P1
2C1 ’

u(x) =

where the coefficients meet the system of equations

-

k2
ray =my =3 + 2a,(e = y1) + kyy,

rl =m1)_c

\

Similar reasoning for player 2 yields

_ 2mx)+ P +kox +po
- 2C2

v(x)

)

where the coefficients follow from the system of equations

-
2

k
ray = my — ﬁ +2a1(€_}’1)+k2)/2,
kb _ kory
2
«a.
ray, = my — f +2(12(£_)/2)+k2}/1,

rl —mi2+miz—ﬂ—§—%—i—ﬂu
{ 2 =Y 272 4c 2¢y 4c) 2%

Consequently, we have established

www.it-ebooks.info

- kb k
rbl = —2m1x1 - ﬁ - %: + bl(f - 7/1) +b2)/2 _kV,

a

< ra, = m; — f + 2a,(e — yp) + kyy,

_ b
rb2 = _2m1.X2 - ai—lz - % +b2(6 - ]/2) +b17/1 - 202\/,
rk = —% + k(e —y)) +2a,y, +2ay7, + k(e — yy),

2

rﬁl = —Zmz)_Cl - 26, - 26, + ﬁl(E - ]/1) + ﬁz}’z - kzu,

rfy = —2myX, — ai—fiz - ai—fl + Br(e = 72) + Biyy — 2mu,

k
rky, = —“ﬁ—lz +hae — 7))+ 2ay7) + 2057, + ky(e — 1),

(6.3)

(6.4)
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Theorem 10.15  The control laws

2612X2 + b2 + kxl +p1 v*(x) _ 2“2)(2 + ﬁz + k2x1 +p2

" (X) - 2C1 2C2 ’

where the coefficients result from (6.3) and (6.4), are the Nash-optimal solution of the problem
(6.1)—(6.2).

10.6.2 Stackelberg-optimal solution

The Hamilton—Jacobi—Bellman equation for player 2 brings to

209y + Pp + kyx; + py + ot
v(x) = 3 ;
€2

where the coefficients meet the system (6.4).
Define the function V(x) in the optimal control problem for player 1 as

V(x).x,) = min { / ™" [my (e (1) = %)% + (02(1) = %2)%) + (1) — pru(®)] dt} .
! 0
The Hamilton—Jacobi—Bellman equation takes the form

. - - A%
rV(x;,xy) = min lim {ml((xl —)cl)2 + (% —xz)z) + c1u2 —pu+ E(exl +y1(x —x1))
1

205Xy + fr + koxy + py + 0'u>}

ov
+— + —xy) —u~—
0%, <£x2 V2(X; —xy) —u 20y

Again, find the minimum in u:

u= (ﬂ(Zcz +o0)+ 2plcz) /4c1c2.
0)62

Substitute this expression in the above equation to obtain

2 2 2
oV~ (Q2c, +0) Py oV
> 2 (ex) +71(xy —x1))

V(x;,x,) = m((x; — %) + (x —X)2)+<— e
1>42 1 1 1 2 2 dx2 8C16‘% 261 dxl
oV ky a 2c0+0  prtp;
+— -— |+ —p—-—=]+ - .
0xy <X1 <y2 202) & (6 & (%) 2¢icy 2¢,

Note that a quadratic form satisfies this equation.
Set V(xy,x,) = alx% +bx; + azxg + byxy + gx1x, + 1.
Then the control law becomes

u(x) = (ayx, + by + gx1)2cy + 0) + 2pycy) /4c ¢y,
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where the coefficients follow from the system of equations

ra; —m1+gzm+2a1(£— 1)+g<y2 Ll )

2 +> 2cy+0) k (Br+p2)
rby = =2my % + 2byg St +g(2°jc" by(e = 71) + by (72 - ﬁ) - g—ﬁécfz ,
2

ra, =ml +a (2;2—+5)+g7/1 +2a2<e—y2—a—2>,
2 rby = =2m Xy + ayb, (ZCZH?Z +a, (2512:6) + b, (6 -7 - :’—;) (6.5)
+byy —a ﬁz*;Pz
rg = azg(202+a) +g(e — vy +2a,y; +2a5(y, — 22) +g <£ -y - ‘:—j) ,
= 3+ 2 4 ) L b,

Therefore, we have proved

Theorem 10.16  The control laws

(2ayxy + by + gx1)(2cy +0) + 2pcy

&
u (X) - 4C1C2 '
" 6(2a2x2 + b2 + 8X1 )(262 + O-)
Vix) = >
8cic;
2C1 (202X2 + ﬂz + kle) + (O-pl + 2C1p2)
8C1C2

where the coefficients are defined from (6.4) and (6.5), represent the Stackelberg-optimal
solution of the problem (6.1)—(6.2).

Finally, we provide numerical examples with the following parameters:

q=02,yy =y, =2q,€ =0.08, m; =my =0.09,¢; =c, =10,p; =100,p, =100,T =
200, and r = 0.1.

Let the optimal population sizes in the sense of reproduction be equal to X; = 100 and
X, = 100. The initial population sizes constitute x;(0) = 50 and x,(0) = 50

In the case of Nash equilibrium, Figure 10.1 shows the curve of the population size
dynamics in the forbidden domain (S;). Figure 10.2 demonstrates the same curve in the
allowed domain (S,). And Figure 10.3 illustrates the control laws of both players (they
coincide).

In the case of Stackelberg equilibrium, Figure 10.4 shows the curve of the population
size dynamics in the forbidden domain (S;). Figure 10.5 demonstrates the same curve in the
allowed domain (S,). And Figures 10.6 and 10.7 present the control laws of player 1 and
player 2, respectively.

It suffices to compare the costs of both players under different equilibrium concepts.
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Figure 10.1 The values of x’f ).

In the case of Nash equilibrium, both players are “in the same boat.” And so, their control
laws and payoffs appear identical (J; = J, = 93.99514185).

In the case of Stackelberg equilibrium, player 1 represents a leader. According to the
above example, this situation is more beneficial to player 1 (J; = —62.73035267) than to
player 2 (J, = 659.9387578). In fact, such equilibrium even gains profits to player 1, whereas
his opponent incurs all costs to maintain the admissible population size.
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Figure 10.2 The values of x;(t).
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Figure 10.3 The values of u*(¢).

10.7 Time-consistent imputation distribution procedure

Consider a dynamic game in the cooperative setting. The payoff of the grand coalition is the
total payoff of all players. Total payoff evaluation makes an optimal control problem. The
total payoff being found, players have to distribute it among all participants. For this, it is
necessary to calculate the characteristic function, i.e., the payoff of each coalition. Below we
discuss possible methods to construct characteristic functions.

250
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t

Figure 10.4 The values of x’f ).
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Figure 10.5 The values of x;(t).

A fundamental difference of dynamic cooperative games from common cooperative games
is that their characteristic functions, ergo all imputations depend on time. To make an impu-
tation distribution procedure time-consistent, we adopt the special distribution procedure
suggested by L.A. Petrosjan (2003). To elucidate the basic ideas of this approach, let us take
the “fish wars” model.

0 20 40 60 80 100 120 140 160 180 200
t

Figure 10.6 The values of u*(r).

www.it-ebooks.info


http://www.it-ebooks.info/

390 MATHEMATICAL GAME THEORY AND APPLICATIONS

16

14

124

10 7

20 40 60 80 100 120 140 160 180 200

t

Figure 10.7 The values of v*().

10.7.1 Characteristic function construction and imputation
distribution procedure

Imagine several countries (players) I = {1,2, ..., n} that plan fishing in the ocean. The dynam-
ics of fish resources evolves in discrete time:

Xy =f(xpu,), x9 =%,

where u, = (u,, ..., u,,), x; denotes the amount of fish resources at instant 7, u;, is the amount
of fish catch by playeri,i=1,...,n.

Each player seeks to maximize his income—the sum of discounted incomes at each
instant

Ji= 2 lim &'g;(u;).
=0

The quantity g;(u;,) designates the payoff of player i at instant ¢, and 6 is the discounting
parameter, 0 < 6 < 1.

Before starting fishing, the countries have to negotiate the best way of fishing. Naturally,
a cooperative behavior guarantees higher payoffs to each country. And so, it is necessary to
solve the corresponding optimization problem, where the players aim at maximizing the total
income of all participants, i.e., the function z:’zl J;- Denote by ui = (uf,, ..., u;,) the optimal
strategies of the players under such cooperative behavior, and let x7 be the corresponding
behavior of the ecological system under consideration.
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If cooperation fails, each country strives to maximize its individual income. Let uiv =
(ull\g yeees ué’t) be a Nash equilibrium in this dynamic game. The total payoff

o0 n
TV =Y 1im s’ Y i)
=0 i=1

appears smaller in comparison with the cooperative case.

Some countries can form coalitions. We define by J5(u) = Yoo limé' Y
payoff of a coalition S € N.

Suppose that the process evolves according to the cooperative scenario. Then it is neces-
sary to distribute the income. For this, we apply certain methods from the theory of cooperative
games. Define the characteristic function V(S, 0) as the income of a coalition S in the equilib-
rium, when all players from S act as one player and all other players have individual strategies.
In this case,

ies lim gl(ull) the

V(S,0) = max lim I Jud),

where (u /uS) = {uj.V,j & S,u;,i €S}

Below we analyze two behavioral scenarios of independent players (lying outside the
coalition). According to scenario 1, these players adhere to the same strategies as in the Nash
equilibrium in the absence of the coalition S. This corresponds to the model, where players
know nothing about coalition formation. In scenario 2, players outside the coalition S are
informed about it and choose new strategies by making a Nash equilibrium in the game with
N\K players. We call these scenarios by the model without information and the model with
information, respectively.

As soon as the characteristic function is found, construct the imputation set

5 = {5(0) = (51(0), cees 5}1(0)) :

D lim £,(0) = V(V,0),£(0) > V(i,0), i =1,....n}.
i=1

Similarly, one can define the characteristic function V(S, r) and the imputation set &£(f) =
(&(0), ..., &,(1) at instant ¢ for any subgame evolving from the state x{. Subsequently, it is
necessary to evaluate the optimal imputation by some principle from the theory of cooperative
games (e.g., a Nash arbitration solution, the C—core, the Shapley vector, etc.). Note that, once
selected, the principle of imputation choice remains invariant. We follow the time-consistent
imputation distribution procedure proposed by Petrosjan [1996, 2003].

Definition 10.3 A vector-function p(t) = (p,(¢), ..., p,(2)) forms an imputation distribution
procedure (IDP) if

EO) =Y 8B, i=1,...n.
=0
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The major idea of this procedure lies in distributing the cooperative payoff along a game
trajectory. Then f; can be interpreted as the payment to player i at instant ¢.

Definition 10.4 A vector-function p(t) = (f,(), ..., B,(t)) forms a time-consistent IDP, if for
anyt > 0:

t
EO) = Y 6" p(m) + TG+ 1), i=1,.. 0
7=0

This definition implies the following. Adhering to the cooperative trajectory, players can
further receive payments in the form of IDP. In other words, they have no reason to leave the
cooperative agreement.

Theorem 10.17  The vector-function p(t) = (f1(t), ..., B,(1)), where

Bi() =& — 68t +1),i=1,2,....n,
forms a time-consistent IDP.

Proof: By definition,
Y 8By =Y 6 = D 8 g+ 1) = (0.
=0 =0 =0

Thus, f(¢) forms an IDP. Now, we demonstrate the time-consistency of this IDP.

Actually, this property is immediate from the following equalities:

t t t
D 5B+ 8T E+ =) 67 ()= Y 67 E(r + 1) + 8 (1 + 1) = E(0).
=0 =0

=0

Definition 10.5 An imputation &= (§,,...,¢&,) meets the irrational-behavior-proof
condition if

t
D 57B(x) + 6™ Vit + 1) > V(i 0)
=0

forallt > 0, where p(t) = (f;(), ..., B,(t)) is a time-consistent IPD.

This condition introduced by D.W.K. Yeung [2006] guarantees that, even in the case of
cooperative agreement cancelation, the participants obtain payoffs not smaller than under
their initial non-cooperative behavior.

As applied to our model, the irrational-behavior-proof condition acquires the form

£(0) — £(8" > V(i,0) = 8'V(i,0), i=1,....n.

There exist another condition (see Mazalov and Rettieva [2009]), being stronger than
Yeung’s condition yet easily verifiable.
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Definition 10.6 An imputation & = (&, ... ,&,) satisfies the incentive condition for rational
behavior at each shot if

P+ 6V, t+1) > V(1) (7.1)

Sfort >0, where p(t) = (p,(2), ..., p,(2)) is a time-consistent IDP.

The suggested condition stimulates cooperation maintenance by a player, since at each
shot the latter benefits more from cooperation than from independent behavior.
For our model, the condition (7.1) takes the form

E(D) = 8E(t+ 1) 2 Vi, -8V, t+1),i=1,....n. (7.2)

Clearly, the condition (7.2) directly leads to Yeung’s condition. For evidence, just consider
(7.2) at instant 7, multiply by 67 and perform summation over z =0, ... , 1.

10.7.2 Fish wars. Model without information

We illustrate the application of the time-consistent imputation distribution procedure in the
“fish war” model. In the case of two players, optimal control laws in fish wars have been
established in Section 10.1. These results can be easily generalized to the case of n players.

And so, n countries participate in fishing within a fixed time period. The dynamics of this
bioresource obeys the equation (see Levhari and Mirman [1980])

n a
X1 = | 84 z Ui ) » X=X

i=1

where x; > 0 is the population size at instant ¢, € € (0, 1) stands for the mortality parameter,
a € (0, 1) corresponds to the fertility parameter, and u;;, > 0 means the fish catch amount of
playeri,i=1,...,n.

Consider the dynamic game with the logarithmic utility function of the countries. Then
the incomes of the players on infinite horizon make up

J; =Y 1im 8" log(uy),
t=0

where 0 < 6 < 1 is the discounting coefficient, i = 1, ..., n.

Construct the characteristic function in the following case. Any players forming a coalition
do not report of this fact to the rest players.

For Nash equilibrium evaluation, we address the dynamic programming approach. It is
necessary to solve the Bellman equation

n a
Vi(x) :rurilgz)(lim{logui+évi (ex— Z}u,) }, i=1,...,n,

www.it-ebooks.info


http://www.it-ebooks.info/

394 MATHEMATICAL GAME THEORY AND APPLICATIONS
We seek for its solution in the form
Vix) =A;logx+B;,i=1,...,n.
Accordingly, optimal control search runs in the class of ; = y;x,i =1, ..., n. Recall that all

players appear homogeneous. Hence, the Bellman equation yields the optimal amounts of
fish catch

N 1 —ab

Mi = mex (73)

and the payoffs

Vi) =

1
1 L 3. 74
[ —as 8 T T30 74

where

1 ad

B = 1( £ )+1 1 - ad) + log(as).
i T8 P8 T o 1y ) e mao) + 5 log(ad)

Next, denote a = 6.
The population dynamics in the non-cooperative case is given by

N L limdd
x, = xozx xNZFl lim o ’ (1.5)
where
AN _ Ea
n—amn-1)

Find the payoff of each coalition K engaging k players. By assumption, all players outside
the coalition adopt their Nash equilibrium strategies defined by (7.3).
Take players from the coalition K; seek for the solution of the Bellman equation

a
— : N
Vie(x) = max lim { 2 logu; + 6V <£x - Z uy = Z ! > } (7.6)
ieK i€k iEN\K
among the functions
VK(.X) = AK logx + BK

The optimal control laws have the form u; = yiK x, i € K. Again, all players in the coalition K
are identical. It follows from equation (7.6) that the optimal amount of fish catch constitutes

k(1 —a)k—ak—1))
u; = Ko —ati— 1)) £X (1.7)
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and the payoff of the coalition becomes

V = I ——Byg, 7.8
k() T—as 08%+ 758k (7.8)
where
—ak—1
By = k 10g<£(k ak ))) + k(log(1 — a) — log(k)) + ka log(a).
l—a n—an-—1) 1—a
For further exposition, we need the equality
By = kB, +k < 1 L log(k — atk — 1)) - 10g(k)> . (1.9)
—a

Under the existing coalition K, the population dynamics acquires the form

a')ACKZ_;:, lim a/’ (7.10)

x, = .XO
where

WK eatk —a(k — 1))

n—an—1)

Finally, find the payoff and optimal strategies in the case of complete cooperation. For-
mulas (7.7) and (7.8) bring to

u, = X (7.11)

1 3, (7.12)

where

B, = nB; +n (1 L Jog(n — a(n — 1)) — log(n)> .

—a
The dynamic control under complete cooperation is determined by

_ ol Y limdd
X, =xp XS ,
where

.%12661.

Theorem 10.18  Cooperative behavior ensures a higher population size than non-
cooperative one.
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Proof: Obviously,

M=ea>—2 3N

n—an—1)
However, the optimal amounts of fish catch meet the inverse inequality

; (1 —a) (1-ae  y

i n n—an—1) '’
Now, find the characteristic function for the game evolving from the state x at instant ¢:

0,

V({i}, x, 1) = Vi(0),
V(K, x,t) = Vg(x),
Vd,x,t) = Vi(x),

Oa
V(L,x,t) = ;(i}’ (7.13)
1.

elelole

Here V,(x), Vg(x), and V;(x) are defined by (7.4), (7.8) and (7.12), respectively.
Demonstrate that the constructed characteristic function enjoys superadditivity. For this,
take advantage of

1+ zc
14+zd

Lemma 10.2  [fc > d, the function f(z) = %10g< > decreases in z.

Proof: Consider

f'@= Z%[Z<1fzc - 1fzd> —log(iijfl)] = leg(Z)'

The function g(z) appears non-positive, as far as g(0) = 0 and

2 2
c d > <

/ e — —
Fl= Z<(1+zc)2 (1 +2d)2

forc>d.
This implies that f/(z) < 0.

Theorem 10.19  The characteristic function (7.13) is superadditive, i.e.,

VIKUL,x, 1) > VK, x,0) + V(L,x, 1), VL.

Proof: Tt suffices to show that

V(KUL,x,1) — V(K,x,1) — V(L, x,1)
1
= Ay log(XV) — Ag log(x®) — A log(x") + m(Bl(uL - By —B;)

KuL KUL 1
= Ay log (xx—K> +A,In <xx—L> + =5 Bro ~ B = B1) 2 0.
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First of all, we notice that

)

XK = x (M)Z;:l lim o/
n—a(n—1)

and so

xKUL S (k+l—atk+I-1)
0g< XK le maiog k—atk—1)
since

ktl-ak+i-1)  _ Ki-a)

k—atk—1) = i—ai-n

Next, consider the second part and utilize the property (7.9):

1
1-a

BKuL—BK—BL:(k+l)Bi+(k+l)<
1

—a

log(k + 1 — a(k + [ — 1)) — log(k + 1))

—kB; —k ( L log(k - a(k — 1) - log(k)) _ 1B,

—l<1 ia log(l — a(l — 1)) - log(l)>

_ 1 o k+l—ak+1-1) o (@)
S i R A A
k+1

| k+1—atk+1—1)
+l<1—alog< I—al-1) >_1°g<7>>'

Analyze the expression

1 k+l—ak+I-1)\ k+1
f(a)—l_alog< > log< X )

k—ak-1)
Denote z = 1 — a, then

1 I1+(k+1-1)z k+1
=-1lo <—) —lo <—)
f@= e\ T, k
It is possible to use the lemma with k + / — 1 = ¢ > d = k — 1. The function f(z) decreases in
z. Therefore, f(a) represents an increasing function in a and f(0) = 0. Hence, f(a) possesses
non-negative values.
Similarly, one can prove that

1 k+l—ak+1-1) k+1
1 “1og () > 0.
1—a °g< I—a(l—1) ) Og( I )—
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Therefore, we have argued that

Bgy —Bg =B 2 0.

10.7.3 The Shapley vector and imputation distribution procedure

Subsection 10.7.3 selects the Shapley vector as the principle of imputation distribution. In
this case, the cooperative income is allocated among the participants in the quantities

(n—k)!k—1)!

n!

&=

KCN,iek

[Vix —V{K\i}], ieN=1{1,...,n},

where k indicates the number of players in a coalition K, Vg, is the payoff of the coalition
K and Vg — Vix\;y gives the contribution of player i to the coalition K.

Theorem 10.20  The Shapley vector in this game takes the form

&) = 1 logx, i 5(B,- + B¢), (7.14)

with

B = L - log(1 + (n—1)(1 — a)) —log(n) > 0.

1—
Proof: Evaluate the contribution of player i to the coalition K:

1
Vi (x,) — VK\l(xt) = (Ag —AK\l)log(xt) + —(BK BK\Z) logxl

1i((515¢,+ 115 (k(lialog(l+(k—1)(1—a)>—10g(k)>

- 1)( ~log(1 + (k = 2)(1 = @) ~ log(k - 1)))

This expression turns out independent from 7, which means that

n

—k)!k—-1)!
gi= ¥ TS )~ Vi)l = Y S Ve = Vi ()

KCN,iek : k=1

(B,' + ia log(1+ (n—1)(1 —a)) — 10g(n)> )

- 10x+L
T1oa BT TS 1

Theorem 10.21  The Shapley vector (7.14) forms a time-consistent imputation distribution
procedure and the incentive condition for rational behavior (7.1) holds true.
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Proof: 1t follows from Theorem 10.17 that

1
1 —

ﬂl(t)z a(logxt_(slong_l)'i‘Bi'i‘Bg.

For each shot, the incentive condition for rational behavior (7.2) becomes

! (logx; —logx;, 1) + B; + B > !

(logx, —6logx, 1)+ B;.

1—a l1—a

It is valid, so long as B,: > 0.

10.7.4 The model with informed players

Now, consider another scenario when players outside a coalition K are informed on its
appearance. Subsequently, they modify their strategies to achieve a new Nash equilibrium in
the game with N\K players.

In comparison with the previous case, the whole difference concerns evaluation of the
characteristic function V. Let us proceed by analogy. Take players from the coalition K and
solve the Bellman equation

a

. , 5 R v

Ve(x) = max lim { 2 logu; + 6V <8x Z = Z it ) } , (7.15)
ieK ieK iEN\K

N

where it;' corresponds to the Bellman equation solution for players outside the coalition K:

a
V.(x) = max lim< logii; + 6V | ex — u; — ; . (7.16)

Seek for solutions of these equations in the form

<t

Vi(x) =Aglogx+ By, Vi(x)=A4A;logx+ B,

and the optimal control laws defined by u; = yXx, i € K and it; = 7Vx. It follows from (7.15)
that the optimal amounts of fish catch of the players belonging to the coalition K are

~K l—a
u. = EX.
L7 k(1 + (n— k(1 —a))

(7.17)
And so, their payoff makes up

V() = By, (7.18)

k lo )c+L
T—a 877155

where

5 1 3 _ a _
BK_k(l—alog(l+(n—k)(l—a)>+10g(1 a)+1_alog(a) log(k)>.
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We present a relevant inequality for further reasoning:

5 1 l+(n—-1D0—-a) 3
By = kB, +k <1 — 10g< . a)) 10g(k)> . (7.19)

For players outside the coalition K, the optimal amounts of fish catch constitute

ﬁN——l_a X
T 1+ (m—k)(1—-a)

and the payoffs equal

where

% 1
B, = 1—a10g<

€
I+(n—-k(-a)

)+log(1 —a)+

d log(a).
l1—a

The corresponding dynamics in the case of the coalition K acquires the form

1KY limo/
X, =x) X Zji ,

where

~K _ Ea
T l4+(m—k(1-a)

In the grand-coalition /, the optimal amounts of fish catch and payoffs do coincide with
the previous scenario. Therefore, Theorem 10.18 remains in force as well.

The characteristic function of the game evolving from the state x at instant 7 is deter-
mined by

0, L= 0,

_ V({i}axvt)=vi(-x)’ L= {l}v
VXD =Y yik v = Vv, L=K,
Vxn=V,(x), L=I,

where V;(x), Vk(x), and V;(x) obey formulas (7.4), (7.18) and (7.12), respectively.

Similarly to the model without information, we find the Shapley vector and the time-
consistent imputation distribution procedure.

It appears from (7.18) and (7.19) that

1
&) = logx; + m(Bi + B;),

1—-a
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where

B, = Kze;vnm (”_k)’i(!k_ ok ["(ﬁﬁ"g(iizigﬁ :Z;) —log(k)>
—k-D (1 ia log <li-(‘_n(i;-+l—)$(zf)a)> ~ log(k - D)]
oL )
—(k-1) <1 ia log <1i?n(:fﬂgf)a>> — log(k — 1))]

log(1 + (n — 1)(1 — a)) — log(n).

—a

By analogy to Theorem 10.21, one can prove

Theorem 10.22  The Shapley vector defines the time-consistent IDP and the incentive
condition for rational behavior holds true.

Finally, we compare these scenarios.
Theorem 10.23  The payoffs of free players in the second model are higher than in the first

one.

Proof: Consider players outside the coalition K and calculate the difference in their payoffs:

7,00 = Vi) = ——

- _ 1 I1+(n—-1D1-a)
~(B;— B) = )10( )>o

(1-6)1-a 1+mn—-k(—-a)

Theorem 10.24  The payoff of the coalition K in the first model is higher than in the
second one.

Proof: Consider players from the coalition K and calculate the difference in their payoffs:

Vi) = V) = ——(By — By)

_ k A+m-k0—-a)d+&k-1DA —a)
_(1—5)(1—a)10g( 1+(n—-1)1-a) )>0’

so long as

d+@r-Hd-apd+k-Dd-a) | = (k= 1)1 —a)*(n—k)

1+n-D1-a) 1+n-D1-a)
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Theorem 10.25  The population size under coalition formation in the first model is higher
than in the second one.

Proof: Reexpress the corresponding difference as

K 7K = eatk —a(k — 1)) _ £a
l+(n—-D1-a) 1+mn-k(1-a)
3 (1-alm—-kk-1)
T (U+m-DA=-a)1+ -k -a)

Actually, it possesses positive values, and the conclusion follows.

Exercises

1. Two companies exploit a natural resource with rates of usage u;(f) and u,(f). The
resource dynamics meets the equation

X (1) = ex(t) — u (1) — uy (1), x(0) = x,.

The payoff functionals of the players take the form

Jiuy,uy) = / ) [cu () — (1) dt,i = 1,2.
0

Find a Nash equilibrium in this game.
2. Two companies manufacture some commodity with rates of production u;(f) and u,(¢),
but pollute the atmosphere with same rates. The pollution dynamics is described by

Xepp = ax;+u () +uy(0), t=0,1, ...

The initial value x, appears fixed, and the coefficient @ is smaller than 1. The payoff
functions of the players represent the difference between their incomes and the costs of
purification procedures:

iy u) = Y B [(@— wy (6) = up()uy(t) — cu(0)] dt,i = 1,2,
t=0

Evaluate a Nash equilibrium in this game.
3. A two-player game satisfies the equation

X' (1) = uy () + uy(t), x(0) =0, uy,u, €[0,1].
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The payoff functionals of the players have the form

1
Ji(ul,uz)zx(l)—/ w (ndt, i=1,2.
0

Under the assumption that player 1 makes a leader, find a Nash equilibrium and a
Stackelberg equilibrium in this game.
Two companies exploit a natural resource with rates of usage u(f) and u,(f). The
resource dynamics meets the equation

X (@) =m0 - x(t)/K) — u,(t) — uy (1), x(0) = x.

The payoff functionals of the players take the form

T
Jiuy, uy) = / e P (cuy(t) —ul(t)) dt, i=1,2.
0

Evaluate a Nash equilibrium in this game.
Find a Nash equilibrium in exercise no. 4 provided that both players utilize the resource
on infinite time horizon.
Two players invest unit capital in two production processes evolving according to the
equations
o1
y§+1 = ciyi +di(xﬁ - u;), t=1,2,..., T —1.

= a'x, + b'uy,

Their initial values xg and yf) (i =1,2) are fixed. The payoffs of the players have the
form

T
) =6 () = X [0i =)+ @), ith =12

|
—_

~
Il
=]

Find a Nash equilibrium in this game.
Consider a dynamic game of two players described by the equation

Yt =€+ u () + uy (1), x(0) = x,.

The payoff functionals of the players are defined by
T
J1(uy,uy) = a;x*(T) — / [b1ui () — cyu5(1)] dt,
0

T
Jo(uty, 1y) = a,x*(T) — / [b2u5(t) — coui(@)] dt.
0

Evaluate a Nash equilibrium in this game.
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Find the cooperative payoff in exercises no. 6 and 7. Construct the time-consistent
imputation distribution procedure under the condition of equal payoff sharing by the
players.

Consider the fish war model with three countries and the core as the imputation distri-
bution criterion. Construct the time-consistent imputation distribution procedure.
Verify the incentive conditions for rational behavior at each shot in exercises no. 8
and 9.
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