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Abstract

Modern systemns, such as engineering systems with autonomous entities, markets, and finan-
cial networks, consist of self-interested agents with potentially conflicting objectives. These
agents interact in a dynamic manner, modifying their strategies over time to improve their
payoffs. The presence of self-interested agents in such systems, necessitates the analysis of
the impact of multi-agent decision making on the overall system, and the design of new
systems with improved performance guarantees.

Motivated by this obscrvation, in the first part of this thesis we focus on fundamental
structural properties of games, and exploit them to provide a new framework for analyzing
the limiting behavior of strategy update rules in various game-theoretic settings. In the
second part, we investigate the design problem of an auctioneer who uses iterative multi--
item auctions for efficient allocation of resources.

More specifically, in the first part of the thesis we focus on potential games, a special class
of games with desirable equilibrium and dynamic properties, and analyze their preference
structure. Exploiting this structure we obtain a decomposition of arbitrary games into three
components, which we refer to as the potential, harmonic, and nonstrategic components.
Intuitively, the potential component of a game captures interactions that can equivalently be
represented as a common interest game, while the harmonic part represents conflicts between
the interests of the players. We make this intuition precise by studying the properties of
these two components, and establish that indeed they have quite distinct and remarkable
characteristics. The decomposition also allows us to approximate a given game with a
potential game. We show that the set of approximate equilibria of an arbitrary game can
be characterized through the equilibria of a potential game that approximates it.

The decomposition provides a valuable tool for the analysis of dynamics in games.
Earlier literature established that many natural strategy update rules converge to a Nash
equilibrium in potential games. We show that games that are close to a potential game
exhibit similar properties. In particular, we focus on three commonly studied discrete-time
update rules (better/best response, logit response, and discrete-time fictitious play dynam-
ics), and establish that in near-potential games, the limiting behavior of these update rules
can be characterized by an approximate equilibrium set, size of which is proportional to
the distance of the original game from a potential game. Since a close potential game to a
given game can be systematically found via decomposition, our results suggest a systematic
framework for studying the limiting behavior of adaptive dynamics in arbitrary finite strate-
gic form games: the limiting behavior of dynamics in a given game can be characterized
by first approximating this game with a potential game, and then analyzing the limiting
behavior of dynamics in the potential game.



In the sccond part of the thesis, we change our focus to implementing cfficient out-
comes in multi-agent settings by using simple mechanisms. In particular, we develop novel
efficient iterative auction formats for multi-item environments, where items exhibit value
complementarities/substitutabilities. We obtain our results by focusing on a special class
of value functions, which we refer to as graphical valuations. These valuations are not fully
general, but importantly they capture value complementarity /substitutability in important
practical settings, while allowing for a compact representation of the value functions.

We start our analysis by first analyzing how the special structure of graphical valuations
can be exploited to design simple iterative auction formats. We show that in settings where
the underlying value graph is a tree (and satisfies an additional technical condition), a
Walrasian equilibrium always exists (even in the presence of value complementarities). Using
this result we provide a linear programming formulation of the efficient allocation problem
for this class of valuations. Additionally, we demonstrate that a Walrasian equilibrium may
not exist, when the underlying value graph is more general. However, we also establish that
in this case a more general pricing equilibrium always exists, and provide a stronger linear
programming formulation that can be used to identify the efficient allocation for general
graphical valuations.

We then consider solutions of these linear programming formulations using iterative
algorithms. Complementing these iterative algorithms with appropriate payment rules,
we obtain iterative auction formats that implement the efficient outcome at an (ex-post
perfect) equilibrium. The auction formats we obtain rely on simple pricing rules that, in the
most general case, require offering a bidder-specific price for each item, and bidder-specific
discounts/markups for pairs of items. Qur results in this part of the thesis suggest that
when value functions of bidders exhibit some special structure, it is possible to systematically
exploit this structure in order to develop simple efficient iterative auction formats.
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Chapter 1

Introduction

Traditional systems engineering assumes the presence of a central entity, who has full control
over the system, and designs algorithms that optimize a single, system-wide objective.
This central entity usually has a well-defined control objective, and access to sufficient
information to optimize for that objective (Khalil, 2002; Bertsekas and Tsitsiklis, 1989).

Modern systems, in contrast, involve self-interested agents with a diverse set of service
requirements and potentially conflicting objectives. These agents take actions to maximize
their objectives, without necessarily taking into account the effect of their actions on the
remaining agents in the system. Examples include institutions in financial networks, firms
in markets, and engineering systems with autonomous agents (such as communication net-
works, online computing infrastructures, electric power systems, robotic systems, and traffic
networks). The presence of self-interested agents in these systems necessitate the analysis
of the impact of various strategic considerations on the overall system, and the design of
new systems with improved performance guarantees.

Analysis of strategic interactions, however, can be an intractable task in general game-
theoretic settings. For instance, conceptually basic problems such as characterizing the Nash
equilibria of finite games in strategic form, turn out to be intractable from a computational
point of view unless the underlying strategic interactions exhibit some special properties
(Daskalakis et al., 2006; Daskalakis and Papadimitriou, 2005; Nisan et al., 2007). Analo-
gously, characterizing the outcome of dynamic strategic interactions is a difficult problem
even for two player games, and there is no systematic framework for analyzing the limiting
behavior of many of the adaptive update rules in general game-theoretic settings (Jordan,
1993; Fudenberg and Levine, 1998; Shapley, 1964).

Similar difficulties also arise in the design of mechanisms that maximize a global ob-
Jective in the presence of strategic agents. Consequently, potentially inefficient /suboptimal
mechanisms are employed in large scale social and economic systems. For instance, such
multi-item auction mechanisms are used by governments for selling spectrum bands, by
regional transmission organizations (such as New England ISO) to purchase sufficient clec-

tricity capacity in the forward capacity market, and by various businesses and govern-

13



ments to procure goods and services. One explanation for the use of such potentially
inefficient /suboptimal mechanisms in practice is the difficulty of implementing the effi-
cient/optimal outcome in social and economic systems involving a large number of agents,
who have complex and potentially conflicting preferences, and interact repeatedly in a net-
worked dynamic environment. Such features of social and economic systems may, at full
generality, render the problem of implementing a desirable outcome in these systems in-
tractable (Nisan and Segal, 2006; Nisan et al., 2007).

These observations motivate two exciting and complementary research directions that
are the key components of this thesis. First, it is imperative to conduct fundamental research
to develop improved models and theoretical tools for analyzing multi-agent interactions in
various social and economic systems, and understanding their main features. Second, it is
necessary to develop simpler and better mechanisms with improved efficiency and optimality

guarantees, by exploiting these features.

Even though analyzing the outcome of strategic interactions of a large number of agents
who have complex preferences, is a challenging task in general, it is known that spe-
cial classes of games exhibit desirable equilibrium and dynamic properties, and allow for
tractable analysis. An important class of games with well-understood equilibrium and dy-
namic properties is potential games (see e.g. Young (2004); Monderer and Shapley (1996b);
Marden et al. (2009b)). These games have potential functions, which summarize incentives
of different players jointly. The limiting behavior of various update rules including bet-
ter/best response dynamics (Monderer and Shapley, 1996b; Young, 2004), fictitious play
(Monderer and Shapley, 1996a; Shamma and Arslan, 2004; Marden et al., 2009b; Hofbauer
and Sandholm, 2002) and logit response dynamics (Blume, 1993, 1997; Alés-Ferrer and
Netzer, 2010; Marden and Shamma, 2012) can be established for potential games using the
corresponding potential function.

Motivated by this observation, in the first part of this thesis, we investigate why classes
of games such as potential games have desirable static and dynamic properties. In partic-
ular, we focus on structural properties of potential games, and delineate the fundamental
characteristics of preferences of players, which lead to these properties. Additionally, by
introducing an alternative flow representation for finite games in strategic form, and em-
ploying tools from algebraic topology, we develop a canonical direct sum decomposition of
an arbitrary game into three components, which we refer to as the potential, harmonic and
nonstrategic components. The first component of this decomposition captures the desirable
strategic properties of potential games, whereas the second component leads to qualitatively
different equilibrium and dynamic properties. By exploiting this decomposition, we develop

a novel approach for approximating a given game using a related potential game.

Additionally, we show that this decomposition provides a valuable tool for the analysis
of equilibria and dynamics in games. In particular, we first establish that the set of ap-

proximate equilibria of an arbitrary game can be characterized through the equilibria of
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its potential game approximation. We then extend our analysis to the characterization of
dynamics in games, and provide a framework that can be used to characterize the limiting
behavior of dynamic strategic interactions in a given game, in terms of the outcome of dy-
namics in its potential game approximation. The results of this part of the thesis provide
new theoretical tools for the (approximate) characterization of equilibria and dynamics in

various game-theoretic settings.

In the second part of the thesis, we change our focus to implementing the efficient out-
comes in multi-agent settings through simple mechanisms. In particular, we develop novel
iterative auction formats that guarantee efficiency in environments where the auctioneer

sells multiple items that can exhibit value complementarities and substitutabilities.

Iterative auctions are a class of mechanisms that are commonly employed in practice.
In these auctions, the auctioneer sets prices for the items she is selling, bidders report
which items they are interested in at the given prices, and in response to these reports, the
auctioneer updates the prices. The well-known English and Dutch auctions are examples
of single-item iterative auctions. When bidders have independent private values, these
auctions allocate the item efficiently, i.e., the bidder with the highest value receives the
item (Krishna, 2009).

Arguably, iterative auction formats are more common in practice than their static coun-
terparts (such as sealed bid auctions), due to their desirable properties such as privacy
preservation, price discovery, and reduced communication requirements (Ausubel and Mil-
grom, 2006; Rothkopf et al., 1990; Engelbrecht-Wiggans and Kahn, 1991). For this reason,
a number of papers in the recent literature focused on the question of designing efficient
iterative multi-item auctions. Examples include, package bidding auction (Ausubel and
Milgrom, 2002), clinching auction and its variants (Ausubel, 2004, 2006), and auctions that
rely on universally competitive equilibria (UCE) (Mishra and Parkes, 2007). Other exam-
ples, which focus explicitly on myopic strategy updates, include best response mechanisms
of (Nisan et al., 2011b) and (Nisan et al., 2011a).

In general multi-item settings (such as spectrum or procurement auctions) the iterative
auction formats that are present in literature do not always guarantee efficiency. More
precisely, cither they guarantee efficiency under some restrictive assumptions (such as the
gross substitutes assumption, Gul and Stacchetti (2000); Ausubel (2006)), or they rely on
complex pricing rules that require offering a different price for each bundle of items the
auctioneer sells (Bikhchandani et al., 2002; De Vries et al., 2007; Ausubel and Milgrom,
2002; Ausubel, 2006; Mishra and Parkes, 2007; Vohra, 2011). The auction formats in the
first category do not allow for value complementarity between different items, which is
commonly observed in practical auction environments. Those in the second category, on
the other hand, may not be practical. This is because these auctions require reporting
exponentially many prices to the bidders at each stage of the auction.

These observations motivate us to design novel iterative auctions for multi-item environ-
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ments. Our main contribution in the second part of the thesis is to develop simple cfficient
iterative auction formats for settings that involve both complementarity and substitutabil-
ity in valuations. We obtain our results by focusing on a special class of valuation functions,
which we refer to as graphical valuations. These valuations are not fully general, but im-
portantly they allow for a compact representation of the value functions of the bidders, and
capture the structural properties of valuations in important combinatorial auctions. Due to
this compact structure, unlike the auctions in the existing literature, the iterative auction
formats we provide in this part of the thesis rely on simple pricing rules and guarantee
efficiency even in scttings where valuation functions exhibit both value complementarity

and substitutability.

Our approach for developing iterative auctions involves three steps. First, we focus on
providing linear programming formulations of the efficient allocation problem. Then, we
consider iterative algorithms for solutions of these formulations, and show that these suggest
a natural price/demand update process that converges to the efficient outcome. Finally, we
obtain iterative auctions by complementing these algorithms with appropriate final payment
schemes. The final step also guarantees that in the iterative auctions we develop, it is an
equilibrium for bidders to reveal their demand truthfully, and this equilibrium leads to an

efficient allocation.

This approach for iterative auction design is also employed in the existing literature (see
Vohra (2011)). However, the existing iterative auction formats that follow this approach and
allow for complementarity in valuations, rely on exponentially many prices for implementing
the efficient outcome (Bikhchandani et al., 2002; De Vries et al., 2007; Mishra and Parkes,
2007; Vohra, 2011). In contrast, our main contribution in this part of the thesis is to develop
efficient iterative auction formats that rely on simple pricing rules. We accomplish this by
following the approach outlined above, and carefully exploiting the structural properties
of graphical valuations, in order to obtain simple optimization formulations of the efficient
allocation problem, and ultimately iterative auction formats that rely on simple pricing

rules.

Our results in this part of the thesis suggest that when valuation functions of bidders
exhibit some special structure, it is possible to systematically exploit this structure, in order
to develop simple efficient iterative auction formats. These iterative auctions rely on pricing
rules that have a similar structure to that of the underlying valuations. Hence, it is possible
to implement the efficient outcome using a pricing rule that is no more complex than the
valuation functions. Therefore, by first identifying the structure in valuations of bidders,
and then following the framework we propose in this thesis for iterative auction design, it

may be possible to obtain simple iterative auction formats that are applicable in practice.

A more detailed summary of the main contributions of each of the chapters of this thesis,

and an outline are provided in the next section.
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1.1 Main Contributions and Outline

The remainder of this thesis is divided into two parts. The first part contains our contri-
butions on structural game decompositions (Chapter 2) and analysis of dynamic strategic
interactions (Chapter 3). The second part focuses on the question of iterative auction design
for graphical valuations. In this part, we first obtain a linear programming formulation of
the eflicient allocation problem for a subclass of graphical valuations, where the underlying
graph has a tree structure, i.e., it does not have any cycles (Chapter 4). However, we also
show that this formulation may not be used to find the efficient outcome, if the underlying
graph is not a tree. In Chapter 5 we provide alternative linear programming formulations
that can be solved to identify the efficient outcome for general graphical valuations. In
Chapter 6, we use the solutions of these linear programs with iterative algorithms to de-
velop iterative auction formats. Additionally, we characterize the equilibria of our auctions
in Chapter 6, and establish that the efficient outcome can be implemented at an ex-post per-
fect equilibrium by complementing the auctions with appropriate payment schemes. Future
directions related to the contributions of this thesis are outlined in Chapter 7.

We conclude this chapter with a detailed summary of the main contributions of the

remaining chapters.

1.1.1  Part I: Structural Game Decompositions and Dynamics

Chapter 2. In this chapter we introduce a novel flow representation for finite games in
strategic form. This representation allows us to develop a canonical direct sum decom-
position of an arbitrary game into three components, which we refer to as the potential,
harmonic, and nonstrategic components. We analyze natural classes of games that are
induced by this decomposition, and in particular, focus on games with no harmonic compo-
nent and games with no potential component. We show that the first class corresponds to
the well-known potential games. We refer to the second class of games as harmonic games,
and study the structural and equilibrium properties of this new class of games.
Intuitively, the potential component of a game captures interactions that can equiva-
lently be represented as a common interest game, while the harmonic part represents the
conflicts between the interests of the players. We make this intuition precise, by studying the
properties of these two classes, and show that indeed they have quite distinct and remarkable
characteristics. For instance, while finite potential games always have pure Nash equilibria,
harmonic games generically never do. Moreover, we show that the nonstrategic component
does not affect the equilibria of a game, but plays a fundamental role in their efficiency
properties, thus decoupling the location of equilibria and their payoff-related properties.
Exploiting the properties of the decomposition framework, we obtain explicit expressions
for the projections of games onto the subspaces of potential and harmonic games. This

enables an extension of the properties of potential and harmonic games to “nearby” games.
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We exemplify this point by showing that the set of approximate equilibria of an arbitrary
game can be characterized through the equilibria of its projection onto the set of potential

games.

Chapter 3. Except for special classes of games, there is no systematic framework for an-
alyzing the dynamical properties of multi-agent strategic interactions. Potential games are
one such special but restrictive class of games that allow for tractable analysis of dynamics.
Intuitively, games that are “close” to a potential game should share similar properties. In
this chapter, we formalize and develop this idea by quantifying to what extent the dynamic
features of potential games extend to “near-potential”’ games.

We study convergence of three commonly studied classes of adaptive dynamics: discrete-
time better/best response, logit response, and discrete-time fictitious play dynamics. For
better/best response dynamics, we focus on the evolution of the sequence of pure strategy
profiles and show that this sequence converges to a (pure) approximate equilibrium set,
whose size is a function of the “distance” from a close potential game. We then study logit
response dynamics parametrized by a smoothing parameter that determines the frequency
with which the best response strategy is played. Our analysis uses a Markov chain repre-
sentation for the evolution of pure strategy profiles. We provide a characterization of the
stationary distribution of this Markov chain in terms of the distance of the game from a
close potential game and the corresponding potential function. We further show that the
stochastically stable strategy profiles (defined as thosc that have positive probability under
the stationary distribution in the limit as the smoothing parameter goes to 0) are pure
approximate equilibria. Finally, we turn our attention to fictitious play, and establish that
in near-potential games, the sequence of empirical frequencies of player actions converges
to a neighborhood of (mixed) equilibria of the game, where the size of the neighborhood
increases with the distance of the game to a potential game. Thus, our results suggest
that games that are close to a potential game inherit the dynamical properties of potential
games. Since a close potential game to a given game can be found using the game decompo-
sition results, our approach also provides a systematic framework for studying convergence

behavior of adaptive learning dynamics in arbitrary finite strategic form games.

1.1.2 Part II: Iterative Auction Design for Graphical Valuations

Chapter 4. We start this chapter by introducing graphical valuations. Value functions
that belong to this class are associated with a value graph, nodes of which correspond to the
items that are sold by the auctioneer. The edges of this graph capture the value complemen-
tarity and substitutability exhibited by the items. The value a bidder has for a given set of
items can be expressed as the sum of the weights of nodes and edges that are contained in
this set. This valuation model captures the value complementarity/substitutability struc-

ture in important practical settings, while allowing for a compact representation of the
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value functions. A closely related valuation model appeared in a recent work by (Abra-
ham et al., 2012), where the focus was on the complexity of auction design for (hyper)
graphical valuations that do not exhibit substitutabilities. In contrast, in this work we
develop simple efficient iterative auctions for graphical valuations that exhibit both value
complementarities and substitutabilities.

An important component of iterative auction design is the choice of the pricing rule used
for running auctions. In this chapter, we present an important pricing rule, anonymous
item pricing, that is commonly used in the literature for the design of iterative auctions
(Ausubel, 2006). We also discuss a natural termination condition for iterative auctions that
rely on this pricing rule: the auctioneer terminates the auction when a “market clearance”
condition holds, i.e., when all bidders demand disjoint sets of items, and all items are
demanded by some bidder. It is clear that at such an outcome no bidder needs compete
with the remaining bidders to acquire the set of items that she demands (since the demand
sets are disjoint), thereby making this outcome a natural termination point for the auction.
Moreover, this termination condition is equivalent to convergence of the iterative auctions
to a Walrasian equilibrium. Hence, it is possible to design iterative auction formats that
rely on anonymous item pricing and the aforementioned termination condition if and only
if a Walrasian equilibrium exists.

For the remainder of this chapter, we restrict attention to a special subclass of graphical
valuations, where the underlying value graph is a tree, and valuations satisfy an additional
technical (sign consistency) condition. For this class of valuation functions, we show that
a Walrasian equilibrium always exists. It is known that the existence of a Walrasian equi-
librium is equivalent to existence of integral optimal solutions to a linear programming
formulation of the efficient allocation problem. Thus, our result immediately leads to a
linear program that can be solved to identify the efficient allocation for sign-consistent tree
valuations. We also demonstrate that if we relax the sign consistency assumption, or the
tree assumption, solving this linear programming formulation no longer gives the efficient

outcome and a Walrasian equilibrium does not exist.

Chapter 5. In this chapter, we study the efficient allocation problem for more gencral
value graphs. As established in the previous chapter, for general graphical valuations, a
Walrasian equilibrium need not exist, hence it is not possible to develop iterative auctions
that terminate at a market clearing outcome using anonymous item pricing. This motivates
us to consider more general pricing rules, and iterative auction formats that terminate when
a generalized market clearance condition with such pricing rules holds. To this end, we first
introduce the concept of a pricing equilibrium, which is a generalization of the Walrasian
equilibrium concept to pricing rules that are more general than anonymous item pricing.
Then, we provide linear programming formulations of the cfficient allocation problem, which

have optimal solutions that are integral (hence identify the efficient outcome) if and only if
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pricing equilibria exist. Iterative solutions of these LP formulations can be used to develop
efficient iterative auction formats that terminate when a pricing equilibrium is found, as we

discuss in detail in Chapter 6.

More precisely, in this chapter, we focus on three pricing rules that generalize anony-
mous item pricing, and the associated linear programming formulations. The first linear
programming formulation we focus on strengthens the formulation of Chapter 4 by impos-
ing a constraint for each edge of the underlying value graph. Hence, its dual associates
an anonymous price variable with each node, and edge of the underlying value graph. We
refer to this pricing rule as anonymous graphical pricing. Using this linear programming
formulation and its dual, we establish that a pricing equilibrium with anonymous graphical
pricing exists if and only if this formulation has optimal solutions that are integral. We
also establish that when the underlying value graph involves a 5-clique (as a minor), then
it may be possible to find the efficient allocation using this linear programming formulation
cven in cases where the formulation of Chapter 4 does not obtain the efficient allocation.
Conversely, if the value graph does not involve a 4-clique (as a minor), then the two for-
mulations are equivalent, in the sense that if one formulation gives the efficient outcome so
does the other one, and vice versa. These results suggest that even stronger optimization
formulations (or more general pricing rules) may be necessary in order to find the efficient

outcome for more general value graphs.

We then study linear programming formulations, whose duals suggest bidder-specific
item pricing, and bidder-specific graphical pricing rules. These pricing rules are analogous
to the anonymous pricing rules mentioned before, but they allow for offering different prices
to different bidders. We show that the first lincar programming formulation is equivalent to
that of Chapter 4, and hence cannot find the efficient allocation for general value graphs. On
the other hand, the formulation associated with bidder-specific graphical pricing is stronger
than all of the aforementioned formulations, and can be used to identify the efficient outcome
for all graphical valuations. This result also implies that a pricing equilibrium with this
pricing rule always exists. Moreover, this formulation can be generalized to obtain linear
programming formulations (and pricing equilibria) that identify the efficient outcome, even
for valuation functions that exhibit a more general additively decomposable structure than

graphical valuations.

Chapter 6. In this chapter, we first introduce the solution concept, ex-post perfect equi-
librium, which we use for the analysis of iterative auctions, and provide conditions for
characterization of such equilibria. Then we obtain iterative algorithms for the solution of
the linear programming formulations of Chapters 4 and 5, and employ these algorithms to
develop iterative auction formats for graphical valuations. These auctions imitate the iter-
ative algorithms if bidders reveal their demand truthfully. Moreover, by charging bidders

appropriate final payments, we show that it is an ex-post perfect equilibrium for bidders
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to truthfully reveal their demand in these auctions. These results imply that our iterative
auctions guarantee efficiency at an ex-post perfect equilibrium.

More precisely, we first focus on the linear programming formulation of Chapter 4 that
allows for finding the efficient outcome for sign-consistent tree valuations. We show that
an iterative solution of this formulation using primal-dual algorithms suggests a natural
iterative auction format, where the auctioneer offers a single anonymous price for each item.
At each stage of this auction, the auctioneer increases the prices of the overdemanded items,
and decreases those of the underdemanded ones. This auction terminates when a market
clearance condition holds and allocates items efficiently, if bidders reveal their demand
truthfully. However, bidders may have incentive to misreport their demand, if their final
payments are equal to the prices that emerge at the end of the auction. We show that by
appropriately modifying these payments, the auctioneer can guarantee truthful bidding at
cach stage of the auction. The corresponding iterative auction format guarantces cfficiency
at an (ex-post perfect) equilibrium for sign-consistent tree valuations.

We then follow a similar approach for developing iterative auctions that guarantee effi-
ciency for general graphical valuations. In particular, we focus on iterative algorithms that
can be used for solving the linear programming formulation of Chapter 5 associated with
bidder-specific graphical pricing. These iterative algorithms can be used to find the efficient
allocation for all graphical valuations, since the corresponding linear programming formu-
lation has an optimal solution associated with such allocations. Additionally, we establish
that the aforementioned linear program has an optimal solution that allows for comput-
ing final payments that guarantee truthful bidding by bidders. Employing these payments
together with our iterative algorithm, we provide an iterative auction format that (termi-
nates at a pricing equilibrium, and) implements the efficient outcome at an ex-post perfect
equilibrium.

In this chapter, we also discuss how our results and auction formats can be generalized
to environments where valuations of bidders are not necessarily graphical, but admit a more
general additively decomposable structure. The results of this part of the thesis imply that
in general it is possible to develop efficient iterative auction formats that rely on pricing rules
that have a similar structure to the underlying valuation functions. Hence, in practice it
may be possible to develop simple iterative auction formats, by first identifying the structure
of the valuations of bidders, and then following the framework provided in this part of the

thesis to exploit this special structure.
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Structural Game Decompositions

and Dynamics
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Chapter 2

Decomposition of Games

2.1 Introduction

Potential games play an important role in game-theoretic analysis due to their desirable
static properties (e.g., existence of a pure strategy Nash equilibrium) and tractable dynamics
(e.g., convergence of simple player dynamics to a Nash equilibrium); see Monderer and
Shapley (1996b,a), and Neyman (1997). However, many multi-agent strategic interactions
in economics and engineering cannot be modeled as a potential game.

This chapter provides a novel flow representation of the preference structure in strategic-
form finite games, which allows for delineating the fundamental characteristics in preferences
that lead to potential games. This representation enables us to develop a canonical orthogo-
nal decomposition of an arbitrary game into a potential component, a harmonic component,
and a nonstrategic component, each with its distinct properties. The decomposition can be
used to define the “distance” of an arbitrary game to the set of potential games. We use this
fact to describe the approximate equilibria of a given game in terms of the equilibria of its
potential component. Moreover, we illustrate in the next chapter that a similar approach
allows for characterizing the outcome of dynamic strategic interactions in games.

Our starting point is to associate to a given finite game a game graph, where the set of
nodes corresponds to the strategy profiles and the edges represent the “comparable strategy
profiles” i.e., strategy profiles that differ in the strategy of a single player. The utility differ-
ences for the deviating players along the edges define a flow on the game graph. Although
this graph contains strictly less information than the original description of the game in
terms of utility functions, all relevant strategic aspects (e.g., equilibria) are captured.

Our first result provides a canonical decomposition of an arbitrary game using tools
from the study of flows on graphs (which can be viewed as combinatorial analogues of vector
fields). In particular, we use the Helmholtz decomposition theorem (e.g., Jiang et al. (2011)),
which enables the decomposition of a flow on a graph into three components: globally
consistent, locally consistent (but globally inconsistent), and locally inconsistent component

(see Theorem 2.3.1). The globally consistent component represents a gradient flow while the
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locally consistent flow corresponds to flows around global cycles. The locally inconsistent
component represents local cycles (or circulations) around 3-cliques of the graph.

Our game decomposition has three components: nonstrategic, potential and harmonic.
The first component represents the “nonstrategic interactions” in a game. Consider two
games in which, given the strategies of the other players, each player’s utility function
differs by an additive constant. These two games have the same utility differences, and
therefore they have the same flow representation. Moreover, since equilibria are defined in
terms of utility differences, the two games have the same equilibrium set. We refer to such
games as strategically equivalent. We normalize the utilities (by adding constants to the
utilities of a player given the other players’ strategies such that their sum is equal to zero),
and refer to the utility differences between a game and its normalization as the nonstrategic
component of the game. Our next step is to remove the nonstrategic component and apply
the Helmholtz decomposition to the remainder. The flow representation of a game defined in
terms of utility functions (as opposed to preferences) does not exhibit local cycles, therefore
the Helmholtz decomposition yields the two remaining components of a game: the potential
component (gradient flow) and the harmonic component (global cycles). The decomposition
result is particularly insightful for bimatrix games (i.e., finite games with two players, see
Section 2.4.3), where the potential component represents the “team part” of the utilities
(suitably perturbed to capture the utility matrix differences), and the harmonic component
corresponds to a zero-sum game.

The canonical decomposition we introduce is illustrated in the following example.

Example 2.1.1 (Road-sharing game). Consider a three-player game, where each player
has to choose one of the two roads {0,1}. We denote the players by di, d2 and s. The
player s tries to avoid sharing the road with other players: its payoff decreases by 2 with
each player di and da who shares the same road with it. The player di receives a payoff
—1, if do shares the road with it and O otherwise. The payoff of dy is equal to negative of
the payoff of di, i.e., u®t +u% = 0. Intuitively, player d; tries to avoid player do, whereas
player ds wants to use the same road with dy.

In Figure 2-1a we present the flow representation for this game (described in detail
in Section 2.2.2), where the nonstrategic component has been removed. Figures 2-1b and
2-1c show the decomposition of this flow into its potential and harmonic components. In
the figure, each tuple (a,b,c) denotes a strategy profile, where player s uses strategy a and
players di and dz use strategies b and ¢ respectively.

This example shows that the harmonic component of a game satisfies the flow conser-
vation condition, i.e., the total flow at each node is equal to zero. On the other hand, for
the potential component, the total flow around every cycle is equal to zero. These obser-
vations highlight a key distinction in the flow representations of harmonic and potential
components of a game: the harmonic component can be characterized by the presence of

“preference cycles”, while the potential component does not have such cycles.
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Figure 2-1: Potential-harmonic decomposition of the road-sharing game. An arrow between
two strategy profiles, indicates the improvement direction in the payoff of the player who
changes its strategy, and the associated number quantifies the improvement in its payoff.

These components induce a direct sum decomposition of the space of games into three
respective subspaces, which we refer to as the nonstrategic, potential and harmonic sub-
spaces, denoted by N, P, and H, respectively. We use these subspaces to define classes of
games with distinct equilibrium properties. We establish that the set of potential games
coincides with the direct sum of the subspaces P and N, i.e., potential games are those with
no harmonic component. Similarly, we define a new class of games in which the potential
component vanishes as harmonic games. The classical rock-paper-scissors and matching
pennies games are examples of harmonic games. The decomposition then has the following

structure:
Harmonic gamcs

e e
P & N & H.
R

Potential gamecs

It is insightful to provide alternative definitions of potential and harmonic games in
terms of the payoff functions of players. A game with a set of players M, set of strategies
E™ for all m € M, and a collection of utility functions {u™}meas is a potential game if

there exists a potential function ¢ satisfying
@™, p") = d(@™,p ™) =« (P, p ") —~ v (g™, p ™), (2.1)
for every m € M, p™,q™ € E™, p ™ € E-™. The game is a harmonic game if for all
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strategy profiles p and strategies q™ € E™, the utility functions satisfy

Yo Y @reE™e ™ -u™(d@hpT™) =0. (2.2)

meEM qmeE™

It can be seen from these definitions that harmonic games are games which satisfy the flow
conservation condition illustrated in Example 2.1.1, and potential games are those for which
the total flow around each cycle is equal to zero. The equivalences of subspace definitions
of potential and harmonic games, and the definitions in (2.1) and (2.2) are established in
Sections 2.5.1 and 2.5.2.

Our second set of results establishes properties of potential and harmonic games and
examines how the nonstrategic component of a game affects the efficiency of equilibria.
Harmonic games can be characterized by the existence of improvement cycles, i.e., cycles in
the game graph, where at each step the player that changes its action improves its payoffs.
We show that harmonic games generically do not have pure Nash equilibria. Interestingly,
for the special case when the number of strategies of each player is the same, a harmonic
game satisfies a “multi-player zero-sum property” (i.e., the sum of utilities of all players is
equal to zero at all strategy profiles). We also study the mixed Nash and correlated equilibria
of harmonic games. We show that the uniformly mixed strategy profile (see Definition 2.5.2)
is always a mixed Nash equilibrium and if there are two players in the game, the set of mixed
Nash equilibria generically coincides with the set of correlated equilibria. Finally, we focus
on the nonstrategic component of a game. As discussed above, the nonstrategic component
does not affect the equilibrium set. Using this property, we show that by changing the
nonstrategic component of a game, it is possible to make the set of Nash equilibria coincide
with the set of Pareto optimal strategy profiles. Thus, while this component does not change

the equilibrium set, it determines the efficiency properties of the equilibria.

Our third set of results focuses on the projection of a game onto its respective com-
ponents. We first define a natural inner product and show that under this inner product
the components in our decomposition are orthogonal. We further provide explicit expres-
sions for the closest potential and harmonic games to a game with respect to the norm
induced by the inner product. We use the distance of a game to its closest potential game
to characterize the approximate equilibrium set in terms of the equilibria of the potential

game.

The decomposition framework in this chapter leads to the identification of subspaces
of games with distinct and tractable equilibrium properties. Understanding the structural
properties of these subspaces and the classes of games they induce, provides new insights
and tools for analyzing the equilibrium properties of general noncooperative games. Addi-
tionally, as explained in the next chapter, the decomposition framework serves as a valuable

tool for analysis of dynamics in games.
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2.1.1 Related Literature

Besides the works already mentioned, this chapter is also related to several papers in the
cooperative and noncooperative game theory literature:

The idea of decomposing a game (using different approaches) into simpler games which
admit more tractable equilibrium analysis appeared even in the early works in the coop-
erative game theory literature. In Von Neumann and Morgenstern (Von Neumann and
Morgenstern, 1947), the authors propose to decompose games with large number of players
into games with fewer players. In (Marinacci, 1996; Gilboa and Schmeidler, 1995; Shapley,
1953), a different approach is followed: the authors identify cooperative games through the
games’ value functions (see (Von Neumann and Morgenstern, 1947)) and obtain decompo-
sitions of the value function into simpler functions. By defining the component games using
the simpler value functions, they obtain decompositions of games. In this approach, the
set of players is not made smaller or larger by the decomposition but the component games
have simpler structure. Another method for decomposing the space of cooperative games
appeared in Kleinberg and Weiss (Kleinberg and Weiss, 1986, 1985). In these papers, the
algebraic properties of the space of games and the properties of the nullspace of the Shapley
value operator (see Shapley (Shapley, 1953)) and its orthogonal complement are exploited
to decompose games. This approach does not necessarily simplify the analysis of games but
it leads to an alternative expression for the Shapley value (Kleinberg and Weiss, 1985). Our
work is on decomposition of noncooperative games, and different from the above references
since we explicitly exploit the properties of noncooperative games in our framework.

In the context of noncooperative game theory, a decomposition for games in normal
form appcared in Sandholm (Sandholm, 2010b). In this paper, the author defines 2M
component games that are characterized by their sets of active and passive players, and
provides a decomposition of normal form games to these components. This decomposition
is then used to identify potential games: the original game is a potential game if and only
if in each componcut game the active players have identical payoff functions. We note that
our decomposition approach is different than this work in the properties of the component
games. In particular, using the global preference structure in games, our approach yields
decomposition of games to three components with distinct equilibrium properties, and these
properties can be exploited to gain insights about the static and dynamic features of the
original game.

A different decomposition of noncooperative games appeared in (Bagar and Ho, 1974;
Kalai and Kalai, 2010). This decomposition relies on identifying zero-sum and identical
interest components for a given game, and is used for dealing with cooperation-related
issues that emerge in games with strategic players. It is fundamentally different than the
decomposition we propose, since one of its components is always zero-sum, whereas this is

not the case in our decomposition.

Related ideas of representing finite strategic form games as graphs previously appeared
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in the literature to study different solution concepts in normal form games (Goemans et al.,
2005; Christodoulou et al., 2006). In these references, the authors focus on the restriction of
the game graph to best-reply paths and analyze the outcomes of games using this subgraph.

In our work, the graph representation of games and the flows defined on this graph lead
to a natural equivalence relation. Related notions of strategic equivalence are employed
in the game theory literature to generalize the desirable static and dynamic properties of
games to their equivalence classes (Moulin and Vial, 1978; Rosenthal, 1974; Morris and
Ui, 2004; Voorneveld, 2000; Germano, 2006; Hammond, 2005; Hofbauer and Hopkins, 2005;
Kannan and Theobald, 2010; Mertens, 2004; Hillas and Kohlberg, 2002). Moulin and Vial
(Moulin and Vial, 1978) refer to games which have the same better-response correspondence
as equivalent games and study the equilibrium properties of games which are equivalent to
zero-sum games. In (Hammond, 2005; Hofbauer and Hopkins, 2005), the dynamic and static
properties of certain classes of bimatrix games are generalized to their equivalence classes.
Using the best-response correspondence instead of the better-response correspondence, the
papers (Rosenthal, 1974; Morris and Ui, 2004; Voorneveld, 2000) define different equivalence
classes of games. We note that the notion of strategic equivalence used in our work implies
some of the equivalence notions mentioned above. However, unlike these papers, our notion
of strategic equivalence leads to a canonical decomposition of the space of games, which is
then used to extend the desirable properties of potential games to “close” games that are
not strategically equivalent.

Despite the fact that harmonic games were not defined in the literature before (and thus,
the term “harmounic” does not appear explicitly as such), specific instances of harmonic
games were studied in different contexts. Hofbauer and Schlag (2000) study dynamics in
“cyclic games” and obtain results about a class of harmonic games which generalize the
matching pennies game. A parametrized version of Dawkins’ battle of the sexes game,
which is a harmonic game under certain conditions, is studied in Smith and Hofbauer
(1987). Other examples of harmonic games have also appeared in the buyer/seller game of

Friedman (1991) and the crime deterrence game of Cressman and Morrison (1998).

2.1.2 Outline

The remainder of this chapter is organized as follows. In Section 2.2, we present the relevant
game theoretic background and provide a representation of games in terms of graph flows.
In Section 2.3, we state the Helmholtz decomposition theorem which provides the means
of decomposing a flow into orthogonal components. In Section 2.4, we use this machinery
to obtain a canonical decomposition of the space of games. We introduce in Section 2.5
natural classes of games, namely potential and harmonic games, which are induced by this
decomposition and describe the equilibrium properties thereof. In Section 2.6, we define
an inner product for the space of games, under which the components of games turn out

to be orthogonal. Using this inner product and our decomposition framework we propose
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a method for projecting a given game to the spaces of potential and harmonic games. We
then apply the projection to study the equilibrium properties of “near-potential” games.
We close in Section 2.7 with a summary of the main contributions of this chapter. Some of
the proofs of this chapter are delegated to Section 2.8. Additional properties of two player

harmonic games are discussed in Section 2.9.

2.2 Game-Theoretic Background

In this section, we describe the required game-theoretic background. Notation and basic
definitions are given in Section 2.2.1. In Section 2.2.2, we provide an alternative represen-
tation of games in terms of flows on graphs. This representation is used in the rest of this

chapter to analyze finite games,

2.2.1 Preliminaries

A (noncooperative) strategic-form finite game consists of:

e A finite set of players, denoted M = {1,..., M}.

e Strategy spaces: A finite set of strategies (or actions) E™, for every m ¢ M. The
joint strategy space is denoted by E = HmGM L

o Utility functions: u™ : E - R, m € M.

A (strategic-form) game instance is accordingly given by the tuple (M, {E™}ncat, {4 bmem),
which for notational convenience will often be abbreviated to (M, {E™}, {u™}).

We use the notation p™ € E™ for a strategy of player m. A collection of players’
strategies is given by p = {p™}mea and is referred to as a strategy profile. A collection of
strategies for all players but the m-th one is denoted by p~™ € E~™. We use h,, = |E™|
for the cardinality of the strategy space of player m, and |E| = H%Zl hmy, for the overall
cardinality of the strategy space. As an alternative representation, we shall sometimes
enumerate the actions of the players, so that E™ = {1,...,hy,}.

The basic solution concept in a noncooperative game is that of a Nash Equilibrium (NE).

A strategy profile p = {p!,...,pM } is an e-equilibrium if
u(p™,p ™) > u™(qQ",p ™) — ¢ for every q" € E™ and m € M. (2.3)

A (pure) Nash equilibrium?! is an e-equilibrium with ¢ = 0.
The next lemma shows that the e-equilibria of two games can be related in terms of the
differences in utilities.

'In strategic-form finite games, Nash equilibrium always exists in mixed strategies. However, pure Nash
equilibria, defined here need not always exist.

31



Lemma 2.2.1. Consider two games G and G, which differ only in their utility functions,
ice., G = (M, {E™}, {u™}) and G = (M, {E™},{a™}). Assume that [u™(p) — 4™(p)| < ey
for every m € M and p € E. Then, every e -equilibrium of G is an e-equilibrium of G for

some € < 2¢p + €1 (and viceversa).

Proof. Let p be an ¢1-equilibrium of G and let q € E be a strategy profile with ¥ # p* for
some k € M, and "™ = p™ for every m € M \ {k}. Then,

w¥(q) — v (p) < u¥(q) — v (p) - (@F(q) — @*(p)) + €1 < 2e0 + €1,

where the first inequality follows since p is an e1-equilibrium of G, hence @ (p)—i*(q) > —e1,

and the second inequality follows by the lemma’s assumption. O

We turn now to describe a particular class of games that is central in this chapter, the
class of potential games (Monderer and Shapley, 1996b).

Definition 2.2.1 (Potential Game). A potential game is a noncooperative game for which

there exists a function ¢ : E — R satisfying
o(P™, P ") — (@™, p™) =" (" p") — (@™ P ), (2.4)

for everym € M, p™,q"™ € E™, p ™ € E ™. The function ¢ is referred to as a potential

function of the game.

Potential games can be regarded as games in which the interests of the players are
aligned with a global potential function ¢. Games that obey condition (2.4) are also known
in the literature as exact potential games, to distinguish them from other classes of games
that relate to a potential function (in a different manner). For simplicity of exposition, we
will often write ‘potential games’ when referring to exact potential games. Potential games

have desirable equilibrium properties as summarized in Section 2.5.1.

2.2.2 Games and Flows on Graphs

In noncooperative games, the utility functions capture the preferences of agents at each
strategy profile. Note that a Nash equilibrium is defined in terms of payoff differences,
suggesting that actual payoffs in the game are not required for the identification of equilibria,
as long as the payoff differences are well defined.

A pair of strategy profiles that differ only in the strategy of a single player will be
henceforth referred to as comparable strategy profiles. We denote the set (of pairs) of
comparable strategy profiles by A C Ex E, i.e., p, q are comparable if and only if (p,q) € A.
A pair of strategy profiles that differ only in the strategy of player m is called a pair of

m-comparable strategy profiles. The set of pairs of m-comparable strategies is denoted by
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A™ C E x E. Clearly, U, A™ = A, where A™ N A* = () for any two different players m and
k.

For any given m-comparable strategy profiles p and q, the payoff difference [u™(p) —
u™(q)] will be referred to as their pairwise comparison. For any game, we define the pairwise

comparison function X : E x E — R as follows

u™(q) — u"(p) if (p,q) are m-comparable for some m € M

X(p,q) = { (2.3)

0 otherwise.

In view of Definition 2.2.1, a game is an exact potential game if and only if there exists a
function ¢ : E — R such that ¢(q) — ¢(p) = X(p,q) for any comparable strategy profiles
p and q. Note that the pairwise comparisons are uniquely defined for any given game.
However, the converse is not true, for instance any two games, for which the utilities differ
by a constant have the same pairwise comparisons.

The usual solution concepts in games (e.g., Nash, mixed Nash, correlated equilibria) are
defined in terms of pairwise comparisons only. Consequently, games with identical pairwise
comparisons share the same equilibrium sets. Thus, in this chapter, we refer to games with
identical pairwise comparisons as strategically equivalent games 2.

By employing the notion of pairwise comparisons, we can concisely represent any strategic-
form game in terms of a flow in a graph. We recall this notion next. Let G = (N, L) be
an undirected graph, with set of nodes N and set of links L. An edge flow (or just flow)
on this graph is a function Y : N x N — R such that Y(p,q) = =Y (q,p) and Y(p,q) =0
for (p,q) ¢ L (Jiang et al., 2011; Bertsimas and Tsitsiklis, 1997). Note that the flow
conservation equations are not enforced under this general definition.

Given a game G, we define a graph where each node corresponds to a pure strategy
profile, and each edge connects two comparable strategy profiles. This undirected graph
is referred to as the game graph and is denoted by G(G) £ (E, A), where E and A are
the strategy profiles and pairs of comparable strategy profiles defined above, respectively.
Notice that, by definition, the graph G(G) has the structure of a direct product of M cliques
(one per player), with clique m having h,, vertices. The pairwise comparison function
X : Ex E — R defines a flow on G(G), as it satisfies X (p,q) = —X(q,p) and X(p,q) =0
for (p,q) ¢ A. This flow may thus serve as an equivalent representation of any game (up
to a “non-strategic” component). It follows directly from the statements above that two
games are strategically equivalent if and only if they have the same flow representation and
game graph. An example of the game graph representation is given in Example 2.1.1 of the
Section 2.1. Another example can be found below.

2Other strategic equivalence definitions can be found in the literature (see Introduction, for a review of
the relevant literature). We focus on this particular definition to ensure that the flow representations of
equivalent games are identical, a feature that will be used when studying decompositions of games. It is

also true that under our equivalence notion, equivalent games have identical equilibrium sets (mixed, pure
and correlated).
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Example 2.2.1. The payoff matriz of the “battle of the sexes” game is given in the following
table. The game graph has four verlices, corresponding to the direct product of two 2-cliques,

and is presented in Figure 2-2.

(0,0) <% (0, F)

o|F
0|4,2/0,0 3 9
F|1,0](23

(F,0) =2~ (F,F)

Figure 2-2: Flows on the game graph corresponding to “battle of the sexes”.

The representation of a game as a flow in a graph is natural and useful for the under-
standing of its strategic interactions, as it abstracts away the absolute utility values and
allows for more direct equilibrium-related interpretation. In more mathematical terms, it
considers the quotient of the utilities modulo the subspace of games that are “equivalent”
to the trivial game (the game where all players receive zero payoff at all strategy profiles),
and allows for the identification of “equivalent” games as the same object, a point explored
in more detail in later sections. The game graph also contains much structural information.
For instance, two games where the directions of arrows are identical (regardless of the flow
values) share the same pure Nash equilibria. Our goal in this chapter is to use tools from
the theory of graph flows to decompose a game into components, each of which admits
tractable equilibrium characterization. The next section provides an overview of the tools

that are required for this objective.

2.3 Flows and Helmholtz Decomposition

The objective of this section is to provide a brief overview of the notation and tools required
for the analysis of flows on graphs. The basic high-level idea is that under certain conditions
(e.g., for graphs arising from games), it is possible to consider graphs as natural topological
spaces with nontrivial homological properties. In what follows, we make this idea precise.
For simplicity and accessibility to a wider audience, we describe the methods in relatively
elementary linear algebraic language, limiting the usage of algebraic topology notions when-
ever possible. The main technical tool we use is the Helmholtz decomposition theorem, a
classical result from algebraic topology with many applications in applied mathematics,
including among others electromagnetism, computational geometry and data visualization;
see e.g. (Polthier and Preu8, 2002; Tong et al., 2003). In particular, we mention the very
interesting recent work by Jiang et al. (Jiang et al., 2011), where the Helmholtz/Hodge
decomposition is applied to the problem of statistical ranking for sets of incomplete data.
Consider an undirected graph G = (E, A), where E is the set of the nodes, and A is the
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set of edges of the graph®. Since the graph is undirected (p, q) € A4 if and only if (q,p) € A.
We denote the set of 3-cliques of the graph by T = {(p, q,r)|(p,q), (q,r), (p,r) € A}.

We denote by Cy = {f| f: E — R} the set of real-valued functions on the set of nodes.
Recall that the edge flows X : E x E — R are functions which satisfy

~X(q, if (p.q) € A
X(p.q) = { (9,p) (p,q) € 26)

0 otherwise.

Similarly the triangular flows ¥ : E x E x E — R are functions for which

¥(p,q,r) = ¥(q,r,p) = ¥(r,p,q) = —~¥(q,p,r) = —-¥(p,r,q) = —¥(r,q,p), (2.7)

and ¥(p,q,r) = 0 if (p,q,r) ¢ T. Given a graph G, we denote the set of all possible
edge flows by Ci and the set of triangular flows by C». Notice that both C; and Cs are
alternating functions of their arguments. It follows from (2.6) that X(p,p) = 0 for all
X e (.

The sets Cy, €7 and Cp have a natural structure of vector spaces, with the obvious

operations of addition and scalar multiplication. In this chapter, we use the following inner

products:

(@1,02)0 = > _ ¢1(p)2(p).
pcE
1

(X.Yh=3 >, X(p,QY(pq) (2.8)
(p.a)eA

<‘I,17‘II2>2 = Z \Ill(pvcb r)‘PQ(paQ7r)'

(p,ar)ET

We shall frequently drop the subscript in the inner product notation, as the respective space
will often be clear from the context.

We next define linear operators that relate the above defined objects. To that end, let

W : E x E — R be an indicator function for the edges of the graph, namely °

W(p,q) = (2.9)

1 if (p,q)e A
0 otherwise.

Notice that W (p, q) can be simply interpreted as the adjacency matrix of the graph G.

The first operator of interest is the combinatorial gradient operator &y : Coy — C1, given
by

(d09)(p,a) = W(p,q)(¢(q) — ¢(p)), p,q€ E, (2.10)

for ¢ € Cy. An operator which is used in the characterization of “circulations” in edge flows

3The results discussed in this section apply to arbitrary graphs. We use the notation introduced in
Section 2.2 since in the rest of the chapter we focus on the game graph introduced there.
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is the curl operator 61 : C1 — C5, which is defined for all X € Cy and p,q,r € E as

(61X)(p,q,r) = (2.11)

X(p,q) + X(q,r) + X(r,p) if (p,q,r) €T,
otherwise.

We denote the adjoints of the operators g and §; by 5 and 47 respectively. Recall that
given inner products (-,-)x on Ck, the adjoint of 8, namely 85 : Cx41 — Ck, is the unique

linear operator satisfying

(O fr> G+ 1) k+1 = (frs Ok Ghot1) ks ' (2.12)

for all f € Ck, grt1 € Cry1-

Using the definitions in (2.12), (2.10) and (2.8), it can be readily seen that the adjoint
95 : Cp — C of the combinatorial gradient §; satisfies

GX)p)=- Y. X@a=-)> WpqXpaq). (2.13)
q/(pa)eA q€E

Note that —(83X)(p) represents the total flow “leaving” p. We shall sometimes refer to the
operator —d; as the divergence operator, due to its similarity to the standard divergence

operator in Calculus.

The domains and codomains of the operators &g, d1, 45,07 are summarized below.

5 s
Co =5 C1 — Oy

5 52 (2.14)
Co — Cl — C2.
We next define the Laplacian operator, Ay : Cqg — Cp, given by
Ag £ 850 b, (2.15)

where o represents operator composition. To simplify the notation, we henceforth omit o
and write Ag = d30p. Note that functions in Cy can be represented by vectors of length |E)|
by indexing all nodes of the graph and constructing a vector whose ith entry is the function
evaluated at the ¢th node. This allows us to easily represent these operators in terms of
matrices. In particular, the Laplacian can be expressed as a square matrix of size |E| X | E|;

using the definitions for g and 47, it follows that

> W(pr) ifp=q
recE k

[Aolpa = 1 if p#qand (p,q) € A

0 otherwise,

(2.16)

where, with some abuse of the notation, [Ag]p,q denotes the entry of the matrix Ag, with
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rows and columns indexed by the nodes p and q. The above matrix naturally coincides
with the definition of a Laplacian of an undirected graph (Chung, 1997).

Since the entry of Ag¢ corresponding to p equals Zq Wip,q) (gb(p) - gb(q)), the Lapla-
cian operator gives a measure of the aggregate “value” of a node over all its neighbors. A
related operator is

A1 £ 87081 + 8008, (2.17)

known in the literature as the vector Laplacian (Jiang et al., 2011).

We next provide additional flow-related terminology which will be used in association
with the above defined operators, and highlight some of their basic properties. In analogy to
the well-known identity in vector calculus, curl o grad = 0, we have that &y is a closed form,
ie., d108p =0. An edge flow X € (| is said to be globally consistent if X corresponds to
the combinatorial gradient of some f € Cy, i.e., X = &y f; the function f is referred to as the
potential function corresponding to X. Equivalently, the set of globally consistent edge flows
can be represented as the image of the gradient operator, namely im (dp). By the closedness
of &g, observe that X = 0 for every globally consistent edge flow X. We define locally
consistent cdge flows as those satisfying (6;X)(p,q,r) = X(p,q) + X(q,r) + X(r,p) =0
for all (p,q,r) € T. Note that the kernel of the curl operator ker(d;) is the set of locally
consistent edge flows. The latter subset is generally not equivalent to im (&), as there may
exist edge flows that are globally inconsistent but locally consistent (in fact, this will happen
whenever the graph has a nontrivial topology). We refer to such flows as harmonic flows.
Note that the operators dp, J; are linear operators, thus their image spaces are orthogonal
complements of the kernels of their adjoints, i.e., im (dg) L ker(d5) and im (8;) L ker(d})
[similarly, im (&5) L ker(dy) and im (8}) L ker(8;) as can be easily verified using (2.12)].

We state below a basic flow-decomposition theorem, known as the Helmholtz Decom-
position?, which will be used in our context of noncooperative games. The theorem (see
(Jiang et al., 2011)) implies that any graph flow can be decomposed into three orthogonal
flows.

Theorem 2.3.1 (Helmholtz Decomposition). The vector space of edge flows C1 admits an

orthogonal decomposition
Ci =im (50) &b ker(Al) & im (5;‘), (2.18)

where ker(Ay) = ker(d1) N ker(8).

Below we summarize the interpretation of each of the components in the Helmholtz

decomposition (see also Figure 2-3):

e im (Jp) — globally consistent flows.

4The Helmholtz Decomposition can be generalized to higher dimensions through the Hodge Decomposi-
tion theorem (see (Jiang et al., 2011)), however this generalization is not required for our purposes.
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ker(dy) ker(dg)
Figure 2-3: Helmholtz decomposition of C

o ker(A;) = ker(d;) N ker(d3) — harmonic flows, which are globally inconsistent but
locally consistent. Observe that ker(d1) consists of locally consistent flows (that may
or may not be globally consistent), while ker(dg) consists of globally inconsistent flows

(that may or may not be locally consistent).

e im (67) (or equivalently, the orthogonal complement of ker(d;) ) — locally inconsistent
flows.

We conclude this section with a brief remark on the decomposition and the flow conser-
vation. For X € C1, if 85X = 0, i.e,, if for every node, the total flow lecaving the node is zero,
then we say that X satisfies the flow conservation condition. Theorem 2.3.1 implies that X
satisfies this condition only when X € ker(8]) = im (o) = ker(A1) @ im (8%). Thus, the
flow conservation condition is satisfied for harmonic flows and locally inconsistent flows but

not for globally consistent flows.

2.4 Canonical Decomposition of Games

In this section we obtain a canonical decomposition of an arbitrary game into basic com-
ponents, by combining the game graph representation introduced in Section 2.2.2 with the

Helmholtz decomposition discussed above.

Section 2.4.1 introduces the relevant operators that are required for formulating the
results. In Section 2.4.2 we provide the basic decomposition theorem, which states that
the space of games can be decomposed as a direct sum of three subspaces, referred to as
the potential, harmonic and nonstrategic subspaces. In Section 2.4.3, we focus on bimatrix

games, and provide explicit expressions for the decomposition.
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2.4.1 Preliminaries

We consider a game G with set of players M, strategy profiles E £ El x ... x EM_ and
game graph G(G) = (E, A). Using the notation of the previous section, the utility functions
of each player can be viewed as elements of Cy, i.e., u™ € Cy for all m € M. For given M
and F, every game is uniquely defined by its set of utility functions. Hence, the space of
games with players M and strategy profiles E can be identified as Gaq g = C3. In the rest
of the chapter we use the notations {u™},,ep and G = (M, {E™}, {u™}) interchangeably

when referring to games.

The pairwise comparison function X (p,q) of a game, defined in (2.5), corresponds to
a flow on the game graph, and hence it belongs to C;. In general, the flows representing
games have some special structure. For example, the pairwise comparison between any
two comparable strategy profiles is associated with the payoff of exactly a single player. It
is therefore required to introduce player-specific operators and highlight some important

identities between them, as we elaborate below.

Let W™ : E x E — R be the indicator function for m-comparable strategy profiles,

namely
1 if p,q are m-comparable

W™(p,q) = {

0 otherwise.

Recalling that any pair of strategy profiles cannot be comparable by more than a single

player, we have

W™(p,q)W*(p,q) =0, forall k# m and p,q € E, (2.19)
and
w=> wm (2.20)
meM

where W' is the indicator function of comparable strategy profiles (edges of the game graph)
defined in (2.9). Note that this can be interpreted as a decomposition of the adjacency
matrix of G(G), where the different components correspond to the edges associated with
different players.

Given ¢ € Cy, we define D, : Cy — C; such that

(Dme)(P,q) = W™(p,q) (¢(q) — ¢(p)) - (2.21)

This operator quantifies the change in ¢ between strategy profiles that are m-comparable.
Using this operator, we can represent the pairwise differences X of a game with payoffs
{u"}mem as follows:

X =" Dpu™ (2.22)
meM
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We define a relevant operator D : CY — Cy, such that D = [D1 ..., Dpy). As can be seen
from (2.22), for a game with collection of utilities u = [ul;u?. .. ;uM] € C(],V[, the pairwise

differences can alternatively be represented by Du.

Let A,, : C1 — C7 be an operator so that

(AnX)(P,a) = W™(p,a)X (P, q)

for every X € C1, p,q € E. From (2.20), it can be seen that for any X € C1, >, cpf AmX =
X. The definition of A, and (2.19) imply that A, Ax = 0 for k¥ # m. Additionally, the
definition of the inner product in C; implies that for X,Y € (1, it follows that (A, X,Y) =
(X,AnY), ie., Ay, is self-adjoint.

This operator provides a convenient description for the operator D,,. From the defini-
tions of D, and A,,, it immediately follows that D, = A,,,d9, and since Zme MmAnX =X

for all X € Cj,
So = Z Ay = Z D,,.
memM memM

Since A, is self-adjoint, the adjoint of D,,, which is denoted by D7, : C'i — Cy, is given by:
Dy = 6Am.

m

Using (2.13) and the above definitions, it follows that

(D X)(p)=— Z wW™(p,q)X(p,q), forall X €y, (2.23)
qeFE
and
&= >_ Dp. (2.24)
meEM

Observe that Di Dy, = d§ArAmdo = 0 for k # m. This immediately implies that the
image spaces of {Dp,}mea are orthogonal, ie., DDy, = 0. Let D,Tn denote the (Moore-
Penrose) pseudoinverse of D, with respect to the inner products introduced in Section 2.3.
By the properties of the pseudoinverse, we have ker D;fn = (im Dm)J-. Thus, orthogonality
of the image spaces of Dy operators imply that D;LDm =0 for k # m.

The orthogonality leads to the following expression for the Laplacian operator,

No=80= Dty Dm= Y DjDm. (2.25)

keEM meM meM

In view of (2.21) and (2.23), Dy, and —D;, are the gradient and divergence operators
on the graph of m-comparable strategy profiles (E, A™). Therefore, the operator Ag,, £
D}, D,, is the Laplacian of the graph induced by m-comparable strategies, and is referred
to as the Laplacian operator of the m-comparable strategy profiles. It follows from (2.25)
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that

Ao= ) Aom.

meM

The relation between the Laplacian operators Ag and Ag g, is illustrated in Figure 2-4.

(1,1 (1,2) (1

v
\ v
.

\ v

-

)
'
)
'
)
v v
'
'
'
'

Figure 2-4: A game with two players, each of which has three strategies. A node (i,7)
represents a strategy profile in which player 1 and player 2 use strategies 7 and 7, respectively.
The Laplacian Ag; (Agz2) is defined on the graph whose edges are represented by dashed
(solid) lines. The Laplacian Ay is defined on the graph that includes all edges.

Similarly, d1A, is the curl operator associated with the subgraph (E, A™). From the
closedness of the curl (6;A,) and gradient (A,,dg) operators defined on this subgraph, we
obtain §;A2 8 = 0. Observing that A,znéo = Apndo = Dy, it follows that

01D = 0. (2.26)

This result also implies that §;D = 0, i.e., the pairwise comparisons of games belong to
kerd;. Thus, it follows from Theorem 2.3.1 that the pairwise comparisons do not have
a locally inconsistent component. Intuitively, there is no local inconsistency, because only
three cliques in the game graph are due to unilateral deviations of a single player, and hence

cannot lead to local inconsistency.

Lastly, we introduce projection operators that will be useful in the subsequent analysis.
Consider the operator,

I, = D} D,,.

Since Dy, is a linear operator, I1,, is a projection operator® to the orthogonal complement
of the kernel of D,,. Using these operators, we define I : cM — CM such that II =
diag(Ily, ..., M), ie., for u = {um}mer € CH, we have ITu = Mhut;. . TyuM] € cH.
We extend the inner product in Cy to C(I,W (by defining the inner product as the sum of the

SFor any linear operator L, LTL is a projection operator on the orthogonal complement of the kernel of
L (see (Golub and Van Loan, 1996)).
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inner products in all Cy components), and denote by D' the pseudoinverse of D according
to this inner product. In Lemma 2.4.4, we will show that II is equivalent to the projection
operator to the orthogonal complement of the kernel of D, i.e., Il = DI D.

For easy reference, Table 2.1 provides a summary of notation. We next state some basic
facts about the operators we introduced, which will be used in the subsequent analysis. The

proofs of these results can be found in Section 2.8.

G A game instance (M, {E™} e, {u™ bmem)-

M Set of players, {1,...,M}.

E™ Set of actions for player m, E™ = {1,...,hy}.

E Joint action space [, E™.

u™ Utility function of player m. We have v € Cj.

wm Indicator function for m-comparable strategy profiles, W™ : E x E — {0,1}.

w A function indicating whether strategy profiles are comparable, W : Ex E — {0, 1}.

Co Space of utilities, Co = {u™|u™ : E — R}. Note that Cy = RIFI,

1 Space of pairwise comparison functions from E x E to R.

do Gradient operator, dp : Cy — C1, satisfying (d0¢)(P,q) = W(p, q) (¢(q) — ¢(p))-

Dy || Dy : Cy — Ch, such that (Do) (p,q) = W™ (p,q) (¢(q) — ¢(p)).

D D : C§" — Cy, such that D(u};..;uM) =3 Dnu™

o5, Dy, || 65, Dy, : C1 — Cy are the adjoints of the operators éy and D,,, respectively.

Ay Laplacian for the game graph. Aj : Cy — Cy; satisfies Ag = 6569 = Zme M Aom.

Ay = D}, Dy, = D} dp.

Agm Laplacian for the graph of m-comparable strategies, Ag,, : Co — Cy; satisfies

satisfies II,,, = DIan.

11, Projection operator onto the orthogonal complement of kernel of D,,, IL,,, : Cy — Cy;

Table 2.1: Notation summary

Lemma 2.4.1. The Laplacian of the graph induced by m-comparable strategies and the
projection operator I, are related by Ao = hyIly,, where hy, = |E™| denotes the number

of strategies of player m.

Lemma 2.4.2. The kernels of operators Dy, I, and Agm coincide, namely ker(Dp,) =

ker(Il,,) = ker(Ag,m). Furthermore, a basis for these kernels is given by a collection
{qu'nl}qfrneEfm € CO Such that
L fp™=q™
Vgm (p) = . (2.27)
0 otherwise

Lemma 2.4.3. The Laplacian Ao of the game graph (the graph of comparable strateqy pro-
files) always has eigenvalue 0 with multiplicity 1, corresponding to the constant eigenfunction
(i.e., f € Cy such that f(p) =1 for allp e E).

Lemma 2.4.4. The pseudoinverses of operators Dy, and D satisfy the following identities:
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b

(Ciem Di)1Dj = (Xiep DE D) D3 D;,

3. Dt = [Dl;...; D},

to

4. = D'D,

. DD6y = 4.

Ly

2.4.2 Decomposition of Games

In this subsection we prove that the space of games Gaq g is a direct sum of three subspaces
— potential, harmonic and nonstrategic, each with distinguishing properties.

We start our discussion by formalizing the notion of nonstrategic information. Consider
two games G, G € G M, E with utilities {u™},,eaq and {@™ }meat respectively. Assume that
the utility functions {u™},ca satisfy w™(p™, p~™) = 4™(p™, p~™) + a(p~™) where « is
an arbitrary function. It can be seen that these two games have exactly the same pairwise
comparison functions, hence they are strategically equivalent. To fix a representative for

strategically equivalent games, we introduce below a notion of normalization for games.

Definition 2.4.1 (Normalized games). We say that a game with utility functions {u™ }mer

is normalized or does not contain nonstrategic information if

> w™p™p ™) =0 (2.28)
pmeEm

for allp™ € E=™ and all m € M.

It will be shown in the sequel that for each game there is a unique strategically equiv-
alent normalized game, hence normalized games can be used to identify representatives
for strategically equivalent games. Normalization can be made with an arbitrary constant.
However, in order to simplify the subsequent analysis we normalize the sum of the payofis
to zero. Intuitively, in normalized games, given the strategies of a player’s opponents, the
expected payoff of a player for a uniformly mixed strategy is equal to zero. The following
lemma characterizes the set of normalized games in terms of the operators introduced in

the previous section.

Lemma 2.4.5. Given a game G with utilities u = {u™} e, the following are equivalent:
(i) G is normalized, (ii) Hpu™ = u™ for all m, (iii) Mu = u, (i) u € (ker D)*.

Proof. The equivalence of (iii) and (iv) is immediate since by Lemma 2.4.4, Il = D'D is a
projection operator to the orthogonal complement of the kernel of D. The equivalence of
(ii) and (i) follows from the definition of IT = diag(Tl, ... ,Har). To complete the proof

we prove (i) and (ii) are equivalent.
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Observe that (2.28) holds if and only if (u™,vq-m(p)) = 0 for all g™ € E~™, where
Vq-m is as defined in (2.27). Lemma 2.4.2 implies that {v,-m} are basis vectors of ker D,,.
Thus, it follows that (2.28) holds if and only if #™ is orthogonal to all of the basis vectors
of ker Dy, or equivalently when v™ ¢ (ker Dp,)*. Since II,,, = DIan is a projection
operator to (ker D,,)*, we have u™ ¢ (ker D,,)* if and only if II,,u™ = +™, and the claim
follows. O

Using Lemma 2.4.5, we next show below that for each game G there exists a unique

strategically equivalent game which is normalized (contains no nonstrategic information).

Lemma 2.4.6. Let G be a game with utilities {u™}mer. Then there exists a unique game G
which (i) has the same pairwise comparison function as G and (i) is normalized. Moreover

the utilities @ = {0 }mem of G satisfy 4™ = Iu™ for all m.

Proof. To prove the claim we show that given v = {¢™},,cr, the game with the collection
of utilities D'Du = IIu, is a normalized game with the same pairwise comparisons, and
moreover there cannot be another normalized game which has the same pairwise compar-
isons.

Since I is a projection operator, it follows that HIlu = Ilu, and hence, Lemma 2.4.5
implies that Ilu is normalized. Additionally, using properties of the pseudoinverse we have
DIIu = DDYDu = Du, thus ITu and u have the same pairwise comparison.

Let v € C} denote the collection of payoff functions of a game which is normalized
and has the same pairwise comparison as u. It follows that Dv = Du = DIlu, and hence
v — [Iu € ker D. On the other hand, since both v and Ilu are normalized, by Lemma
2.4.5, we have v,ITu € (ker D)+, and thus v — Ilu € (ker D)*. Therefore, it follows that
v — [Tu = 0, hence Ilu is the collection of utility functions of the unique normalized game,
which has the same pairwise comparison function as G. By Lemma 2.4.4, ITu = {II,,u™},

hence the claim follows. |

We are now ready to define the subspaces of games that will appear in our decomposition

result.

Definition 2.4.2. The potential subspace P, the harmonic subspace H and the nonstrategic

subspace N are defined as:

PE2{ueC} | u=Tu and Du € im &}
Hé{ueCéVI | w =Tlu and Du € ker &3 } (2.29)
N2 {ueCH | uckerD}.

Since the operators involved in the above definitions are linear, it follows that the sets
P, H and NV are indeed subspaces.
Lemma. 2.4.5 implies that the games in P and H are normalized (contain no nonstrategic

information). The flows generated by the games in these two subspaces are related to the
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flows induced by the Helmholtz decomposition. It follows from the definitions that the flows
generated by a game in P are in the image space of §y and the flows generated by a game in
H are in the kernel of §;. Thus, P corresponds to the set of normalized games, which have
globally consistent pairwise comparisons. Due to (2.26), the pairwise comparisons of games
do not have locally inconsistent components, thus Theorem 2.3.1 implies that H corresponds
to the set of normalized games, which have globally inconsistent but locally consistent
pairwise comparisons. Hence, from the perspective of the Helmholtz decomposition, the
flows generated by games in P and H are gradient and harmonic flows respectively. On the
other hand the flows generated by games in A are always zero, since Du = 0 in such games.

As discussed in the previous section the image spaces of D,, are orthogonal. Thus, since
by definition Du = 3> 1\  Dnpu™, it follows that u = {4 }merm € ker D if and only if
u™ € ker Dy, for all m € M. Using these facts together with Lemma 2.4.5, we obtain the

following alternative description of the subspaces of games:

P = {{u"}mem | Dnu™ = Do and IL,u™ = u™ for all m € M and some ¢ € Cy}
H={{u"}mem | & Z Dpu™ =0 and Hpu™ = u™ for allm e M }
meM
N ={u"}mem | Dpu™ =0forallme M }.
(2.30)

The main result of this section shows that not only these subspaces have distinct prop-
erties in terms of the flows they generate, but in fact they form a direct sum decomposition
of the space of games. We exploit the Helmholtz decomposition (Theorem 2.3.1) for the
proof.

Theorem 2.4.1. The space of games Guq g is a direct sum of the potential, harmonic and
nonstrategic subspaces, i.e., Gpp =P & HDN. In particular, given a game with utilities

u = {u™ }mem, it can be uniquely decomposed in three components:
e Potential Component: up £ DT5058Du
e Harmonic Component: ug 2 DT(I — 505$)Du
¢ Nonstrategic Component: uy £ (I — D'D)u

where up+ug +uy =u, and up € P, uy € H, uy € N. The potential function associated
with up is ¢ £ 5$Du.

Proof. The decomposition of Gaq g described above follows directly from pulling back the
Helmholtz decomposition of C; through the map D, and removing the kernel of D:; see
Figure 2-5.

The components of the decomposition clearly satisfy up +ugy + uy = u. We verify the
inclusion properties, according to (2.29). Both up and uy are orthogonal to N' = ker D,
since they are in the range of D?.
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Figure 2-5: The Helmholz decomposition of the space of flows (C1) can be pulled back
through D to a direct sum decomposition of the space of games (Gaq,£).

e For the potential component, let ¢ € Cpy be such that ¢ = (53Du. Then, we have
Dup € im (dg), since

Dup = DD'§38 Du = 806] Du = 609,

where we used the definition of up, the property (v) in Lemma 2.4.4 and the definition
of ¢, respectively. This equality also implies that ¢ is the potential function associated

with up.
e For the harmonic component vy, we have Duy € ker §:
85 Duy = 63 DDY(I — 6083)Du = 83(I — 6063)Du = 0,

as follows from the definition of ug, the property (v) in Lemma 2.4.4, and properties

of the pseudoinverse.
e To check that uy € N, we have

Duy = D(I — DID)u = (D — DD'D)u = 0.

In order to prove that the direct sum decomposition property holds, we assume that there
exists 4p € P, iy € H and 4nx € N such that 4p + @y + Gy = 0. Observe that I — DID
is a projection operator to the kernel of D. Thus, from the definition of the subspaces P,
H and N, it follows that (I — D'D)ay = 4x and (I — DID)ap = (I — DID)ay = 0.
Similarly, 6068 is a projection operator to the image of §g. Since by definition Diip € im &g,
and Diiy € ker 8 = (im 8o)*, it follows that 86} Ddp = Dicp and 8,6} Dty = 0.

Using these identities, it follows that

(D188 D) (ap + gy + ) = @up
DY(I — 868))D(ap + iy + an) = iy
(I = D'D)(ip + am + in) = i,
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Since, up + 4y + vy = 0 by our assumption, it follows that 4p = iy = iy = 0, and hence

the direct sum decomposition property follows. O

The pseudoinverse of a linear operator L, projects its argument to the image space of L,
and then, pulls the projection back to the the domain of L. Thus, intuitively, the potential
function ¢ = 55Du, defined in the theorem, is such that the gradient flow associated with
it (do¢) approximates the flow in the original game (Du), in the best possible way. The
potential component of the game can be identified by pulling back this gradient flow through
D to C}. The harmonic component can similarly be obtained using the harmonic flow.

Since 8o = Y, pg Dm, it follows that ¢ = 6$Du = (Y memt Dm)' Y e Dmu™. Thus,
Lemma 2.4.4 (ii), and identities Ay = D, Dy and Ag =3, o1 Ao,m imply that

$=A0 D" Agmu™.
meM
Additionally, from Lemma 2.4.4 (iii) and (iv) it follows that D16y = [DIDy;...; D}, Dp] =
[y;...;0p] and DID = T = diag(My, ..., ). Using these identities, the utility func-

tions of components of a game can alternatively be expressed as follows:
e Potential Component: u} =II,,¢, for all m € M,
e Harmonic Component: uj} = I, u™ — II,,¢, for all m € M,
e Nonstrategic Component: v} = (I — II,,,)u™, for all m ¢ M.

It can be seen that the definitions of the subspaces do not rely on the inner product in
Céw . Thus, the direct sum property implies that the decomposition is canonical, i.e., it
is independent of the inner product used in Cé” . The above expressions provide closed
form solutions for the utility functions in the decomposition, without reference to this inner
product. We show in Section 2.6 that our decomposition is indeed orthogonal with respect
to a natural inner product in Cé” .

Note that Ag : Cy — Cj, whereas &y : Cy — Cy. Since C; and Cy are associated with
the edges and the nodes of the game graph respectively, in general C; is higher dimensional
than Cy. Therefore, calculating Ag is computationally more tractable than calculating (5(];.
Hence, the alternative expressions for the components of a game and the potential function
¢, have computational benefits over using the results of Theorem 2.4.1 directly.

In (Facchini et al., 1997) and (Voorneveld et al., 1999), decompositions of potential
games to a “congestion” component (where all players have identical utility functions),
and a “dummy” component (which is nonstrategic) were provided. We note that this
decomposition is different from the decomposition suggested by Theorem 2.4.1 even when
the original game is a potential game. In particular, in the potential component of a game,

players can have different utility functions (as can be seen from the alternative expressions,
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for utilities in different components of a game). This is not the case for the “congestion
component” provided in these works.
We conclude this section by characterizing the dimensions of the potential, harmonic

and nonstrategic subspaces. The proof can be found in the Section 2.8.
Proposition 2.4.1. The dimensions of the subspaces P, H and N are:
1. dim(P) = [[ept hm — 1,
2. dim(H) = (M = 1) [T ert Pm — 2mmem Hk;ém hrp + 1.

2.4.3 An Example: Decomposition of Bimatrix Games

We conclude this section by providing an explicit decomposition result for bimatrix games,
i.e., finite games with two players. Consider a bimatrix game, where the payoff matrix of
the row player is given by A, and that of the column player is given by B; that is, when
the row player plays ¢ and the column player plays j, the row player’s payoff is equal to A;;
and the column player’s payoff is equal to Bj;.

Assume that both the row player and the column player have the same number h of
strategies. It immediately follows from Proposition 2.4.1 that dimP = h% — 1, dim'H =
(h—1)? and dim A" = 2h. For simplicity, we further assume that the payoffs are normalized®.
Thus, the definition of normalized games implies that 174 = B1 = 0, where 1 denotes the
vector of ones. Denote by Ap (Bp) and Ay (By) respectively, the payoff matrices of the
row player (column player) in the potential and harmonic components of the game. Using

our decomposition result (Theorem 2.4.1), it follows that

where § = %(A +B), D= %(A - B), T = ilﬁ(AllT — 117 B). Interestingly, the payoff of
each player in these components depends on the payoffs of both players in the original game:
The potential component of the game relates to the average of the payoffs in the original
game and the harmonic component relates to the difference in payoffs of players. The
T’ term ensures that the potential and harmonic components do not contain nonstrategic
information. We use the above characterization in the next example for obtaining explicit

payofl matrices for each of the game components.

Example 2.4.1 (Generalized Rock-Paper-Scissors). The payoff matriz of the generalized
Rock-Paper-Scissors (RPS) game is given in Table 2.2a. Tables 2.2b, 2.2c and 2.2d include

the nonstrategic, potential and the harmonic components of the game. The special case

SLemma 2.1.2 and Lemma 2.4.6 imply that if the payoffs arc not normalized, the normalized payoffs can
be obtained as (A — 1174, B - +B117) .
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1

where * = y = z = 3 corresponds to the celebrated RPS game. Note that in this case, the

potential component of the game is equal to zero.

R P S
R 0,0 —3z,3z | 3y, -3y
P | 3z, 3z 0,0 —3z,3z2
S | —3y,3y | 32,3z 0,0
(a) Generalized RPS Game
R P S
Rl(—y),lz—y) | (z-2)(@-y) | y—2)(&—y)
Pla—y, -2 | (E-2)(-1) | (y—2),(2-2)
S (x—y),(y—z) (z—a:),(y—z) (y—z),(y—z)
(b) Nonstrategic Component
R P S
Rl—2),y—2) | y—2z)(xz-2) | y—2)(z2—y)
Plla—2)@y-2) | (z—2)(r-2) | (x—2),(2—y)
S1G-yhly—a) |-y x—2) | (z—y),(z—y)
(c) Potential Component
R P S
0,0 —(e+y+2)(et+y+z) | (e+y+z),—(z+y+2)
(z+y+z),—(z+y+2) 0,0 —(Ft+y+2),(z+y+2)
—(z+y+z),c+y+2) | (e+y+z2),—(z+y+2) 0, 0

(d) Harmonic Component

Table 2.2: Generalized RPS game and its components.

2.5 Potential and Harmonic Games

In this section we study the classes of games that are naturally motivated by our decom-
position. In particular, we focus on two classes of games: (i) Games with no harmonic
component, (ii) Games with no potential component. We show that the first class is equiv-
alent to the well-known class of potential games. We refer to the games in the second class
as harmonic games. Pictorially, we have

Harmonic games

e e,
P o N o H.

Potential games

In Scctions 2.5.1 and 2.5.2, we establish the cquivalence of the subspace definitions of
potential and harmonic games, and the utility definitions given in equations (2.1) and
(2.2). Additionally we develop and discuss several properties of these classes of games,
with particular emphasis on their equilibria. Since potential games have been extensively
studied in the literature, our main focus is on harmonic games. The nonstrategic component

does not have an impact on the strategic actions of players, however, we establish in 2.5.3
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Potential Games Harmonic Games

Subspaces PaoN HON

Flows Globally consistent Locally consistent but globally inconsistent

Pure NE Always Exists Generically does not exist

Mixed NE Always Exists -Uniformly mixed strategy is always a mixed NE
-Players do not strictly prefer their equilibrium strate-
gies.

-(two players) Set of mixed Nash equilibria coincides
with the set of correlated equilibria

-(two players & equal number of strategies) Uniformly
mixed strategy is the unique mixed NE

Special Cases -

Table 2.3: Properties of potential and harmonic games.

that the nonstrategic component affects efficiency in games. In particular, we show that
modifying the nonstrategic component of a game properly, it is possible to make all Nash
equilibria Pareto optimal. Potential and harmonic games are related to other well-known
classes of games, such as the zero-sum games and identical interest games. In Section 2.5.4,
we discuss this relation in the context of bimatrix games. As a preview, in Table 2.3,
we summarize some of the properties of potential and harmonic games established in the

subsequent sections.

2.5.1 Potential Games

Since the seminal paper of Monderer and Shapley (Monderer and Shapley, 1996b), potential
games have been an active research topic. The desirable equilibrium properties and structure
of these games played a key role in this. In this section we explain the relation of the
potential games to the decomposition in Section 2.4 and briefly discuss their properties.
Recall from Definition 2.2.1 that a game is a potential game if and only if there exists
some ¢ € Cp such that Du = dp¢. This condition implies that a game is potential if and
only if the associated flow is globally consistent. Thus, it can be seen from the definition of
the subspaces and Theorem 2.4.1 that the set of potential games is actually equivalent to

P @ N. For future reference, we summarize this result in the following theorem.
Theorem 2.5.1. The set of potential games is equal to the subspace P DN .

Theorem 2.5.1 implies that potential games are games which only have potential and
nonstrategic components. Since this set is a subspace, one can consider projections onto
the set of potential games, i.e., it is possible to find the closest potential game to a given
game. We pursue the idea of projection in Section 2.6. Using the previous theorem we
next find the dimension of the subspace of potential games (similar results can be found in
(Sandholm, 2010b) and (Monderer and Shapley, 1996b)).
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Corollary 2.5.1. The subspace of potential games, P ® N, has dimension [],,caq hm +
2memt ipm Pr — 1.

Proof. The result immediately follows from Theorem 2.5.1 and Proposition 2.4.1. (|

We next provide a brief discussion of the equilibrium properties of potential games.

Theorem 2.5.2 ((Monderer and Shapley, 1996b)). Let G = (M, {E™}, {u™}) be a potential

game and ¢ be a corresponding potential function.
1. The equilibrium set of G coincides with the equilibrium set of G, £ (M, {E™}, {¢}).
2. G has a pure Nash equilibrium.

The first result follows from the fact that the games G and G, are strategically equivalent.
Alternatively, the preferences in G are aligned with the global objective denoted by the
potential function ¢. The second result is implied by the first one since in finite games the
potential function ¢ necessarily has a maximum, and the maximum is a Nash equilibrium
of Gg. These results indicate that potential games can be analyzed by an equivalent game
where each player has the same utility function ¢. The second game is easy to analyze since
when agents have the same objective, the game is similar to an optimization problem with

objective function ¢.

2.5.2 Harmonic Games

In this section, we focus on games in which the potential component is zero, hence the
strategic interactions are governed only by the harmonic component. We refer to such
games as harmonic games, i.e., a game G is a harmonic game if § € H & N. We first
provide an alternative definition of harmonic games in terms of the payoff functions of

players (cf. equation (2.2)).

Theorem 2.5.3. The set of games which satisfy

> Y WrEmeT™) - wt@mpT™) =0,

meMqmcE™

for all strategy profiles p and strategies ™ € E™, is equivalent to the set of harmonic games

HON.

Proof. The condition in the theorem statement can equivalently be expressed as 0§ Du =0,
using the operators introduced in Section 2.4. Since the flow associated with a game is
given by Du, a game satisfies this condition if and only it belongs to H @A/, as can be seen
from Definition 2.4.2. O
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This theorem provides a certificate that can be used to check whether a given game is
a harmonic game. For instance, using the theorem it immediately follows that the rock-
paper-scissors game (for z =y =z = 3) in Example 2.4.1 is a harmonic game.

The rest of this section studies the properties of equilibria of harmonic games. We first
characterize the Nash equilibria of such games, and show that generically they do not have
a pure Nash equilibrium. We further consider mixed Nash and correlated equilibria, and

show how the properties of harmonic games restrict the possible set of equilibria.

Pure Equilibria

In this section, we focus on pure Nash equilibria in harmonic games. Additionally, we
characterize the dimension of the space of harmonic games, H ® N.

We first show that at a pure Nash equilibrium of a harmonic game, all players are
indifferent between all of their strategies.

Lemma 2.5.1. Let G = (M, {E™}, {u™}) be a harmonic game and p be a pure Nash

equilibrium. Then,
u (P, p ") =u"(q",p ™) forallm e M and ™ € E™. (2.32)

Proof. By definition, in harmonic games the utility functions « = {«™} satisfy the condition
d3Du = 0. By (2.13) and (2.21), 63 Du evaluated at p can be expressed as,

> w™p)-u™q)=0. (2.33)

meM q|(p,q)eA™

Since p is a Nash equilibrium it follows that «™(p) — u™(q) > 0 for all (p,q) € A™ and
m € M. Combining this with (2.33) it follows that «™(p) — ©™(q) = 0 for all (p,q) € A™
and m € M. Observing that (p,q) € A™ if and only if ¢ = (g™, p™™) , the result
follows. O

Using this result we next prove that harmonic games generically do not have pure Nash
equilibria. By “generically”, we mean that it is true for almost all harmonic games, except
possibly for a set of measure zero (for instance, the trivial game where all utilities are zero

is harmonic, and clearly has pure Nash equilibria).
Proposition 2.5.1. Harmonic games generically do not have pure Nash equilibria.

Proof. Define G, C H ¢ N as the set of harmonic games for which p is a pure Nash
equilibrium. Observe that UpcpGp is the set of all harmonic games which have a pure
Nash equilibria. We show that Gy, is a lower dimensional subspace of the space of harmonic
games for each p € E. Since the set of harmonic games with pure Nash equilibrium is a
finite union of lower dimensional subspaces it follows that generically harmonic games do

not have pure Nash equilibria.
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By Lemma 2.5.1 it follows that
Gp = (HEMN{{u" tmem|u™(p) = ©™(q), for all q such that (p,q) € A™ and m € M }.

Hence G, is a subspace contained in H @& N. It immediately follows that Gy is a lower
dimensional subspace if we can show that there exists harmonic games which are not in Gp,
i.e., in which p is not a pure Nash equilibrium.

Assume that p is a pure Nash equilibrium in all harmonic games. Since p is arbitrary
this holds only if all strategy profiles are pure Nash equilibria in harmonic games. If all
strategy profiles are Nash equilibria, by Lemma 2.5.1 it follows that the pairwise ranking
function is equal to zero in harmonic games, hence H ® N C N. We reach a contradiction
since dimension of H is larger than zero.

Therefore, Gp, is a strict subspace of the space of harmonic games, and thus harmonic

games generically do not have pure Nash equilibria. |

We conclude this section by a dimension result that is analogous to the result obtained

for potential games.
Theorem 2.5.4. The set of harmonic games, H&N', has dimension (M —1) [[,,eaq b +1.

Proof. The result immediately follows from Theorem 2.4.1 and Proposition 2.4.1. W

Mixed Nash and Correlated Equilibria in Harmonic Games

In the previous section we showed that harmonic games generically do not have pure Nash
equilibria. In this section, we study their mixed Nash and correlated equilibria. In particu-
lar, we show that in harmonic games, the mixed strategy profile, in which players uniformly
randomize over their strategies is always a mixed Nash equilibrium. Additionally, in the
case of two-player harmonic games mixed Nash and correlated equilibria coincide, and if
players have equal number of strategies the uniformly mixed strategy profile is the unique
correlated equilibrium of the game. Before we discuss the details of these results, we next
provide some preliminaries and notation.

We denote the set of probability distributions on E by AE. Given z € AE, z(p)
denotes the probability assigned to p € E. Observe that for all z € AE, > pz(p) = 1,
and x(p) > 0. Similarly for each player m € M, AE™ denotes the set of probability
distributions on E™ and for ™ € AE™, z™(p™) is the probability assigned to strategy
p™ € E™. As before all 2" € AE™ satisfies ) mcpm 2™ (p™) = 1 and 2™(p™) > 0. We
refer to the distribution 2™ € AE™ as a mixed strategy of player m € M and the collection
x = {2™};, as a mixed strategy profile. Note that {z™},, € [[,,cpq AE™ C AE. Mixed
strategies of all players but the mth one is denoted by z=™.

With some abuse of the notation, we define the mixed extensions of the utility functions
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u™ : [Tnesm AE™ — R such that for any z € [lnem AE™,

u™(z) =) u"(p) [ «*(p¥). (2:34)

peE keM

Similarly, if player m uses pure strategy q™ and the other players use the mixed strategies

z~™ we denote the payoff of player m by,

W@ e = Y Wwamhe™ [ b (2.35)

p-meE-m kEM, k#£m
Using this notation we can define the solution concepts.
Definition 2.5.1 (Mixed Nash / Correlated Equilibrium). Consider the game (M, {E™}, {u™}).

1. A mized strategy profile = {z™}y, € [[,,cpg AE™ is a mixed Nash equilibrium if
for allm € M and p™ € E™, ™ (2™, z™™) > u™(p™,z™™).

2. A probability distribution x ¢ AE is a correlated equilibrium if for all m € M and
P, q" € E™, 3 mep-m (WHP™ P ) —u™ (@™, pT™) z(p™,p ™) > 0.

From these definitions it can be seen that every mixed Nash equilibrium is a correlated
equilibrium where the corresponding distribution = € [] ., AE™ C AEFE is a product
distribution, i.e., it satisfics z(p) = [[,,caq 2™(P™)

These definitions also imply that similar to Nash equilibrium, the conditions for mixed
Nash and correlated equilibria can be expressed only in terms of pairwise comparisons.
Therefore, these equilibrium sets are independent of the nonstrategic components of games.

We next obtain an alternative characterization of correlated equilibria in normalized
harmonic games. This characterization will be more convenient when studying the equi-
librium properties of harmonic games, as it is expressed in terms of equalities, instead of

inequalities. See Section 2.8 for a proof.

Proposition 2.5.2. Consider a normalized harmonic game, G = (M, {u™},E™) and a

probability distribution x € AE. The following are equivalent:
1. x is a correlated equilibrium.

2. For allp™, Q™ and m € M,

> @E™pT™) -u™a@™,p ™) z(p™,p ") = 0. (2-36)
p meE-™

3. For all p™, ™ and m € M,

> uw™@™p ™™, p ™) = 0. (2.37)
p—mEE—’m
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The above proposition implies that the correlated equilibria of harmonic games corre-
spond to the intersection of the probability simplex with a subspace defined by the utilities
in the game. Using this result, we obtain the following characterization of mixed Nash

equilibria of harmonic games.

Corollary 2.5.2. Let G = (M, {u™}, {E™}) be a harmonic game. The mized strategy
profile x € [],,c pg AE™ is a mized Nash equilibrium if and only if,

(2™, ™) =" (P ™) for allp™ € E™ and m € M. (2.38)

Proof. Assume that (2.38) holds, then clearly all players are indifferent between all their
mixed strategies, hence it follows that z is a mixed Nash equilibrium of the game.

Let z be a mixed Nash equilibrium. Since each mixed Nash equilibrium is also a cor-
related equilibrium, from equivalence of (i) and (ii) of Proposition 2.5.2 for all harmonic
games, it follows that for all p™, q™ and m € M,

0= Z (um(pm7 p—m) _ um(qm’pfm)) x(pm’ p—m)

=a™e™) Y, @ E™p ™ - uw™@me ™) [] b (2.39)
p-meE-m k#m

— 2™(p™) (u™(p™, z™) — w (", ™)) .

Since by definition of probability distributions, there exists p™ such that z2™(p™) > 0
it follows that «w™(p™,z™™) = w™(q™,2™™) for all ™ € E™. Thus, v™(z™,z~™) =

u™(q™,z"™) for all q™ € E™. Since m is arbitrary, the claim follows. O

It is well-known that in mixed Nash equilibria of games, players are indifferent between
all the pure strategies in the support of their mixed strategy (see (Fudenberg and Tirole,
1991)), i.e., if x € [],,cp¢ AE™ is a mixed Nash equilibrium then

. { =u"(p™,x™™) for all p™ such that z™(p™) > 0 (2.40)
>u"(p™ ™) for all p™ such that 2™(p™) = 0.
The above corollary implies that at a mixed equilibrium of a harmonic game, each player is
indifferent between all its pure strategies, including those which are not in the support of
its mixed strategy.
We next define a particular mixed strategy profile, and show that it is an equilibrium
in all harmonic games.

Definition 2.5.2 (Uniformly Mixed Strategy Profile). The uniformly mixed strategy of
player m is a mized strategy where player m uses Tgm = ﬁ for allq™ € E™. Respectively,
we define the uniformly mixed strategy profile as the one in which all players use uniformly
mized strategies.
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Recall that rock-paper-scissors and matching pennies are examples of harmonic games,
in which the uniformly mixed strategy profile is a mixed Nash equilibrium. The next
theorem shows that this is a general property of harmonic games and the uniformly mixed
strategy profile is always a Nash equilibrium.

Theorem 2.5.5. In harmonic games, the uniformly mized strategy profile is always a Nash
equilibrium.

Proof. Let G = (M, {u™},{E™}) be a harmonic game, and z be the uniformly mixed
strategy profile. In order to prove the claim we first state the following useful identity (see

Section 2.8 for a proof), on the utility functions of harmonic games.

Lemma 2.5.2. Let G = (M, {u™},{E™}) be a harmonic game. Then for all ™, x™ € E™,
me M, Ep*meE' m um(rm’p—m) — um(qm’p—m) ={.

Using this lemma, and the definition of the uniformly mixed strategy, it follows that

(@) —u (P e = Y e (W@ P - u™(p™,p ™))
p—nleE—m
— MM L —=my M/ m _—m
=cm Y, (WM@™mP ™) —um(P™pT™))  (241)
:0,

where cm = [, F(p*) =T kstm h_lk Since p™ and g™ are arbitrary, (2.41) implies that
™™ ™) = (p™, ™™ (2.42)
for all p™ € E™, and by Corollary 2.5.2, x is a mixed strategy Nash equilibrium. O

We conclude this section, by providing an additional characterization of normalized

harmonic games that is useful for the study of the equilibrium properties of these games.

Theorem 2.5.6. The game G with utilities u = {u™ };mem 1S a normalized harmonic game,
i.e., it belongs to H if and only if 3, c pg hmt™ = 0 and [I,u™ = u™ for allm € M, where
hm = |E™|.

Proof. By Definition 2.4.2, ¢ € H if and only if llu = u» and §jDu = 0. Using the
definitions of the operators, these conditions can alternatively be expressed as II,,u™ = u™
and &3 > cpr Dmu™ = 0. By (2.24) and the orthogonality of image spaces of operators D,
the latter equality implies that > 1\ Dy, D™ = 3 1g Aomu™ = 0. Using Lemma
2.4.1, Ao m = hmllm, and hence it follows that G € H, if and only if

> hpIyu™ =0 and,  IL,u™ =u™ for all m. (2.43)
meM
The claim follows by replacing II,,u4™ in the summation with «™. O
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The above theorem implies that normalized harmonic games, where players have an
equal number of strategies, are zero-sum games, i.e., in such games the payoffs of players
add up to zero at all strategy profiles. This suggests that equilibrium properties of zero-
sum games and harmonic games should be related. We study the relation between zero-sum
games and harmonic games in Section 2.5.4.

For two player harmonic games, using the above zero-sum characterization, additional
properties of equilibrium can be established. For instance, in these games sets of correlated

equilibria and mixed equilibria are identical. These properties are explored in Section 2.9.

2.5.3 Nonstrategic Component and Efficiency in Games

As discussed in Section 2.4.2, the pairwise comparisons in a game are functions of only the
potential and harmonic components of the game. Thus, the nonstrategic component has no
effect on the equilibrium properties of games. However, the nonstrategic component is of
interest mainly through its effect on the efficiency propertics of games, as discussed in the

rest of this section. The efficiency measure we focus on is Pareto optimality.

Definition 2.5.3 (Pareto Optimality). A strategy profile p is Pareto optimal if and only
if there does not exist another strateqy profile q such that all players weakly increase their

payoffs and one player strictly increases its payoff, i.e,

u™(q) > u™(p), forallme M

(2.44)
u*(q) > u*(p), for some k € M.

We first state a preliminary lemma, which will be useful in the subsequent analysis.

Lemma 2.5.3. Let G be a game with utilities {u™}. There exists a game G with utilities
{a™} such that (i) the potential and harmonic components of G are identical to these of G
and (ii) in G all players get zero payoff at all strategy profiles that are pure Nash equilibria
of G.

Proof. Let Ng be the set of pure Nash equilibria of G. First observe that if there are m-
comparable equilibria in G player m receives the same payoff in these equilibria, i.e., if p,q €
Ng and p = (p™,p™™), q = (q™,p™™) for some m, then v™(p™,p™") = u™(q™, p™ ™).
This equality holds since otherwise, player m would have incentive to improve its payoff at
p or g by switching to a strategy profile with better payoff, and this contradicts with p and
q being Nash equilibria of G.

Define the game G with utilities {4 }meaq such that

0 p € N¢g
4" (p) = § u™(p) — «™(q) if there exists a q € Ng which is m-comparable with p
u™(p) otherwise.

(2.45)
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for all m € M, p € E. Note that 4™ is well defined sincc in G player m gets the same payoff
in all p € Ng that are m-comparable. Note that in G all players receive zero payoff at all
strategy profiles p € Ng. To prove the claim, it suffices to show that G and G have the same
potential and harmonic components, or equivalently the game with utilities {u™ — 4™} mem
is nonstrategic, i.e., belongs to N.

In order to prove that the difference is nonstrategic, we first show that the pairwise
comparisons of games with utilities {u™}mer and {@™}mers are the same. Note that by
(2.45) given m-comparable p and q, «™(p) — u™(q) = 4™(p) — @™(q), if there isnor € Ng
that is m-comparable with p or q. If there exists r € Ng that is m-comparable with P,
then it is also m-comparable with q, hence it follows by (2.45) that 4™(p) — 4™(q) =
u™(p) — u™(r) — u™(q) + u™(r) = u™(p) — u™(q). Note that these equalities hold even if
p or q is in Ng.

Thus, for any m-comparable p and q it follows that

(u™(p) — 4™(p)) — ("(a) — 4™(q)) = 0,
hence the game with utilities {u” — 4™ },,cA is nonstrategic and the claim follows. O

Note that if two games differ only in their nonstrategic components, the pairwise com-
parisons, and hence the equilibria of these games are identical. Therefore, an immediate
implication of the above lemma is that for a given game there exists another game with
same equilibrium set such that the payoffs at all Nash equilibria are equal to zero. We use

this to prove the following Pareto optimality result.

Theorem 2.5.7. Let G be a game with utilities {u™}. There exists a game G with utilities
{@™} such that (i) the potential and harmonic components of G are identical to these of G

and (i) in G the set of pure NE coincides with the set of Pareto optimal strategy profiles.

Proof. Games that differ only in nonstrategic components have identical pairwise compar-
isons, hence the set of Nash equilibria (NE) is the same for such games. Let Ng denote the
set of pure NE of G, or equivalently the set of pure NE of a game which differs from G only
by its nonstrategic component.

By Lemma 2.5.3, it follows that for any game G there exists a game such that the
two games differ only in their nonstrategic components and all players receive zero payoffs
at all pure NE (strategy profiles in Ng). Therefore, without loss of generality, we let G
be a game in which all players receive zero payoffs at all NE. Given such a game, let
o = 1+ maxy, p u™(p). Consider the game G with utilities {@"},,c ¢ such that

() v (p) if p € Ng or if there exists a q € Ng which is m-comparable with p
a"(p) =
v (p) — «a otherwise.

forallme M, p€ FE.
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Consider m-comparable strategy profiles p and q. Observe that if there exists a strategy
profile r that is m-comparable with p, it is also m-comparable with q since by definition of
=q ™

Assume that there is a NE that is m-comparable with p or q, then by definition of
a™ it follows that u™(p) — u™(q) = @™ (p) — @™(q). On the contrary if there is no NE
that is m-comparable with p or q then @™(p) — @™(q) = v™(p) — o — u™(q) + a =

m-comparable strategy profiless p™™ =r—™

u™(p) — v™(q). Hence G and G have identical pairwise comparisons, and thus the game
with utilities {u™ — @™ },,ea is nonstrategic.

We prove the claim, by showing that at all strategy profiles that are not an equilibrium
in G (equivalently in G), the players receive nonpositive payoffs and at least one player
receives negative payoff and at all NE all players receive zero payoff. This immediately
implies that strategy profiles, that are not NE cannot be Pareto optimal, as deviation to a
NE increases the payoff of at least one player and the payoff of other players do not decrease
by such a deviation. Additionally, it implies that all NE are Pareto optimal, since at all
NE all players receive the same payoff, and deviation to a strategy profile that is not a NE
strictly decreases the payoff of at least a single player.

By construction it follows that at all NE all players receive zero payoff. Let p be a
strategy profile that is not a NE. If there is some m for which p is not m-comparable to a
NE, then it follows that @™ (p) = u™(p) —a < —1. If on the other hand, p is m-comparable
to a NE, then @™(p) < 0, since payoffs are equal to zero at NE. Thus, at any strategy
profile, p, that is not a NE players receive nonpositive payoffs, and additionally if for some
player m, p is not m-comparable to a NE, player m receives strictly negative payoff.

To finish the proof we need to show that if p is m-comparable to a NE for all m € M,
then it still follows that @™(p) < 0 for some m € M. Assume that this is not true and
@™(p) = 0 for all m € M. Since p is not a NE, there is at least one player, say m, who
can get strictly positive payoff by deviating to a different strategy profile. Therefore this
player has strictly positive payoff after its deviation. However, as argued earlier payoffs
are nonpositive at strategy profiles that are not NE, and zero at NE. Thus. we reach a
contradiction and @™ (p) < 0 for some m € M.

Therefore, it follows that all players have zero payoffs at all NE, and at any other
strategy profile all players have nonpositive payoffs and at least one player has strictly
negative payoff. O

Note that it is possible to obtain similar results for other efficiency measures using
similar arguments to those given in this section. This direction will not be pursued in this
chapter. The above theorem suggests that the difference in the nonstrategic component of
games that are otherwise identical may cause the efficiency properties of these game to be
very different. In particular, in one of the games all equilibria may be Pareto optimal when
this is not the case for the other game. Therefore, although the nonstrategic component

does not change the pairwise comparisons and equilibrium properties in a game it plays a

59



key role in Pareto optimality of equilibria.

2.5.4 Zero-Sum Games and Identical Interest Games

In this section we present a different decomposition of the space of games, and discuss its
relation to our decomposition. To simplify the presentation, we focus on bimatrix games,
where each player has h strategies. Before introducing the decomposition, we define zero-

sum games and identical interest games.

Definition 2.5.4 (Zero-sum and Identical Interest Games). Let G denote the bimatriz game
with payoff matrices (A, B). G is a zero-sum game, if A+ B = 0, and G is an identical
interest game, if A = B.

We denote the set of zero-sum games by Z, and the set of identical interest games by T.
Since these sets are defined by equality constraints on the payoff matrices, it follows that
they are subspaces.

The idea of decomposing a game to an identical interest game and a zero-sum game was
previously mentioned in the literature for two-player games, (Bagar and Ho, 1974). The
following lemma implies that Z and Z decomposition of the set of games, has the direct

suimn property.

Lemma 2.5.4. The space of two-player games G, g s a direct sum of subspaces of zero-

sum and identical interest games, i.e., Gpmep=2Z D 1.

Proof. Consider a bimatrix game with utilities (u!,u?). Observe that this game can be

decomposed to the games with payoff functions (“1;"2 , #) and (#, #) Clearly

the former game is a zero-sum game, where the latter is an identical interest game. Since
the initial game was arbitrary, it follows that any game can be decomposed to a zero-sum
game and an identical interest game. The direct sum property follows, since for two-player
zero-sum and identical interest games, with utility functions (u, —u) and (v, v) respectively,
if (u+v,u —v) =(0,0), then u = v = 0. O

Note that Theorem 2.5.6 suggests that two-player normalized harmonic games, where
players have equal number of strategies are zero-sum.” Also, it immediately follows by
checking the definitions that identical interest games are potential games. This intuitively
suggests that the zero-sum and identical interest game decomposition closely relates to our
decomposition. In the following theorem, we establish this relation by characterizing the
dimensions of the intersections of the subspaces £ and 7, with the sets of potential and

harmonic games. We provide a proof in Section 2.8.

"In addition, if the definition of zero-sum is generalized to include multiplayer games where payoffs of
all players add up to zero, then it can be seen that normalized harmonic games where players have equal
number of strategies are still zero-sum games.
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Theorem 2.5.8. Consider two-player games, in which each player has h strategies. The
dimensions of intersections of the subspaces of zero-sum and identical interest games (Z
and T) with the subspaces of potential and harmonic games (P ® N and H® N) are as in
the following table.

Z T ZoT

PaN 2h —1 h2 | h?+2h -1
HON R?—2h+2| 1 h? +1
PoHON h? h? 2h?

Table 2.4: Dimensions of subspaces of games and their intersections

The above theorem suggests that the dimensions of harmonic games and zero-sum games
(and similarly identical interest games and potential games) are close to the dimension of
their intersections. Thus, zero-sum games are in general closely related to harmonic games,
and identical interest games are related to potential games. On the other hand, it is possible
to find instances of zero-sum games that are potential games, and not harmonic games (see
Table 2.5).

a b a b
z| 0,0 1,1 x| 2 1
Y '13 1 07 0 y 1 0
(a) Payofls {b) Potential func-
tion

Table 2.5: A zero-sum potential game

In general, the identical interest component is a potential game, and it can be used to
approximate a given game with a potential game. However, as illustrated in Table 2.6, this
approximation need not yield the closest potential game to a given game. In this example,
despite the fact that the original game is a potential game, the zero-sum and identical
interest game decomposition may lead to a potential game which is much farther than the

closest potential game

We believe that the decomposition presented in Section 2.4 is more natural than the zero-
sum identical interest game decomposition, as it clearly separates the strategic (P & H) and
nonstrategic (N') components of games and further identifies components, such as potential
and harmonic components, with distinct strategic properties. In addition, it is invariant
under trivial manipulations that do not change the strategic interactions, i.e., changes in

the nonstrategic component.
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a b a b a b
x| 1,1 1-1 T 4 2 z| 0,0 | 1,-1
y|-1,11]-1,-1 Y 2 0 yl|-1,1[10,0
(a) Payoffs in G (b) Potential func- (¢) Payoffs in Gz
tion of G
a b
z|{1,1] 0,0
y|0,0]-1,-1

(d) Payofts in G;

Table 2.6: A potential game G and its zero-sum (Gz) and identical interest components

(Gr1)-

2.6 Projections onto Potential and Harmonic Games

In this section, we discuss projections of games onto the subspaces of potential and harmonic
games. In Section 2.4.2, we defined the subspaces P, H,N of potential, harmonic, and
nonstrategic components, respectively. We also proved that they provide a direct sum
decomposition of the space of all games. In this section, we show that under an appropriately
defined inner product in Gaq g, the harmonic, potential and nonstrategic subspaces become
orthogonal. We use our decomposition result together with this inner product to obtain
projections of games to these subspaces, ie., for an arbitrary game, we present closed-
form expressions for the “closest” potential and harmonic games with respect to this inner
product.
Let G, G be two games in Gaq p. We define the inner product on Guq g as

G OMEE D hop(u™a™), (2.46)
meM

where the inner product in the right hand side is the inner product of Cy as defined in (2.8),
i.e., it is the inner product of the space of functions defined on E. Note that it can be easily
checked that (2.46) is an inner product, by observing that it is a weighted version of the

standard inner product in C}. The given inner product also induces a norm which will

help us quantify the distance between games. We define the norm on Guq g as follows:

161348 = (G, 9) m.E- (2.47)

Note that this norm also corresponds to a weighted ls norm defined on the space C’é‘/’ .
Next we prove that the potential, harmonic and nonstrategic subspaces are orthogonal

under this inner product.

Theorem 2.6.1. Under the inner product introduced in (2.46), we have P L H L N, i.e.,

the potential, harmonic and nonstrategic subspaces are orthogonal.
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Proof. Let {uB}tmem = Gp € P, {tf}tmem = G € H and {uR}mem = Gn € N be
arbitrary games in P, H and N respectively. In order to prove the claim we will first prove
GN L Gy and Gy L Gp. Secondly we prove Gp 1 Gy. Since the games are arbitrary the
first part will imply that A/ L H and A/ L P and the second part will imply that P 1 H
proving the claim.

Note that by definition u7; € ker(Dy,) for all m € M and «B, u7} are in the orthogonal
complement of ker(Dy,) since Il up = B, Il,u}f = u} and II,, is the projection operator
to the orthogonal complement of ker(Dy,). This implies that (v, uR) = (uf, u}) = 0 for
all m € M and hence using the inner product introduced in (2.46) it follows that Gy L Gy
and Gy L Gp.

Next observe that for all m € M,

* 1 *
<u7£’uan> = <DIanu7}§vuan> = <DmDm¢7uTlg> = h_<¢7DmDmu?}>’

1
hm m
where the first equality follows from II,u} = «, and the second equality follows from

Lemma 2.4.1 and the fact that Dy, uf = Dy,¢. The third equality uses the properties of

the operators Dy, and D},. Therefore,

(GP.GmmE =Y (6, D5 Dimufl) = (b, > DpDmuft) ={¢,65 S Dpult) =0.
meM memM meM

Since 0 3. p Dmuf; = 0 by the definition of H. Here the last equality follows using
8 = >_m D, and orthogonality of the image spaces of D,, for m € M. Therefore, G L Gp

as claimed and the result follows. O

The next theorem provides closed form expressions for the closest potential and harmonic

games with respect to the norm in (2.47).

Theorem 2.6.2. Let G € G p be a game with utilities {u™}men, and let ¢ = 5$Du.
With respect to the norm in (2.47),

1. The closest potential game to G has utilities ¢ + (I — Iy, )u™ for all m € M,
2. The closest harmonic game to G has utilities u™ — II,,¢ for all m € M.

Proof. By Theorem 2.6.1, the harmonic component of G is orthogonal to the space of po-
tential games P @& N. Thus, the closest potential game to G has utilities u™ — u7}, where
{u¥}mem is the harmonic component of G. Similarly, the potential component of G is
orthogonal to the space of harmonic games H ® A and thus the closest harmonic game to
G has utilities u™ — u, where {u},,ca¢ is the potential component of G. Using the closed

form expressions for v} and 4%} from Theorem 2.4.1, the claim follows. [}

Note that the utilities in the closest potential game consist of two parts: the term I

expresses the preferences that are captured by the potential function ¢, and (I — I, )u™
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corresponds to the nonstrategic component of the original game. Similarly, the closest
harmonic game differs from the original game by its potential component, and hence has
the same nonstrategic and harmonic components with the original game. This implies that
the projection decomposes the flows generated by a game to its consistent and inconsistent
components and is closely related to the decomposition of flows to the orthogonal subspaces
of the space of flows provided in the Helmholtz decomposition.

Analyzing the projection of a game to the space of potential games may provide useful
insights for the original game; see Section 2.7 for a description of ongoing and future work
on this direction. We conclude this section by relating the approximate equilibria of a game

to the equilibria of the closest potential game.

Theorem 2.6.3. Let G be a game, and G be its closest potential game. Assume that h,,
denotes the number of strategies of player m, and define o £ G — .C’;HM,E. Then, every

e1-equilibrium of G is an e-equilibrium of G for some € < max,, \/2% + €1 (and viceversa).

Proof. By the definition of the norm, it follows that |[u*(p) — 4*(p)| < ﬁ“g —Gllme <
max,, \/%, for all k € M, p € E. Using Lemma 2.2.1, the result follows. O

This result implies that the study and characterization of the structure of approximate
equilibria in an arbitrary game can be facilitated by making use of the connection between

its e-equilibrium set and the equilibria of its closest potential game.

2.7 Summary

We conclude this chapter with a summary of its main contributions. In this chapter, we
introduced a novel and natural direct sum decomposition of the space of games into po-
tential, harmonic and nonstrategic subspaces. We studied the equilibrium properties of the
subclasses of games induced by this decomposition, and showed that the potential and har-
monic components of games have quite distinct and appealing equilibrium properties. In
particular, there is a sharp contrast between potential games, that always have pure Nash
equilibria, and harmonic games, that generically never do. Moreover, we have shown that
while the nonstrategic component does not affect the equilibrium set of games, it can dras-
tically affect their efficiency properties. Using the decomposition framework, we obtained
closed-form expressions for the projections of games to their corresponding components,
enabling the approximation of arbitrary games by potential and harmonic games. We es-
tablished that this approximation allows for a systematic method for characterizing the set

of e-equilibria of a given game, by relating it to the equilibria of the closest potential game.

2.8 Appendix: Additional Proofs

In this section we provide proofs to some of the results from Sections 2.4 and 2.5.
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Proof of Lemmas 2.4.1 and 2.4.2. The proof relies on the fact that D}, D,, = Qg is a
Laplacian operator defined on the graph of m-comparable strategy profiles. We show that
the kernels of Dy, and Ag,, coincide, and using the spectral properties of the Laplacian
and projection matrices we obtain the desired result.

For a fixed m, it can be seen that strategy profile p = (p™,p~") is comparable to
strategy profiles (¢, p~™) for all Q™ € E™, g™ # p™ but to none of the strategy profiles
(q™,q™™) for ™ # p~™. This implies that the graph over which Ag,, is defined has
|[E7™ = Hk#m hi components (each p~™ € E~™ creates a different component), each
of which has {E™| = h,, elements. Note that all strategy profiles in a component are m-
comparable, thus the underlying graph consists of |E~™| components, each of which is a
complete graph with |E™| nodes.

The Laplacian of an unweighted complete graph with n nodes has eigenvalues 0 and n,
where the multiplicity of nonzero eigenvalues is n - 1 (Chung, 1997). Each component of
Ap,m leads to eigenvalues 0 and h,, with multiplicities 1 and h,, — 1 respectively. Therefore,
Ay m has eigenvalues 0 and h,, where the multiplicity of nonzero eigenvalues is (hm, —
1) Ik Pk = Tlkers Pk — [gozm i This suggests that the dimension of the kernel of Agm
i8 [ Lot Pok-

Observe that the kernel of Ay, = D}, Dy, contains the kernel of Dy,. For every q7™ €
E™™ define vg-m € Cp such that

1 fp™™m=q™
yq,m(p) = . (2.48)
0 otherwise

It is easy to see that vp-m L vg-m for p7™™ # q7™ and Dyvp-m = 0 for all p7™™ € E7™.
Thus, for all =™, v4-= belongs to the kernel of D,, and by mutual orthogonality of these
functions, the kernel of Dy, has dimension at least [E~™| = [ ., hx- As the dimension of
the kernel of Ag, is Hk?ﬁm hy and it contains kernel of D,;, this implies that the kernels
of Dy, and A coincide.

Thus Agm maps any v € Cy in the kernel of D,, to zero and scales the v in the
orthogonal complement of the kernel by h,,. On the other hand D,Tan is a projection
operator and it has eigenvalue 0 for all functions in the kernel of D,,, and 1 for the functions

in the orthogonal complement of kernel of D,,. This implies that
Aom = b D, Dy, (2.49)

and the kernels of I, Dy, and Ag,, coincide as the claim suggests. O

Proof of Lemma 2.4.3. For a game, the graph of comparable strategy profiles is connected
as can be seen from the definition of the comparable strategy profiles. It is known that

for a connected graph, the Laplacian operator has multiplicity 1 for eigenvalue 0 (Chung,
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1997). By (2.16) it follows that the function f € Cy satisfying f(p) =1l forall p € E, is an

eigenfunction of Ag with eigenvalue 0, implying the result. O

Proof of Lemma 2.4.4. For the proof of this lemma, we use the following property of the
pseudoinverse

AT = (A*A)T A%, (2.50)

and the orthogonality properties of the Dy, operators: D}, Dy = 0 and DhD,=0ifm # k.

(i) Using (2.50), with A = D, implies that DJ, = (D}, D)t DY, Since for any linear
operator L, (L1)* = (L*)1, it follows that D}, = (Din(D D)"Y = (Dm(Agm))*. Hence,
using Lemma 2.4.1 we obtain D}, = B (D () 1)*. Since II,, is a projection operator to
the orthogonal complement of the kernel of D,,, we have H;rn = II,,,, and D,Il,, = D,,.
Hence, it follows that D}, = hym(DmIly)* = by DX, as claimed.

(i) The identity in (2.50), implies that

T
(3" Dyt - (<z Dy (S D») (3 Doy

icM iEM ieEM ieM

By the orthogonality of the image spaces of D;, it follows that (3. v Di)*(X;epq Di) =
ZiEM D} D;, and hence

1.
x o0 - (S o) (T
icM 1EM icM

Right-multiplying the above equation by D; and using the orthogonality of the image spaces
of D;s it follows that

1 1
(Z D)ID; = (Z DZ‘Dz) (Z D;)'D; = (Z D;*Di) D3 D;.

€M 1EM ieM ieM

(iii) From the definition of pseudoinverse, it is sufficient to show the following 4 properties
to prove the claim: a) (DDY)* = DD, b) (D'D)* = D'D, ¢) DD'D = D, d) D' DD' = D1,

Using the identity DDy = 0 for k # m, it follows that DDt = 3. DD,
and DID = diag (DIDl, .. DR,DM). The pseudoinverse of D, satisfies the propertics
DIan = (DIan)* and DmD;fn = (DmD;rn)*, and the requirements a) and b) follow im-
mediately using these properties. The identity DInDk = 0 also implies that DD'D =
[D1DD1,...,DyDY, Dy, and D'DD' = [DID;D};...; D, DpsD},]. Since the pseudoin-
verse of D, also satisfies D}LanDIn = Djn, and DmD;ran = Dy, the requirements ¢) and

d) are satisfied and the claim follows.
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(iv) Since I = diag (I, ... I), and 1L, = D}, Dy, it follows that

DD = diag (DIDl, .. D;‘WDM) = diag (I, ... Tyr) = IL

(v) Using the identities D;rnDk =0 for k # m, éo = ) _,,cpr Dm, it follows that

DDy =DD' 3" D= 3" DD} D= > Dp = do.
meM meM meM

O

Proof of Proposition 2.4.1. Lemma 2.4.2 provides a basis for kernel of D,, and dim(ker(D,,,)) =
\E~™|, i.e., the cardinality of the basis is equal to |E~™|. By definition N' = ker D =
[Lne s ker(Dr), hence

dim(N) = Y dim(ker(Dm)) = Y [E7™ = > [] - (2.51)

meM memM meM k#m

Next consider the subspace P of normalized potential games. By definition, the games in
this set generate globally consistent flows. Moreover, by Lemma 2.4.6 it follows that there is
a unique game in P, which generates a given gradient flow. Thirdly, note that any globally
consistent flow can be obtained as dp¢ for some ¢ € Cj, and the game {II,,¢}mers € P
generates the same flows as dp¢p. These three facts imply that there is a linear bijective
mapping between the games in P and the globally consistent flows, and hence the dimension
of P is equal to the dimension of the globally consistent flows.

On the other hand, the dimension of the globally consistent flows is equivalent to
dim(im (dp)). Since Ag = 64dp it follows that ker(dy) C ker(A¢). By Lemma 2.4.3 it
follows that ker(Ag) = {f € Cy |f(p) = c € R,for all p€ E }. It follows from the defi-
nition of do that dof = 0 for all f € ker(Ag). These facts imply that ker(y) = ker(Ap)
and hence dim(ker(dp)) = 1. Since dy is a linear operator it follows that dim(im (&)) =
dim(Cyp) — dim(ker(dp)) = |E| — 1 = [],eps Am — 1.

Finally observe that dim(Ga,g) = dim(C§') = M|E| = M [[,,cpq hm- Theorem 2.4.1
implies that dim(Gaq,g) = dim(P) +dim(H) +dim(N). Therefore, it follows that dim(H) =
(M—1)Hmthm~EmeMHk¢mhk+l. |

Proof of Lemma 2.5.2. Let X = Du denote the pairwise comparison function of the har-
monic game. By definition, (65X)(p) = 0 for all p € E. Thus, for all r™ € E™, it follows

that
0= > @X)™p ™)=Y (EX)(Pp) (2.52)

p —™meE-™ pES

where S = {(r™,p ™)[p~™ € E™™}. To complete the proof we require the following

identity related to the pairwise comparison functions.
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Lemma 2.8.1. For all X ¢ C; and set of strategy profiles S C E, Zpeg(ésX)(p) =

- Zpgé‘ qugc X(pv q)

Proof. 1t follows from the definition of 43 that

DEXEP=->Y Xpa=->.Y XE.ag->. > XPqa=-Y > X(p@aq.

pes peSacE peS qese peS qes peS qese

since X (p,q) + X(q,p) = 0 for any p,q and thus Zpeé‘ qug X(p,q) =0. |

Using this lemma in (2.52), we obtain

0=-3 S xR = XD W w e s

peS pese p-mcE-m pmeE™

m

Since r™ is arbitrary, it follows that >, —mcp-m u™(q™,p™™) — u™(r™,p~ ™) = 0 for all

q™,r™m e B O

Proof of Theorem 2.5.8. Since Z ® 1 = G g, the last column immediately follows from
Proposition 2.5.1 and Theorem 2.4.1. Below, we present the dimension results for each row
of the table, and the corresponding entries in the first two columns.

Throughout the proof we denote by e the h dimensional vector of ones. Since N' = ker D,
the two-player games in AV take the form (ea”,be”) for some a,b € R*. We shall make use
of this fact in the proof.

P& H®N: Since PEH PN = Gu,p, it follows that dm(P O HON)N Z =
dim Z and dim{(P @ H @ N)NZ = dimZ. Zero-sum games are games with payoff matrices
(A, —A) for some A € R"**. Thus, the dimension of the zero-sum games is equivalent to
the dimension of possible A matrices that define zero-sum games and hence dim Z = h2.
Similarly, identical interest games are games with payoff matrices (A, A) for some A € R"*",
and hence dimZ = hZ.

P & N: By Theorem 2.5.1, it follows that P & N is equivalent to the set of potential
games. Observe that all identical interest games are potential games, where the utility
functions of players are equal to the potential function of the game. Thus, it follows that
dim(P @ N)NZ =dim7T = h2.

Let G denote a zero-sum game in P & N, with payoff matrices (A, —A), and denote the
matrix corresponding to a potential function of G by ¢. Thus, both the game with payoffs
(A, —A) and (¢, ¢) belong to N @ P, and (A, —A) is different from (¢, ¢) by its nonstrategic

component. Hence, for some a,b € R*, A = ¢+ ea”, —A = ¢+ be”, for some a,b € R* and

A_A=¢,+eaT—}-¢+beT:2¢>—|—eaT+beT=O,

a;—b;

thus —2¢;; = a; + b; and Ay = ¢i; + a; = %= for all i,j € {1...n}. Hence, a,b € R"
characterize the possible payoff matrices A, and it can be seen that the set of these matrices
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has dimension 2k — 1. Since these matrices uniquely characterize zero-sum games that are
also potential games, it follows that the dimension of (P @ N) N Z is equal to 2h — 1.

H @ N: The games in this set do not have potential components. If a game in H ® N is
an identical interest game, then it also belongs to P & N. Due to the direct sum property
of P@H &N, it follows that this game can only have nonstrategic component. Therefore,
dim(H®N)NZ = dim AN NZ. Let G denote a game in N'NZ. Since G has only nonstrategic
information it follows that its payoffs are given by (ea”,be”), for some vectors a and b.
Then, being an identical interest game implies that ea” = be”, which requires that all
entries of payoff matrices are identical, thus dimAN NZ = 1.

Consider a zero-sum game in H ® N, with payoff matrices (A, —A). Since, both players
have equal number of strategies, the harmonic component of this game is also zero-sum
and the payoff matrices in the harmonic component can be denoted by (Ay,—Ap) for
some Ay € R"*. Because the original game is in H © N, the payoff matrices satisfy
A = Ay +eal, —A = —Ag + be”, where (eaT,beT) corresponds to the nonstrategic
component of the game. It follows that ea” 4+ be? = 0, and hence eal and —bel are
matrices, which have all of their entries identical. Thus, the nonstrategic component of the
games in (H & N) N Z, forms a 1 dimensional subspace. Since the harmonic component is
arbitrary, it follows that dim(H @ N)N Z=dimH +1=(h—1)2+1=h>—-2rR+2. O

Proof of Proposition 2.5.2. We prove the claim, by first showing (i) and (ii) are equivalent
and then establishing the equivalence (ii) and (iii).

By the definition of correlated equilibrium, (2.36) implics that z is a correlated equi-
librium. To see that any correlated equilibrium of G satisfies (2.36), assume ¢ € AFE is a
correlated equilibrium. Since the game is a harmonic game, by definition, the utility func-
tions u = {u™} satisfy the condition d5Du = 0. Using (2.13) and (2.21), this condition can
equivalently be expressed as

Z Z (@™ p ™) —u"(p™,p ™) =0 forallpe E. (2.54)
meMqmeE™
Thus, it follows that

0=> z(® Y Y «™@™p ™) -u"(@P"p ")

peE meMqme E™

=3 3 3 > aEme™ @™@mp™™) —um(p™p ™).

meM qnzeEm meEm p_""EE_m

(2.55)

Since z is a correlated equilibrium, Zp—meE-m 2(p™, p~™) (W™(q™, p~™) — u™(p™, p~™)) <
0 for all p™, q™ and m € M. Hence, (2.55) implics that

> @™ p ™) (W@ p ™) —u" (™ P ) = 0
p meEE™
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for all p™, ™ and m € M. Thus, we conclude (i) and (ii) are equivalent.

To see the equivalence of (ii) and (iii), observe that (iii) immediately implies (ii). Assume
(ii) holds, then writing (2.36) for two strategies r™,q™ € E™, and subtracting these equa-
tions from each other, it follows that 3~ mcg-m (@™ (™, p™™) —u™(q™, p™™)) z(p™ p™)

0. Since r™ and Q™ are arbitrary it follows that for all q™ € E™

> um@™p (PP ™) = cpm, (2.56)
p—meE—m

for some cpm € R. Since the game is normalized, we have qrepm W(q™, p~™) = 0. Thus
summing (2.56) over q™ € E™ it follows that cpm = 0, and hence (ii) implies (iii).
Therefore we conclude that (i), (ii) and (iil) are equivalent for normalized harmonic

games. O

Note that in the above proof, we used the assumption that the game is normalized, only
when establishing the equivalence of (ii) and (iii). Therefore, it can be seen that (i) and (ii)

are equivalent for all harmonic games.

2.9 Appendix: Equilibria in Two Player Harmonic Games

In this section we focus on the equilibrium properties of two player harmonic games. We
show that sets of correlated and mixed equilibria are identical in these games.

In the following theorem, we present a basis for two-player normalized harmonic games.
The idea behind our construction is to obtain a collection of games, in which both players
have “effectively” two strategies (the payoffs are equal to zero, if other strategies are played),

and ensure that they are linearly independent normalized harmonic games.

Theorem 2.9.1. Consider the set of two-player games where the first player has hy strate-
gies and the second player has ha strategies. For anyic {1,...,hi—1} andj € {1,... ho—
1}, define bimatriz games G, with payoff matrices (ho A9, —hj A¥), where A% ¢ Rhxh2 jg
such that

1 if (k1) = (4,5) or (k1) = (i +1,5 + 1),
AL =401 if kD) =G+1,5) = (k1) or (k1) = (5,5 + 1), (2.57)

0 otherwise.
The collection {G¥} provides a basis of H.

Proof. Tt can be seen that each G¥ is normalized, since row and column sums of A% is equal
to zero. By Theorem 2.5.6 and (2.57), it also follows that G¥ belongs to H. It can be seen
from Proposition 2.4.1 that dimH = (hy — 1)(hg — 1), is equal to the cardinality of the

70



collection {G¥}. Thus, in order to prove the claim, it is sufficient to prove that

> > AT =0, (2.58)

ie{l,...,ha—1} je{l,...,ha—1}

only if a;; = 0 for all 4, j.

Note that A'' is the only matrix which has a nonzero entry in the first column and the
first row. Thus, (2.58) implies that ag; = 0. Similarly it can be seen that A'! and A'? are
the only matrices which have nonzero entries in the first row and the second column, thus
a2 = 0. Proceeding iteratively it follows that if (2.58) holds, then o4; = 0 for all 4,7 and
the claim follows. O

The next example uses the basis introduced above, to show that in harmonic games, the

uniformly mixed strategy profile is not necessarily the unique mixed Nash equilibrium.

Example 2.9.1. In this example we consider two-player harmonic games, where E' =
{z,y} and E? = {a,b,c}. Using Theorem 2.9.1, a basis for normalized two-player harmonic
games is given in Tables 2.7a and 2.7b. Thus, any harmonic game with these strategy sets,
can be expressed as in Table 2.7c. Consider some fired o« and 8. As can be seen from

Definition 2.5.1, the mized equilibria for this game are given by
(%) %) X (91702: 03)

where 81, 02 and 03 are scalars that satisfy 61 + 62 + 603 = 1, 01,602,053 > 0 and 6;(6a) +

O2(—6a + 63) + 03(—68) = 0. Note that since there are two linear equations in three
111

3:3°3

1§ a solution, it follows that there is a continuum of solutions for which 81,602,083 > 0.

variables, this system has a continuum of solutions. Moreover, since (61, 62,03) = (

Since this is true for any o, 3, we conclude that all games in H have uncountably
many mized equilibria. Additionally, since the nonstrategic component does not affect the
equilibrium properties of a game it follows that all harmonic games on E' x E? (all games
in H & N) have uncountably many mized Nash equilibria.

a b ¢ a b c
z|3,-2(-3,2|0,0 z10,0(3,-2]-3,2
y|-3,23,-2|0,0 y10,0]-3,2]|3,-2

(a) Basis element 1 (b) Basis element 2
a b c

T |3a, 20| -3a+33,2a-28 | -33, 28
¥y | 3o, 20 | 3a— 30, -2+ 28 | 33, —28

(c) A game in H

Table 2.7: Basis of H
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Using this basis, we characterize in the following theorem, the correlated equilibria in
two-player harmonic games. Interestingly, our results suggest that in two-player harmonic

games, the set of mixed Nash equilibria and correlated equilibria generically coincide.

Theorem 2.9.2. Consider the set of two-player harmonic games where the first player has
hy strategies and the second player has hy strategies. Without loss of generality assume that
h1 > ho. Generically,

1. Every correlated equilibrium is a mized Nash equilibrium, where the player with min-

imum number of strategies uses the uniformly mized strategy.

2. The dimension of the set of correlated equilibria is h1 — ho

Proof. As discussed earlier, nonstrategic components of games do not affect the equilibrium
sets. Thus, to prove that (i) and (ii) are generically true for harmonic games, it is sufficient
to prove that they generically hold for normalized harmonic games.

Consider a two-player normalized harmonic game with payoff matrices (A, B), where
A,B € RM*hz By Theorem 2.5.6, it follows that A = —Z—fB. Denote by e; (similarly
e2), the h; (similarly hy) dimensional vector, all entries of which are identically equal to 1.
Since the game is normalized, it follows that efer =0 and Bey = —%;Aeg =0.

Let z be a correlated equilibrium of this game. For each p! € E!, denote by z(p!, -) €
R?2 the vector of probabilities [z(p?, p2)]p2. By Proposition 2.5.2 (iii), it follows that these
vectors satisfy the condition

Az(pl,) = 0. (2.59)

Note that we need to characterize the kernel of the payoff matrix A, to identify the correlated

equilibria. For that reason, we state the following technical lemma:

Lemma 2.9.1. Consider the set of normalized harmonic games in Theorem 2.9.2. Gener-

ically, the payoff matrices of players have their row and column ranks equal to ho — 1.

Proof. The payoff matrices of the players satisfy A = —%B, so they have the same row
and column rank. It follows from Theorem 2.9.1 that the collection of matrices {A%} span
the payoff matrices of harmonic games. It can be seen that the matrices in the span of this
collection generically have row and column rank equal to hg — 1, and the claim follows. O

Using this lemma, it follows that generically the kernel of A is 1 dimensional. As shown
earlier, ez is in the kernel of A, thus, (2.59), implies that generically x(p', -) has the form

z(p', ) = cprez, for some cp1 € R. Since x is a probability distribution, the definition of

z(p!, -) implies that z(p', p?) = cpt > 0, and ZpleEl’p2eE2 z(pt, p?) = ho ZpleEl cpr = 1.
Thus, it follows that z(p!,p?) = ¢, = ah—‘;l, for some a1 > 0 such that 31 cpmapt = 1.
It can be seen from this description that generically, the correlated equilibria are mixed
equilibria where the first player uses the probability distribution z! = o £ lapt]pr € AE 1

and the second player uses the distribution z? = [h%} -
P
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Since the correlated equilibria have this form, it can be seen using Proposition 2.5.2 (iii)

for the second player that

1
u*(pt, q®)z(pt p?) = — w*(p', q®)ap, =0, (2.60)
h
pleE’l pleEl

where o € AE!. The above condition can be restated using the payoff matrices as follows:

h
ofB=-"aTA=0, (2.61)

ha
where & € AE!. Since, the row rank of A is ho — 1, the dimension of o that satisfies
(2.61) is hy — ho + 1. Note that since « is a probability distribution, it also satisfies the

Te; = 1. Note that since e{A = 0, this condition is orthogonal to the ones in

condition o
(2.61). Hence, it follows that the dimension of o which satisfies the correlated equilibrium
conditions in (2.61) (other than the positivity) is Ay — ha. On the other hand, a = hilel
gives a correlated equilibrium (by Theorem 2,5.5), thus the positivity condition does not
change the dimension of the set of correlated equilibria, and the dimension is generically

hi — ho. O
An immediate implication of this theorem is the following:

Corollary 2.9.1. In two-player harmonic games where players have equal number of strate-

gies, the profile of uniformly mized strategies is generically the unique correlated equilibrium.

Note that Theorem 2.9.2 implies that in two-player harmonic games, generically there
are no correlated equilibria that are not mixed equilibria. This statement fails, when the

number of players is more than two, as shown in the following theorem.

Theorem 2.9.3. Consider a M-player harmonic game, where M > 2, and in which each
player has h strategies such that h™ > M(h? — 1) + 1. The set of correlated equilibria is
strictly larger than the set of mized Nash equilibria: The set of correlated equilibria has
dimension at least kM — 1 — Mh(h — 1), and the set of mized equilibria has dimension at
most M(h —1).

Proof. Since each player has h strategies, the set of mixed strategies has dimension M (h—1),
and this is a trivial upper bound on the dimension of the set of mixed equilibria. The set
of correlated equilibria, on the other hand, is defined by the equalities in Proposition 2.5.2.
Note that there are Mh(h— 1) such equalities and the dimension of AE is RM — 1, hence the
dimension of the correlated equilibria is at least A — 1 — Mh(h — 1) (by ignoring possible
dependence of the equalities).

The difference in the dimensions implics that the set of correlated equilibria is strictly

larger than the set of mixed equilibria. O
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Note that this thcorem can be easily generalized to the case when players have differ-
ent number of strategies. An interesting problem is to find the exact dimensions of the
set of mixed Nash and correlated equilibria when there are more than two players. How-
ever, due to complicated dependence relations of the correlated equilibrium conditions in
Proposition 2.5.2, we do not pursue this question in this chapter, and leave it as a future
problem.
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Chapter 3

Dynamics in Near-Potential Games

3.1 Introduction

The study of multi-agent strategic interactions both in economics and engineering mainly
relies on the concept of Nash equilibrium. This raises the question whether Nash equilibrium
makes approximately accurate predictions of the agent behavior. One possible justification
for Nash equilibrium is that it arises as the long run outcome of dynamical processes, in
which less than fully rational players search for optimality over time. However, unless the
game belongs to special (but restrictive) classes of games, such dynamics do not converge to
a Nash equilibrium, and there is no systematic analysis of their limiting behavior (Jordan,
1993; Fudenberg and Levine, 1998; Shapley, 1964).

In potential games, which we discussed in the previous chapter, many of the simple user
dynamics, such as best response dynamics and fictitious play, converge to a Nash equilibrium
(Monderer and Shapley, 1996b,a; Fudenberg and Levine, 1998; Sandholm, 2010a; Young,
2004). Intuitively, dynamics in potential games and dynamics in games that are “close” (in
terms of the payoffs of the players) to potential games should be related. Our goal in this
chapter is to make this intuition precise and provide a systematic framework for studying
dynamics in finite strategic form games by exploiting their relation to close potential games.

We start by illustrating via examples that general games which are close in terms of
payoffs may have significantly different limiting behavior under simple user dynamics. Our
first example focuses on better response dynamics in which at each step or strategy profile,
a player (chosen consecutively or at random) updates its strategy unilaterally to one that
yields a better payoff.!

'Consider a game where players are not indifferent between their strategies at any strategy profile.
Arbitrarily small payoff perturbations of this game lead to games which have the same better response
structure as the original game. Hence, for a given game there may exist a close enough game such that the
outcome of the better response dynamics in two games are identical. However, for payoff differences of given
size it is always possible to find games with different better response propertics as illustrated in Example
3.1.1.
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Example 3.1.1. Consider two games with two players and payoffs given in Figure 3-1.
The entries of these tables indexed by row X and column Y show payoffs of the players
when the first player uses strategy X and the second player uses strateqy Y. Let 0 < § < 1.
Both games have a unique Nash equilibrium: (B, B) for G1, and the mized strategy profile
(34+ 38,154+ 15B) for 6.

We consider convergence of the sequence of pure strategy profiles generated by the better
response dynamics. In Gi, the sequence converges to strategy profile (B, B). In Ga, the
sequence does not converge (it can be shown that the sequence follows the better response
cycle (A, A), (B,A), (B,B) and (A,B)). Thus, trajectories are not contained in any c-

equilibrium set for € < 2.

A B A B
Al0,1{00 AlO0o1] 0,0
B| 10|02 B[1,0] 6,2

g1 Ga

Figure 3-1: A small change in payoffs results in significantly different behavior for the pure
strategy profiles generated by the better response dynamics.

The second example considers fictitious play dynamics, where at each step, each player
maintains an (independent) empirical frequency distribution of other player’s strategies and

plays a best response against it.

Example 3.1.2. Consider two games with two players and payoffs given in Figure 3-2. Let
8 be an irrational number such that 0 < 8 < 1. It can be seen that G has multiple equilibria
(including pure equilibria (A, A), (B, B) and (C,C)), whereas Ga has a unique equilibrium
given by the mized strategy profile where both players assign 1/3 probability to each of its

strategies.
A B C
A|1+4+6,1+86 1,0 0,1
B 0,1 1+6,1+6 1,0
C 1,0 0,1 1+64,1490
G
A B C
All1-6,1-46 1,0 0,1
B 0,1 1-0,1—-49 1,0
C 1,0 0,1 1-6,1-40
Go

Figure 3-2: A small change in payoffs results in significantly different behavior for the
empirical frequencies generated by the fictitious play dynamics.
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We focus on the convergence of the sequence of empirical frequencies generated by the
fictitious play dynamics (under the assumption that initial empirical frequency distribution
assigns probability 1 to a pure strategy profile). In G, this sequence converges to a pure
equilibrium starting from any pure strateqy profile. In Ga, the sequence displays oscilla-
tions similar to those seen in the Shapley game (see Shapley (1964); Fudenberg and Levine
(1998)). To see this, assume that the initial empirical frequency distribution assigns proba-
bility 1 to the strategy profile (A, A). Observe that since the underlying game is a symmetric
game, empirical frequency distribution of each player will be identical at all steps. Start-
ing from (A, A), both players update their strategy to C. After sufficiently many updates,
the empirical frequency of A falls below 8/(1 + 8), and that of C exceeds 1/(1 + 6). Thus,
the payoff specifications suggest that both players start using strategy B. Simdarly, after
empirical frequency of B exceeds 1/(1+ ), and that of C falls below 6/(1 + 8), then both
players start playing A. Observe that update to a new strategy takes place only when one
of the strategies is being used with very high probability (recall that 8 < 1) and this feature
of empirical frequencies is preserved throughout. For this reason the sequence of empirical

frequencies does not converge to (1/3,1/3,1/3), the unique Nash equilibrium of Ga.

These examples suggest that in general, it may not be possible to characterize the
limiting dynamies in a given game, by using knowledge of the limiting behavior in a nearby
game. In this chapter, in contrast with this observation, we will show that games that are
close (in terms of payoffs of players) to potential games have similar limiting dynamics to
those in potential games. Moreover, it is possible to provide a quantitative measure of the
size of the limiting set of dynamics in terms of the ‘distance’ of the game from potential
games. Our approach relies on using the potential function of a close potential game for
the analysis of commonly studied update rules.2 We note that our results hold for arbitrary
strategic form games, however our characterization of limiting behavior of dynamics is more
informative for games that are close to potential games. We therefore focus our investigation
to such games in this chapter and refer to them as near-potential games.

We start our analysis by introducing mazimum pairwise difference, a measure of “close-
ness” of games.?> Let p and q be two strategy profiles, which differ in the strategy of a
single player, say player m. Recall that we refer to the change in the payoff of player m
between these two strategy profiles, as the pairwise comparison of p and q (see Section
2.2.2). Intuitively, this quantity captures how much player m can improve its utility by
unilaterally deviating from strategy profile p to strategy profile q. For given games, the
maximum pairwise difference is defined as the maximum difference between the pairwise
comparisons of these games. Thus, the maximum pairwise difference captures how different

two games are in terms of the utility improvements due to unilateral deviations. Since equi-

2Throughout the chapter, we use the terms learning dynamics and update rules interchangeably.

3Maximum pairwise difference is closely related to the norm we introduced for space of games in Section
2.6. However, it is preferred in this section, since it allows us to focus on the “strategic” difference between
games, as we explain in detail in Section 3.2.
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libria of games, and strategy updates in various update rules (such as better/best response
dynamics) can be expressed in terms of unilateral deviations, maximum pairwise difference
provides a measure of strategic similarities of games. As established in Chapter 2 the set, of
potential games is a subspace of space of games. Using this observation, we show that the
closest potential game to a given game, in the sense of maximumn pairwise difference, can
be obtained by solving a convex optimization problem. This provides an alternative way
(that is different than the decomposition approach) of approximating a given game with a
potential game that has a similar equilibrium set and dynamic properties, as illustrated in
Example 3.1.3.

Example 3.1.3. Consider a two-player game G, which is not a potential game, and the
closest potential game to this game (in terms of mazimum pairwise difference), G, gtven
in Figure 3-3. The mazimum pairwise difference of these games is 2, since the uttlity
improvements in these games due to unilateral deviations differ by at most 2 (For instance
consider the deviation of the column player from (A, A) to (A,B). In G this leads to a
~ utility improvement of 6, whereas, in G the improvement amount is 4). It can be seen that
for both games (B, B) is the unique equilibrium. Moreover, trajectories of better response
dynamics and empirical frequencies of fictitious play dynamics converge to this equilibrium

in both games.

A B A B
8,8 Al7,3] 9,7
12, 10 B3 1

[N S

Figure 3-3: A game (G) and a nearby potential game (G) share similar equilibrium set and
dynamic properties.

We focus on three commonly studied user dynamics: discrete-time better/best response,
logit response, and discrete-time fictitious play dynamics, and establish different notions of
convergence for each. We first study better/best response dynamics. It is known that the
sequence of purc strategy profiles, which we refer to as trajectories, generated by these
update rules converge to pure Nash equilibria in potential games (Monderer and Shapley,
1996b; Young, 2004). In near-potential games, a pure Nash equilibrium need not even
exist. For this reason we focus on the notion of pure approzimate equilibria or e-equilibria,
and show that in near-potential games trajectories of these update rules converge to a
pure approximate equilibrium set. The size of this set only depends on the distance from
the original game to a potential game, and is independent of the payoffs in the original
game. In particular, our result for better/best response dynamics establish a ‘Lipschitz-
type’ property, i.e., we can find a constant h (which is equal to the number of strategy
profiles in the game as shown in Theorem 3.3.1) such that in a game that is § different (in
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terms of maximum pairwise difference) from a potential game the trajectory converges to
the dh-equilibrium set.

We then focus on logit response dynamics. With this update rule, agents, when updat-
ing their strategies, choose their best responses with high probability, but also explore other
strategies with a nonzero probability. Logit response induces a Markov chain on the set of
pure strategy profiles. The stationary distribution of this Markov chain is used to explain
the limiting behavior of this update rule (Young, 1993; Blume, 1997, 1993; Alés-Ferrer and
Netzer, 2010; Marden and Shamma, 2012). In potential games, the stationary distribution
can be expressed in closed form in terms of the potential function of the game. Addition-
ally, the stochastically stable strategy profiles, i.e., the strategy profiles which have nonzero
stationary distribution as the exploration probability goes to zero, are those that maximize
the potential function (Alds-Ferrer and Netzer, 2010; Blume, 1997; Marden and Shamma,
2012). Exploiting their relation to close potential games, we obtain similar results for near-
potential games: (i) we obtain an explicit characterization of the stationary distribution
in terms of the distance of the game from a close potential game and the corresponding
potential function, and (ii) we show that the stochastically stable strategy profiles are the
strategy profiles that approximately maximize the potential of a close potential game, im-
plying that they are pure approximate equilibria of the game. Our analysis relies on a
novel perturbation result for Markov chains (see Theorem 3.4.1) which provides bounds on
deviations from a stationary distribution when transition probabilities of a Markov chain
are multiplicatively perturbed, and therefore may be of independent interest.

A summary of our convergence results on better/best response and logit response dy-
namics can be found in Table 3.1.

Update Rule Convergence Result

Better/Best Re- | (Theorem 3.3.1) Trajectories of dynamics converge to Xjp, i.e., the

sponse Dynamics | dh-equilibrium set of G.

Logit  Response | (Corollary 3.4.2) Stationary distribution u, of logit response dy-
. . 1 26(h—1)

Dynamics (with c.,dr(rl)) < 625(;71)_1, for all p,

parameter T) Sqcp @ e

(Corollary 3.4.3) Stochastically stable strategy profiles of G are

(i) contained in S = {p|¢(p) > maxq d(q) — 46(h — 1)}, (ii) 46h-

equilibria of G.

namics is such that |u,(p) —

Logit  Response
Dynamics

Table 3.1: Convergence properties of better/best response and logit response dynamics in
near-potential games. Given a game G, we use G to denote a nearby potential game with
potential function ¢ such that the distance (in terms of the maximum pairwise difference,
defined in Section 3.2) between the two games is 6. We use the notation X. to denote the
e-equilibrium set of the original game, h to denote the number of strategy profiles, pr and fi-
to denote the stationary distributions of logit response dynamics in G and G, respectively.

We finally analyze fictitious play dynamics in near-potential games. In potential games

trajectories of fictitious play need not converge to a Nash equilibrium, but the empirical
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frequencies of the played strategies converge to a (mixed) Nash equilibrium (Monderer and
Shapley, 1996a; Shamma and Arslan, 2004). In our analysis of fictitious play dynamics,
we first show that in near-potential games if the empirical frequencies are outside some
e-equilibrium set, then the potential of the close potential game (evaluated at the empirical
frequency distribution) increases with each strategy update. Using this result we establish
convergence of fictitious play dynamics to a set which can be characterized in terms of
the e-equilibrium set of the game and the level sets of the potential function of a close
potential game. This result suggests that in near-potential games, the empirical frequencies
of fictitious play converge to a set of mixed strategies that (in the close potential game)
have potential almost as large as the potential of Nash equilibria. Moreover, exploiting the
property that for small €, e-equilibria are contained in disjoint neighborhoods of equilibria,
we strengthen our result and establish that if a game is sufficiently close to a potential game,
then cmpirical frequencies of fictitious play dynamics converge to a small neighborhood of
equilibria, whose size is explicitly characterized.* Our result recovers as a special case
convergence of empirical frequencies to Nash equilibria in potential games.®

A summary of our results on convergence of fictitious play dynamics is given in Table
3.2.

The framework provided in this chapter enables us to study the limiting behavior of
adaptive user dynamics in arbitrary finite strategic form games. In particular, for a given
game we can use either the proposed convex optimization formulation, or the decomposition
approach introduced in Chapter 2, to find a ncarby potential game and use the distance
between these games to obtain a quantitative characterization of the limiting approximate
equilibrium set. The characterization this approach provides will be tighter if the original

game is closer to a potential game.

3.1.1 Related Literature

In potential games, pure Nash equilibria are stable under various learning dynamics such
as better/best response dynamics (Monderer and Shapley, 1996b; Fudenberg and Levine,
1998; Young, 2004). Because of these properties, potential games found applications in
various control and resource allocation problems (Monderer and Shapley, 1996b; Marden
et al., 2009a; Candogan et al., 2010b; Arslan et al., 2007).

“The bounds we obtain for the limiting behavior of fictitious play dynamics have a different flavor than
those for better/best response dynamics, and logit response. While the bounds we obtain for the latter
update rules are independent of the payoffs (and a function of only § and the numbcr of strategy profiles
in the game), for fictitious play they are not. This is because, fictitious play results exploit the structure of
mixed (approximate) equilibrium sets, which rely on the actual payoff parameters, whereas other dynamics
results do not involve mixed strategies.

5This result also implies that in near-potential games fictitious play dynamics are upper semicontinuous
with respect to payoff parameters. This upper semicontinuity result could alternatively be proved by consid-
ering differential inclusions that represent the limiting behavior of fictitious play (see Benaim et al. (2005)),
together with upper semicontinuity results on differential inclusions (Li and Zhang, 2002). Our result, in
addition to upper semicontinuity, provides explicit bounds on the size of the limiting set.
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Update Rule Convergence Result

(Corollary 3.5.1) Empirical frequencies of dynamics converge to
Fictitious Play the set of mixed strategies with large enough potential: {x €
[, AB™|$(x) > minye,q; ()}

(Theorem 3.5.2) Assume that G has finitely many equilibria. There
exists some 8 > 0, and € > 0 (which are functions of utilities of
G but not §) such that if § < &, then the empirical frequencies of
fictitious play converge to

Af(MSYML

{XI I — x| < + f(Mb +€),

Fictitious Play

for some equilibrium xk},

for any € such that € > ¢ > 0, where f : Ry — Ry is an upper
semicontinuous function that quantifies the size of mixed equilib-
rium sets (defined explicitly in Section 3.5) such that f(z) — 0 as
z — 0.

Table 3.2: Convergence properties of fictitious play dynamics in near-potential games. We
denote the number of players in the game by M, set of mixed strategies of player m by
AE™ and the Lipschitz constant of the mixed extension of ¢ by L. Rest of the notation is
the same as in Table 3.1.

There is no systematic framework for analyzing the limiting behavior of many of the
adaptive update rules in general games (Jordan, 1993; Fudenberg and Levine, 1998; Shapley,
1964). However, for potential games there is a long line of literature establishing conver-
gence of natural adaptive dynamics such as better /best response dynamics (Monderer and
Shapley, 1996b; Young, 2004), fictitious play (Monderer and Shapley, 1996a; Shamma and
Arslan, 2004; Marden et al., 2009b; Hofbauer and Sandholm, 2002) and logit response dy-
namics (Blume, 1993, 1997; Alés-Ferrer and Netzer, 2010; Marden and Shamma, 2012).

Another strand of literature focuses on identifying classes of games with similar proper-
ties to potential games. Examples include ordinal potential games (Monderer and Shapley,
1996b), best-response potential games (Voorneveld, 2000), pseudo-potential games (Dubey
et al., 2006), and nested potential games (Uno, 2007). Even though these classes of games
share similar ordinal properties with potential games, for update processes that involve
mixed strategies (such as fictitious play), or that rely on actual payoff values (such as logit
response), they do not lead to simple analysis unless further structure is imposed (unlike
potential games). For this reason, in this chapter we follow a different approach, and char-
acterize dynamic properties of games, by exploiting their closeness to potential games.

There are also papers in the literature, which identify classes of games that are strate-
gically equivalent to potential games (Morris and Ui, 2004). These equivalence notions

can be used to extend the dynamical properties of potential games to their equivalence
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classes. However, we want to emphasize that the framework presented in this chapter can
be applied for study of dynamics in games that are not strategically equivalent to potential

games, thereby providing tools for study of dynamics in arbitrary strategic form games.

3.1.2 Outline

The rest of the chapter is organized as follows. Most of the notation, and game theoretic
preliminaries we need for this section are borrowed from Chapter 2. In Section 3.2 we
introduce some additional notation, and cover the game theoretic preliminaries that were
not discussed in the previous chapter. We present an analysis of better and best response
dynamics in near-potential games in Section 3.3. In Section 3.4, we extend our analysis to
logit response, and focus on the stationary distribution and stochastically stable states of
logit response. We present the results on fictitious play in Section 3.5. We close in Section
3.6 with a summary of the main contributions of this chapter. Some of the proofs are
delegated to Section 3.7.

3.2 Preliminaries

In this section, we present the game-theoretic background that is relevant to this chapter.
Additionally, we introduce the closeness measure for games, which is used in the rest of the
chapter.

Our focus in this chapter is on finite strategic form games. We inherit the notation
used in Chapter 2 for such games, and denote them using the tuple (M, {E™}, {u™}). In
subsequent sections, we characterize the limiting behavior of dynamics in finite games in
relation to their equilibria. In particular, we make use of Nash equilibria, and e-equilibria
(see Section 2.2.1 for definitions). We denote the set of e-equilibria in a game G by X..

In order to establish our results on dynamics, we exploit the properties of potential games
(see Section 2.2.1 for a definition). We next explain an important property of potential
games, which plays a key role in our analysis: In potential games the total unilateral utility
improvement around a “closed path” is equal to zero. Before we formally state this result,
we first provide some necessary definitions, which are also used in Section 3.3 when we

analyze better/best response dynamics in near-potential games.

Definition 3.2.1 (Path — Closed Path — Improvement Path). A path is a collection of
strategy profiles v = (po, ... pN) such that p; and p;11 differ in the strategy of exactly one
player. A path is a closed path (or a cycle) if po = pn. A path is an improvement path
if u™i(p;) = u™(pi—1) where my; is the player who modifies its strategy when the strategy
profile is updated from p;—1 to p;.

The transition from strategy profile p;—; to p; is referred to as step i of the path. The
length of a path is equal to its number of steps, i.e., the length of the path v = (py,...,pn)
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is N. We say that a closed path is simple if no strategy profile other than the first and the
last strategy profiles is repeated along the path. For any path v = (pg,...,pn) let I(y)

represent the total utility improvement along the path, i.e.,

N
I(y) =) u™(pi) — u™(pi-1),
i=1
where m; is the index of the player that modifies its strategy in the ith step of the path.
The following proposition provides a necessary and sufficient condition under which a given

game is a potential game.

Proposition 3.2.1 (Monderer and Shapley (1996b)). A game is a potential game if and
only if I() = 0 for all simple closed paths .

We next provide a formal definition of the measure of “closeness” of games, used in the

subsequent sections.

Definition 3.2.2 (Maximum Pairwise Difference). Let G and G be two games with set of
players M, set of strategy profiles E, and collections of utility functions {u™}mem and
{U™ }mem respectively. The mazimum pairwise difference (MPD) between these games is
defined as
- - em/ m —m\ _ sm/ m _—m

epmlBax @@ ) —um T pT™) — (@7 e — @ (™ ™)

Note that the pairwise difference u™(¢™,p~™) — v™(p™,p ™) quantifies how much
player m can improve its utility by unilaterally deviating from strategy profile (p™,p™™)
to strategy profile (g™, p~™). Thus, the MPD captures how different two games are in
terms of the utility improvements due to unilateral deviations.® We refer to pairs of games
with small MPD as close games, and games that have a small MPD to a potential game as
near-potential games.

The MPD measures the closeness of games in terms of the difference of unilateral devi-

ations, rather than the difference of their utility functions, i.e., quantities of the form

’(um(qm7p—m) _ um(pm’p—m)) _ (&m(qm’p—m) _ am(pm’p—m))l

S An alternative distance measure can be given by

drz(g,g”)é(z > ((u’%qm,p'")—u’"(p’ﬂp‘"'))—(am(qm,p‘*m)—a%m,p*m)))?),

PEE meM,qmeE™

and this quantity corresponds to the 2-norm of the difference of G and G in terms of the utility improvements
due to unilateral deviations. Our analysis of the limiting behavior of dynamics relies on the maximum of
such utility improvement differences between a gamc and a near-potential game. Thus, the measure in
Definition 3.2.2 provides tighter bounds for our dynamics results, and hence is preferred in this chapter.
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are used to identify close games, rather than quantities of the form [u™(p™, p™™) — 4™(p™, P~
This is because the difference in unilateral deviations provides a better characterization of

the strategic similarities (equilibrium and dynamic properties) between two games than the
difference in utility functions, by “quotienting out” the nonstrategic component of games

(as discussed in Chapter 2). For this reason, in this chapter we employ MPD to measure
closeness of games, as opposed to the norm introduced in Section 2.6.

We conclude this section by presenting a framework for finding the closest potential
game to a given game, where the distance between the games is measured in terms of MPD.7
Theorem 2.5.1 suggests that the set of potential games is convex, i.e., if G = (M, E, {u™},,)
and G = (M, E, {i"},,) are potential games, then G, = (M, E {ou™ + (1 — a)a™} ), is
also a potential game provided that « € [0,1]. Hence, intuitively, it should suffice to solve
a convex optimization problem to find the closest potential game to a given game. We next
provide one such convex optimization formulation.

Assume that a game with utility functions {¥™},, is given. The closest potential game
(in terms of MPD) to this game, with payoff functions {4™},, and potential function ¢ can
be obtained by solving the following optimization problem:

mirl max um m -my _ m m’ —m
o {a™}m peE,meM,qmeEm|( (@™ p™") =" (™, p™)

(P :) _ (ﬁm(qm,p~m) _ ﬂm(pm7p—m))|
st. (@ p"™) - (@™, p") = a"(q",p ") - A" E™, P,
foralme M, pe E, " € E™.

Note that the difference (u™ (g™, p™™) —u™ (@™, p™™))— (@™ (g™, p~™) — 4™ (™, p™™))
is linear in {4™},,. Thus, the objective function is the maximum of such linear functions,
and hence is convex in {4™},,. The constraints of this optimization problem guarantee
that the game with payoff functions {4™},, is a potential game with potential ¢. Note that
these constrains are linear. Therefore, it follows that (P) is a convex optimization problem
that gives the closest potential game to a given game.

In the rest of the chapter, we do not discuss how a close potential game to a given game
is obtained, but we just assume that a close potential game with potential ¢ is known and
the MPD between this game and the original game is . We provide characterization results

on limiting dynamics for a given game in terms of ¢ and 4.

3.3 Better Response and Best Response Dynamics

In this section, we consider better and best response dynamics, and study convergence prop-

erties of these update rules in near-potential games. All of the update rules considered in

YA similar framework for finding near-potential (and weighted potential) games (using a different norm)
can be found in Candogan et al. (2011a) and Candogan et al. (2010a).
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this section are discrete-time update rules, i.e., players are allowed to update their strategies
at time instants t € Zy = {1,2,...}.

Best response dynamics is an update rule where at each time instant a player chooses
its best response to other players’ current strategy profile. In better response dynamics, on
the other hand, players choose strategies that improve their payoffs, but these strategies

need not be their best responses. Formal descriptions of these update rules are given below.

Definition 3.3.1 (Better and Best Response Dynamics). At each time instantt € {1,2,...},
a single player is chosen at random for updating its strategy, using a probability distribution
with full support over the set of players. Let m be the player chosen at some time t, and let
r € E denote the strategy profile that is used at time t — 1.

1. Better response dynamics is the update process where player m does not modify its
strategy if v™(r) = maxgm u™(¢™,r™™"), and otherwise it updates its strategy to a

strategy in {g™|u™(¢g™,r™ ™) > u™(r)}, chosen uniformly at random.

2. Best response dynamics is the update process where player m does not modify its
strategy if W (r) = maxgm u™(¢™,r™ ™), and otherwise it updates its strategy to a

strategy in arg maxgm u™ (g™, r™™), chosen uniformly at random.

For simplicity of the analysis, we assume here that users are chosen randomly to update
their strategy. However, this assumption is not crucial for our results, and can be relaxed.

We refer to strategies in arg max,m u™(¢™,r~"™) as best responses of player m to v~ ™.
We denote the strategy profile used at time t by ps, and we define the trajectory of the
dynamics as the sequence of strategy profiles {p:}$°,. In our analysis, we assume that the
trajectory is initialized at a strategy profile pg € E at time 0 and it evolves according to
one of the update rules described above.

The following theorem establishes that in finite games, better and best response dynam-
ics converge to a set of e-equilibria, where the size of this set is characterized by the MPD

to a close potential game.?

Theorem 3.3.1. Consider a game G and let G be a nearby potential game such that
d(G,G) < 8. Assume that best response or better response dynamics are used in G, and
denote the number of strategy profiles in these games by |E| = h.

For both update processes, the trajectories are contained in the dh-equilibrium set of G
after finite time with probability 1, i.e., let T be a random variable such that py € Xsp, for
allt > T, then P(T < c0) = 1.

Proof. We prove the claim by modeling the update process using a Markov chain, and

employing the improvement path condition for potential games (cf. Proposition 3.2.1).

5The bound of this theorem can be improved by using bounds on the length of utility improvement
cycles in games. In particular, for two player games using such a bound due to Ahn (2006), it is possible to
establish convergence to a smaller approximate equilibrium set.
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Using Definition 3.3.1, we can represent the strategy updates in best response dynamics
as the state transitions in the following Markov chain: (i) Each state corresponds to a
strategy profile and, (ii) there is a nonzero transition probability from state r to state
q # 1, if r and q differ in the strategy of a single player, say m, and ¢™ is a (strict) best
response of player m to r~™. The probability of transition from state r to state q is equal
to the probability that at strategy profile r, player m is chosen for update and it chooses g™
as its new strategy. In the case of better response dynamics we allow ¢™ to be any strategy

strictly improving payoff of player m, and a similar Markov chain representation still holds.

Since there are finitely many states, one of the recurrent classes of the Markov chain is
reached in finite time (with probability 1). Thus, to prove the claim, it is sufficient to show
that any state which belongs to some recurrent class of this Markov chain is contained in

the e-equilibrium set of G.

It follows from Definition 3.3.1 that a recurrence class is a singleton, only if none of
the players can strictly improve its payoff by unilaterally deviating from the corresponding
strategy profile. Thus, such a strategy profile is a Nash equilibrium of G and is contained

in the e-equilibrium set.

Consider a recurrence class that is not a singleton. Let r be a strategy profile in this
recurrence class. Since the recurrence class is not a singleton, there exists some player
m, who can unilaterally deviate from r by following its best response to another strategy
profile q, and increase its payoff by some « > 0. Since such a transition occurs with nonzero
probability, r and q are in the same recurrence class, and the process when started from r
visits q and returns to r in finitely many updates. Since each transition corresponds to a
unilateral deviation that strictly improves the payoff of the deviating player, this constitutes
a simple closed improvement path containing r and q. Let v = (po,...,pn) be such an
improvement path and pp = py =71, p1 = q and N < |E| = h. Since u™(q) — u™(r) = «,
and u™(p;) — u™(pi—1) = 0 at every step i of the path, this closed improvement path

satisfies

(™ (p:) —u™(pi-1)) > a. (3.1)

WE

1

.
Il

On the other hand it follows by Proposition 3.2.1 that the close potential game satisfies

N
D (@™ (ps) — 4™ (pic1)) = 0. (3.2)

1=

—

Combining (3.1) and (3.2) we conclude that

N
a <D (@™ (pi) — u™ (pie1)) — (8™ (pi) — @™ (pic1))
=1
< N6.
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Since N < |E| = h, it follows that « < §h. The claim then immediately follows since r
and the recurrence class were chosen arbitrarily, and our analysis shows that the payoff
improvement of player m (chosen for strategy update using a probability distribution with
full support as described in Definition 3.3.1), due to its best response is bounded by dh. O

As can be seen from the proof of this theorem, extending dynamical properties of po-
tential games to nearby games relies on special structural properties of potential games.
As a corollary of the above theorem, we obtain that trajectories generated by better and
best response dynamics converge to a Nash equilibrium in potential games, since if G is a
potential game, the close potential game G can be chosen such that d(g,é) = 0. Also, it
follows from our proof that our result is applicable in cases where the underlying game has
better response cycles. Thus, even when the game does not share similar ordinal properties
with potential games, our approach can be used to approximately characterize the limiting

behavior of dynamics.

3.4 Logit Response Dynamics

In this section we focus on logit response dynamics. Logit response dynamics can be viewed
as a smoothened version of the best response dynamics, in which a smoothing parameter
determines the frequency with which the best response strategy is picked. The evolution of
the pure strategy profiles can be represented in terms of a Markov chain (with state space
given by the set of pure strategy profiles). We characterize the stationary distribution and
stochastically stable states of this Markov chain (or of the update rule) in near-potential
games. Our approach involves identifying a close potential game to a given game, and
exploiting features of the corresponding potential function to characterize the limiting be-
havior of logit response dynamics in the original game.

In Section 3.4.1, we provide a formal definition of logit response dynamics and review
some of its properties. We also present some of the mathematical tools used in the literature
to study this update rule. In Section 3.4.2, we show that the stationary distribution of
logit response dynamics in a near-potential game can be approximately characterized using
the potential function of a nearby potential game. We also use this result to show that
the stochastically stable strategy profiles are contained in approximate equilibrium sets in

near-potential games.

3.4.1 Properties of Logit Response

We start by providing a formal definition of logit response dynamies:

Definition 3.4.1. At each time instant t € {1,2,...}, a single player is chosen at random

for updating its strategy, using a probability distribution with full support over the set of
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players. Let m be the player chosen at some time t, and let v € E denote the strategy profile
that is used at time t — 1.

Logit response dynamics with parameter 7 is the update process, where player m chooses
a strategy q"* € E™ with probability
eru™ @™ ET™)

P (g™r) = ;i
D _pmeEm €T

um(pm’r—m) *

In this definition, 7 > 0 is a fixed parameter that determines how often players choose
their best responses. The probability of not choosing a best response decreases as 7 de-
creases, and as 7 — 0, players choose their best responses with probability 1. This feature
suggests that logit response dynamics can be viewed as a generalization of best response
dynamics, where with small but nonzero probability players use a strategy that is not a

best response.

For a given 7 > 0, this update process can be represented by a finite aperiodic and
irreducible Markov chain (Marden and Shamma, 2012; Alés-Ferrer and Netzer, 2010). The
states of the Markov chain correspond to the strategy profiles in the game. Denoting the
probability that player m is chosen for a strategy update by a,,, transition probability from
strategy profile p to q can be given by (assuming p # q, and denoting the transition from

p toq by p—q):

am P (™ p) if @™ =p~™ for some m € M

P(p—q)= { (3.3)

0 otherwise.

The chain is aperiodic and irreducible since a player updating its strategy can choose any
strategy (including the current one) with positive probability. Consequently, it has a unique

stationary distribution.

We denote the stationary distribution of this Markov chain by p, and refer to it as
the stationary distribution of the logit response dynamics. A strategy profile q such that
lim, o pr(q) > 0 is referred to as a stochastically stable strategy profile of the logit response
dynamics. Intuitively, these strategy profiles are the ones that are used with nonzero prob-
ability, as players adopt their best responses more and more frequently in their strategy

updates.

In potential games, the stationary distribution of the logit response dynamics can be
written as an explicit function of the potential. If G is a potential game with potential func-

tion ¢, the stationary distribution of the logit response dynamics is given by the distribution
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(Marden and Shamma, 2012; Alés-Ferrer and Netzer, 2010; Blume, 1997):°
erd(@)

T FYARY, (3.4)
S peE €T #(p)

Hr (q) =

It can be seen from (3.4) that lim, o u-(q) > 0 if and only if q € argmaxper ¢(p)-
Thus, in potential games the stochastically stable strategy profiles are those that maximize
the potential function.

We next describe a method for obtaining the stationary distribution of Markov chains.
This method will be used in the next subsection in characterizing the stationary distribution
of logit response. Assume that an irreducible Markov chain over a finite set of states S, with
transition probability matrix P is given. Consider a directed tree, T, with nodes given by
the states of the Markov chain, and assume that an edge from node q to node p can exist
only if there is a nonzero transition probability from q to p in the Markov chain. We say
that the tree is rooted at state p, if from every state q # p there exists a unique directed
path along the tree to p. For each state p € S, denote by T (p) the set of all trees rooted
at p, and define a weight wp > 0 such that

we= Y J] Pla-—r). (3.5)

T¢T(p) (a—r)eT

The following proposition from the Markov Chain literature (Leighton and Rivest (1983);
Anantharam and Tsoucas (1989); Freidlin and Wentzell (1998)), known as the Markov
chain tree theorem, expresses the stationary distribution of Markov chains in terms of these

weights.

Proposition 3.4.1. The stationary distribution of the Markov chain defined over set S is
. - w,
given by u(p) = Tocswa

For any T € 7 (p), intuitively, the quantity H(qar)eT P(q — r) gives a measure of
likelihood of the event that node p is reached when the chain is initiated from the leaves
(i.e., nodes with indegree equal to 0) of T. Thus, wp captures how likely it is that node
p is visited in this chain, and the normalization in Proposition 3.4.1 gives the stationary
distribution. Since for finite games logit response dynamics can be modeled as an irreducible

Markov chain, this result can be used to characterize its stationary distribution.

3.4.2 Stationary Distribution of Logit Response Dynamics

In this section we show that the stationary distribution of logit response dynamics in near-

potential games can be approximated by exploiting the potential function of a close potential

9Note that this expression is independent of {a }, i.e., the probability distribution that is used to choose
which player updates its strategy has no effect on the stationary distribution of logit response.
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game. We start by showing that in games with small MPD logit response dynamics have

similar transition probabilities.

Lemma 3.4.1. Consider a game G and let G be a nearby potential game such that d(G, Q) <
8. Denote the transition probability matrices of logit response dynamics in G and G by Pr
and P, respectively. For all strategy profiles p and q that differ in the strategy of at most

one player, we have

26
-

~ 28
<P (p—q)/Pr(p—q)<er.

Proof. Assume that p~™ = q™™. In G the transition probability P,(p — q) can be
expressed by (see (3.3)):

am P (q™|p) if g™ # p™
P-(p—q)= Z o, PE(p*|p) otherwise.
keEM

A similar expression holds for the transition probability P; (p—4q)in g, replacing P[" by
PT’" Thus, it is sufficient prove e < ij"’(qm|p)/PTm(qm|p) < e? for all p, m, ¢ to
prove the claim.

Observe that by the definition of MPD

W™ pT) —um P pTT) =S <A™ pT) — A (p™, pT™)

B (3.6)
S um(rm’p m) _ um(pm,pfm) + 6‘

Definition 3.4.1 suggests that P™(¢™|p) can be written as (by dividing the numerator and

1 -mg.m —m
the denominator by e7%"®"P™™));

By = €T TG )
T \@ P} =

l il m MY 43 il —m )
ZrmeEmeT(u (rmpmm) =A™ (p™,p ™))

Therefore, using the bounds in (3.6) it follows that
K(g™)er

P;n(qm|p) < s = -
k(gm)eT + Erm;ﬁqm k(rm)eT

where, k(r™) = 7 TP U P ™) for all ¢ ¢ B Dividing both the numer-

ator and the denominator of the right hand side by ) mcpm £(r™) and observing that
= ~(g™) .
P*(q"|p) = ) mpm— oy B we obtain

I
er PI*(¢™|p)
§ 8 3
er PI*(¢™|p) + e~ 7 (1 - P™(¢™|p))

PM(¢™p) <
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or equivalently s

Pr(g™lp) _ e ,
PP (g™p) ~ eFPm(gmlp) + e~ 7 (1 — Pm(g™|p))

It can be seen that the right hand side is decreasing in P7*(¢™|p). Thus replacing P (¢™|p)
by 0, the right hand side can be upper bounded by 7. Then we obtain P™(¢™|p)/P™(q™|p) <
s By symmetry we also conclude that P™(¢™|p)/P™(¢™|p) < 62‘76, and combining these

bounds the claim follows. O

Definition 3.4.1 suggests that perturbation of utility functions changes the transition
probabilities multiplicatively in logit response. The above lemma supports this intuition:
if utility gains due to unilateral deviations are modified by §, the ratio of the transition
probabilities can change at most by er. Thus, if two games are close, then the transition
probabilities of logit response in these games should be closely related.

This suggests using results from perturbation theory of Markov chains to characterize
the stationary distribution of logit response in a near-potential game (Haviv and Van der
Heyden, 1984; Cho and Meyer, 2001). However, standard perturbation results characterize
changes in the stationary distribution of a Markov chain when the transition probabilities
are additively perturbed. These results, when applied to multiplicative perturbations, yield
bounds which are uninformative. We therefore first present a result which characterizes de-
viations from the stationary distribution of a Markov chain when its transition probabilities

are multiplicatively perturbed, and therefore may be of independent interest.1?

Theorem 3.4.1. Let P and P denote the probability transition matrices of two finite ir-
reducible Markov chains with the same state space. Denote the stationary distributions of
these Markov chains by p and i respectively, and let the cardinality of the state space be
h. Assume that o > 1 is a given constant and for any two states p and q, the following

inequalities hold
a~'P(p - q) < P(p — q) < aP(p — q).

Then, for any state p, we have

. o=V y(p) - "~ u(p)
®) oD (p) T a1~ p(p)) Alp) = ah=1u(p) + a=t=1(1 - u(p))’
h—1 _
(@) () = i) < e

Proof. As before, let 7 (p) denote the set of directed trees that are rooted at state p. Using

the characterization of the stationary distribution in Proposition 3.4.1, for the Markov chain

19A multiplicative perturbation bound similar to ours, can be found in Freidlin and Wentzell (1998).
However, this bound is looser than the one we obtain and it does not provide a good characterization of the
stationary distribution in our setting. We provide a tighter bound, and obtain stronger predictions on the
stationary distribution of logit response.
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with probability transition matrix P, we have p(p) = zl”"—w;, where for each state p,
q

Z H Px—y).

TeT (p) (x—y)ET

For the Markov chain with probability transition matrix P, we define Wp, by replacing P
in the above equation with P and ji(p) similarly satisfies fi(p) = 2:‘;71
Since the Markov chain has h states, |T| = h — 1 for all T € 7 (p). Hence, it follows

from the assumption of the theorem and the above definitions of wp and @p that

a“(h—l)wp — a—(h—l) Z H P(x — y)

TeT (p) (x—y)ET

cip= 3 [ Px—y

TeT (p) (x—y)eT

a1 Z H P(x —y) = o" .

TeT (p) (x—y)eT

h—1

This inequality implies that for all q, 1q is upper bounded by o~ wq and lower bounded

by a~ (= 1)w Using this observation together with the identity fi(p) = E—— we obtain
a (D, . w < P lwyg,

—(h=1) h—1 <P = € —(h—1) ’
« wp + o Z(ﬁép wq >q¥q T ahlwp +a E‘#p Wq

Dividing the numerators and denominators of the left and right hand sides of the inequality

by >4 wq, using Proposition 3.4.1, and observing that > aun #(d) = 1 — p(p) the first part

azp P
of the theorem follows.

Consider functions f and g defined on [0, 1] such that f(z) = otz

ah—leta—(h=1)(1—g)
g(z) = — (h~-(11);(+h;;1)z1 i % for z € [0, 1]. Checking the first order optimality conditions,

. . s —(h-1)
it can be seen that f(x) is maximized at z = —1%, and the maximum equals to &

—x and

-1
h 1+1

Similarly, the minimum of g(x) is achieved at z = ﬁh— and is equal to Combining

W
these observations with part (i), we obtain

1- ot o " Dyu(p)
- <« - _
T S 9(u(p)) oD u(p) T 1(1 = a(p)) — u(p) < &(p) — p(p)
o1 u(p) att -1
< - = <
< T T Ty~ P = Fe) < Sy
hence the second part of the claim follows. O

Next we use the above theorem to relate the stationary distributions of logit response
dynamics in nearby games.
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Corollary 3.4.1. Let G and G be finite games with number of strategy profiles |E| = h,
such that d(g,é) < 8. Denote the stationary distributions of logit response dynamics in
these games by ur, and i, respectively. Then, for any strategy profile p we have

_25(h—1) 26(h—1)

: e ur(p) - e v p(p)
() —55(ho1) 26(:71) < fiz(p) < 25(h_1) —25(h-1) )
e 7 pep)te T (1-p(p)) e pr(p)te 7 (1—us(p))
25(h—1)
.. N e 7 -
(i) lpr(P) — fr(P)| € 55—
e 7 1
Proof. Proof follows from Lemma 3.4.1 and Theorem 3.4.1 by setting o = er. O

The above corollary can be adapted to near-potential games, by exploiting the relation
of stationary distribution of logit response and potential function in potential games (see
(3.4)). We conclude this section by providing such a characterization of the stationary

distribution of logit response dynamics in near-potential games.

Corollary 3.4.2. Consider a game G and let G be a nearby potential game such that
d(g, G) < 8. Denote the potential function of G by ¢, and the number of strategy profiles in
these games by |E| = h. Then, the stationary distribution pu, of logit response dynamics in
G is such that

e (#(p)—26(h—1))

L(¢(p)-28(h-1)) - 1(p(q)+26(h~1)) < pr
€r + quépeE er

(4) (p)

o L (@) +25(h-1)

< k)
= OB py L Hela)-250-1))

(i) (p) 7P S
7 UriP) — T > - .
2qer e #@) 636(';—1) +1
Proof. Proof follows from Corollary 3.4.1 and (3.4). O

With simple manipulations, it can be shown that (e* — 1)/(e* + 1) < z/2 for z > 0.

Lo(p) 5(h—1
er < (h1) Therefore,
quEe?¢(Q) T

the stationary distribution of logit response dynamics in a near-potential game can be

Thus, (ii) in the above corollary implies that ‘ w-(p) —

characterized in terms of the stationary distribution of this update rule in a close potential
game. When 7 is fixed and § — 0, i.e., when the original game is arbitrarily close to
a potential game, the stationary distribution of logit response is arbitrarily close to the
stationary distribution in the potential game. On the other hand, for a fixed 4, as 7 — 0,
the upper bound in (ii) becomes uninformative. This is the case since 7 — 0 implies that
players adopt their best responses with probability 1, and thus the stationary distribution

of the update rule becomes very sensitive to the difference of the game from a potential
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game. In this case we can still characterize the stochastically stable states of logit response
using the results of Corollary 3.4.2, as we show in Corollary 3.4.3.

Corollary 3.4.3. Consider a game G and let G be a nearby potential game with potential
function ¢ and d(g,é) < 8. Denote the potential function of G by ¢, and the number of
strategy profiles in these games by |E| = h. The stochastically stable strategy profiles of G
are (i) contained in S = {p|¢(p) > maxq ¢(q) — 46(h — 1)}, (ii) 46h-equilibria of G.

Proof. (i) The upper bound in the first part of Corollary 3.4.2 implies that if p is a strategy
profile such that ¢(p) < maxqecp ¢(q) — 46(h — 1), then the stationary distribution of logit
response in G is such that p,(p) — 0 as 7 — 0. Thus, it immediately follows that the
stochastically stable states in G are contained in {p € E|¢(p) > maxqer ¢(q) — 45(h — 1)}.

(ii) From the definition of S it follows that in G, none of the players can deviate from
a strategy profile in S and improve its utility by more than 45(h — 1). Since d(G,G) < &
it follows from part (i) that in G, none of the players can unilaterally deviate from a
stochastically stable strategy profile and improve its utility by more than 46(h—1)4-6 < 46h.
Hence stochastically stable strategy profiles of G are 48h-equilibria. O

We conclude that in near-potential games, the stochastically stable states of logit re-
sponse are the strategy profiles that approximately maximize the potential function of a
close potential game. This result enables us to characterize the stochastically stable states
of logit response dynamics in near-potential games, without explicitly computing the sta-

tionary distribution.

Since it is possible to identify a potential game that is close to a given game (as explained
in Section 3.2), Corollaries 3.4.2 and 3.4.3 provide a systematic approach for characterizing
the stationary distribution and stochastically stable states of logit response, for general
games. The characterization is tighter for near-potential games, but it is still informative

for general games.

Moreover, our results enable robust predictions about stochastically stable strategy pro-
files in potential games. In particular, we can quantify payoff perturbations that maintain
stochastically stable states of a game. For instance, consider potential games where the po-
tential ¢ has a unique maximizer q*. Corollary 3.4.3 implies that in such games if the payoffs
are perturbed by at most % (¢(q*) — maxq.q+ #(q)) (so that the MPD between the original
game and the game obtained after perturbations satisfies § < & (¢(q*) — maxqzq- ¢(q)))
the stochastically stable strategy profiles do not change. Thus, the corollary allows us
to bound the magnitude of payoff perturbations that leave the set of stochastically stable
strategy profiles intact.
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3.5 Fictitious Play

In this section, we investigate the convergence behavior of fictitious play in near-potential
games. Unlike better/best response dynamics and logit response, in fictitious play agents
maintain an empirical frequency distribution of other players’ strategies and play a best
response against it. Thus, analyzing fictitious play dynamics requires the notion of mixed
strategies and some additional definitions that are provided in Section 3.5.1. In Section
3.5.2 we show that in finite games the empirical frequencies of fictitious play converge to
a set which can be characterized in terms of the approximate equilibrium set of the game
and the level sets of the potential function of a close potential game. When the original
game is sufficiently close to a potential game, we strengthen this result and establish that
the empirical frequencies converge to a small neighborhood of mixed equilibria of the game,
and the size of this neighborhood is a function of the distance of the original game from a
potential game. As a special case, our result allows us to recover the result of Monderer and
Shapley (1996a), which states that in potential games the empirical frequencies of fictitious

play converge to the set of mixed Nash equilibria.

3.5.1 Mixed Strategies and Equilibria

In this section, we introduce some additional notation and definitions, which will be used
in Section 3.5.2 when studying convergence propertics of fictitious play in ncar-potential
games.

As in Section 2.5.2, we use AE™ the set of mixed strategies of player m, and [[,,c o AE™
as the set of mixed strategy profiles in the game. For x € [],, ., AE™ we denote by

{w™(x)} the mixed extension of the utility of player m (as defined in Section 2.5.2), i.e.,

u™(x) =Y u™(p) [] =*("). 3.7)

pEE keM

Similarly, we denote the mixed extension of the potential function by ¢(x). We use || - ||
to denote the standard 2-norm on [, AE™, ie., for x € [[,, AE™, we have |[x|? =
> mem meeEm ($m(Pm))2-

A mixed strategy profile x = {z™};pem € [, AE™ is a mazed e-equilibrium if for all
m € M and p™ € E™,

(P, xT") —u™ (2™, xT™) < e (3.8)

Note that if the inequality holds for € = 0, then x is a mixed Nash equilibrium of the game.

In the rest of the chapter, we use the notation X, to denote the set of mixed e-equilibria.
Our characterization of the limiting mixed strategy set of fictitious play depends on the

number of players in the game. We use M = | M| as a short-hand notation for this number.
We conclude this section with two technical lemmas which summarize some properties

of mixed equilibria and mixed extensions of potential and utility functions. Proofs of these
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lemmas can be found in (Candogan et al., 2011b).

The first lemma establishes the Lipschitz continuity of the mixed extensions of the payoff
functions and the potential function. It also shows a natural implication of continuity: for
any € > ¢, a small enough neighborhood of the e-equilibrium set is contained in the ¢'-
equilibrium set.

Lemma 3.5.1. (i) Let v : [[,,c o E™ — R be a mapping from pure strategy profiles to
real numbers. Its mized extension is Lipschitz continuous with a Lipschitz constant of
M) cr [v(P)| over the domain T[], AE™.

(i) Let o > 0 and v > 0 be given. There exists a small enough 6 > 0 such that for any
[lx —yl| <8 if x € Ay, theny € Xyys.

Lipschitz continuity follows from the fact that mixed extensions are multilinear func-
tions (3.7), with bounded domains. The proof of the second part immediately follows from
the Lipschitz continuity of mixed extensions of payoff functions and the definition of ap-
proximate equilibria (3.8). Note that the second part implies that for any ¢ > 0, there
exists a small enough neighborhood of equilibria that is contained in the ¢/-equilibrium set
of the game.

We next study the continuity properties of the approximate equilibrium mapping. We
first provide the relevant definitions (see Berge (1963); Fudenberg and Tirole (1991)).

Definition 3.5.1 (Upper Semicontinuous Function). A function g : X — Y C R is upper
semicontinuous at T, if, for each € > 0 there exists a neighborhood U of ., such that g(z) <
g(z«) + € for all x € U . We say g is upper semicontinuous, if it is upper semicontinuous
at every point in its domain.

Alternatively, g is upper semicontinuous if imsup, . g(zn) < g(zy) for every z. in

its domain.

Definition 3.5.2 (Upper Semicontinuous Correspondence). A correspondence g : X =
Y is upper semicontinuous at x., if for any open neighborhood V of g(z) there exists a
neighborhood U of x, such that g(z) C V for allx € U. We say g is upper semicontinuous,
if it is upper semicontinuous at every point in its domain and g(x) is a compact set for each
z e X.

Alternatively, when Y is compact, g is upper semicontinuous if its graph is closed, i.e.,
the set {(z,y)|z € X,y € g(x)} is closed.

We next establish upper semicontinuity of the approximate equilibrium mapping.!!

1 Here we fix the game, and discuss upper semicontinuity with respect to the e parameter characterizing
the e-equilibrium set. We note that this is different than the common results in the literature which discuss
upper semicontinuity of the equilibrium set with respect to changes in the utility functions of the underlying
game (see Fudenberg and Tirole (1991)).
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Lemma 3.5.2. (i) Let v: [[,,cp AE™ — R be an upper semicontinuous function. The
correspondence g : R = [[,,epq AE™ such that g(v) = {x[v(x) > —v} is upper

semicontinuous.

(i) Let g : R =3 [],,cpq AE™ be the correspondence such that g(a) = Xy. This correspon-

dence is upper semicontinuous.

Upper semicontinuity of the approximate equilibrium mapping implies that for any given
neighborhood of the e-equilibrium set, there exists an ¢ > € such that €-equilibrium set
is contained in this neighborhood. In particular, this implies that every neighborhood of
equilibria of the game contains an ¢-equilibrium set for some € > 0. Hence, if disjoint
neighborhoods of equilibria are chosen (assuming there are finitely many equilibria), this
implies that there exists some ¢ > 0, such that the €-equilibrium set is contained in
disjoint neighborhoods of equilibria. In the next section, we use this observation to establish

convergence of fictitious play to small neighborhoods of equilibria of near-potential games.

3.5.2 Discrete-Time Fictitious Play

Fictitious play is a classical update rule studied in the learning in games literature. In this
section, we consider the fictitious play dynamics, proposed in Brown (1951), and explain
how the limiting behavior of this dynamical process can be characterized in near-potential
games. In particular, we show that the empirical frequencies of fictitious play converge
to a set which can be characterized in terms of the e-equilibrium set of the game, and
the level sets of the potential function of a close potential game. We also establish that
for games sufficiently close to a potential game, the empirical frequencies of fictitious play
converge to a neighborhood of the (mixed) equilibrium set. Moreover, the size of this
neighborhood depends on the distance of the original game from a nearby potential game.
This generalizes the result of Monderer and Shapley (1996a), on convergence of empirical
frequencies to mixed Nash equilibria in potential games.

In this chapter, we only consider the discrete-time version of fictitious play, i.e., the
update process starts at a given strategy profile at time ¢t = 0, and players can update their
strategies at discrete time instants t € {1,2,...}. Throughout this subsection we denote
the strategy used by player m at time instant ¢ by pi*, and we denote by 1(p;* = p™) the
indicator function which equals to 1 if p{* = p™, and 0 otherwise. A formal definition of

discrete-time fictitious play dynamics is given next.

Definition 3.5.3 (Discrete-Time Fictitious Play). Let p7*(¢g™) = %Z{:_Ol 1(p* = ¢™)
denote the empirical frequency that player m uses strategy ¢ from time instant 0 to time
instant T — 1, and pp"™ denote the collection of empirical frequencies of all players but m.

A game play, where at each time instant t, every player m, chooses a strategy pi* such that
p* € arg max u(¢™, p; ")
qm GE'm
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is referred to as discrete-time fictitious play. That is, fictitious play dynamics is the update
process, where each player chooses its best response to the empirical frequencies of the actions

of other players.

We refer to ui* as the distribution of empirical frequencies of player m’s strategies
at time ¢. Note that pi* can be thought of as vector with length |E™|, whose entries are
indexed by strategies of player m, i.e., u*(p™) denotes the entry of the vector corresponding
to the empirical frequency player m uses strategy p™ with. Similarly, we define the joint
empirical frequency distribution of all players as 4 = {1 };nesm. Note that uit € AE™,
L.e., empirical frequency distributions are mixed strategies, and similarly p, € [Teps AE™.

Observe that the evolution of this empirical frequency distribution can be captured by

the following equation:
1
—] .
it (3.9)

where I; = {I{"};mem, and I[* is a vector which has the same size as u}* and its entry

He4l =

corresponding to strategy p™ is given by I/*(p™) = 1(p{* = p™). Rearranging the terms in
(3.9), and observing that Iy, u; € [],,co¢ AE™ are vectors with entries in [0, 1] we conclude

Hutﬂ—uﬂl:#luﬁmn:0(1), (3.10)

t+1 t
where O(-) stands for the big-O notation, i.e., f(z) = O(g(z)), implies that there exists
some g and a constant c such that |f(z)| < ¢lg(z)| for all z > zq.

We start analyzing discrete-time fictitious play in near-potential games, by first focusing
on the change in the value of the potential function along the fictitious play updates in
the original game. In particular, we show that in near-potential games if the empirical
frequencies are outside some e-equilibrium set, then the potential of the close potential game
(evaluated at the empirical frequency distribution) increases by discrete-time fictitious play
updates.!?

Lemma 3.5.3. Consider a game G and let G be a close potential game such that d(G, G) <6
Denote the potential function of G by ¢. Assume that in G players update their strategies
according to discrete-time fictitious play dynamics, and at some time instant T > 0, the

empirical frequency distribution pr is outside an e-equilibrium set of G. Then,

— M§ 1
¢(pr 1) — o(pr) > €T+ - +0 (ﬁ) .

Proof. Consider the mixed extension of the potential function ¢(x) = Y pee 9(P) [neam 2™ (™),
where x = {2™},, and 2™(p™) denotes the probability player m plays strategy p™. The

'20ur approach here is similar to the one used in Monderer and Shapley (1996a) to analyze discrete-time
fictitious play in potential games.

98



expression for ¢(x) implies that Taylor expansion of ¢ around pp satisfies

¢(pri1) = dlur) + Y D (W 0™) — FE™)0™, 17™) + O(llursr — prl?).

meM pmeE™

Observing from (3.9) that g1 —p = E{—I(It—ut), and noting from (3.10) that ||pe+1—pe|| =

0 (%) the above equality can be rewritten as

Siran) = 9lur) + 0 Y AR =)~ iRm0 ™) + 0 (7).

meM pmeEm

Rearranging the terms, and noting that > mcpm uT (™)™, up™) = S(pF, up™), it
follows that

1
olur ) = r) + T TR — 3 o)+ 0 (75)

meM

(ur) + = i - > (6@F ur™) — $(F, ur™) + O (7}2)

meM

Since d(G, Q) < 4, the above equality and the definition of MPD imply

o /1
oluri1) > ¢lpr) + T+ N m%:w (W™ (0, up™) — u™ (W, ™) — ) + O kﬁ) . (3.11)

By definition of the fictitious play dynamics, every player m plays its best response to p;™,
therefore u™ (p, ur™) — u™ (i, up™) > 0 for all m. Additionally, if ur is outside the
e-equilibrium set, as in the statement of the lemma, then it follows that w™(pf, uz™) —

T(WT, up') > € for at least one player. Therefore, (3.11) implies

— M§ 1
d(pri1) = olur) + €T+1 +0 (ﬁ)

hence, the claim follows. O

The above theorem implies that if u7 is not in the e-equilibrium set for some € > M§,
and T sufficiently large, then the potential evaluated at empirical frequencies increases when
players update their strategies. Since the mixed extension of the potential is a bounded
function, the potential cannot increase unboundedly, and this observation suggests that the
e-equilibrium set is eventually reached by the empirical frequency distribution. On the other
hand, at a later time instant i can still leave this equilibrium set, and before it does so the
potential cannot be lower than the lowest potential in this set (since pur itself belongs to this
set). Moreover, after pr leaves the e-equilibrium set the potential keeps increasing. Thus,

the empirical frequencies are contained in the set of mixed strategy profiles, which have
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potential at least as large as the minimum potential in this approximate equilibrium set.
We next make this intuition precise, and characterize the set of limiting mixed strategies
for fictitious play in near-potential games. We adopt the following convergence notion:
we say that empirical frequencies of fictitious play converge to a set S C [Lnep AE™, if

infxes || — x| = 0 as t — oo.

Theorem 3.5.1. Consider a game G and let G be a close potential game such that d(G, Q) <
§. Denote the potential function of G by ¢. Assume that in G players update their strategies
according to discrete-time fictitious play dynamics, and let X, denote the a-equilibrium set
of G. For any € > 0, there exists a time instant T, > 0 such that for all t > T,

,utEC'eé{xE I ae™
meM

¢(x) 2 min ¢(Y)}-

YEXs4e

Proof. Let € be such that € > ¢ > 0. Tt can be seen from the definition of C. that
Xus+er C Xnrs+e C Ce. We prove the claim in two steps: (i) We first show that in this
update process X5 is visited infinitely often by py, i.e., for all T/, there exists ¢ > T/
such that s € Xps4e, (1) We prove that there exists a T such that if u; € C. for some
t > T”, then for all ' > ¢t we have uy € C.. Thus, the second step guarantees that if C.
is visited at a sufficiently later time instant, then y; remains in C,. Since Xps5, C Ce the
first step ensures that such a time instant exists, and the claim in the theorem immediately
follows from (ii). Moreover, this time instant corresponds to T, in the theorem statement.

Proof of both steps rely on the following simple observation: Lemma 3.5.3 implies that
there exists a large enough T, such that if the empirical frequencies do not belong to Xy

at a time instant £ > T, then ¢ increases:

Mé+e — M6 1 ¢
— >——— 4+ 0| = — > 0. 12
o) —ow) = M0 10 () > ot (3.12)
We prove (i) by contradiction. Assume that there exists a 7" such that s ¢ Xpysqe for
t > T', and let T, = max{T,T"'}. Then, (3.12) holds for all t = {T},, +1,... }, and summing

both sides of this inequality over this set we obtain

o0 /

€
lim sup ¢(pe4+1) — ¢(pr,+1) > E : :
PR N 2t +1)

Since the mixed extension of the potential is a bounded function, it follows that the left
hand side of the above inequality is bounded, but the right hand side grows unboundedly.
Hence, we reach a contradiction, and (i) follows.

Lemma 3.5.1 (ii) implies that there exists some 6 > 0 such that if a strategy profile x
is an (M$ + €)-equilibrium, then any strategy profile y that satisfies ||x — y|| < 6 is an
(M$ + €)-equilibrium (recall that € > ¢ > 0). Since ||pus+1 — || = O(1/t) by (3.10), this
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implies that there exists some T” > T, such that for all ¢ > T" if jy € Xpgs4e, then we

have
pei1 € Xarspe- (3.13)

Let p; € C. for some time instant t > T”. If p; € Xpsye, then by (3.13) ppy1 €
Xursre C Ce. If, on the other hand, g € Ce — Xprs4¢, then by (3.12) and the definition of

C. we have
d(pet1) > ¢(pe) > min  ¢(y), (3.14)
YEX,

Mé+e

and hence pi41 € C.. Thus, we have established that there exists some T” such that if
ps € C, for some t > T”, then 41 € Ce, and hence (ii) follows. O

The above theorem establishes that after finite time gy is contained in the set C, for
any € > 0. Corollary 3.5.1, establishes that in the limit this result can be strengthened: as
t — o0, us converges to a set, which is a subset of C, for every ¢ > 0. The proof can be

found in Section 3.7.

Corollary 3.5.1. The empirical frequencies of discrete-time fictitious play converge to

Cé{xe 1] ae™

meM

B(x) > y?;iﬁs 45(3')} :

This result suggests that in near-potential games, the empirical frequencies of fictitious
play converge to a set where the potential is at least as large as the minimum potential
in an approximate equilibrium set. For exact potential games, it is known that the em-
pirical frequencies converge to a Nash equilibrium (Monderer and Shapley, 1996a). It can
be seen from Definition 2.2.1 that in potential games, maximizers of the potential function
are equilibria of the game. Thus, in potential games with a unique equilibrium the equi-
librium is the unique maximizer of the potential function. Hence, for such games, we have
§ = 0, minyex,,, ¢(y) = MaXye[], . AE™ ¢(x), and Corollary 3.5.1 implies that empirical
frequencies of fictitious play converge to the unique equilibrium of the game, recovering the
convergence result of Monderer and Shapley (1996a). However, when there are multiple
equilibria Corollary 3.5.1 suggests that empirical frequencies converge to the set of mixed
strategy profiles that have potential weakly larger than the minimum potential attained
by the equilibria. While this set contains equilibria, it may contain a continuum of other
mixed strategy profiles. This suggests that in games with multiple equilibria our result may
provide a loose characterization of the limiting behavior of fictitious play dynamics.

We next show that by exploiting the properties of mixed approximate equilibrium sets,
it is possible to obtain a stronger result. Before we present our result, we discuss a feature of
mixed equilibrium sets which will be key in our analysis: For small €, the e-equilibrium set
is contained in a small neighborhood of equilibria (this statement follows from Lemma 3.5.2

(ii) by considering the upper semicontinuity of the approximate equilibrium correspondence
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g(a) at o = 0). This property is illustrated in Example 3.5.1.

Example 3.5.1 (Mixed equilibrium set of Battle of the Sexes:). Consider the two-player
battle of the sexes (BoS) game: Each player has two possible actions {O, F'}, and the payoffs
of players are as given in Table 3.3. This game has three equilibria: (i) both players use

0O F
0,0
2,3

bl

0132
F |00

Table 3.3: Payoffs in BoS.

O, (ii) Both players use F, (iii) Row player uses O with probability 0.6, and column player
uses O with probability 0.4. Note that since this is a game where each player has only
two strategies, the probability of using strategy O, in the third case uniquely identifies the
corresponding mized equilibrium. For different values of €, the set of e-equilibria of this
game is shown in Figure 3-4. It follows that the set of e-equilibria is contained in disjoint

neighborhoods of equilibria for small values of e.

It was established in Lemma 3.5.3 that the potential function of a nearby potential
game (with MPD 6 to the original game), evaluated at the empirical frequency distribution,
increases when this distribution is outside the Md-equilibrium set of the original game
(where M is the number of players). If § is sufficiently small, then the Mé-equilibria of the
game will be contained in a small neighborhood of the equilibria, as illustrated above and
shown in Lemma 3.5.2 (ii). Thus, for sufficiently small 4, it is possible to establish that the
potential of a close potential game increases outside a small neighborhood of the equilibria
of the game. In Theorem 3.5.2, we use this observation to show that for sufficiently small
4§ the empirical frequencies of fictitious play dynamics converge to a neighborhood of an
equilibrium. We state the theorem under the assumption that the original game has finitely
many equilibria. This assumption generically holds, i.e., for any game a (nondegenerate)
random perturbation of payoffs will lead to such a game with probability one (see Fudenberg
and Tirole (1991)).

When stating our result, we make use of the Lipschitz continuity of the mixed extension
of the potential function, as established in Lemma 3.5.1. We also make use of a function
f Ry — Ry, which quantifies the size of the neighborhood of equilibria which contains
the approximate equilibrium sets of games. For a game G with [ equilibria, denoted by

X1,...,X;, this function can be formally defined as follows:

_ ; ~xill, 3.15
f(a) = max ker{rﬁr}’l}l\x Xk || (3.15)

for all & € Ry. Note that mingegy, 3 [|x — xx|| is continuous in x, since it is minimum

of finitely many continuous functions. Moreover, X,, is a compact set, since e-equilibria
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Figure 3-4: Approximate equilibrium sets in BoS are contained in disjoint neighborhoods
of equilibria for small e.

are defined by finitely many inequality constraints of the form (3.8). Therefore, in (3.15)
maximum is achieved and f is well-defined for all a > 0.

Additionally, we define two variables, (a, d), which characterize the approximate equi-
librium sets of the underlying game G: (i) the minimum pairwise distance between the
equilibria is denoted by d £ min;; |[x; — ;]| (ii) a £ sup{a|f(a) < d/4} > 0, i.e., for every
« < a, the a-equilibrium is at most d/4 distant from an equilibrium of G. Next, using these
definitions, we state an improved convergence result for fictitious play in near-potential

games.

Theorem 3.5.2. Consider a game G and let G be a close potential game such that d(G,G) <
3. Denote the potential function of G by ¢, and the Lipschitz constant of the mized extension
of ¢ by L. Assume that G has finitely many equilibria, and in G players update their
strategies according to discrete-time fictitious play dynamics.

(i) There erists some & > 0, and & > 0 satisfying

(a — Md)d

Mé & 5+¢€
+Eda, and f(Mé+e) < AL
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(i) Consider any § > 0, and & > 0 satisfying (i). Provided that § > § > 0, it can be

established that the empirical frequencies of fictitious play converge to

{x

Sfor any €, such that € > € > 0.

eyl < LOTOME

f(Mb +¢€), for some equilibrium xk} ) (3.16)

The proof of this theorem can be found in Section 3.7.13

The proof has three main steps illustrated in Figures 3-5 and 3-6. As explained earlier,
for small § and €, the MJ + e-equilibrium set of the game is contained in disjoint neigh-
borhoods of the equilibria of the game. Lemma 3.5.3 implies that potential evaluated at
increases outside this approximate equilibrium set with strategy updates. In the proof, we
first quantify the increase in the potential, when y; leaves this approximate equilibrium set
and returns back to it at a later time instant (see Figure 3-5a). Then, using this increase
condition we show that for sufficiently large £, ;4 can visit the approximate equilibrium set
infinitely often only around one equilibrium, say xy (see Figure 3-5b). This holds since, the
increase condition guarantees that the potential increases significantly when p; leaves the
neighborhood of an equilibrium xy, and reaches to that of x;. Finally, using the increase
condition one more time, we establish that if after time T', y; visits the approximate equi-
librium set only in the neighborhood of xi/, we can construct a neighborhood of x4/, which
contains y; for all £ > T (see Figure 3-6). In equation (3.16) of Theorem 3.5.2, we provide
bounds on this neighborhood, as a function of § (that characterizes the “closeness” of the
original game to a potential game), and f (that captures how the size of the e-equilibrium
sets increase, as a function of ¢).

Observe that if § = 0, i.e., the original game is a potential game, then f(M§) = 0,
and Theorem 3.5.2 implies that empirical frequencies of fictitious play converge to the f(e)-
neighborhood of equilibria for any e such that € > ¢ > 0. Thus, choosing € arbitrarily small,
and observing that lim;_,¢ f(z) = 0, our result implies that in potential games, empirical
frequencies converge to the set of Nash equilibria. Hence, as a special case of Theorem 3.5.2,
we obtain the convergence result of Monderer and Shapley (1996a).

Assume that § # 0 and a small € < € is given. If 4 is sufficiently small then f(M§)/e ~ 0,
since limy_,g f(z) = 0. Consequently, w + f(Mé + ¢) is small, and Theorem 3.5.2
establishes convergence of empirical frequencies to a small neighborhood of equilibria. Thus,
we conclude that for games that are close to potential games, i.e., for § < 1, Theorem 3.5.2
establishes convergence of empirical frequencies to a small neighborhood of equilibria.

Corollary 3.5.1 and Theorem 3.5.2 give a systematic framework for approximately char-

acterizing the limiting behavior of fictitious play in arbitrary games. Moreover, such a

13 A strand of the literature characterizes the limiting behavior of discrete time fictitious play by exploiting
its relation to a continuous time update rulc (see for instance Benaim et al. (2005)). Tn our proof, we instead
follow a direct approach, which exploits Lemma 3.5.3, and provides a quantitative characterization of the
limiting behavior of fictitious play dynamics for near-potential games.
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Sy > Plu)

(a) If empirical frequencies leave an ap- (b) For sufficiently large ¢, y; visits the

proximate equilibrium set at time ¢, and component of the approximate equilib-
return back to it at #, then &(uy) > rium set contained in the neighborhood
d(ae)- of a single equilibrium.

Figure 3-5: For small § and e, MJ + e-equilibrium set (enclosed by solid lines around
equilibria x; and x) is contained in disjoint neighborhoods of equilibria. If the empirical
frequency distribution, g, is outside this approximate equilibrium set, then the potential
increases with each strategy update. Assume that empirical frequency distribution leaves
an approximate equilibrium set (at time t) and returns back to it at a later time instant
(t' > t). We first quantify the resulting increase in the potential (left). If p; travels from
the component of the approximate equilibrium set in the neighborhood of equilibrium x; to
that in the neighborhood of equilibrium x/, then the increase in the potential is significant,
and consequently p; cannot visit the approximate equilibrium set in the neighborhood of
equilibrium xx at a later time instant (right).

Figure 3-6: If after time T', p; only visits the approximate equilibrium set in the neighbor-
hood of a single equilibrium x;/, then we can establish that u; never leaves a neighborhood
of this equilibrium for ¢ > T. The size of this neighborhood is denoted by r in the figure
and can be expressed as in Theorem 3.5.2.
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characterization can be obtained even in settings where the underlying game does not share
similar ordinal properties to potential games. Following a similar argument as in the case of
logit response dynamics, our result also allows for characterizing robustness of convergence

results for potential games to payoff perturbations.

3.6 Summary

In this chapter, we presented a framework for studying the limiting behavior of adaptive
learning dynamics in finite strategic form games by exploiting their relation to nearby poten-
tial games. We restricted our attention to better/best response, logit response and fictitious
play dynamics. We showed that for near-potential games trajectories of better /best response
dynamics converge to e-equilibrium sets, where ¢ depends on closeness to a potential game.
We studied the stochastically stable strategy profiles of logit response dynamics and proved
that they are contained in the set of strategy profiles that approximately maximize the
potential function of a nearby potential game. In the case of fictitious play we focused on
the empirical frequencies of players’ actions, and established that they converge to a small
neighborhood of equilibria in near-potential games. Our results suggest that games that are
close to a potential game inherit the dynamical properties (such as convergence to approx-
imate equilibrium sets) of potential games. Additionally, since a close potential game to a
given game can be found by using the decomposition approach of Chapter 2, or solving a
convex optimization problem, as discussed in Section 3.2, this enables us to characterize the
dynamical properties of strategic form games by first identifying a nearby potential game

to this game, and then studying the dynamical properties of the nearby potential game.

3.7 Appendix: Proofs of Section 3.5

Proof of Corollary 3.5.1: Let ¢, = M + % for n € Z. Observe that since the mixed
extension of the potential function is continuous, C' and C¢, are closed sets for any n € Z,..

Since C'is closed minyec |[x — y|| is well-defined for any x € [],, .1 AE™.
We claim that for any ¢ > 0 the set

ng{xe I1 a&™

meM

gleiinX~YI|<9}, (3.17)

is such that C.,, C Sp for some n. Note that if this claim holds, then it follows from
Theorem 3.5.1 that there exists some Ty such that for all ¢ > Ty we have p; € Sy. Using
the definition of Sy given in (3.17), this implies

limsup min ||x — ]| < 6. (3.18)
t—oo  XEC
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Moreover, since 6 > 0 is arbitrary, and ||x - ]| > 0, using (3.18) we obtain

. ik wll =0,
Jim - min [l — p|

Thus, if we prove C,, C Sy for some n, it follows that us converges to C.

In order to prove C, C Sy we first obtain a certificate which can be used to guarantee
that a mixed strategy profile belongs to Sy. Then, we show that for large enough n any
z € C, satisfies this certificate, and hence belongs to Sp.

It follows from Lemma 3.5.2 (i) (by setting v = ¢ and v = —minycx,,, ¢(y)) and
definition of upper semicontinuity (Definition 3.5.2) that there exists v > 0 such that
¢ neighborhood of {x|¢(x) > minyex,,, ¢(y)} contains {x|¢(x) > minycx,,, #(y) — 7}
Hence, for any z satisfying ¢(z) > minyea,,, ¢(y) — v there exists some x satisfying ¢(x) >
minyex,,; ¢(y) and |jx — z|| < 6. Note that the definition of Sy implies that z for which
there exists such x belongs to Sg. Thus, if ¢(z) > minycx,,, (y) — v it follows that z € Sp.

We next show that for large enough n, any z which belongs to C.,, satisfies the above
certificate and hence belongs to Sp. Let L denote the Lipschitz constant for the mixed
extension of ¢, as given in Lemma 3.5.1 (i), and define ¢ = v/L > 0. Lemma 3.5.2 (ii) and
Definition 3.5.2 imply that for large enough n, X);, 1 is contained in ¢ neighborhood of
Xums, le, ify € XMM% then there exists x € X5 such that [[x —y|| < ¢. Moreover, by
Lemma 3.5.1 (i), it follows that ¢(y) > ¢(x) — L&' = ¢(x) — v. Thus, we conclude that

there exists large enough n such that

min > min - 7. 3.19

ve XM5+1/H¢(y) > min 4(y) —7 (3.19)

Let z € C,, for some n for which (3.19) holds. By definition of C, it follows that
d(z) > minyex,;,,,, $(¥). Thus, (3.19) implies that ¢(z) > minycx,,; ¢(y) — v. However,
as argued before such z belong to Sp. Hence, we have established that for large enough n,
if z € C¢, then z € Sy. Therefore, the claim follows. O

Proof of Theorem 3.5.2: From the definition of f, it follows that the union of closed
balls of radius f(«), centered at equilibria, contain a-equilibrium set of the game. Thus,
intuitively, f(a) captures the size of a closed neighborhood of equilibria, which contains
a-equilibria of the underlying game. This is illustrated in Figure 3-7.

As stated in the theorem statement, we define the minimum pairwise distance between
the equilibria as d £ min.; ||x; — x;{|, and a = sup{a|f(a) < d/4}. Lemma 3.5.2 (ii)
implies (using upper semicontinuity at 0) that & > 0 such that f(a) < d/4 exists and hence
a > 0. Since d is defined as the minimum pairwise distance between the equilibria, it follows
that o-equilibria of the game are contained in disjoint f(a) < d/4 neighborhoods around
equilibria of the game (for o < a), i.e., if X € Xy, then |[x — xx|| < f(a) for exactly one

equilibrium x;. Moreover, for a; < a, since X,, C A, it follows that a;-equilibria of the
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Figure 3-7: Consider a game with a unique equilibrium x;. The a-equilibrium set of the
game (enclosed by a solid line around xj) is contained in the f(«) neighborhood of this
equilibrium.

game are contained in disjoint neighborhoods of equilibria.

We prove the theorem in 5 steps summarized below. First two steps explore the prop-
erties of function f, and establish existence of § and & presented in the theorem statement.
Last three steps are the main steps of the proof, where we establish convergence of fictitious

play to a neighborhood of equilibria.

e Step 1: We first show that f is (i) weakly increasing, (ii) upper semicontinuous, and
it satisfies (iii) f(0) =0, (iv) f(z) > 0asz — 0.

e Step 2: We show that there exists some § > 0 and € > 0 such that the following
inequalities hold:

M3 + €< a, (3.20)
and -
(a — Mé)d
24LM
We will prove the statement of the theorem assuming that 0 < § < 4, and establish

F(M&+¢8) < (3.21)

convergence to the set in (3.16), for any € such that 0 < € < € As can be seen from
the definition of @ and f (see (3.15)), the first inequality guarantees that MJ + &
equilibrium set is contained in disjoint neighborhoods of equilibria, and the second
one guarantees that these neighborhoods are small. In Step 4, we will exploit this
observation, and use the inequalities in (3.20) and (3.21) to establish that the em-
pirical frequency distribution p; can visit the component of Xps5,: contained in the

neighborhood of only a single equilibrium infinitely often.

e Step 3: Let €1,¢2 be such that €2 > €1 > 0. Assume that (i) at some time instant T,
#¢ is contained in X5y, (ii) at time instants Ty and T3 (such that Ty > 71 > T) ps
leaves X5 and Xps4.c, respectively and (iii) at time instants T3 and 7] (such that
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T| > Ty > T) ps returns back to Xps4e, and X5, respectively. In Figure 3-8, the
path i follows between T3 and Ty is illustrated.

In this step, we provide a lower bound on gb(/.LTlr) — &(pry), ie., the increase in the
potential when p; follows such a path. This lower bound holds for any €; and e
provided that €3 > ¢; > 0. We use this result by choosing different values for €; and
€2 in Steps 4 and 5.

Our lower bound in Step 3 is a function of es. In addition to this lower bound, in Steps
4 and 5, we use the M3 + € equilibrium set and Lipschitz continuity of the potential
to provide an upper bound on ¢(ur;) — ¢(p1;) as a function of e;. Thus, properties
of M§ + €1 and M + €9 equilibrium sets are exploited for obtaining upper and lower
bounds on ¢(ugy) — o(pr,) respectively. We establish convergence of fictitious play
updates to a neighborhood of an equilibrium by using these bounds together in Steps
4 and 5. We emphasize that allowing for two different approximate equilibrium sets
leads to better bounds on ¢(ur;) — #(ur,), and a more informative characterization
of the limiting behavior of fictitious play, as opposed to using a single approximate

equilibrium set, i.e., setting €; = €a.

Step 4: Our objective in this step is to establish that fictitious play can visit the
component of an approximate equilibrium set contained in the neighborhood of only

one equilibrium infinitely often.

Let ¢ = € and €3 = a — M§. By (3.20) we have €; < €2, and using the definition
of a we establish that X545, and Xps54¢, are contained in disjoint neighborhoods
of equilibria. Assume that s leaves the components of Xpr54, and Xars54e, in the
neighborhood of equilibrium xg, and reaches to a similar neighborhood around equi-
librium xj/. Using Step 3 we establish a lower bound on the increase in the potential
when i, follows such a trajectory. We also provide an upper bound, using the Lips-
chitz continuity of the potential and inequalities (3.20) and (3.21). Comparing these
bounds, we establish that the maximum potential in the neighborhood of equilibrium
X is lower than the minimum potential in the neighborhood of x;. Since, xj and xy
are arbitrary, this observation implies that p; cannot visit the component of Xazs54e,
contained in the neighborhood of xi at a later time instant. Hence, it follows that y;

visits only one such component infinitely often.

Step 5: In this step we show that y; converges to the approximate equilibrium set

given in the theorem statement.

Let €1, €2 be such that 0 < ¢; < e < & We consider the equilibrium, whose neighbor-
hood is visited infinitely often (as obtained in Step 4), and a trajectory of u; which
leaves the components of Xps54, and Xars4, contained in the neighborhood of this

equilibrium and returns back to these sets at a later time instant (as illustrated in
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Figure 3-8). As in Step 4, Lipschitz continuity of ¢ is used to obtain an upper bound
on the increase in the potential between the end points of this trajectory. Together
with the lower bound obtained in Step 3, this provides a bound on how far u; can
get from the component of Xjss54c, contained in this neighborhood. Choosing €1 ar-
bitrarily small (for a fixed €z) we obtain the tightest such bound. Using this result,
we quantify how far y; can get from the equilibria of the game (after sufficient time)
and the theorem follows.

Next we prove each of these steps.

Step 1: By definition X,,, C X, for any a; < a. Since the feasible set of the maximization
problem in (3.15) is given by Xy, this implies that f(a1) < f(a), i.e., f is a weakly increasing
function of its argument. Note that the feasible set of the maximization problem in (3.15)
can be given by the correspondence g(a) = X,, which is upper semi continuous in « as
shown in Lemma 3.5.2 (ii). Since as a function of x, minge(y, 1y ||x — x4 is continuous it
follows from Berge’s maximum theorem (see Berge (1963)) that for o > 0, f() is an upper
semicontinuous function.

The set Xg corresponds to the set of equilibria of the game, hence Xy = {xi,... X1}
Thus, the definition of f implies that f(0) = 0. Moreover, upper semicontinuity of f implies
that for any € > 0, there exists some neighborhood V of 0, such that f(z) < eforallz c V.
Since, f(x) > 0 by definition, this implies that lim, .o f(z) exists and equals to 0.

Step 2: Let 6 > 0 be small enough such that M5 < a/2. Since lim,_.q f (z) = 0, it follows

that for sufficiently small § and &, we obtain f(M5+8) < 48%1M < (‘12;%:?‘1 and M§+¢E < a.

Step 3: Let €;,¢2 be such that 0 < ¢; < e2. Assume T > 0 is large enough so that for
t>1T,

Plper1) — plue) > —3(331) it & Xps1er, and similarly (3.22)

Aper1) — olue) 2 3(t+1) if it & Xpg6ycy-
Existence of T satisfying these inequalities follows from Lemma 3.5.3, since for large T and
t > T, this lemma implies ¢(pe11) — o) > (t+1 + O( ) > 35:31) if ut & Xnrsie,, and
similarly if g € Xprsyc,-

Since ¢(p¢) increases outside M§ + er-equilibrium set for ¢t > T, as (3.22) suggests,
it follows that ¢ visits Xprs1¢, (and Xprsye, since Xusie, C Xarsie,) infinitely often.
Otherwise ¢ () increases unboundedly, and we reach a contradiction since mixed extension
of the potential is a bounded function.

Assume that at some time after T, p; leaves Xnrs+e, and Xags4¢, and returns back to
Xuste, at a later time instant. In this step, we quantify how much the potential increases
when g follows such a path. We first define time instants Th, T, Ty, and T} satisfying
T <T <Ty <Tj<T], as follows:
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e T is a time instant when p leaves Xnrsie,, 1.€., pr;—1 € Xars4e, and pr & Xnrsie, for
h<t< T{

e T is a time instant when p¢ leaves Xprsie,, 1€, 15—1 € Xprs4e, and py & Xngsye, for
Ty <t <Ts.

e T} is the first time instant after T» when p; returns back to Xarsie,, i.e., BTy 1 ¢

XMste, and pry € Xngster-

e T} is the first time instant after 77 when p; returns back to Xpsie,, i-€., By -1 ¢

XM5+€] and Ky € XM6+61'

The definitions are illustrated in Figure 3-8. We next provide a lower bound on the quantity
#(pr;) — (). Note that if there are multiple time instants between Ty and T for which
it leaves Xprsi¢, (as in the figure), any of these time instants can be chosen as Ty to obtain

a lower bound.

XMote,

Figure 3-8: Trajectory of p; (initialized at the left end of the dashed line) is illustrated. T}
and T correspond to the time instants y; leaves Xyr54¢, and Xprsye, respectively. 77 and
T3 correspond to the time instants y; enters X Mé+e, and Xpr5ie, respectively.

By definition, for ¢ such that Tp < t < T}, we have y; ¢ Xns+ey, and for ¢ such that
TW <t<Tpor Ty <t<Ty, we have iy & Xars4¢,- Thus, it follows from (3.22) that

d(tes1) — Pue) > §(%2T) for Ty < t < T%, (3.23)
and consequently,
Tj—1 T5—1 5
$lury) — $lur,) = ; (k1) — dlp) > t;z Wf—l) (3.24)
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Similarly, since p¢ ¢ Xpsye, for t such that Ty < ¢ < T or T§ < t < T}, using (3.22) we
establish

-1 71

ur) — dlm) = D Glpesn) = ) 2 Y- 72, (3.26)
=T} ¢=T,
T>-1 To—1 261

oury) — dlum) = Y Slusrr) — d(u) > Y T (3.26)
t=Ty t=T,

Since g(ury) — $(ury) = (olry) — $lury)) + (dlmy) = $(aums) ) + (Slumy) — dumy), it
follows from (3.24), (3.25) and (3.26) that

-1
2 2¢
¢(ugr) — plury) > t;? 3(t—j1) (3.27)

Step 4: Let ¢oc = a — M$, and ¢, = . By definition of  and & (see Step 2), it follows
that €3 > ¢; > 0. Assume that § < 8. Since a = M8 + €3 > M8 + €3 > M& + €1 we obtain
XMs+e, C XMsre, C Xy. By definition of q, it follows that components of Xas54, and
AMste, are also contained in disjoint neighborhoods of equilibria. Hence, the definition of
f suggests that if x € Xps54, then ||xx — x|| < f(M6 + €1) (similarly if x € Xpr54e, , then
l|xr — x|| < f(M6 + €2)) for exactly one equilibrium x.

Let Ty, Ty, Ty and T} be defined as in Step 3. In this step, by obtaining an upper bound
on ¢(ugr) — #(pr) and refining the lower bound obtained in Step 3 for given values of ¢;
and ez, we prove that after sufficient time y; can visit the component of Xpss54, in the
neighborhood of a single equilibrium.

Assume that iy leaves the component of the M§ + €1-equilibrium set in the neighborhood
of equilibrium xg, and it reaches to another component in the neighborhood of equilibrium
Xp. Since, by definition pr 1, pr; € Xnrsye,, and pry—1, 41y € XMste,, it follows that
pr —1 and pr,—1 belong to neighborhoods of equilibrium xj, whereas, pry and pgy belong

to neighborhoods of xi, i.e.,

|Ixk — ooy -1} < f(MS + €;) and llxk — ry—1]| < f(MS + €3), whereas, (3.28)
lxw — gl < F(M6+ 1) and  [ixer — purgll < F(M5 + e3). (3.29)

By definition of d we have ||{x,—x|| > d. Since a > Md+eg, it follows that f(Md+ez) <
d/4, and hence the second inequalities in (3.28) and (3.29) imply

d
g — pry—1l] > 5 (3.30)

Using this inequality, we next refine the lower bound on ¢(pr/) — ¢(pry) obtained in
Step 3. By (3.9), with an update at time ¢, the empirical frequency distribution can change
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by at most

1

2M
t+1 ’

o= 1l < g Ul 1) < 755

e — pel| = (3.31)

where the last inequality follows from the fact that s = {4 }mem, and It = {I[* }mem, and
|||, [1I]) < 1, since If%, uf* € AE™. Hence, if Ty is sufficiently large, then ||pr, — pry—1l|
is small enough so that (3.30) implies |[p7y — pry || > %. Using this together with (3.31), we

conclude
T)-1 ;-1 ;-1
2M d
12 > N — el > ] > weyr — mell = g — prll > 5 (3.32)
+1 2
t=Tp t=T> t=T>

Thus, the lower bound on ¢(prr) — é(pr;) provided in (3.27) takes the following form:

g, 2e ead
$lugy) — dury) 2 Y o > 2 (3.33)
t=T:

3(t+1) = 6M°
=42

Next we provide an upper bound on ¢ (g7 )—@(pT, ), using Lipschitz continuity of the po-
tential and the properties of the MJ-+e¢; equilibrium set. Let ¢, = max y | |jx—x;||<f(Md+e1)} d(x),
and define yj as a strategy profile which achieves this maximum. Similarly, let ¢,, =
MIN(y | [y || < F(MS+er)} #(x) and define yj+ as a strategy profile which achieves this min-

imum. Observe that

ék’ - ‘(Ek = ¢(yk’) - d)(yk)

(3.34)
= (olrw) — D)) + (laszy) — Sluaz)) + (Dlnr) — 63 -

Note that by (3.28) and (3.29), and the definitions of yx and yg, we have pry,yi €
{x | ||Ix — xp|| < F(MS+ €)}, and pr_1,y% € {x | ||x — xxl| £ f(MS +€1)}. Hence,
using Lipschitz continuity of ¢ (and denoting the Lipschitz constant by L) it follows that
b(yw) — dlury) > —2LF(M5 +€), and $(ur, 1) — d(ye) = ~2LF (M8 + e1). Moreover,
(3.31) and Lipschitz continuity of ¢ imply that ¢(ur,) — ¢(ur 1) = O (Tlf) Thus, using
(3.34) we obtain the following upper bound on ¢(uzy) — ¢(ury):

6, G +ALF(MS + 1)+ O (%;) > dugy) — dlum,)- (3.35)

Using the lower and upper bounds we obtained in (3.33) and (3.35), it follows that

G, — B+ ALF(MS + 1) + O (Til) > (3.36)

Since €2 = a — M35, and € = &, using the fact that f is an increasing function and § < &,
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it follows from (3.36) that

— _ (a—Md)d
Qkf - st z _GT

~an+9+0 (1) > CManss g0 (%)

Note that (3.21) implies %ld —4Lf(M§+€) > 0. Thus, for sufficiently large 7} we obtain
[ ¢y > 0. Therefore, we conclude when it leaves the component of A5, contained
in the neighborhood of some equilibrium xj, and enters that of another equilibrium xg/,
then the minimum potential in the new neighborhood is strictly larger than the maximum
potential in the older one (for sufficiently large T} ). Since this is true for arbitrary equilibria
X} and Xy, it follows that after entering the component of X5, in the neighborhood of
Xj/, pt cannot return to the component in the neighborhood of xg, as doing so contradicts
with the relation between the minimum and maximum potentials in these neighborhoods.
Thus, after sufficient time, y; can visit the component of XMste, (or equivalently Xuzsyz)
in the neighborhood of a single equilibrium.

Step 5: Let €, and €3 be such that 0 < €1 < e < & As established in Step 4, there exists
some 7', such that for ¢t > T, p; visits the component of Xps,7, in the neighborhood of a

single equilibrium, say xj.

Assume that T71,T5,T] and T} are defined as in Step 3, and let 73 > T + 1. Since
€1 < €2 <& we have Xpyrs1¢, C X546, C Xarsye, and Ty > T + 1 implies that p; can only
visit the components of X5, and X4, contained in the neighborhood of x4. Following
a similar approach to Step 4, we next obtain upper and lower bounds on gb(,uT{) — d(pr,),
and use these bounds to establish convergence to the mixed equilibrium set given in the

theorem statement.

Define d* as the maximum distance of y; from X, Méte, for t such that T+ 1< Th <t <
T)—1, ie.,

d* = max min || — x||.
{tI T <t<T)—1} XEXM5 ¢

Since pr,—1, by € Xpspe, Dy definition, the total length of the trajectory between Th — 1

and T3 is an upper bound on 2d*, i.e.,

T-1

2d* < Z [petg1 — poel]-
t=T5—-1

As explained in (3.31), |[p+1 — pe]] < t2+_M17 thus the above inequality implies

T2’-1 Té—l
2M 2M 2M
t=To—1 t=T5 + 2
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Using this inequality, the lower bound in (3.27) implies

-1
2 2¢g . MY\ 2e
¢(/“T{) - ¢(NT1) z tZZTZ 3(t T 1) > (d - TQ) 3—]\4“ (3.38)

We next obtain an upper bound on d)(uT{) — ¢(pgy)- By definition of f, Xarsie, is
contained in f(MJ + €;) neighborhoods of equilibria. For Ty > T 4 1, us can only visit the
component of Xass4¢, in the neighborhood of xi, as can be seen from the definition of T
Thus, since pry —1, g7 € Xss4er, it follows that pr 1, ppy € {x | [[x — xx[| < f(Md+e1)}.
By Lipschitz continuity of the potential function it follows that QS(;LTII)—qb(uTI_l) < 2f(Mé+
el)L'. Additionally, by (3.31) Lipschitz continuity also implies that ¢(ur, ) —¢(pr,—1) < 2]}—/115
Combining these we obtain the following upper bound on q&(uT{) — ¢(ur):

blur) — Hlu) < 20 (M5 + 1)L + 21}{ L (3.39)

It follows from the upper and lower bounds on ¢(p1;) — ¢(pry) given in (3.38) and (3.39)
that

M\ 2¢e; 2ML
o 2 < 2F(M L+ ——
<d Tz) S f( 5+€1) + T

Thus, for sufficiently large 77 (and hence T5), we obtain

2
oo SISt e)ML ML M 4f(MS+ e)ML
€2 €21y ip) €2

(3.40)

Note that in the above derivation €; is an arbitrary number that satisfies 0 < €; < €3.
Thus, (3.40) implies that
4f(Mé+e)ML _ Af(MS)ML

d* < limsup < , (3.41)
€1—0 €2 €2

where the last inequality follows by upper semicontinuity of f. Thus, by definition of d*,
we conclude that p; converges d* neighborhood of Xas54¢,. Hence, using (3.41), we can
establish convergence of u; to

Af(MSYML
€

{x’ Ix -yl < , for some 'y € X5, } . (3.42)

Observe that definition of f implies if y € Xps54.,, then for some equilibrium x; we have
%k — ¥l < f(MS + €2). Thus, using (3.42) and triangle inequality, we conclude that u;
converges to

{x

Af(M&ML
€2

[|x — xi|| < + f(M$ + €3), for some equilibrium xk} . (3.43)
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Noting that in (3.43) €z is an arbitrary number satisfying 0 < e2 < &, the theorem follows.
g
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Part 11

Iterative Auction Design for

Graphical Valuations
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Chapter 4

Tree Valuations

4.1 Introduction and Background

Iterative auctions are a class of mechanisms that are commonly employed in practice. In
these auctions, the auctioneer sets prices for the items she is selling, bidders report which
items they are interested in at the given prices, and in response to these reports the auc-
tioneer updates the prices. This process terminates when the auctioneer determines a final
allocation of items to the bidders. Examples of iterative auctions include the auctions used
for selling art, antiquities, wine, jewelry, electricity, natural resources, bus routes, spectrum,
and the auctions used for procurement.!

The well-known English and Dutch auctions can be viewed as examples of single-item
iterative auctions. When bidders have independent private values, these auctions allocate
the item efficiently, i.e., the bidder with the highest value receives the item. On the other
hand, in more general multi-item settings (such as spectrum or procurement auctions) the
iterative auctions that are present in the literature do not always have similar efficiency
guarantees. More precisely, they either implement the efficient outcome under restrictive
assumptions (such as the gross substitutes assumption (Gul and Stacchetti, 2000; Ausubel,
2006)), or they require complicated pricing structures that involve a different price for each
bundle of items (Ausubel and Milgrom, 2002; Bikhchandani et al., 2002; Vohra, 2011).
The auction formats in the first category do not allow for value complementarity between
different items, which is commonly observed in various practical auction environments.
Those in the second category may not be practical since they require the number of different
prices that are reported to the bidders at each stage of the auction to be exponential in the

number of items.

Motivated by these considerations, in this part of the thesis, we study the question of

'For specific practical examples of these auctions, see the websites of auction houses such as Sotheby’s
(bttp://www.sothebys.com/) and Christie’s (http://www.christies.com/), online retailers such as eBay
(http://www.ebay.com/), and auction service providers such as Power Auctions LLC (http://wuw.
powerauctions.com/).
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iterative auction design for multi-item environments. Our main contribution is to develop
simple iterative auction formats for settings that involve both value complementarity and
substitutability. In the auction formats we provide, bidders dynamically update their bids
in the course of the auction. Following a similar approach to that of the first part of this
thesis, we cstablish that the strategy updates of bidders converge to the efficient outcome.

Moreover, the auction formats we provide rely on a simple pricing rule.

We obtain our results by focusing on a special class of valuation functions, which we
refer to as graphical valuations. Graphical valuations allow for a compact representation of
the value functions of the bidders. In particular, value functions that belong to this class are
associated with a value graph, nodes of which correspond to the items that are being sold
by the auctioneer. There are edges between items that can exhibit value complementarity
or substitutability. We associate weights with the nodes and edges of the underlying graph.
Positive weights associated with an edge capture value complementarity between the nodes
(items) at the end points of this edge, and negative weights capture substitutability. The
value a player has for a set of items is equal to the sum of the node weights and the edge
weights of the subgraph obtained by restricting the original value graph to this set of nodes
(items).

It can be seen that graphical valuations are not fully general, i.e., there are value func-
tions that cannot be represented as a graphical valuation. On the other hand, we believe
that this class captures the value complementarity/substitutability in many practical auc-
tion settings reasonably well. For instance, consider the spectrum auctions, where the
items that are auctioncd correspond to spectrum bands at different regions, and there is
value complementarity /substitutability between adjacent regions. In this setting, the values
of bidders can naturally be captured with graphical valuations, using a graph that has a
node for each region. There are edges in this graph between nodes representing adjacent
regions, and the associated weights capture the value complementarity /substitutability be-

tween these regions.

The standard approach in the literature (see Vohra (2011)) for developing iterative auc-
tions involves three main steps. Efficient iterative auctions implicitly solve an optimization
problem, and find the welfare maximizing allocation. Before we develop iterative auctions
for graphical valuations, we first focus on this optimization problem, and formulate it as
a linear program. Second, we consider iterative algorithms that can be used for solving
linear programs, and apply these to the solution of the linear programming formulation of
the efficient allocation problem. Finally, we establish that these algorithms suggest natural
iterative auction formats that converge to the efficient outcome, when bidders truthfully
reveal their demand. By charging bidders appropriate final payments, we show that it is an
equilibrium for bidders to truthfully reveal their demand in these auctions.

The existing iterative auction formats that follow this approach and allow for comple-

mentarity in valuations, rely on exponentially many prices for implementing the efficient
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outcome (Bikhchandani et al., 2002; De Vries et al., 2007; Mishra and Parkes, 2007; Vohra,
2011). In contrast, our main contribution in this part of the thesis is to develop efficient
iterative auction formats that rely on simple pricing rules. In order to accomplish this, we
follow the above outlined approach, and by exploiting the structure of graphical valuations,
we first obtain simpler linear optimization formulations for the efficient allocation problem
than the ones present in the literature. Then, using iterative solutions of these new formu-
lations, we develop novel iterative auction formats that rely on simple pricing rules, and

guarantee efficiency for graphical valuations.

In this chapter and Chapter 5 we focus on the first component of the iterative auction
design framework, and provide linear programming formulations that can be solved to
identify the cfficient outcome. We defer the question of iterative auction design using these
LP formulations to Chapter 6. Additionally, in Chapter 6, we also address how to design
payment schemes that guarantee that the efficient outcome is implemented at an (ex-post

perfect) equilibrium of our auctions.

We start our exposition in this chapter by formally introducing our valuation model,
and discussing some structural properties of iterative auctions. An important component
of iterative auction design is the choice of the pricing rule used for running auctions. In this
chapter, we present an important pricing rule, anonymous item pricing, that is commonly
used in the literature for the design of iterative auctions (Ausubel, 2006). We also discuss
a natural termination condition for iterative auctions that rely on this pricing rule: the
auctioneer terminates the auction when a “market clearance” condition holds, i.e., when
all bidders demand disjoint sets of items, and all items are demanded by some bidder. At
such an outcome, no bidder needs not compete with the remaining bidders to acquire the
set of items that she demands (since the demand sets are disjoint), thereby making this
outcome a natural termination point for the auction. Moreover, this termination condition
is equivalent to convergence of the iterative auction to a Walrasian equilibrium. Hence, it
is possible to design iterative auction formats that rely on anonymous item pricing and the

aforementioned termination condition if and only if a Walrasian equilibrium exists.

The main contribution of this chapter is to establish that when the underlying value
graph is a tree, and satisfies an additional technical (sign consistency) condition, a Walrasian
equilibrium exists. Intuitively, the sign consistency condition suggests that if a bidder
views two items as complements (substitutes), so do the remaining bidders. It is known
that the existence of a Walrasian equilibrium is equivalent to existence of integral optimal
“solutions to a lincar programming formulation of the eflicient allocation problem. Thus,
our result immediately leads to a linear program that can be solved to identify the efficient
allocation for sign-consistent tree valuations. Moreover, as we demonstrate in Chapter 6,
iterative solutions of this LP formulation can be used to obtain iterative auction formats
that terminate when a Walrasian cquilibrium is identified, and allocates items to bidders

efficiently, when the underlying valuations are sign-consistent tree valuations.
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We also demonstrate that if we relax the sign consistency assumption, or the tree as-
sumption, solving this linear programming formulation no longer gives the efficient outcome
and a Walrasian equilibrium does not exist. This suggests that for more general graphi-
cal valuations, it is not possible to implement the efficient outcome using iterative auction
formats that rely on anonymous item pricing, and terminate when a market clearance condi-
tion holds. Interestingly, by considering more general pricing rules and linear programming
formulations, the efficient allocation can be implemented using iterative auction formats
that rely on a similar termination condition. We defer the discussion of such general pricing

rules and linear programming formulations to Chapter 5.

4.1.1 Related literature

In standard multi-item auction settings, the VCG mechanism can be used to implement
the efficient outcome in dominant strategy equilibria. Despite this desirable strategic fea-
ture, VCG mechanisms are rarely used in practice. On the other hand, iterative auction
formats which share similar equilibrium properties to VCG mechanisms are prevalent (see
for instance Ausubel and Milgrom (2006); Rothkopf et al. (1990); Engelbrecht-Wiggans and
Kahn (1991)), and have found applications in spectrum auctions, electricity auctions, on-
line markets (such as eBay) (McAfee et al., 2010; Ausubel and Cramton, 2004; Ausubel,
2004), as well as procurement settings (Hohner et al., 2003; Cramton et al., 2006). This has
stimulated significant interest in recent literature, and led to development of a number of
novel multi-item iterative auction formats. Examples include the package bidding auction
(Ausubel and Milgrom, 2002), clinching auction and its variants (Ausubel, 2004, 2006),
auctions that rely on universally competitive equilibria (UCE) (Mishra and Parkes, 2007),
and best response auction of Nisan et al. (2011a).

Many of the iterative auctions present in the literature implement the efficient outcome
under the restrictive gross substitutes assumptions. Intuitively, gross substitute valuations
suggest that if a bidder demands a set of items at given prices, and the price of one of these
items increases, the demand for the remaining items cannot decrease (Kelso and Crawford,
1982; Gul and Stacchetti, 1999). Under the gross substitutes property, a Walrasian equi-
librium exists and the prices that support it have a lattice structure. These results can
be exploited to define simple tatonnement processes (and auction formats) that converge
to a Walrasian equilibrium and an efficient allocation (Gul and Stacchetti, 2000; Ausubel,
2006). The gross substitutes property, on the other hand, does not allow for any value
complementarity between different items, which is a key feature of important combinatorial
auction settings. A generalization of this class, which allows for a very specific value com-
plementarity structure, is the class of gross substitutes and complements (GSC), see Sun
and Yang (2006, 2009). The GSC structure suggests that items can be grouped into two
sets so that all items in a given set are gross substitutes, and items that belong to different

sets are complements. It is possible to establish the existence of a Walrasian equilibrium
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and provide simple iterative auctions (Sun and Yang, 2006, 2009) for such valuations. How-
ever, these results are limited to the particular complementarity structure imposed by the
GSC valuations, and do not overlap with our contributions (see Section 4.6 for a detailed

discussion).

The problem of finding the efficient outcome in a combinatorial setting is hard both
from a computational complexity and a communication complexity point of view (Lehmann
et al., 2006; Nisan and Segal, 2006; Cramton et al., 2006; Blumrosen and Nisan, 2010). This
motivated considering classes of valuation functions with additional structure (Blumrosen
and Nisan, 2010; Cramton et al., 2006). Recently, Zhou et al. (2009) and Abraham et al.
(2012) considered graphical valuation structures that are similar to those we consider in
this thesis. In these papers, authors characterize the complexity of auction design for
(hyper) graphical valuations, and develop approximately efficient auctions for settings that
do not exhibit substitutabilities. In contrast, in this part of the thesis, we adopt a similar
value model to the one present in these papers, but develop efficient iterative auctions for

valuations that allow for both complementarities and substitutabilities.

Efficient iterative auctions implicitly solve an optimization problem: they find a welfare-
maximizing allocation of goods to bidders. In many settings, it is possible to formulate
the underlying efficient allocation problem as a linear program (with possibly exponen-
tially many variables) (Bikhchandani and Mamer, 1997; Bikhchandani and Ostroy, 2002).
Bikhchandani and Mamer (1997) establish that a particular linear programming formula-
tion, which we also employ in this work, has optimal solutions that are integral, and can be
used to find the efficient allocation, if and only if a Walrasian equilibrium exists. However,
the associated integrality results present in the literature are restricted to settings, where the
gross substitutes condition holds. Interestingly, our results suggest that for sign-consistent
tree valuations, this LP formulation has an optimal solution that is integral, this solution

corresponds to an efficient allocation, and a Walrasian equilibrium exists.

The idea of developing iterative auctions by (i) first formulating the efficient allocation
problem as a linear program, (ii) then obtaining iterative algorithms for solutions of these
problems, and interpreting them as iterative auction formats, and (iii) guaranteeing incen-
tive compatibility by complementing these algorithms with appropriate payment schemes
is present in the earlier literature (Parkes, 1999; Bikhchandani et al., 2002; De Vries and
Vohra, 2003; Parkes, 2006; De Vries et al., 2007; Vohra, 2011). In the auctions present in
these papers, the auctioneer searches for the efficient outcome by modifying the price or
a temporary allocation of goods to bidders over time. In response to the price/allocation
change, bidders update their demand. When bidders truthfully reveal their demand, such
procedures correspond to applications of certain iterative algorithms to the solution of the
linear programming formulation of the efficient allocation problem. In order to guarantee
incentive compatibility and truthful demand revelation, the auctioneer uses the information

revealed in the course of the auction and computes final payments for bidders (that are of-
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ten equal to the VCG payments). Some of the auction formats that rely on this approach
implement the efficient allocation in settings that are more general than the gross substi-
tutes case, e.g., (Bikhchandani et al., 2002; De Vries et al., 2007; Ausubel and Milgrom,
2002; Mishra and Parkes, 2007; Vohra, 2011). However, the iterative algorithms (and the
corresponding iterative auctions) present in these papers rely on using exponentially many
prices at each step, as the underlying LP formulations do not admit a simple structure. This
leads to a serious drawback for implementation, since at each step the number of prices the
auctioneer needs to communicate to the bidders is exponential in the number of the items.
Consequently, this pricing rule is prohibitive in multi-item environments where more than
a few items are auctioned together. In contrast, our objective in this work is to develop
efficient iterative auction formats that rely on simple pricing rules. We accomplish this by
following a similar approach to the one outlined above in the context of graphical valua-
tions. Importantly, by exploiting the special structure of graphical valuations, we obtain
simpler linear programming formulations of the efficient allocation problem than the ones
present in the literature (that lead to offering exponentially many prices to bidders), and

novel efficient iterative auction formats that rely on simple pricing rules.

Finally, a related focus to ours is present in Bikhchandani et al. (2011), where an iterative
auction format that employs only a single price, and guarantees efficiency in settings with
an additional combinatorial structure (a matroid structure) is provided. We note that these
results are not directly applicable in our setting, since the valuations we consider do not

exhibit the required structure.

4.1.2 Outline

The rest of this chapter is organized as follows: In Section 4.2, we introduce the model
and notation that will be used in this part of the thesis. Additionally, we discuss the
Walrasian equilibrium concept and provide a condition for its existence. In Section 4.3,
we focus on cases where the underlying value graph is a (sign-consistent) tree graph. We
show that a Walrasian equilibrium exists for this class of valuation functions, and this leads
to a linear programming formulation for obtaining the efficient allocation. In Section 4.4,
we show that the solution of this LP formulation does not give the efficient cutcome, if
we relax the sign consistency or tree valuation assumptions. This suggests that for general
graphical valuations more complex LP formulations may be necessary for obtaining the
efficient outcome. We defer the discussion of these more general LP formulations and the
iterative auctions that rely on iterative solutions of these LPs to Chapters 5 and 6. A
brief summary of the main contributions of this chapter is provided in Section 4.5. We
provide a comparison of our results with a well-studied class of valuation functions that
have a Walrasian equilibrium, and exhibit both value complementarity and substitutability
in Section 4.6. Some of the technical proofs are delegated to Section 4.7.
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4.2 Model and Preliminaries

In this section we first describe the valuation model that we focus on in this part of the
thesis (Section 4.2.1). Then, in Section 4.2.2 we discuss pricing rules and termination
conditions that can be used for the design of iterative auctions. In particular, we focus on
a natural termination condition that closely relates to the Walrasian equilibrium concept.
Additionally, we present necessary and sufficient conditions for the existence of a Walrasian

equilibrium.

4.2.1 Graphical Valuations

In this part of the thesis, we focus on settings where an auctioneer sells a number of

(heterogeneous) items to a finite set of bidders. In particular, our setting involves
e A finite set of items N, such that [N| = N,
e A finite set of bidders M, such that |M| = M,

e Value functions v™ : 2¥ — R* for each player m, such that for a given set of items
S C N, v™(S) > 0 captures the value of player m € M.

We make two standard assumptions about the valuation functions: bidders have zero value

for receiving no items, and bidders have weakly larger valuations for larger bundles.

Assumption 4.2.1. We assume that v™(0) = 0, i.e., bidders have value zero, for not

receiving any items. Additionally, we assume that bidders have monotone increasing valu-
ations, i.e., v™(S1) < v™(S,) if S1 C Ss.

The value a. player has for a set S need not be additive. That is, it may be the case
that v™(S) # ¥ ;cqv™({é}). If items i and j are such that v™({ij}) > v™({i}) + v™({j}),
then we say that these items are pairwise complementary. On the other hand, if ¢ and j
are such that v™({ij}) < v™({i}) + v™({j}), we refer to them as pairwise substitutes. In
this work we are mainly interested in pairwise complementarity /substitutability, and unless
noted otherwise, we refer to pairwise complementarity /substitutability simply as comple-
mentarity /substitutability. We provide a discussion of the differences between graphical
valuations and other related special valuation classes such as gross substitutes, gross sub-
stitutes and complements (Kelso and Crawford, 1982; Gul and Stacchetti, 1999; Sun and
Yang, 2006); sub/superadditive valuations, and sub/supermodular valuations (Blumrosen
and Nisan, 2010) in Section 4.6.

In this thesis, we impose additional structure on the valuation functions. In particular,
we assume that the value functions admit a compact graphical representation. Before, we

explain this additional structure, we introduce the notion of value graph.
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Definition 4.2.1 (Value Graph). Let G = (N, E) be a graph such that the set of nodes
corresponds to the set of items N and there are edges between nodes (items) that may exhibit

value complementarity and substitutability. We refer to G as a value graph for set of items

N.

We next use the notion of value graph to introduce the notion of graphical valuations.

Definition 4.2.2 (Graphical Valuations). Let G = (N, E) be a given value graph. We say
that the value function v: 2V — R* is a graphical valuation (with respect to G) if:

o there exisl positive node weights w; > 0 for each i € N
o there exist (posilive or negative) edge weights w;; for each (i,j) € E
o v is such that v(S) = 3, cowi + 32 j)epjijes Wii-

We refer to the weights {wi;} U {w;} as weights consistent with G.

This definition implies that a valuation function is graphical, if there exists node and
edge weights associated with the underlying value graph, such that the value of any bundle
S equals to the sum of the node weights and edge weights, for nodes and edges contained

in an induced subgraph of G with set of nodes S. For an example see Figure 4-1.

S={a,b,c}

Figure 4-1: For a graphical valuation v, the value of bundle S = {a,b,¢} can be given as
v(8) = wg + wp + We + Wep + Wae + Whe-

Not all valuation functions are graphical valuations. In full generality, a value function
associates a value with each bundle of items, and hence can be thought of as a vector of
length 2¥. On the other hand, the definition of graphical valuations suggest that these
valuations can be uniquely defined by specifying N node weights and at most N? edge
weights. This implies that the set of graphical valuations has smaller dimension than the
set of general valuation functions, and hence is not fully general. On the other hand,
graphical valuations can be compactly represented by specifying the edge/node weights for

the corresponding value graph.
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Despite not being fully general, the graphical valuations can naturally capture the pair-
wise complementarity and substitutability in valuations. For instance, assume that i and j
are two items such that for graphical valuation v we have w;; > 0. Then it can be seen that
v({i})+v({j}) = witw; < wi+wj+w;; = v({i,j}), and hence i, j are pairwise complemen-
tary items. Conversely, if w;; < 0, then v({1})+v({j}) = wi+w; > w;+w;+w;; = v({i,j})
and 7, j are pairwise substitutes.

In this work, we assume that all players have graphical valuations:

Assumption 4.2.2. There exists a value graph G = (N, E) such that the valuation function
of each player is a graphical valuation with respect to G. That is, for each player m € M,

there exists weights
o w” for each node i € N, and
o wi? for each edge (i,j) € E,

such that v™(S) = Y ;g Wi + 32 jyeBlijes Wi -

Observe that in the above definition, the assumption that the valuation functions of all
players are with respect to the same value graph is without loss of generality. To see this,
assume that the valuation function of each player m € M is consistent with some value
graph G™ = (N, E™). It follows from Definition 4.2.2 that the value function of each player
is also consistent with the graph G = (M, U, E™), and a set of weights #™ such that

w;y if (¢,5) € E™
a { 0 otherwise.

Thus, even if the valuation function of each bidder is derived from a different value graph,
it is possible to find a value graph and (bidder-specific) weights such that the valuation
functions are also consistent with this value graph.

We believe that graphical valuations appropriately capture the value complementar-
ity /substitutability in many practical auction settings, such as spectrum auctions, truck
route auctions, and real estate auctions. In these settings, the items that are auctioned
correspond to different geographical regions, and complementarities and substitutabilities
are between neighboring geographical regions. For instance, for spectrum auctions, com-
plementarities between adjacent geographical regions are present (Cramton et al., 1997;
Moreton and Spiller, 1998), due to considerations such as roaming and interference. Simi-
larly, different bands in the same geographical region can be viewed as substitutes, as the
bidders may only have limited demand for spectrum in each geographical region. Such
complementarities and substitutabilities can naturally be captured by graphical valuations
by associating a node with each spectrum band - geographical region pair, and an edge with

pairs of spectrum bands in adjacent (or the same) geographical regions (see Figure 4-2).
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Figure 4-2: Consider a spectrum auction where two bands (A & B), over six geographical
regions are sold. Agents view the bands in neighboring geographical regions as complements,
while they view different bands in the same geographical region as substitutes. This can be
captured using the graphical model in the above figure, and assigning positive weights to
the solid lines, and negative weights to the dashed ones.

When the true value structure cannot be captured by graphical valuations, it is possible
to consider their generalizations. In particular, assume that we associate a weight with each
k-clique of the underlying value graph for k € {1,...,7}, and the value a player has for a
bundle S is given by the sum of the weights of all k-cliques (k € {1,...,7}), nodes of which
are contained in S. It can be scen that the graphical valuations defined above correspond to
the case of » = 2. Choosing larger values of r allows for generalizing graphical valuations,
and capturing more complicated structures of value complementarity and substitutability.?
In particular, it can be shown that it is possible to represent any valuation function using
generalized graphical valuations, by choosing the underlying value graph as a complete
graph, and associating a weight with all cliques of the underlying graph (i.e., the r = N
case). For simplicity, in this chapter we focus on graphical valuations (i.e., the r = 2 case).
In the next chapter, we will also discuss how our approach extends to the more general
setting where r > 2 (see Section 5.5).

We closc this section by formally defining the objective of our iterative auctions. We

first introduce some relevant definitions.

Definition 4.2.3 (Feasible allocation). Given sets S™ C N, for all m € M, we say that

{S™}mem is a feasible allocation if
e Each player m € M receives a set of items S™ C N,

e Each item is assigned to at most one player, and hence S™ NSt = § for m # 1, and
m,l € M.

2In (Abraham et al., 2012), motivated by similar considerations, authors focus on hyper-graph valuations,
characterize the computational complexity of auction design, and provide approximately efficient sealed bid
auctions for hyper-graph valuations that exhibit only complementarities.
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We say that a feasible allocation is complete if for every item i, there exists a bidder m

such that i € S™. We denote the set of complete feasible allocations by x.

An cfficient allocation is a feasible allocation {S™},,cam that maximizes the total value,

i.e.,

Zn: p™(8™) = max > wm(z™)

m

s.t. Z™mC N, forallme M
Zmnzt =0, forallm,l € M, m # 1.

Note that under Assumption 4.2.1 there exists an efficient allocation that is also complete.

In this work, our objective is to obtain iterative auctions that allocate items to bidders
according to an optimal solution of the above optimization problem. In the subsequent
sections, we provide alternative (linear) 6ptimization formulations for the efficient allocation
problem, and discuss how we can use those to develop iterative auctions for graphical

valuations.

4.2.2 Anonymous Item Pricing and Walrasian Equilibrium

In iterative auctions the auctioneer sets prices for the (subsets of) items she is offering,
collects demand reports from bidders, and adjusts the prices. Before we discuss the details
of the iterative auction design problem, a fundamental question to answer is the choice of
the pricing rule for these auctions.

An important pricing rule that can be used for iterative auction design is the anonymous
pricing rule, where the auctioneer offers the price p; for each item ¢ € A/, which is the same
for all bidders. Due to its simplicity, this pricing rule is commonly used in practice, and
various theoretical works develop iterative auctions based on it (Ausubel, 2004, 2006; Gul
and Stacchetti, 1999, 2000).

At given anonymous item prices, we say that a bundle S* is demanded by bidder m,
if maximum surplus is achieved for this bundle, i.e., v™(8*) — 3>, o p; = maxgv™(S) —
Zie g Pi- Wedenote the set of bundles a bidder demands by D™, i.e., D™ = arg maxg v™(S)—
2 ics Pic

A natural termination condition for iterative auctions that rely on anonymous item
pricing rule is “market clearance”. In particular, the auctioneer can terminate the auction
if bidders demand disjoint sets of items, and every item is demanded by a bidder. Observe
that in such an outcome, since demand sets are disjoint, bidders do not compete with the
remaining bidders for the items that they demand. Hence, the auctioneer can terminate
the auction by assigning each bidder the set of items she demands.

This outcome coincides with the well-known Walrasian equilibrium concept which we

discuss next:
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Definition 4.2.4 (Walrasian equilibrium). Let p; denote the price of item i, and S™ denote

the set of items assigned to player . The tuple ({pi}i, {S™}m) 15 @ Walrasian equilibrium

if:
-p1,...pN 20,
-S4, 8M s q feasible allocation, i.e., S¥ N S™ = 0,
= UT(S™) = Y icgm P = V™(S) = X copi for any S C N,
- pi =0 ifi ¢ UpS™.

Observe that at a Walrasian equilibrium, S™ corresponds to a set of items bidder m
demands. By Assumption 4.2.1, it follows that if a Walrasian equilibrium exists, then there
exists one where {§™} is a complete feasible allocation. This suggests that in such an
allocation, {S™} clears the market by assigning each bidder a set of items she demands.
Additionally, it is known that if a Walrasian equilibrium exists the allocation {S™} is
efficient (Gul and Stacchetti, 1999).

The above discussion and Definition 4.2.4 imply that iterative auctions that rely on
anonymous item pricing can naturally be terminated when a Walrasian equilibrium is
reached. Moreover, simple price update processes (such as tdtonnement) converge to a
Walrasian equilibrium and the efficient allocation. This observation was used in the exist-
ing literature (Ausubel, 2006) for iterative auction design.

On the other hand, in an economy with indivisibilities a Walrasian equilibrium need not
always exist. An important case, where it is known to exist, is the case of gross substitutes
(Gul and Stacchetti, 1999). However, valuation functions satisfying the gross substitutes
condition can only exhibit substitutability in valuations, and not complementarity.

A necessary and sufficient condition is present in the literature for testing the existence of
Walrasian equilibrium. In particular, in Bikhchandani and Mamer (1997) authors establish
that a Walrasian equilibrium exists if and only if the following linear program has optimal

solutions that are integral:

max Z me(S)vm(S’)
m S

s.t. me(S) <1 forallm

S
| >N a™8) <1 foralli

m Slics
2™(8) > 0.

(LP1) (4.1)

At a feasible integral solution of this optimization problem, ™ (S) = 1 captures assignment
of bundle S to bidder m. The first constraint suggests that cach bidder receives at most

one bundle. The second constraint, on the other hand, suggests that each item i can be
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present in at most one bidder’s bundle. The objective value is the welfare generated by the
allocation suggested by {z(-)}m.-
The corresponding dual program (D1) is stated below:

1 m
(D1) st 7™ =v™(S)— Zp, vS,m
iES
piaﬂ-m > 0.

Observe that in the dual LP, we have a variable p; for each item 4. This variable can be
interpreted as the price the auctioneer offers for the relevant item. We also have a variable
'™ for each bidder m. The constraints in the dual problem suggest that for any bundle
S, 7™ is an upper bound on v™(S) - Y. ¢p;, i.e., the surplus bidder m associates with
acquiring bundle S at the given prices. Moreover, at optimality, it can be seen that 7™
will be equal to the maximum surplus that can be associated with the bundle bidder m
demands. This suggests that #™ can be interpreted as the surplus of bidder m. The results
of Bikhchandani and Mamer (1997) imply that when a Walrasian equilibrium exists the
{p:} variables at an optimal solution of D1, together with the allocation {S$™} obtained
at an optimal solution of LP1 (such that ™ (S™) = 1 for all m) constitute a Walrasian
equilibrium.

In Chapter 6, we develop iterative auctions by obtaining solutions of the above primal-
dual LP pair (as well as a more general pair that we provide in Chapter 5) using iterative
algorithms. These algorithms start with a dual feasible solution, and iteratively adjust this
solution until optimal solutions to both LPs are found (hence a Walrasian equilibrium is
identified). They can be interpreted as setting prices ({p;}) for the items in the auction,
and collecting bidders’ demand at these prices, and adjusting the prices appropriately at
each step of the auction. The corresponding auction formats rely on an anonymous item
pricing rule, where the auctioneer offers a price (p;) for each item 7, and this price is the
same for all bidders.

4.3 Walrasian Equilibrium and Tree Valuations

In the rest of this chapter, we assume that the value functions are not arbitrary graphical
valuations, but they have additional structure. In particular, we assume that the underlying
value graph is a tree graph, i.e., it contains no cycles. Additionally we assume that if two
items are complements (substitutes) for a given player, they are complements (substitutes)
for all players. In this setting, we establish that a Walrasian equilibrium exists. This
result implies that LP1 of Section 4.2 can be used to identify the efficient allocation for

sign-consistent tree valuations.
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We start by formally stating the additional structure we impose on the valuation func-

tions in the rest of the section:

Assumption 4.3.1 (Tree valuation). Let G = (N, E) be the value graph associated with
the graphical valuations of bidders. We assume that G is a tree graph, i.e., it contains no

cycles.

Assumption 4.3.2 (Sign Consistency). The graphical valuations are sign-consistent. That
is, for some (i,j) € E and m € M, if w;? > 0, then wzk] > 0 for all k € M, and similarly
if w} <0, then wf; <0 for all k € M.

The tree graph assumption, given in Assumption 4.3.1, imposes additional restrictions
on the complementarity and substitutability structure. In particular, it disallows for com-
plementarity and substitutability cycles. This structure may be reasonable in some auction
settings. For instance, consider a spectrum auction, where one of the items correspond to a
band in a central region, and the remaining correspond to bands in peripheral regions that
are close to the central one. If the interference between the peripheral regions is negligible,
and the interference between the central region and the remaining ones is relatively strong,
then the corresponding value structure can naturally be represented as a tree graph.

The sign consistency requirement suggests that two items ¢ and j are either substitutes
or complements for all players. Note that this assumption still allows for presence of both
complementary and substitutable items in the set of items, but it disallows having two items
as substitutes for some players and complements for the remaining ones. More formally, the
above assumption allows for positive and negative weights on different edges, but it requires
that all players have same sign weight on a given edge. Observe that this assumption can
also be satisfied by the spectrum auction example described above. For instance, if two
bands are complementary for a player (due to reduced interference), we expect them to be
complementary for all players.

We next show that under these assumptions a Walrasian equilibrium exists, or equiv-
alently LP1 has optimal solutions that are integral and that correspond to the cfficient
allocation. In order to establish this result, in Section 4.3.1, we first consider a related LP
formulation, which more clearly makes use of the structure of graphical valuations, and es-
tablish that this LP has integral optimal solutions for sign-consistent tree valuations. Then,
in Section 4.3.2, we show that this result implies the existence of an integral solution of LP1

for the aforementioned class of valuation functions.

4.3.1 An Alternative LP Formulation

If the valuation functions of bidders were public knowledge, the efficient allocation could
be found by solving an integer program. One possible integer programming formulation

that can be used when the valuations of players are represented by graphical valuations is
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provided below:

max Z Z:c;"wzm + Z Z Vi wiy

m €N m j€E

st Y ar<l1 ie N,

P m < ogm, 4.2
({P) Yij < ij L, (4.2)

2P e 1<yl ij € B,

z" € {0,1}, ;7 € {0,1}, ieN,ije E

We use the shorthand notation (z,y) to denote a feasible solution of this problem given by
{2 bmemiiens {95] tmemiijeE-

In this formulation, z{* = 1 captures assigning item ¢ to player m. We set ;7 =1 if
both item ¢ and item j are assigned to player m, and the corresponding edge weight needs
to be taken into account, when computing the total value of player m for her bundle. The
first constraint guarantees that each item is assigned to at most one player. The second and
third constraints guarantee that if y;j = 1, then 27" = 27" =1, ie,, if the weight of edge
(i,7) is taken into account when computing the value of player m for her bundle, then it
should be the case that this player receives both item ¢ and item 7. The fourth constraint
states that if 2" = zi* =1, then y7 = 1, i.e, if player m receives both item ¢ and item j
then the value of edge (3, j) should be taken into account when computing the total value
she has for her bundle. We next establish that the optimization formulation IP can be used

to find the efficient allocation.

Lemma 4.3.1. (i) Every feasible allocation {S™},,, corresponds to a unique feasible so-
lution of IP, denoted by (x,y), and vice versa. Moreover, (x,y) is such that " =1

if 1€ 8™, and I = 0 otherwise.
(i) Additionally, the objective value of (IP) for the feasible solution (z,y) equals to 3", v™(S™).

(i) If (x,y) is an optimal solution of (IP), then the corresponding allocation {S™},, is
efficient.

Proof. (i) Observe that given z (such that z* € {0,1} for all m,3), there is a unique y
such that (x,y) is feasible in (IP). To see this focus on edge (4,j) and consider the
following three cases: (a) a7* = 2" = 0, (b) 2] = 27" = 1, (c) 2]* = 0,2 = 1. In
cases (a) and (c) the (second and third) constraints of (IP) indicate that /7 = 0 in
a feasible solution. Similarly, in case (b) the fourth constraint of (IP) indicates that
y;; = 1 in a feasible solution. Thus, in all cases, specifying z, uniquely identifies the

corresponding y in a feasible solution.
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(ii)

(iii)

Consider a feasible allocation {$™},, and define & such that 27 = 1 if 4 € S™, and
z]* = 0 otherwise. Clearly the above mapping between the set of feasible allocations
{57 }m, and z (such that z™ € {0, 1} for all m, ?) is a bijection. Since, specifying such
an r uniquely identifies the corresponding y in the feasible solution, it follows that
there is a bijection between the set of feasible allocations and the feasible solutions of

(IP), and the claim follows.

Using the definition of graphical valuations, the total value corresponding to a feasible

allocation can be given as

va(SM) = Z Z wit + Z wZ.‘ ) (4.3)

m \icS™m i,7€5™|(i,j)€E

It follows from our construction in part (i) that zI* = 1 if and only if i € S™, in the
solution (,y) corresponding to {S™}. This implies that > ;c gm wi® = 3, o 2w
Analogously, our construction suggests that i,j € S™ if and only if 21* = z = 1.
Moreover, the constraints of (IP) imply that this is the case if and only if vy =1 (as-
suming (%,7) € E). Thus, Zz‘,jesml(i,j)eE w = Z(i,j)EE‘ wi7y7. These observations
together with (4.3) imply that the objective value of (IP) for the feasible solution
(z,y) equals to Y, v™(S™).

Let (x,y) be an optimal solution of (IP), and {S™} be the corresponding feasible al-
location. Consider any other feasible allocation {Z™}, and the corresponding feasible
solution of (IP). It follows from optimality of (z,y) that the solution corresponding
to {Z™} leads to (weakly) lower objective value in (IP), when compared to (z,y).
On the other hand, by (ii) this implies that the corresponding feasible allocations are
such that > v™(S™) > 3 ©™(Z™). Since this is true for any feasible allocation
{Z™}, it follows that {S™} is efficient.

a
We next focus on the LP relaxation of the problem (IP):
D 5 Y I I
m {eN m ijEE
s.t. Zx;n <1 iEN,
m
m m
Yis S z;,
(LP2) v ij € E, (4.4)
yij S w_'] ’
'+ a3 =1 <y, ij € E,
0< <1, iEN,
0<y7 <1, ij € k.
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In general this LP relaxation is not exact, i.e., the relaxation may have non-integral solutions
and lead to a higher objective value than the optimal objective value of (IP). We provide
examples for this in Section 4.4. Interestingly, when Assumptions 4.3.1 and 4.3.2 hold, we
can establish that this LP relaxation always has optimal solutions that are integral. This

claim is formalized in the next theorem.

Theorem 4.3.1. Assume that valuation functions of bidders are graphical and Assumptions
4.3.1 and 4.3.2 hold. Then, LP2 always has an optimal solution, which is also optimal for
(IP).

Proof. We prove the claim by first considering a relaxation of LP2, and showing that this
problem has an optimal solution when Assumption 4.3.2 holds. Then, we show that the
extreme points of the feasible region of this new problem are integral, and they are also
feasible in LP2. The claim then follows from the linear structure of the problem.

Observe that by Assumption 4.3.2, it follows that for a given edge, either all players
have positive weights, or all players have negative weights. Let ET C E denote the subset of
edges, for which player weights are nonnegative (wZI > 0), and E~ C E denote the subset,
for which the weights are nonpositive (wj} < 0).

We consider a new optimization problem, LP2b, that is obtained by relaxing some of

the constraints in LP2:

SR SRS ) BT

m icN m ijek
st. Y af <1 i€EN,
m

m m
Yis =Ty,

(LP2b) ij € ET, (4.5)

y:;l<:l,‘

7

zr + 2 - 1 <y, ije E7,
0<z™, i €N,

0<yff ijEe E".

Observe that LP2b is obtained from LP2 by relaxing (i) the constraint yi; < 1 for all
edges (4,7), (ii) the constraints z7* < 1 for all nodes i, (iii) the upper bound constraints
y; <", " for edges (i,5) € E7, and (iv) the lower bound constraints z* + zt—1<y?
for edges (4,7) € E*. It can be seen that the constraints (i) and (ii) can be omitted without
changing the feasible region, as the constraints z* > 0, 3 7 < 1 and Yy < x;" imply
these constraints. Omitting the constraints in (iii) and (iv), on the other hand, changes the
feasible region. In particular, it can be seen that in LP2b, the feasible region is unbounded,
whereas the feasible region of LP2 is bounded. For instance, it can be seen that in LP2b
we can have y» > 1 for (i,j) € E™ at a feasible solution.

We next establish that LP2b always has an optimal solution (see Section 4.7 for a proof).
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Lemma 4.3.2. Let Assumption 4.3.2 hold. Then LP2b has an optimal solution.

If LP2b has an optimal solution, it should be at one of the extreme points of its feasible
region. We next establish that the extreme points of this problem are all integral. The
following lemma, proof of which can be found in Section 4.7, allows us to characterize the
extreme points of the feasible region of LP2b:

Lemma 4.3.3. Let Assumptions 4.3.1 and 4.5.2 hold. Then, all extreme points of LP2b
are such that z[* € {0,1} for all m and i.

It also follows from this lemma that at an extreme point of LP2b, yf% = min{«}”, z]} €
{0,1} for ¢j € E*. Assume that this is not the case, then no constraint that involves iy
is binding and we obtain other feasible solutions by just considering y:’]’ + €, yZ’ — ¢ instead
of y;7, and keeping the remaining elements of the feasible solution (z,y) intact. Thus, we
obtain a contradiction and at an extreme point y;7 = min{z*,27"} € {0,1} for ij € E*.
Similarly, it follows that y7} = max{z]* + a7 — 1,0} € {0,1} for 45 € E~ at an extreme
point of LP2b.

We next show that any extreme point of LP2b is feasible in LP2 when Assumptions
4.3.1 and 4.3.2 hold. To establish this, note that it is sufficient to check that the extreme
points satisfy the relaxed constraints (i)-(iv) of LP2 (stated after (4.5)), as the remaining
constraints are already satisfied by feasibility in LP2b. As explained above, when the
assumptions hold, the extreme points are such that (a) z* € {0,1}, (b) ¥} = max{z]* +
a* — 1,0} € {0,1} for ij € E~, and (c) y} = min{z]*, 27} € {0,1} for ij € ET, is feasible
for LP2. Any such point immediately satisfies yi; < 1 for all edges (4,7), and z7* < 1 for
all nodes i (i.e., constraints (i) and (ii)). The upper bound constraints yi; < ap,ay for
edges (i,7) € E~ (i.e., constraint (iii)), hold since y;; = 1 only when z{* = 27" = 1 (recall
that for (,7) € E~, we have y7 = max{z]" + z7* — 1,0}). The lower bound constraints
a + 2 — 1 <y for edges (4,5) € E* (i.e., constraint (iv)), hold since yi; = 0 only when
zi* =0 or 27" = 0 (recall that for (i,7) € E, we have y[} = min{z]",27}).

Summarizing, using Lemma 4.3.3 we conclude that when Assumptions 4.3.1 and 4.3.2
hold, any extreme point of LP2b is a feasible integral solution of LP2. In addition, when
Assumption 4.3.2 holds, an optimal solution to LP2b exists and is one of these extreme
points (Lemma 4.3.2). Hence, we conclude that when both assumptions hold the optimal
solution of LP2b is a feasible integer solution of LP2. Since LP2b is obtained by relaxing
some constraints of LP2, this solution is also optimal in LP2. Hence, we conclude that LP2

has an optimal integer solution under Assumptions 4.3.1 and 4.3.2. O

This result suggests that when Assumptions 4.3.1 and 4.3.2 hold, the efficient allocation
can be found by solving the linear optimization problem LP2. In Section 4.2.2, we establish

that this result also implies that LP1 has integral optimal solutions under these assumptions.
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4.3.2 Existence of a Walrasian Equilibrium

We next establish a relation between LP1 and LP2, and subsequently use this to conclude

that a Walrasian equilibrium exists, when Assumptions 4.3.1 and 4.3.2 hold.
Theorem 4.3.2. If LP2 has an optimal solution that is integral, then so does LP1.

The proof of this theorem can be found in Section 4.7. The main idea behind the proof
is to establish that for any feasible solution of LP1, it is possible to construct a feasible
solution of LP2 with the same objective value, and conversely for any feasible integral
solution of LP2, it is possible to construct a feasible integral solution of LP1 again with the
same objective value (see Figure 4-3). These two facts immediately imply that when LP2
has an optimal solution that is integral, this solution leads to a (weakly) larger objective
value than all feasible solutions of LP1. Moreover, there exists a feasible integral solution

of LP1 with the same objective value. Thus, this solution is an optimal solution of LP1.

Feasible set of LP1

Integer extreme point of
¢ LP1

i Integer
extreme
Feasible :
point of
set of LP2 LP2

m
7

{z™(S)} of LP1 (by setting 2™ = 2 slies T™(8), ¥ = 2_sjijes T™(S)). These solutions
have the same objective values in the corresponding optimization problems. Additionally,
the feasible integer points of LP2 correspond to the feasible integer points of LP1. Thus, if
LP2 admits an optimal solution that is integral, then so does LP1.

Figure 4-3: A feasible solution {z » Y7 } to LP2 can be constructed from a feasible solution

An immediate consequence of this result is that a Walrasian equilibrium exists for tree

valuations that satisfy the sign consistency condition.

Corollary 4.3.1. Let Assumptions 4.3.1 and 4.3.2 hold. Then, LP1 has an integral optimal

solution and a Walrasian equilibrium exists.

Proof. It was established in Theorem 4.3.1 that under these assumptions LP2 has an integral
optimal solution. Theorem 4.3.2, implies that in this case LP1 also has an integral optimal
solution. However, as stated above this is a necessary and sufficient condition for existence
of a Walrasian equilibrium. O
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Since graphical valuations can capture both value complementarity and substitutability,
this result implies that a Walrasian equilibrium exists in settings where both are present,
provided that the value structure satisfies Assumption 4.3.1 and Assumption 4.3.2.3 As
we demonstrate in Chapter 6, this result can be used to obtain iterative auction formats
that rely on anonymous item pricing, terminate at a Walrasian equilibrium, and guarantee

efficiency for sign-consistent tree valuations.

4.4 Relaxing the Assumptions

In the previous section, under Assumptions 4.3.1 and 4.3.2, we provided LP formulations
that can be used to find the efficient outcome, and established the existence of Walrasian
equilibrium. In this section, we show that if we relax these assumptions, then a Walrasian
equilibrium need not exist, and the LP formulations LP1 and LP2 need not have optimal

solutions that are integral.

4.4.1 Sign Consistency

We first focus on the sign consistency condition of Assumption 4.3.2, and show that if
players have edge weights with different signs, the LP formulations do not lead to integral
solutions.

Consider a setting with two bidders m, k and two items i, j. Assume that the valuations

of bidders are represented with graphical valuations (see Figure 4-4), such that

ow{":w;”:wg?zf)
o wf=wk =10, wf =-10

Observe that the graphical valuation in this example satisfies Assumption 4.3.1 but not

Assumption 4.3.2.

Wm= 5 5 5
0, O
Wk= 10 -10 10

Figure 4-4: The weights for player m is given above the nodes/edges, and those for player
k are given below them.

Note that the optimal integral solutions of LP1 result in a total welfare of 15 (this can
be obtained either by assigning both items to player m, i.e., z™({i,j}) = z*(@) = 1, and

3Another class of valuations for which a Walrasian equilibrium exists, and valuations can exhibit both
complementarity and substitutability, is the class of gross substitutes and complements (Sun and Yang,
2006). The class of valuations that satisfy Assumptions 4.3.1 and 4.3.2, on the other hand, is not contained
in this class, as explained in Section 4.6. Thus, our result here establishes existence of a Walrasian equilibrium
for a distinct and important class of valuations.
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zY(S) = 0, for remaining S and [ € {m,k}; or assigning one item to m and the other
one to k, ie., 2™({i}) = z¥({j}) = 1 and z!(S) = 0, for remaining S and I € {m, k}).
On the other hand, consider the following solution of LP1: z™({i,j}) = z™(®) = 1/2,
28 ({i}) = 2*({5}) = 1/2, and 2™({i}) = 2™({4}) = 2*({4,5}) = 2¥(#) = 0. Feasibility of
this solution can be immediately checked. The objective value associated with this solution

equals to

2™ ({3, )™ ({4, 4}) + & (@)™ (@) + 2* ({IHoF () +a (T ({5))
1

=5 (15+0+10+10) = 175.

Note that the objective value associated with this solution is larger than the objective of
the optimal integral solution of LP1. Thus, LP1 does not have an optimal solution that is
integral. This implies that a Walrasian equilibrium does not exist for the given valuations.
Additionally, by Theorem 4.3.2, we conclude that for this example LP2 cannot have an
optimal solution that is integral.

Observe that the fact that the LP formulations do not have optimal integral solutions
imply that the underlying polytopes are not integral, and they have extreme points with
nonintegral coordinates. Remarkably, despite presence of such extreme points, Theorem
4.3.1 and Corollary 4.3.1 establish that LP2 and LP1 have optimal solutions that are integral
when Assumptions 4.3.1 and 4.3.2 hold (observe that Assumption 4.3.2 has no impact on
the underlying feasible region, hence extreme points with nonintegral coordinates exist even

when this assumption holds).

4.4.2 Value Graphs with Cycles

Next, we establish that if the underlying graph has a k-cycle (i.e., a cycle that involves k
nodes, where k > 2), then the LP formulations can have optimal solutions that are not
integral.

Assume that there are N nodes (items), and the nodes 1,. ..,k of the underlying graph
are in the form of a cycle.

We first consider the case where k is odd. Let there be M = k players. Further assume
that all players have weights equal to zero for all nodes. We associate nonzero edge weights
only with the edges contained in the cycle, i.e., edges (i,7) such that 1 <i,7 <k, j=i+1

in mod k. In particular,

e Lor players m € {1,...,k — 1}, we assume that wi! =e>0ifi=m, j=m+1 and

,wm

S 0 otherwise.

e For player m = k, we assume that w%’ =e>0ifi=m,j=1and wz’;‘ = 0 otherwise.

Observe that the value of the optimal integral solution of LP1 is upper bounded by
e|%]. This is because if the weight of edge (i,% + 1) contributes to the objective by ¢, it
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should be that player i (who is the only player with positive value for this edge) receives
the items at its end points. However, this implies that the weights of the neighboring edges
(¢ —1,4) and (4,7 4 1) do not contribute to the objective (since player i has value equal to
0 for these edges, but she acquires nodes ¢ and 7 + 1, no other player can benefit from the
edge value of these edges). Thus, at most half of the edges can contribute to the welfare,
and the resulting welfare is bounded by eLg’-J (where floor operation is present, since at an
integral solution the total welfare will always be an integer multiple of ).

On the other hand, consider the following solution of LP1:

e For players m € {1,...,k — 1} we assume that 2™({m,m + 1}) = 2™(@) = 1/2 and
2™(S) = 0 for the remaining bundles §.

e For player m = k, we assume that z™({m,1}) = 2™(0) = 1/2 and ™(S) = 0 for the
remaining bundles S.

The feasibility of this solution in LP1 can immediately be checked. Observe that the

objective value of LP1 associated with this solution is
1
DD am™(SH™(S) = 3 D e=ck/2.
m S m

Thus, when k is odd, we observe that the optimal value of LP1 is larger than the value of
the optimal integral solution. Thus, LP1 does not have an optimal solution that is integral.
This implies that (i) LP2 does not have an optimal solution that is integral (from Theorem
4.3.2), (ii) a Walrasian equilibrium does not exist.

If k is even, we slightly modify the above construction. In this case, we assume that
there are m = k — 1 players. As before, players have zero weights for all nodes, and the
edge weights are such that

e For players m € {1,...,k — 2}, we assume that wg?=e>()ifi:m,j =m+1 or
i=m+1,j=m+2 and w7 = 0 otherwise.

oForplayermzk—l,wea,ssumethatwg»‘:e>Oifi:k,j=landw%‘=O

otherwise.

It can be shown that the value of the objective at an integral solution of LP1 is upper
bounded by €(k — 2). In particular, there are two cases to consider: (i) player k — 1 receives
a bundle containing edge (k,1), (ii) player & — 1 does not receive a bundle containing this
edge. In case (i), it can be seen that the contribution of edges (1,2) and (k — 1,k) to the
objective function is equal to zero (since at least one end point of these edges is assigned to
player & who has no value for the corresponding edges). Consequently, the maximum welfare
is bounded by €(k — 2). In case (ii), it can be seen that the total welfare is immediately

bounded by e(k — 1), since none of the other players other than ¥ — 1 have a positive value
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for edge (k,1). On the other hand, for total welfare to be equal to e(k — 1), we need all
remaining edges to have a contribution of € to the objective. This requires assigning all
edges to a single bidder (otherwise, weights associated with some edges do not contribute
to the objective, since the end points of some edges are not assigned to a single bidder).
However, no single bidder has a strictly positive weight for more than 2 edges. Thus, it
follows that in this case the welfare is strictly less than e(k — 1). Since for integral solutions,
welfare is a multiple of e, it follows that in case (ii) the total welfare is bounded by e(k —2).

We consider the following feasible solution of LP1:

e For players m € {1,...,k — 2} we assume that z™({m,m+1,m+2}) = z™(0) = 1/2
and z™(S) = 0 for the remaining bundles S.

e For player m = k — 1, we assume that 2 ({k,1}) = 2™(#) = 1/2 and 2™(S) = 0 for

the remaining bundles S.

1t can be checked that this solution is feasible in LP1. Moreover, the corresponding objective

value is given by

k—2
2T S) - %mzzlm S =c <k2+ %) |

As before, the optimal solution of LP1 leads to a larger objective value than the optimal
integral solution. Hence, LP1 does not have an optimal solution that is integral. Thus,
a Walrasian equilibrium does not exist, and LP2 cannot have an optimal solution that is
integral.

For k = 3 and k = 4, the above constructions are illustrated in Figures 4-5 and 4-6. To
simplify the figures, the nodes 1,2,... in our construction are relabeled as A, B,... in the
figures.

We conclude that both the tree graph assumption, and the sign consistency condition are
critical for the existence of a Walrasian equilibrium, and the existence of optimal solutions
to LP formulations LP1 and LP2 that are integral. Hence, when these assumptions are
relaxed, it may not be possible to implement the efficient outcome using iterative auction
formats that rely on anonymous item pricing rule, and terminate when a market clearance
condition holds. In the next chapter, we establish that in those cases efficient iterative

auctions can still be developed by considering more general pricing rules.

4.5 Summary

In this chapter, we focused on a special class of graphical valuations, where the underlying
value graph is a tree, and edge weights satisfy a sign consistency condition. We established
that under these assumptions, a Walrasian equilibrium always exists. Additionally, the

existence of a Walrasian equilibrium immediately suggests a linear programming formulation
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0,0,1

1,0,0 0,1,0

1,1,0

Figure 4-5: Value graphs for k-cycles (left k¥ = 3, right k = 4). We assume there are three
players, and node weights are equal to zero for all players. The labels associated with the
edges designate the edge weights for players (scaled by 1/¢). In particular, if the edge label
is the triple wy, we,ws, this implies that each player i has weight w;e associated with edge
i. For the figure on the left, the optimal integral solution of LP1 results in an objective
value of €, whereas for the figure on the right, this value is 2e.

Player | = (1/2) Player 2 = (1/2)

° ° Player 3=(1/2)

Player [=(1/2)
Player 3 = (1/2) e G

Figure 4-6: For the valuations given in Figure 4-5, the optimal solution of LP1 is not integral.
It can be seen that the fractional assignments given above lead to larger objective values
than the integral solutions provided in Figure 4-5. The solution given on the left suggests
setting «'({AB}) = z2({BC}) = z*({CA}) = 1/2 and z}(0) = z2(0) = £3(D) = 1/2.
The solution on the right suggests, setting 2'({ABC}) = 22({BCD}) = 3({DA}) = 1/2
and z'(0) = z%(#) = 2*(@) = 1/2. The objective value corresponding to the solution on
the left is %e, the optimal value corresponding to the solution on the right is %e. Observe
that in both cases the obtained solutions result in strictly larger objective value than the
corresponding optimal integer solution.

Player 2=(1/2)

142



that can be used to identify the efficient allocation. We also demonstrated that if the tree,
or the sign consistency assumption is relaxed, then the LP formulations that we provide in
this section may not allow for finding the efficient outcome, and a Walrasian equilibrium
need not exist. This suggests that in order to identify the efficient outcome for more general
graphical valuations, a different and more complex LP formulation may be necessary. We

provide such LP formulations in Chapter 5.

4.6 Appendix: Gross Substitutes and Complements Condi-

tion and Graphical Valuations

In this section, we explain how graphical valuations and tree valuations are different from
other well-studied classes of valuation functions in the literature. In particular, we focus
on the classes of gross substitutes and complements, gross substitutes, sub/superadditive,
sub/supermodular valuation functions, and compare those with graphical valuations.

It was established in Section 4.3 that when the underlying value graph has a tree struc-
ture, and the valuations satisfy sign consistency, a Walrasian equilibrium exists. This result
allows us to identify a class of valuation functions which exhibit both value complemen-
tarity and substitutability, and for which a Walrasian equilibrium exists. Gross substitutes
and complements (Sun and Yang, 2006, 2009), defined below, is another class of valuation

functions that satisfies a similar property.

Definition 4.6.1 (Gross Substitutes and Complements (GSC)). Assume that the set of
items is partitioned into two sets Sy, So such that Sy NSy =0, S1U Sy = N. Consider the
valuation function v : N'— R. Denote by e(k) the kth unit vector, and D(p) the demand
function associated with price vector p € RY, i.e., D(p) = arg maxgsca v(S) — Y ics Pi-

We say that v has the gross substitutes and complements property if for j € {1,2}, any
price vector p € RN k€ S;, 6 > 0, and Dy € D(p), there exists Dy ¢ D(p + de(k)) such
that (a) [D1 N S;] — {k} C D2 and (b) DN 5S¢ C Ds.

Intuitively, this definition suggests that the items in sets §; and S, are substitutes
among themselves (in the sense that if the price of a demanded item in one of these sets
increases, the demand for the other demanded items in the same set does not decrease,
[D1 1 S;] — {k} C D,). Additionally items are complements across S; and Ss (in the sense
that if the price of a demanded item in set S, increases, then fewer items are demanded in
set Sz, Df N.S§ C DS).

We next illustrate that tree (and hence graphical) valuations need not satisfy the GSC
property, by considering the tree valuation provided in Figure 4-7. Assume that this valu-
ation satisfies the GSC property. There are three different ways of choosing sets S and S
(due to symmetry all other cases follow from the analysis here): (i) S; = {4, B,C}, So = 0,
(ii) S1 = {4}, 82 = {B,C}, (il)) S1 ={A,C}, S2 = {B}.
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wa=1 we=2 wc=1

Wap=-1 wec=-1

Figure 4-7: A tree valuation that violates the GSC property.

We will show that the GSC property fails in all of these cases, and hence the value
function given in Figure 4-7 does not exhibit the GSC property for any choice of {S;}.
Assume that

e Initially, the prices are p;(A) = 0.1, p1(B) = 0.5, p1(C) = 0.1, and the corresponding
demand is D(p;) = {4,C}.

e Then, the price of the first item is increased, and the new prices are p2(A4) = 1
p2(B) = 0.5, po(C) = 0.1. It follows that the demand is D(ps) = { B}.

b

This implies that the GSC property fails whenever A and C belong to the same S; (note
that by choosing Dy = {A,C}, Do = {B}, k = A, the condition [D; N S;] — {k} C Ds fails).
Thus, to check the GSC property it is sufficient to focus on case (ii). On the other hand, if
51 ={A}, Sz = {B, C} then the condition DfN.S§ C D fails (this can be seen by choosing
Jj=1, Dy ={A,C}, Dy ={B}, k= A). This implies that the GSC property fails in case
(ii) as well.

Hence, we conclude that for any choice of the {S;} sets, the GSC property fails for the
value function in Figure 4-7. Thus, it follows that tree valuations are not contained in the
class of GSC valuations. GSC generalizes the well-known gross substitutes class (Gul and
Stacchetti, 1999), where Definition 4.6.1 holds with S = @. Thus, our results also imply
that tree valuations do not satisfy the gross substitutes property.

We emphasize that this conclusion still holds, if edge weights are not restricted to be
negative as in the example, and allowed to be positive or negative. For instance, consider
the tree valuation provided in Figure 4-8. Observe that this graph is obtained from Figure
4-7 after relabeling the nodes, and setting a positive edge weight to edge (A,C). Here,

the nodes are relabeled in order to have the same demand sets as in the previous example

(Figure 4-7).
O—00—E

wa=1 we=2 we=1

wac=1 wac=-1

Figure 4-8: A tree valuation that violates the GSC property, and has edge weights with
mixed signs.

Similar to the previous example assume that
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e Initially, the prices are p1(A) = 0.1, p1(C) = 1.5, p1(B) = 0.1, and the corresponding
demand is D(p1) = {4,C}.

e Then, the price of the first item is increased, and the new prices are p2(A) = 4,
p2(C) = 1.5, pa(B) = 0.1. It follows that the demand is D(p2) = {B}.

Since demand sets are identical to those in the previous example (and only the price of the
same item is increased), using similar arguments as before it follows that GSC condition
does not hold for the example in Figure 4-8.*

We next investigate the additional structural assumptions under which graphical val-
uations exhibit the GSC property. Assume that the underlying value graph consists of
connected components of size at most two. Note that in this case, valuations are additive
over different connected components, and hence in order to test the GSC condition it suffices
to restrict attention to subsets of the demand set that are contained in a given connected
component of the graph.

Consider a pair of nodes (i,5) connected with an edge. Assume that w7’ < 0 and at
a given price vector p item j belongs to a demand set D;. We claim that if the price of
item 7 increases, then the demand for item j cannot decrease. The claim is immediate if
1 ¢ D1, i.e., i is not demanded at the original prices. Assume that ¢ € D;. Observe that
this implies that wi" + wjy —p; > 0, since otherwise bidder m can improve her payoff by
not receiving item ; at the price vector p, and hence j ¢ D;. On the other hand, since
wi <0, it follows that wi™ —p; > wi"+w;} —p; > 0. Thus, at the updated prices bidder m
still maximizes her surplus by either receiving item j together with i or in isolation. Hence,
item j belongs to a demand set after the price update, and condition (a) of Definition 4.6.1
holds by assigning items (i, j) to the same set Sy or Sa.

Conversely, assume that U’Z’l > 0 and at price vector p, item j does not belong to a
demand set Dy. We claim that if the price of item i increases, then the demand for item j
cannot increase. As before, the claim is immediate if ¢ ¢ Dy. If ¢ € Dy, and j ¢ D, then
it should be the case that w;” + w{? — p; < 0. Moreover, since wg? > 0, this implies that
wi' — p; < wi* + wi —p; < 0. Note that after the price update this inequality continues
to hold. Thus, it should be the case that there is a demand set to which item j does not
belong after the price update. Hence, condition (b) of Definition 4.6.1 holds, by assigning
items (¢, 7) to different sets S; and Ss.

These observations imply that if the underlying graph consists of components of size at
most two, the GSC condition holds, by assigning items that are connected with a positive

weight to different sets S7 and Sy (see Definition 4.6.1), and items that are connected with

“Note that in this example, unlike the one in Figure 4-7, the case S; = {A, B}, S; = {C} needs to be
handled separately, as the edge weights are no longer symmetric. However, it immediately follows that in
this case the GSC condition cannot hold. To see this consider increasing the price of item C (significantly),
as opposed to A, in the example. After the price update the demand set becomes { A, B}, violating the GSC
condition associated with this choice of the sets S1, Sa.
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a negative edge to the same set.® Since our examples indicate that even for trees with three
nodes the GSC property can fail, this result suggests that only a restrictive subclass of tree
valuations (that consist of connected components of size at most two) satisfies the GSC
condition.

We close this section by discussing the relation of graphical valuations to subaddi-
tive/superadditive and submodular/supermodular valuations. A valuation function is sub-
additive if for any sets A, B C WV, it satisfies v(4 U B) < v(A) + v(B), and superadditive,
if for disjoint A, B, it satisfies v(A U B) > v(A) + v(B). Similarly a valuation function
is submodular if for any sets A, B it satisfies v(A U B) + v(A N B) < v(A) + v(B), and
supermodular if v(A U B) + v(AN B) > v(A) 4+ v(B). These inequalities imply that for
nonnegative valuation functions, submodularity implies subadditivity.

It can be easily checked that if all edge weights are positive (negative), graphical val-
uations are superadditive and supermodular (subadditive and submodular). On the other
hand, if there is an edge with negative (positive) weight, the supermodularity /superadditivity
(submodularity /subadditivity) condition cannot hold (consider A, B as singletons corre-
sponding to the end points of this edge). Since the weights of different edges in our model
can be positive or negative, it follows that even for the case of trees, graphical valuations
are not contained in these classes. Hence, we conclude that the results presented in this
chapter do not immediately follow from the known results for the aforementioned classes of

valuation functions.

4.7 Appendix: Proofs and Additional Results

Proof of Lemma 4.3.2: Note that due to the linear structure of the problem (and nonempti-
ness of the feasible region), it is sufficient to prove that the objective value of this problem
is bounded, to establish that the problem has an optimal solution.

Consider any feasible solution (z,y) of LP2b. Observe that > 2™ < 1 and z7* > 0
implies that 27 < 1. Since w;j <0 for (¢,7) € E~, wj} > 0 for (4,5) € E*; and Yy 2 0 for

(4,7) € B7, yi < aft 2P <1 for (i,j) € ET it follows that the objective value for (z,y)

satisfies:

2D 3L D vy =D 3 i+ 30 Y el 4] Y v

m {EN m ijER m icN m jjeEt m jje B~
m m
DI BEDBP IR
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(4.6)
Thus, the objective value is bounded for any feasible solution of LP2b, and it follows that
this problem has an optimal solution. O

SA similar conclusion holds for gross substitute valuations: a graphical valuation satisfies the gross
substitutes condition, if the graph consists of connected components of size at most two, and the edge
weights are negative.
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Proof of Lemma 4.3.3: We make use the following claim, to establish the lemma.

Claim 1. Assume that there are at least two bidders, and Assumptions 4.3.1 and 4.5.2
hold. Let (z,y) be a feasible solution of (LP2b) such that for some node i, and player m,
z* € (0,1); and 3 2T =1 for all j.

For any player k # m such that =¥ > 0, and sufficiently small ¢ > 0, there exist two
feasible solutions (&,9) and (Z,y) to (LP2b) such that:

o I

o il =7zl =2l forl #m,k

¢ (z.9) = 3(,9) + 5(2,9).

We will prove this claim, but first we show how this claim implies the lemma.

Observe that this claim immediately implies that the feasible solutions of LP2b for which
(i) " € (0,1) for some node 4, and player m*, (ii) > mem i =1 for all j, cannot be an
extreme point. This is because, at any such solution there are at least two bidders (for the
second condition to hold at node ¢), and by the claim this solution can be expressed as a
convex combination of two other feasible solutions (Z, 7) and (%, §).

Consider an instance of LP2b with a set of agents M, and a feasible solution of this
problem for which (i) 2" € (0,1) for some node 4, and player m*, (ii) and Y omem Tt <1
for some j. We next construct a relevant problem instance, and applying the claim to this
problem instance, establish that the original solution to LP2b, denoted by (z,y), cannot be
an extreme point.

For each node j for which >, z7" < 1, we define a fictitious agent s;, and consider
LP2b with the addition of these new agents. We define a new solution for this problem
(2,¢) such that 2 =y, 7k = Yjy for all nodes j,k and agents m € M present in the
original problem. For each fictitious agent s; we set :rj’ =1-3em®] and z;} =0 for
nodes ¢ # j, C;;, = 0 for all edges (¢/,j’) € E. Observe that this solution is feasible in the
new instance of LP2b with fictitious agents. This is because, the new solution is identical
to the original solution for all agents but the fictitious ones. The variables corresponding to
fictitious agents, on the other hand, are set such that sum of 27" variables over all players
m (m € M, or m is a fictitious agent) is equal to 1 at all nodes. Since every fictitious
agent m has nonzero z;" exactly at one node ¢ (by construction), it follows that setting ¢
equal to zero for all cdges of fictitious agents does not violate any constraints associated
with edges (i.e., constraints 2 —4 in LP2b). These facts imply feasibility of (z,¢) in the new
formulation with fictitious agents.

Since z7*" € (0,1) in the original formulation, it follows that 2™ € (0,1) in our new
formulation. Note that Claim 1 implies that there arc fcasible solutions (Z,¢) and (2, (: ) to
LP2b with fictitious agents, such that (z,¢) = 3(z,{) + %(2,{), such that 2™ = 2" — ¢ =
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:vzm* —¢ and 2{"* = zz’-"* +e = xgn* +e¢. Let (Z,9) and (&, ), respectively denote the restriction

of (2,) and (3,¢) to agents other than the fictitious agents (i.e., T, &, correspond to the
component of z, Z associated with bidders m € M, and similarly for ¥, ).

Observe that these solutions are feasible in LP2b with set of agents M. To show this,
we only need to establish feasibility of constraints >\, T < land ) 027 <1 for
every node j, since feasibility of the remaining constraints follow from feasibility of (Z, ()
and (2,6) in the formulation with fictitious agents. On the other hand, the feasibility of
Y omeM Z7" < 1 when the set of agents is M follows because feasibility of (2,() in the
formulation with fictitious agents implies that

_m _SJ‘_ _m Sj_
E ziitzy = E Ty t+2z; =1,

memM meM

~

and hence 7 -\ =1~ z]s-j < 1. Similarly, feasibility of >° 14 z7" < 1 follows from
the feasibility of (%,¢) in the formulation with fictitious agents.

Thus, we conclude that (Z,¥) and (Z,7) are feasible solutions of LP2b when the set of
agents is equal to M. Since, (2,¢) = $(2,() + %(é,é); and (Z,7y), and (&,9) are obtained
by restricting (Z,¢) and (2, ¢ ) to the set of agents M, it follows that

(z,y) = %(i,.ﬂ) + —;—(:%,17)- (4.7)

*

Finally, since " = 2™ =z —e¢ = a™ —cand 27 = 5 = 2" 4+ e = 2 +¢, it
follows that (z,y) and (&,) are feasible solutions that are different than (z,y). Equation
(4.7) implies that (z,y) can be expressed as a convex combination of two feasible solutions.
Hence, we conclude that (x,y) cannot be an extreme point of the feasible region of LP2b.
Thus, it follows that if Claim 1 holds, (z,y) such that 2/ € (0,1) for some m* and i,
cannot be an extreme point of the feasible region of LP2b. We next complete the proof of

Lemma 4.3.3, by proving Claim 1. O

Proof of Claim 1: We will prove the claim via induction over the number of nodes N of the
tree. Observe that for N = 1, the claim trivially holds by considering solutions # and #
described in the statement of the claim, since when there is only a single node, there are no
constraints associated with the edges, and feasibility in LP2b directly follows by observing
dopIt=3% Fr =1

Assume the claim holds for a tree with at most N nodes. We next prove that it holds
for N + 1 node trees as well. The intuition behind the proof for N + 1 node trees can be
explained as follows: Assume that for some players m, k, and node 4, in the N + 1 node

tree we have z*, xf € (0,1). We consider some node j adjacent to i and modify the initial
T
related to edge (i, ) (i.e., constraints involving variables yij) are satisfied. We consider the

feasible solution (z,y) by perturbing =7, = CL‘f and xf such that the feasibility conditions

tree graphs induced by cutting the original tree graph at this edge. For each of these tree
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graphs, the induction hypothesis suggests that it is possible to find solutions that satisfy
the claim, and that are consistent with the perturbed values of z", 7", xf and :vgC variables.
These feasible solutions can be used to construct feasible solutions to the problem for the
N + 1 node tree, and establish the result. Thus, the main idea behind the proof can be
summarized as follows: If the claim holds for tree graphs with at most N nodes, then the
claim for any N + 1 node tree graph can be established, by adjusting the feasible solution at
the end points of an edge, and reducing the problem to constructing new feasible solutions
for tree graphs with fewer number of nodes. The induction hypothesis can be used to
construct such solutions for tree graphs with fewer number of nodes. Using these, we can
construct solutions for the N +1 node tree, satisfying the conditions stated in the statement

of the Claim. The proof idea is also illustrated in Figure 4-9.
+€ -e

- +€

Figure 4-9: Assume that we can perturb the z”, a:}", a:f and z;“ variables in two nodes, 1
and j, such that feasibility conditions on the edge (7,j), and its end points are satisfied.
Consider the tree graphs induced after deletion of edge (i,7). For each of the induced
subgraphs, a solution that satisfies the feasibility conditions can be constructed using the
induction hypothesis. A feasible solution for the N +1 node graph can be constructed using
the feasible solutions for these subgraphs.

We next formally prove the claim. Let ¢ be a node chosen as in the statement of
the claim. Denote a neighbor of 7 by j Consider the subtrees T} (containing ¢), and T5
(containing j) that can be obtained by deleting edge (i,7). These trees have fewer than
N + 1 nodes. Observe that restriction of (z,y) to these subtrees, denoted by (z,y)r, and
(z,y)1, satisfy the feasibility conditions in LP2b, for these trees.

To prove the claim we make use of Lemma 4.7.1, (proof of this lemma is given after the

proof of the claim):

Lemma 4.7.1. Let {zl},, {xé}l and {yfj}l be a restriction of a solution (x,y) of LP2b to
the induced subgraph of nodes {i,j} such that

(i) Zlacf =1, and Zlmé =1,

(ii) For node i, there are at least two players m,k, such that z7,z¥ € (0,1),
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(1) ({yfj}l, {z}y, {xé}l) is such that the feasibility conditions associated with edge (i, j)
and nodes i and j, are satisfied (i.e., yéj < :Ei,a:; if (i,j) € ET and 0, 2! —f—xé- —1< yf-j
if (i,5) € E-, zl,2b >0 ).

For some players b,c € M, constants o € [0, 1], zgj € R (for alll), there exists another
solution {24}, {i‘é} and {g}fj}l such that for any € where |¢| > 0 is sufficiently small, this

solution satisfies conditions (i)-(4i), and

12 =gl +e 2F =ab—¢ & =2l fori # k,m,

2. :%? = x?- + ae, 5 = x5 — ae (where potentially {k,m}N{b,c} #0), g}é = 3;5 forl#b,c

Consider bidders m, k, node ¢, and feasible solution (z,y) given in the statement of
Claim 1. Observe that for a node j adjacent to ¢, the feasible solution (x,%) is such that
{=zt},, {xé}l, and {yﬁj}l satisfy the conditions of Lemma 4.7.1. Thus, using this lemma, for
sufficiently small €, we can obtain {#};, {:i:é h, and {ij}l, satisfying conditions 1-3 given in
the statement of the Lemma. Similarly, replacing ¢ by —e, we can construct {zt},, {.’Eé}[,
and {gjéj}l that satisfy the conditions 1-3 for —e

Focus on the constructed {:Eﬁ}l and {ji}l The induction hypothesis suggests that when e
is sufficiently small, there exists two feasible solutions associated with the tree Ty, denoted
by (Z,9)ry, and (Z,§)r,, that are consistent with the constructed {#!}, and {zl};, In

particular, these solutions are such that

—e,ffzxf—ke
o =zt =2alfor I #m,k

i (L‘L‘, y)T1 = %(fag)ﬂ + %(j»g)ﬂ'

Similarly, using the constructed {#}; and {Z}};, and the induction hypothesis, we con-
clude that there exists two feasible solutions associated with the tree T, denoted by (&, §)Ts,,

and (Z, ¥)1, that satisfies (where if « =0, wehave t =T =z and g =g =1y )

~b _ ..b AC G
® I, =I;+ e I =I5 — Qe
70 = b 7C = ¢
® T =x; — e I =+ e
o it =gt =zl forl #£b,c
J J J ’

4 (xvy)TQ = %(ivg)qb + %(:ﬁag)T2~

Let (Z,9) be a solution to the original problem such that
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(i) it agrees with (&, )7, on nodes/edges of 11, i.e., for any nodes n;,ns € Ty and player

[, the variables xﬁu and yﬁtl’m’ have identical values in (%, ¢) and (&, )7,
(ii) it agrees with (&, 9)r, on nodes/edges of T3,
(iii) {g}zl-j}l is as given above. It is constructed using Lemma 4.7.1, i.e., Qéj = yﬁj + zf;je.

Lemma 4.7.1 suggests that (Z,7) is a feasible solution of LP2b (for the original graph).
Feasibility of constraints, associated with nodes/edges of T} follow since (Z, %) agrees with
(Z,9)T,, over Ty. Similarly, feasibility of constraints, associated with nodes/edges of T3 also
follow. Finally, feasibility of the constraints involving edge (i,j) follow, since {y%}l are
constructed using Lemma 4.7.1, and hence satisfy the feasibility constraints.

Similarly, we denote by (F,7) a feasible solution to the original problem such that it
agrees with (Z,9)r, on nodes of T1, it agrees with (Z,%)7, on nodes of T3, and {zjf]}l is
constructed using Lemma 4.7.1 (i.e., gjfj = yéj e zfje).

We claim that (Z,y) and (Z, ) are not only feasible, but also by construction they satisfy
the conditions of Claim 1. In particular, (z,y) = (%, %) + 5(&,9). This is the case since by
construction (z,y)r, and (z,y)r, also satisfy a similar condition, and hence for (z,y) this
condition immediately holds for all nodes and edges except for (i, j). For edge (4, 7), on the
other hand, this condition follows from Lemma 4.7.1, and the fact that g}gj = yfj + zgje and
gﬁj = yfj - zgje. The first three conditions of the Claim also immediately follow since, by
construction (z,y)r, and (z,y)r, also satisfy similar conditions. Thus, we establish that for
N + 1 node graphs, the claim still holds. Therefore, by induction, the claim follows for any
tree graph. O

Proof of Lemma 4.7.1: We prove the lemma by focusing on two main cases: (i,j) € Et
and (i,7) € E~. In both cases, we specify a and {zﬁj} and use conditions 1-3 of the
Lemma to construct the new solutions. Consequently, the solutions we obtain immediately
satisfy conditions 1-3, and hence it is sufficient to show that the constructed solutions
satisfy conditions (i)-(iii) to complete the proof. Note that the conditions 1 and 2 of the
construction and the fact that >, 2! = 37, a:é = 1, immediately imply that }_, &' = 37, a%é =
1, i.e., requirement (i) is satisfied by the construction. Similarly since 27, z¥ € (0,1), and
2™ — x|, |#F — 2%| < |¢| as a consequence of condition 1 in the construction, it follows that
for sufficiently small |¢|, 2™, &F € (0,1). That is, requirement (ii) is always satisfied. Thus,
at each case we consider below, we only need to show that the constructed solution satisfies

condition (iii) of the lemma.

Case A: (i,j) € E¥ In this case, we need to choose «, b, ¢, and {zfj} so that le-]- < xi,xé

for all I. We complete the proof by focusing on three subcases:

Al: o # 2T, zk £ arf



A2:

A3:

Let 4™ = arg miNg,e (5 53 T, and v* = arg minge g 5y x . In this case we choose @ = 0
(so choice of b, c does nol matter), zij =1if ™ =i, z = —1if v* = ¢, and z =0

otherwise. Note that if v™ = j, then :v;” < z7*, and hence for sufficiently small €

On the other hand if ¥™ = ¢, then 27 < z7, and hence for sufficiently small e

g)%‘zy%‘+e§:i:;n=m;"+ e< T:mzn

By symmetry it also follows that yk < F IL"]; These inequalities imply (iii) for

1 € {m,k}. This condition also trivially follows for [ # {m, k}, since for these bidders
4 I a4l

S — N :

T; = x;, &; = x;, and §;; = y;; by construction.

mo_ ok k.

xt = o,z = a5

In this case, welet = 1, b = m, ¢ = k, and zy =1, zfj = —1, and zfj = 0 for

1 # {m, k}. This construction suggests that
U =y; te<z'+e=al +e< i =a (4.8)

By symmetry, the above inequality holds for k by replacing € by —e. These inequalities

imply (iii) for I € {m, k}. This condition also trivially follows for [ # {m, k}, since for

these bidders :“vi = :cﬁ, = ot

j 5 and yz] = yz] by construction.

m m .k _ .,k m _ .m ..k k
x; #:I:j,a:i—xj or 2] —xj,xiaé:rj.

Without loss of generality assume that 27" = 7, zk £ xf . The other case follows by
syminetry.

First assume that xf < xf In this case we choose ¢ =1, 6 =m, c = k, and zg-‘ =1,

zzk] = —1, and zz’-j = 0 for I # {m,k}. This construction implies that (4.8) holds for

bidder m. On the other hand, for bidder k, we have

where the last inequality follows that € is sufficiently small and xf < :1:5c . Thus, we

obtain (iii) for I € {m, k}. This condition also trivially follows for I # {m, k}, since

! oAl

for these bidders :i:ﬁ =T, & = z!

5= Ty, and yz] = ylJ by construction.
Next assume that z¥ > 2%  In this case, since 3", 2! = ¥, zl = 1, there exists some
bidder r such that =] < 27

for | # {m, k}. As before, this construction implies that (4.8) holds for bidder m. On

h

. Wechoosea =1,b=m, ¢c=r, and zg?: 1, and zf-j =0

k\‘l
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the other hand, for bidder £ we have

~k k ~k _ .,k k 4

k

79

where the second inequality holds for sufficiently small €, since :ﬁf > fc;“ By symmetry
it follows that §; < :i:’{,o%; as well. Thus, we obtain (iii) for { € {m,k,r}. This
condition also trivially follows for I ¢ {m,k,r}, since for these bidders # = mﬁ,

gl — gzl it =yl i
& =, and Uij = Y5, by construction.

Case B: (i,7) € E~ In this case, we need to choose ¢, b, ¢, and {zﬁj} so that i§+£3—1 < g)éj

and 0 < f/ﬁj for all I. Once again, we obtain the proof by focusing on three subcases:

B1:

B2:

B3:

:B%”—l—:v;n;él,wf—i—wf#l.

In this case, we choose a = 0, Z,ZZ =1if y{;‘ > 0, zf] = —1if yfj > 0, and zfj =0

otherwise.

Note that this construction implies that for sufficicntly small e, g)ﬁj > 0. Thus, we

only need to establish the constraint i‘i + @é -1< Qﬁj

Note that if zi" + a:;” —1 < 0, for sufficiently small ¢, we have 2" + i;” -1<0<L g)z’;‘
On the other hand, if 2" + 27" -~ 1 > 0 (recall that z7" + 2" # 1), then it follows from
feasibility of (z,y) that ;7 > 0. In this case we have
e+ 1=2 +a] 1+ e<y +e=197.
Thus, for bidder m we have z]* 4 53;” —1< g}z’;‘ Note that by symmetry we also have
ik 4 :f:;“ -1< gfj, and hence condition (iii) follows for bidders {m, k}. Finally, since
l

for I ¢ {m, k} we have 2! = 2!, & = mg-, and g}gj = yéj condition (iii) trivially follows

for these bidders as well.
:clm+:1:5”: l,wf—#xf:l.
Since z™,zF € (0,1), in this case we have 2™, 2% € (0,1). Let & = 1, b = k,

Jor
c=m, and zfj = 0 for all [. Observe that this construction guarantees that for all [,

a4 i:g =zl + a:é», and Qﬁj = yfj Thus, the conditions of (iii) trivially hold for all I.
st am=1af b £l oral 42" £ 1, 2 42k =1
i J i J ’ i J » J '

Without loss of generality, we will assume that z* + zit =1, :::fC + a:f # 1. The other
case follows by symmetry.

Note that 27" + 27" = 1, xf—l—xf # 1 implies that :ri“+:1c;C < 1since ), xh = > cvé =1
Additionally, this suggests that for some r # m (and possibly r = k), we have z; > 0,
and zi + 7 < 1.
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Welet « =1,b=r, ¢c = m, and zij = 0 for all I. Note that this construction
immediately implies g{J = yéj > 0 for all I. Thus, we only need to establish the
constraint i‘i + i’é -1< {/fj

Observe that for | # m, we have xi + xé < 1. Thus, for sufficiently small €, we obtain
:Z"H—:fsé -1<0< QfJ On the other hand, for player m, we have T+ = 2" +27 and
Ui; = yi; by construction. Thus, the constraint follows trivially. Thus, we conclude
that the conditions of (iii) hold for all [.

These two cases cover all possible scenarios. Thus, we conclude that the conditions

stated in the lemma can always be satisfied for appropriate choice of «, b, ¢, and {zf]} O

Proof of Theorem 4.3.2. Denote the objective value at an optimal solution of LP2 by OP2,
and the value at an optimal integral solution of LP2 by OPI2. Similarly, denote by OP1 and
OPI1 the objective values of an optimal solution of LP1 and an optimal integral solution
of LP1. If LP2 has an optimal solution that is integral, we know that OP2 = OPI2. Also,
since the optimal objective value cannot be larger after imposing the integrality condition,
we have OP1 > OPI1. We next show that OP1 < OP2 and OPI2 < OPI1 to establish
that OP1 = OPI1. Note that this immediately implies that LP1 has an optimal solution

that is integral.

OP1 < OP2: Consider a feasible solution {z(S)} of LP1. We will show that it is possible
to construct a feasible solution of LP2 with the same objective value.

In particular, let 23" = } g;c52™(S) for all m and S, and let y7? = 2ospijes T(S).
Since the feasible solution of LP1 satisfies Y. %" sies () < 1, we conclude that

Sar=3"Y ™9 <t

m SlieS

Additionally, since 2™(S) > 0, we obtain

yi= Y, a™S)< Y a™(S) <a

Sli,je8 Slies

Thus, it follows that the constructed solution also satisfies Yij < i, @7, Finally, for any

1j € E we have

df -y =Y ™S+ Y a™(S) - Y a™(S)

Slies Sljes Sli,jes

< me(S)Jr Z z™(S)

Slies S|je8,i¢S

<Y a8+ ) a™S) <1,

Slies Sli¢s
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where the last inequality follows since > _ga™(S) < 1.

Summarizing, we established that the constructed z7", y;7 is such that it satisfies: (i)

m T <L (1) ¥ < 22, (i) o + 27 — gy < 1. Additionally, since z™(S) > 0,
we have z, yir > 0. Finally, since }°,, 27* < 1 and z7* > 0, we have z]" < 1, and since
yi; < xi" we have y;7 < 1. These together imply that {z™ ,yw} is a feasible solution of
LP2.

We next show that the optimal objective values of LP1 and LP2 for the solutions
{z™(5)} and {z]*, 4y} } coincide. Observe that

me(S)vm(S)zzl‘m(S) szm+ Z wiy
m,S m,S

i€S i,jES|ijeE

M OB IELACED ST PELC) (4.9)

slies YEE  Slijes

—Z Zw’”:v’”+ > wiyl ]

ijeE

Hence, ) oz™(S)v™(S), the objective value of LP1 corresponding to {z™(S)}, is equal
0> m (ZZ VTl D e UZ’UU> the objective value of LP2 corresponding to {z[", 47 }.
That is, given a feasible solution of LP1, there exists a corresponding feasible solution of

LP2, with the same objective value. Since this is true for the optimal solution of LP1 as
well, we conclude OP1 < OP2.

OPI2 < OPI1 : Consider a feasible integral solution {z* ’sz} of LP2. Let S™ =
{ilz® = 1}. Since Y, x™ < 1, it follows that if 2" = 1 then z¥ = 0 for all k # m. Hence,
S™ NSk =0 for all k #m.

Define {z™(S5)} such that for all m, z™(5™) =1, and z™(S) = 0 for S # S™. Observe
that such a solution satisfies 3 g2™(S) <1, and 3-,, 3> g5 2™(S) = X njicsm T™(S™) <
1 (where the latter inequality follows since S™ N S* = §). Thus, it follows that {z™(S)} is
a feasible integral solution to LP1.

Note that feasibility of {zI* ,yl] } in LP2 implies that if 27", 27" € {0, 1}, then yj} € {0,1}.
More precisely for ij € E, if 2" = = 1theny =1 (since g+ —1 < yt). Similarly, if
z;"* = 0 then y]7 = 0 (since Yy < :L'Z”) This implies that y;7 = 1if and only if z]" = 27" = 1.

Observe that the construction of {z™(5)} implies that z* = 3 ¢;cq2™(S). This is
because, if zi" = 0, then £™(S) = 0 for all S containing 7, and if z™(i), there exists exactly
one S (denoted by S™) for which ¢ € $™ and 2™(S™) = 1. Similarly, our construction
implies that y7 = ZS|ijeS z™(S). To see this, note that 2" = z7* = 1 if and only if
ZSli,jeS x™(8) = 1 (as before if 2J* = 0, then z™(S) =0 for all i € S, and if 2 = =1
then there exists exactly one S, denoted by S™ such that ¢, € S™ and z™(S™) = 1). On
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the other hand, it was established before that for ij € E, we have y;; = 1if and only if
wi* = @' = 1. These imply that y[? = Zsiz‘jes z™(S).

Using 2" = 3 g;cs 2™(S) and y7} = 2_sjijes ™ (S), the objective value corresponding
to {27, 47} in LP2 (given by 3 (Zz wirz + ZijEE w{?yg‘)) and that corresponding to
{z™(5)} in LP1 (given by 37, 52™(S)v™(S5)) can be related as follows:

13 DIREED DR B 31 PEED SPUCES DD wes

jeE m i S|ie8s ijeE Sli,j€8
=2 (2D wr +2_ ) W)
m €S ijJER

=D _z"(S)v™(
m,S
(4.10)
Thus, we conclude that given a feasible integral solution of LP2, there exists a corresponding
feasible integral solution of LP1, with the same objective value. Since this is true for the
optimal integral solution of LP2 as well, we conclude OPI2 < QPI1.
Summarizing, we have OP1 < OP2, and OPI2 < OPI1. Additionally, optimal value is
weakly higher without the integrality requirement (i.e., OPI2 < OP2,0PI1 < OP1) and
if LP2 has an optimal integral solution, then OP2 = QPI2. These imply that

OP1<0OP2=0PI2<0OPI1 <OP1,

and hence OPI1 = OP1. That is, when LP2 has an optimal solution that is integral, then
so does LP1. O
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Chapter 5

General Graphical Valuations

5.1 Introduction and Organization

In the previous chapter, we established the existence of a Walrasian equilibrium, when the
underlying value graph is a tree, and the weights bidders associate with the edges of this
graph are sign-consistent. We also provided a linear programming formulation that can be
used to identify the efficient allocation for such value graphs. Moreover, we established that
when we relax the tree graph assumption, or the sign consistency assumption a Walrasian
equilibrium need not exist, and the linear programming formulation may have nonintegral
solutions. This suggests that if these assumptions do not hold, it may not be possible
to design an efficient iterative auction format that relies on anonymous item pricing, and
terminates when a “market clearing” condition holds (or a Walrasian equilibrium is reached).

This observation motivates considering more general pricing rules, and iterative auction
formats that rely on these pricing rules and terminate when a generalization of the market
clearance condition holds. In this chapter, we focus on progressively more general pricing
rules, and discuss generalizations of the Walrasian equilibrium (hereafter referred to as
pricing equilibria) concept, to settings where such pricing rules are employed. Additionally,
we provide linear programming formulations of the efficient allocation problem that have
integral optimal solutions, if and only if pricing equilibria with a given pricing rule exist. The
LP formulations we obtain in this chapter are stronger than LP1 of Chapter 4. Consequently,
one of the LP formulations we provide, has integral optimal solutions (and hence can be used
to identify the efficient allocation) for all graphical valuations. This allows for developing
efficient iterative auction formats that rely on simple pricing rules, as we discuss in detail
in Chapter 6.

More precisely, in this chapter we focus on three new pricing rules that generalize anony-

mous item pricing of Chapter 4. Recall the definition of anonymous item pricing:

e Anonymous item pricing {p; };icn: the auctioneer offers a price p; for every item i € N,

which is the same for all bidders.
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In this chapter, we focus on the following generalizations of this pricing rule:

e Anonymous graphical pricing {pi,pz‘j}ieN,(i’j)e g: the auctioneer offers a price p; for
every item ¢ € N/, and a discount/markup term (pij) for every pair of items 4, j that

are connected by an edge, i.e., (¢,7) € E. These prices are the same for all bidders.

* Bidder-specific item pricing {p]*}memien: the auctioneer offers a price p* for every
item ¢ € A, and bidder m.

® Bidder-specific graphical pricing {p™", pg?}mE MiieN,(i,j)cE: the auctioneer offers a price
p;" for every item ¢ € N and bidder m, and a discount/markup term (pZ‘) for every

pair of items ¢, j that are connected by an edge, and bidder m.

Given these pricing rules, we use p™(S™) as a short hand notation for the total price
bidder m needs to pay for acquiring bundle S™ of items. For instance for anonymous
graphical pricing, this quantity can more explicitly be stated as p™(S™) = Y icsm Pi +
2 ijesmijek Pij, and for other pricing rules it can be defined similarly. We refer to {p™(-)}
as the total price function.

We focus on the following generalization of the Walrasian equilibrium (see Definition
4.2.4) concept to these pricing rules.!

Definition 5.1.1 (Pricing equilibrium). Let {p™(-)} denote the total price function asso-
ciated with a pricing rule, and S™ denote the set of items assigned to player m. The tuple

({p™()}m, {S™}m) is a pricing equilibrium with the given pricing rule if:
- p™({i}) > 0 for every item i € N, and bidder m € M,
- 84, SM is a feasible allocation, i.e., S¥NS™ = (),
- v™(S™) — p™(8™) > v™(S) — p™(S) for every S C N,
- Do PT(S™) 2 3, 0(Z™) for every feasible allocation {Z™}.

Observe that for a given pricing rule, the set of items a bidder demands can be stated as
D™ = arg maxg v™(S) — p™(S). This suggests that at a pricing equilibrium the auctioneer
can assign every bidder a set of items she demands (hence a market clearance condition
holds).

We begin this chapter by studying the pricing equilibrium associated with the anony-
mous graphical pricing rule in Section 5.2. We provide an LP formulation of the efficient
allocation problem, which has an optimal solution that is integral, if and only if a pricing
equilibrium with this pricing rule exists. This LP formulation is similar to LP1, and can be

used to find the efficient allocation when it has optimal solutions that are integral. On the

1See (Bikhchandani and Ostroy, 2002) for definition and properties of more gencral pricing equilibria
that potentially rely on offering a different price for every bundle of items.
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other hand, it is stronger, in the sense that it has constraints associated not only with the
nodes of the underlying value graph, but also with its edges. We show that when the un-
derlying value graph has a 5-clique (as a minor), an optimal solution of this LP formulation
may give the efficient cutcome, while optimal solutions of LP1 fail to do so. Conversely, we
establish that if the underlying graph does not have a 4-clique (as a minor), an optimal so-
lution of this LP formulation gives the efficient outcome if and only if an optimal solution of
the LP formulation associated with anonymous item pricing does so. These results suggest
that this LP formulation cannot be used to identify the efficient outcome, even for simple
examples provided in Section 4.4, and a pricing equilibrium with this pricing rule may not
exist. Thus, it is necessary to focus on more general pricing rules and pricing equilibria, for

the design of iterative auctions that guarantee efficiency for general graphical valuations.

This motivates us to consider the bidder-specific generalizations of the anonymous
item/graphical pricing rules. In Section 5.3, we focus on the pricing equilibrium associ-
ated with the bidder-specific item pricing rule, and provide an LP formulation that has
integral optimal solutions when pricing equilibrium with this pricing rule exists. We es-
tablish that this LP formulation can find the efficient outcome if and only if LP1 can.
That is, considering this LP (and the associated more complex pricing rule) does not allow
us to identify the efficient outcome for a larger class of graphical valuations. In contrast,
in Section 5.4, we establish that a pricing equilibrium associated with the bidder-specific
graphical pricing rule always exists. We also provide an LP formulation associated with this
pricing rule, and show that this formulation has integral optimal solutions (and identifics

the efficient outcome) for all graphical valuations.

Importantly, in Section 5.5, we establish that the structure of the LP formulation in-
troduced in Section 5.4 can be systematically generalized to provide LP formulations that
obtain the cfficient outcome for a generalization of graphical valuations, namely additively
decomposable valuations. Additively decomposable valuations allow for complementar-
ity /substitutability not only between pairs but also among larger subsets of items as well.
The LP formulation (and the associated pricing rule) we provide in this section becomes pro-
gressively stronger as the underlying additively decomposable valuation functions become

more general.

The results of this chapter provide a way of systematically obtaining LP formulations
that can find the efficient allocation for all graphical valuations (and additively decompos-
able valuations). Additionally, these results suggest that efficient iterative auction formats
that rely on bidder-specific graphical pricing, and terminate at a pricing equilibrium can be
used to implement the efficient outcome for general graphical valuations. We provide such

an iterative auction format in Chapter 6.

We close this chapter with a summary of its main contributions in Section 5.6. Some of
the proofs are delegated to Section 5.7, in order to simplify the exposition.

159



5.2 Anonymous Graphical Pricing

In this section, we focus on pricing equilibria with the anonymous graphical pricing rule,
and characterize its properties. We start this section by providing an LP formulation of the
efficient allocation problem, whose dual suggests this pricing rule. We state our formulation
by making use of the notion of complete feasible allocation introduced in Definition 4.2.3.
Recall that the set of complete feasible allocations is denoted by x. Using this notation,
the LP formulation that we focus on in this section is stated below:

max Z Z z™(S)H™(S)
m S

s.t. me(S’) <1 Vm

zsjzwm(S)gZ > b Vi

LP3: m SlieS m pexlicp™
)SPIFTCES Db SRPRTEY
m Slijes m pcylijep™
D =1
HEX

8, > 0,2™(S) > 0.

In this LP formulation, similarly to LP1 of Chapter 4, the variable z™(S) captures an
assignment of bundle S to bidder m. On the other hand, unlike LP1, in LP3 we have a
variable 4, for every complete allocation p € x. The variable §, captures the allocation
that is preferred by the auctioneer, i.e., §,, = 1 if the auctioneer would like to assign bundle
4™ to bidder m, for every m € M.

Intuitively, the first constraint in LP3 suggests that each bidder m receives at most
one bundle S. The second constraint suggests that an item ¢ is assigned to some bidder
if it belongs to a complete allocation that is preferred by the auctioneer. Observe that
by definition, for any complete allocation p, every item ¢ is such that i € y™ for some
bidder m. Since }_ ., 8, = 1, this implies that > 2 uexlicum Op = 1. That is, the second
constraint is equivalent to 37, > ;e #™(S) < 1, which is also present in LP1. The third
constraint implies that if the auctioneer prefers to assign a pair of items (ij) together, then
the assignment of items ({z™(S)}) should be consistent with this preference.

Observe that the objective of this LP formulation is exactly the same as in LP1, i.e.,
maximizing efficiency. LP3 is closely related to LP1 but it is stronger, in the sense that
the projection of the set of feasible solutions of LP3 to the space of variables {z™(S)} is a
subset of the feasible set of LP1. On the other hand, any complete feasible allocation still

corresponds to a feasible solution of LP3, as we formalize in the next Lemma.

Lemma 5.2.1. (i) Let ({™(S)}m,s,{0u}u) be a feasible solution of LP3, then {z™(S)}
is a feasible solution of LP1.
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(i) Let ji be a complete feasible allocation, then x™(S) =0 if S # i™, «™(i™) = 1 and
6, =04f p# 1, 8y = 1 is a feasible solution of LP3.

Proof. The feasibility of ({z™(S)}m,s, {8u}uex) in LP3 implies that 37 37 ;e m 0u < 1.
Consequently, it follows that 3> ¢2™(S) <1 for all m, and >, ES]ieS x™(S) <1 for all 4.
Together with nonnegativity constraints, this implies that {z™(S)}m,s is feasible in LP1,
and the first part of the lemma follows. The second part can be immediately verified from
LP3. O

Note that under Assumption 4.2.1, there exists an efficient allocation that is also com-
plete. Together with the above lemma, this observation suggests that if LP3 has an optimal
solution that is integral, then in this solution d; = 1 for some [, and the corresponding
allocation i is efficient. These imply that for classes of valuation functions for which LP3
has optimal solutions that are integral, this LP formulation can be used to identify the
efficient outcome. Moreover, the first part of the lemma implies that the optimal objective
value of LP3 is weakly lower than that of LP1. Hence, there may be classes of valuation
functions, where LP3 can be used to identify the efficient allocation, while LP1 cannot.

We next provide the dual of LP3:

min 7° + E T

m
st. ™ > v™(S) — Zpi - Z pij YV S,m
€S 1,JES|ijEE
D3:
NSZZ Zpi—Fsz’j Vi € x
m ieum™ icpm
pi, ™" > 0.

Observe that in the dual problem we have a price variable for each node (item) i, and
edge (pair of items) ij € E. The quantity >, ¢Pi + 2 jesjijer Pij can be interpreted as
the price a bidder needs to pay for acquiring a bundle S of items at the given node and edge
prices. Intuitively, this corresponds to offering prices for each item, and complementing
these prices with additional discounts/markups for pairs of items. The variable 7™ is an
upper bound on the surplus (v™(8) — > ,coPi — 2 jespjep Pij) & bidder can raise by
acquiring the bundle S of items at the given prices. Thus, in a similar fashion to D1, it
can be interpreted as the surplus of bidder m. The variable 7°, on the other hand, is an
upper bound on the quantity >, (Zze ym Pi D e pm pij) for all complete allocations u.
The latter quantity is the revenue the auctioneer can raise by assigning items according to
allocation p at the given prices. At optimality 7° is equal to the maximum revenue the
auctioneer can raise at those prices. This implies that this variable can be interpreted as

the revenue of the auctioneer.
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By Assumption 4.2.1, it follows that LP3 has an optimal solution that is integral if and
only if it has such a solution that also corresponds to a complete feasible allocation. Note
that LP3 has such an optimal solution if and only if there exists some allocation {S8™} such
that (i) 2™(S™) = 1 and ™(S) = 0 for S # S™, (ii) &, = 1 for p = {S$™} and d, = 0 for
p # {S™}. However by complementary slackness this is equivalent to the existence of a dual
feasible solution such that 7™ = v™(§™) —p™(S™) for all m, and 7 = 3 D icgm PT(S™).
On the other hand, this immediately implies that LP3 has an integral optimal solution if and
only if a pricing equilibrium with anonymous graphical pricing rule exists. This suggests
that by using iterative algorithms for the solutions of LP3 and D3, it is possible to develop
new iterative auctions that rely on anonymous graphical pricing rule, and terminate when
a pricing equilibrium with this pricing rule is identified.

We next characterize the class of valuation functions for which LP3 has optimal solutions
that are integral, while LP1 does not. Before we state our result we introduce some necessary

definitions.

Definition 5.2.1 (Forest). An undirected graph is a forest if its connected components are

trees.

Definition 5.2.2 (Series-Parallel Graph (Chopra (1994))). A graph is a series-parallel
graph if it can be obtained from a forest by repeatedly adding an edge in parallel to an
existing one or by replacing an edge by a path.

Observe that this definition allows the graph to have multiple edges between two nodes.
Such graphs are sometimes referred to as multigraphs. Graphs that are not multigraphs are
referred to as simple graphs. In this thesis we restrict attention only to simple graphs (even

when we focus on series-parallel graphs).

Definition 5.2.3 (Minor). An undirected graph Gy, is called a minor of the graph G if G,

can be obtained from G by deletion of edges, vertices, and contraction of edges.

Definition 5.2.4 (Complete Graph). A graph is a complete graph if there is an edge

between any two pair of vertices. A complete graph with n nodes is denoted by K,.

In our exposition K4 and K5 play a key role. It is known that these graphs are closely
related to series-parallel graphs. In particular, series-parallel graphs are equivalent to graphs
that do not contain K4 as a minor (Chopra, 1994; Diestel, 2005; Duffin, 1965).

We start our analysis of LP3 by providing an example where LP3 has optimal solutions
that are integral, but LP1 does not. That is, for this example the efficient allocation can
be found by using the stronger formulation in LP3, but not the one in LP1.

Example 5.2.1. Let the underlying value graph be Ks, and assume that there are 3 bidders.
We assume that all players have the same set of weights, and these weights are as given in

Figure 5-1.
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Figure 5-1: All players have the same weights, and the edge weights are as given in the
above figure. In order to simplify the figure, some weights are omitted. In particular, the
dashed lines have weight —30, and all nodes have weight 100.

In this example, the efficient allocation is obtained by assigning item A to the first bidder,
items B and E to the second one, and items C and D to the third one. The total welfare
corresponding to this allocation is 525. On the other hand, LP1 has a feasible solution with
higher objective value. Namely: z'({A, B}) = z'({A}) = 1/2, 22({B, E,C}) = 2%(0) =
1/2, z*({E, D}) = 23({D,C}) = 1/2 and the remaining z™(S) variables are equal to zero.
It can be checked that the objective value of LP1 associated with this solution is 527. Thus,

LP1 does not have an integral optimal solution for this example.

T

ij
for all nodes i and edges ij, 7™ = 0 for allm. It can be immediately checked from D3 that by

On the other hand, a feasible solution to D3 is obtained by setting p; = wi®, and p;; = w

setting ° equal to the mazimum welfare that can be associated with this example (525), the
feasibility of the constructed dual solution follows. Hence, we have a dual feasible solution
with objective value 525. This suggests that the mazimum objective value of LP3 is bounded
by the value of the dual feasible solution, 525. On the other hand, Lemma 5.2.1 suggests that
the efficient allocation corresponds to a feasible solution of LP3 with this objective value.
Thus, it follows that LP3 has an optimal solution that is integral.

Note that in this example we chose the node weights large, in order to assure that mono-
tonicity of valuation functions (Assumption 4.2.1) holds. However, it is possible to choose
smaller node weights to construct ezamples where the gap between the optimal objective
values of LP1 and LP3 is larger.

This example shows that by employing LP3 it may be possible to find the efficient out-
come in cases where using LP1 does not suffice. Our next result provides general conditions,
under which this might be the case.

Theorem 5.2.1. (i) Assume that there are at least three bidders. For value graphs that
are series-parallel (or that exclude a K4 as a minor) LP3 has an optimal solution that
18 integral if and only if LP1 does.
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(i) For value graphs that have a Ks minor, for some choice of weights, LP3 has an optimal

solution that is integral, whereas LP1 does not.

The proof of this theorem is provided in Section 5.7. Since integral feasible solutions
of LP1 and LP3 correspond to feasible allocations, this result implies that, for graphs that
include K5 as a minor, using LP3 may allow for finding the efficient outcome, even when
using LP1 does not. On the other hand, it also suggests that for graphs that have a simple
structure, such as series-parallel graphs (or graphs that do not include K4 as a minor),
using the more complex LP formulation (LP3) is not valuable, in the sense that this does
not allow us to find the efficient outcome for a larger class of graphical valuation functions.
Importantly, this implies that LP3 is not sufficient to find the efficient outcome, even for the
simple examples provided in Section 4.4, as the value graphs in these examples do not have
K4 as a minor, and in these examples LP1 cannot find the efficient outcome. Since a. pricing
equilibrium with anonymous graphical pricing exists only when LP3 has optimal solutions
that are integral, it follows that for the aforementioned examples a pricing equilibrium
with this pricing rule cannot exist. Thus, in order to be able to develop efficient iterative
auctions that terminate when a pricing equilibrium is reached, we need to consider more

general pricing rules. We explore such pricing rules in the subsequent sections.

5.3 Bidder-Specific Item Pricing

In this section, we focus on the bidder-specific item pricing rule, and provide an LP formu-
lation of the efficient allocation problem that has integral optimal solutions if and only if
a pricing equilibrium with this pricing rule exists. The main result of this section suggests
that the LP formulation associated with bidder-specific item prices can find the efficient
outcome if and only if the formulation associated with anonymous item prices can. This
suggests that a more general pricing rule may be necessary for the existence of a pricing
equilibrium, and LP formulations that identify the efficient allocation for general graphical
valuations.

The LP formulation that we focus on in this section (LP4), and its dual (D4) are

max Z Z x™(S)v™(S)
m S

s.t. Z:vm(S) <1 VYm
S

presented below:

LP4: doamS)< Y 8 Vi,m

Slies pex|ieu™

> =1

HEX
8, > 0,2™(S) > 0.
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s.t 7Tm>vm(5)—2p;" vV S,m
€S
D4
ey (Sr) wen
m ISTTAS
pit, ™ > 0.

Observe that LP4 is similar to LP3 in that it relies on {6,} variables that capture the
allocation preferred by the auctioneer. On the other hand, it imposes the second constraint
for all players m separately (as opposed to imposing a single constraint after summation
over all m, as LP3 does). Additionally, it does not impose constraints for the edges of the
underlying graph. Consequently, D4 has bidder-specific price (pl™), and bidder surplus (7™)
variables, and a seller revenue variable 7°. However, it does not associate any dual variables
with the edges of the underlying value graph.

By Assumption 4.2.1, it follows that if LP4 has an optimal solution that is integral, it
also has such a solution that corresponds to a complete allocation. It can be seen that LP4
has such a solution if and only if there exists some allocation {S™} such that (i) z™(S™) = 1
and z™(S) = 0 for S # S™, (ii) 6, =1 for p = {S™} and 8, = 0 for p # {S™}. However
by complementary slackness this is equivalent to existence of a dual feasible solution to D4
such that 7™ = v™(S™) — p™(S™), and 7° =3 >~ . com P™(5™). On the other hand, this
immediately implies that LP4 has an optimal solution that is integral if and only if a pricing
equilibrium with bidder-specific item pricing rule exists.

We next establish that LP4 is also closely related to LP1. In particular, we show that
LP4 has optimal solutions that are integral if and only if LP1 does.

Theorem 5.3.1. LPJ has optimal solutions that are integral if and only if LP1 does.

Proof. Consider any feasible solution {z™(S),d,} of LP4. Observe that

DA™ <Y Y <> <L

m SlieS m pexliep™ BEX

Thus, it follows that {z™(S)} is feasible in LP1. Moreover, since LP1 and LP4 have the
same objective function, this implies that the optimal objective value of LP4 (denoted by
OPT4) is weakly lower than that of LP1 (denoted by OPT1),

OPT4 < OPT1. (5.1)

Consider the dual optimal solution {#™,=*,p!"} of D4. Observe that if p* > pf , then
for any p € x such that i € ¥, we have 37, Z'LE/J.Z <y Zieﬁl pk, where ji € x is such that
ok = pk —{i}, g™ = pm U {3}, and ot = pt for [ # k,m. This observation suggests that the
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constraint involving 7® is active for p such that for all items i € 4™ and bidders k we have
> pf. Thus, we obtain 7° = ), maxy p,’f. We construct another dual feasible solution
(7™, 7%, pi*) by setting pi"* = maxy, pf, 7 = 7% and ™ = ™. The solution satisfies the
first constraint of D4, since in our construction, we weakly increase p*, while keeping ™
intact. The feasibility of the second constraint follows since, by dual optimality of the
original solution we have 7° = 3. max; pf . Observe that since 7% = #%, and #™ = 7™ the
new solution has the same objective value as the original one, and hence is also optimal in
D4. In addition, the solution 7™ = 7™, p; = p* is a feasible solution of D1 with the same
objective value. Thus, given an optimal solution of D4, we can construct a feasible solution
of D1 with the same objective value. This suggests that the optimal objective value of LP1
is weakly lower than that of LP4.

OPT1 < OPTA. (5.2)

It follows from (5.1) and (5.2) that LP1 and LP4 have the same optimal objective value.
Assume that one of them has an integral solution that is optimal. Note that there exists
an allocation associated with this solution (obtained in particular by assigning bundle S
to bidder m if and only if £™(S) = 1), and the optimal objective value of this problem is
equal to the welfare associated with this allocation. Moreover, Assumption 4.2.1 implies
that there also exists a complete feasible allocation {$™} that leads to the same welfare.
The solution z™(S) = 1 for § = S™ and z™(S) = 0 otherwise is a feasible solution of LP1
that achieves the optimal welfare. Similarly, complementing this solution with §, = 0 if
p # {8™} and 4, = 1 otherwise we obtain a feasible solution of LP4 achieving the same
welfare. Thus, we conclude that if one problem has an optimal solution that is integral, then
we can construct a feasible solution to the other that achieves the same objective value. By
(5.1) and (5.2) we conclude that this is an optimal solution of the latter problem, and the

claim follows.

Note that nonintegral solutions of LP4 do not correspond to feasible allocations of items.
Thus, our result implies that LP4 cannot be used to find the efficient allocation in cases
where LP1 fails to do so. Additionally, a pricing equilibrium with this pricing rule exists,
only when a Walrasian equilibrium exists (and hence LP1 has optimal solutions that are
integral). Therefore, in order to be able to find the efficient outcome for general classes of
graphical valuations, we need more general pricing rules, and LP formulations. We provide

one such formulation in the next section.
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5.4 Bidder-Specific Graphical Pricing

In this section, we focus on bidder-specific graphical pricing, and provide an LP formulation
that has integral optimal solutions if and only if a pricing equilibrium with this pricing rule
exists. This LP formulation is stronger than all of the LP formulations we discussed so far
in this chapter. We establish that for all graphical valuations, this LP formulation has an
optimal solution that is integral, and hence can be used to identify the efficient outcome.
Our result also implies that for graphical valuations a pricing equilibrium with this pricing
rule always exists.

We start this section by providing the LP formulation (LP5) that we focus on in the
rest of this section, and its dual (D5).

max Zme(S)vm(S)
m 8

s.t. me(S’) <1 Vm
S

doam™S)< Y by Vim

LP5 - S|ies pEX|IEN™
Yo a™S)= D, b VijeE,m
Slijes pEX|igeL™
d du=1
HEX

8, > 0,2™(S) > 0.

m
st.a™ 2 u™(S) — Zp{" - Z py; VSm
1€S 1,jE€S|ijeE
D5 :
w2y et D Py | VmeEx
m eum™ cpm™
pit, > 0.

Observe that the main difference between LP5 and LP3, is that the node and edge
constraints (the second and third constraints) are imposed for every bidder m separately
in LP5, whereas they are aggregated over different bidders in LP3. This implies that every
feasible solution of LP5 is a feasible solution of LP3, i.e., LP5 is a stronger formulation.
The presence of different node/edge constraint for each bidder, on the other hand, leads to
bidder-specific price variables p[* and pj in the dual problem.

Similar to LP3, LP5 is closely related to the existence of a pricing equilibrium. As before,
if LP5 has an optimal solution that is integral, then (by Assumption 4.2.1) it has an optimal

solution that corresponds to a complete allocation. That is, there exists some allocation
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{5™} corresponding to an optimal solution such that (i) 2™(S™) = 1 and 2™(S) = 0 for S #
8™, (i) 84 = 1 for p = {8™} and §, = 0 for p # {S™}. Moreover, due to complementary
slackness, in this setting a dual feasible solution such that 7™ = v™(S§™) — p™(S™), and
T =300 2 iesm P (S™) always exists. Note that this is equivalent to existence of a pricing
equilibrium. Hence, we conclude that the existence of a pricing equilibrium with bidder-
specific graphical pricing is equivalent to the presence of integral optimal solutions in LP5.
We next establish that provided that the valuations are graphical, this stronger formu-

lation has optimal solutions that are integral.

Theorem 5.4.1. Assume that bidders have graphical valuations. Then, LP5 has an optimal

solution that is integral.

Proof. Assume that a complete feasible allocation i is given. Consider the corresponding
feasible integral solution of LP5 that is obtained by choosing d; = 1, and z™(p™) = 1
for all m, and setting 6, = ™(S) = 0 for u # 1, S # i™. Observe that the objective
value of LP5 at this solution is equal to the welfare associated with feasible allocation f.
Since this observation holds for any complete feasible allocation, it follows that the optimal
objective value of LP5 is at least the maximum welfare obtained by an allocation. Denote
the maximum welfare by W*.

Consider the following dual solution: pI* = w[", P = wg-’, 7™ = 0, and n* = W*.
By construction this solution suggests v™(S) — > ;.o P — Ei,jeSIijGE pi; = 0, thus the
first constraint of D5 is immediately satisfied. Additionally, the construction also implies
that W* > (Zieu’" P D ieum p:;’) for all complete feasible allocations p. Thus,
we conclude that 7% = W* satisfies the second constraint, and feasibility of the suggested
solution follows.

Observe that the objective value associated with the feasible dual solution we con-
structed is W*. However, as we established earlier, the optimal objective value of LP5 is
at least W*. Thus, it follows that the dual feasible solution we constructed is optimal, and
the feasible integral solution of LP5 that corresponds to the welfare maximizing allocation

is optimal in the primal problem. O

Note that any complete feasible allocation fi corresponds to a feasible integral solution
of LP5 (where x™(4™) = 1 for all m, §; = 1, and 2™(S) = §, = 0 for remaining variables).
Thus, Theorem 5.4.1 implies that the efficient allocation can always be found by solving
LP5. Moreover, for graphical valuations a pricing equilibrium with bidder-specific graph-
ical pricing always exists. Interestingly, this result relies on having a dual problem which
suggests a pricing rule that has the same structure as the graphical valuations themselves,
i.e., a pricing rule that involves a bidder-specific price variable for each node/edge of the
underlying value graph. As we discuss in Section 5.5, this observation is more general, and
often it is the case that the efficient outcome can be found by solving a linear prograin,

whose dual suggests the same pricing “structure” as the valuation functions.
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5.5 Additively Decomposable Valuations

In this section, we extend the results of Section 5.4 to additively decomposable valuations,
which is a class of valuation functions that generalize graphical valuations. The valuations
in this class allow for complementarity /substitutability not only for pairs, but also for
larger sets of items. Moreover, they exhibit an additive structure over subsets of items. We
establish that in order to find the efficient outcome for additively decomposable valuation
functions, it is sufficient to solve an LP formulation whose dual suggests a pricing rule
with the same additively decomposable structure. Our result allows for systematically
formulating the efficient allocation problem as a linear program that has a simple structure,
whenever the underlying valuation functions exhibit a simple structure.

We start our analysis by formally defining additively decomposable valuations. Consider

a collection of subset of items B, i.e., B € Bis such that B C N. Assume that the valuations

of bidders can be additively decomposed over these subsets as follows:

v(S) = > wF(SNB), (5.3)
BeB

where wg : 2B _ R, captures the component of the valuation of bidder m associated
with subset B. We refer to such valuations as additively decomposable valuations with
collection B.

We note that any valuation function can be represented using additively decomposable
valuations, by considering a collection B such that A € B. On the other hand, if B consists
of few sets of small cardinality, then the valuation functions can be compactly represented
by specifying their components {w} }. For instance, graphical valuations are a special class

of additively decomposable valuations, where

e B consists of singletons, and pairs of items that correspond to the edges of the under-

lying value graph,
o w(S)=01if S # {i}, and it equals to the weight associated with node i otherwise,
e w(S) =01if §# {4,5}, and it equals to the edge weight for edge (i, j) otherwise.

Observe that in graphical valuations node weights are nonnegative, whereas edge weights
can be negative or positive. In order to capture a similar structure in additively decompos-
able valuations, we let B = B, UByUB_, where B, By, B_ are mutually exclusive sets such
that wg(-) > 0 for B € By, w(-) <0 for B € B_ and w¥(-) can be positive or negative
for B € By.

We next provide a generalization of LP5 (denoted by LP5G) that allows for finding the
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cfficient allocation for additively decomposable valuations, as we establish subsequently.
max Z Z ™ (S)v™(S)
m S

s.t. me(S) <1 Vm
S

Yo oa™S)= Y. 4 VYmBebB, SCB

S|8’=SnB pEX| N B=S"
LP5G : Yo @)<Y & VYmBeBi, SCB

S|8'=5nB peEX|pmNB=5"

Z z™(S) > Z oy VYm,BeB_,5cCB
S|8'=SNB peEx|pmnB=S8"
D o<1
HEX

z™(S),0, >0 Y m,S, .

The corresponding dual LP (D5G) is given as follows:

min 7°+ Z r
m

st w> Z Zp@(Sm N B) v{sm}
m B

DG 7> v™(S) - Y pRSNB)  ¥Vm, S
B

x>

0 Vm
pE(:)>0for B€ B;,pB(-)<0for B€ B_.

As mentioned earlier, for graphical valuations, we can focus on a collection B that
consists only of singletons, and pairs of items that are connected with an edge in the
underlying value graph. Moreover, the node weights are nonnegative, whereas edge weights
can be negative or positive. Thus, the components of the valuation function that are
associated with node weights belong to B, , whereas the components associated with edge
weights belong to By. These observations suggest that LP5G reduces to LP5 for graphical
valuatious.

Our next theorem establishes that the primal LP always has integral optimal solutions,

and can be used to identify the efficient outcome for additively decomposable valuations.

Theorem 5.5.1. Assume that bidders have additively decomposable valuations. LP5G has

an optimal solution that is integral.

Proof. The proof is analogous to that of Theorem 5.4.1. It immediately follows by (i)
establishing the feasibility of the dual solution pg = wf, 7™ = 0, 7% = W* (where W*

denotes the maximum welfare that can be associated with a feasible allocation), and (ii)
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showing that there cxists an integral primal feasible solution (that coincides with the efficient
allocation) which also achieves W*. Note that in establishing dual feasibility, the sign
constraints do not play a role, since by construction pf = wg < 0 for B € B_, and
ph =wpg > 0 for B € B;. [

We conclude this section by noting an interesting implication of the above theorem: If
the valuations exhibit an additive structure over certain subsets of items, the auctioneer
can find the efficient outcome by using an LP formulation whose dual suggests a pricing
rule that also decomposes over these subsets. Moreover, using complementary slackness for
LP5G and D5G, it can be established that a pricing equilibrium that relies on a pricing rule
with this structure always exists. Thus, when valuations are additively decomposable over
a few sets with small cardinality (as in the case of graphical valuations), a simple pricing

rule can be used for iterative auction design.

5.6 Summary

In this chapter, we focused on various pricing rules, and investigated the existence of pric-
ing equilibria with these pricing rules. Additionally, we provided LP formulations of the
efficient allocation problem that have integral optimal solutions (and can find the efficient
allocation), if and only if such equilibria exist. More precisely, we first focused on the anony-
mous graphical pricing rule. We established that for series-parallel graphs (or graphs that
do not contain a 4-clique as a minor) the corresponding LP formulation is equivalent to the
anonymous item pricing LP (considered in Chapter 4}, in the sense that the former iden-
tifies the efficient allocation if and only if the latter does. On the other hand, we showed
that if the underlying graph has a 5-clique as a minor, for some choice of weights, this
LP formulation can identify the efficient allocation, while anonymous item pricing LP can-
not. We then considered LP formulations associated with bidder-specific pricing rules. We
showed that in the context of item pricing, allowing for bidder-specific prices is not useful in
the sense that the LP formulation associated with bidder-specific pricing rule can identify
the efficient outcome, if and only if that associated with anonymous pricing does. On the
other hand, the LP formulation associated with bidder-specific graphical prices can find the
efficient outcome for all graphical valuations. This result impliecs that a pricing equilibrium
with bidder-specific graphical prices always exist. Hence, efficient iterative auction formats
that terminate at such an equilibrium can be developed. We also extended our results to
settings where valuation functions admit a general additively decomposable structure, and
provided LP formulations that can be used to identify the efficient allocation for such val-
uation functions. This formulation can be used to develop iterative auction formats that
implement the efficient outcome for more general classes of valuation functions.

In Table 5.1, we provide a brief summary of various pricing rules (discussed in this and

the previous chapters), and classes of valuations for which the associated LPs can find the
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Anonymous Bidder-specific

Item pricing Sign-consistent tree valuations | Equivalent to anonymous item
pricing
Graphical pricing Equivalent to anonymous item | All Graphical Valuations

pricing for series-parallel graphs

Table 5.1: A summary of classes of valuation functions and different pricing rules, for which
the associated LPs can find the efficient outcome.

efficient outcome. In this table, by “equivalent” we mean that the LP formulation associated
with one pricing rule can find the efficient outcome (as an integral optimal solution) if and
only if that associated with another can also do so. In Chapter 6, we discuss iterative
solutions of these LP formulations, and explain how they can be used to design iterative
auction formats that rely on simple pricing rules and implement the efficient outcome for

graphical valuations.

5.7 Appendix: Proof of Theorem 5.2.1

Before we prove Theorem 5.2.1, we cover some graph-theoretic preliminaries that will be
used in the proof, and establish an auxiliary result.

We start by defining a partition of a graph. Formally, a collection m = {A™},,c4 is a
partition if (i) [A™| > 1, (ii) A™ N A% = @ for all m, &k € A, (iii) U A™ gives the set of all
nodes. We denote the set of all partitions associated with a graph G as II. Note that when
defining II, we do not restrict the cardinality of A. A partition where |A| = k, is referred
to as a k-partition of G.

Some of the edges of the graph can be cut by a given partition, i.e., the end points of
an edge may belong to different subsets of the partition. We denote the set of edges that
are cut by a partition 7 by E(r), i.e., E(7) = {(¢,5)]i,j ¢ A™ for any m € M }. We can
associate each partition m with an incidence vector z(7) that captures the edges that are

cut by the given partition, i.e.,

1 foreec E(rw
zeor):{ © £ (5.4)

0 otherwise.

The graph partitioning polytope P(G) is the polytope associated with these incidence vec-
tors. In particular, for a given graph G, P(G) is the convex hull of the incidence vectors,
ie., P(G) = conv{z(m)|r € II}.

For series-parallel graphs, this polytope admits an alternative characterization. Consider
acycle C' = (V;, E¢) in a given graph. With any edge e* € E,, we can associate the following
cycle inequality,

Z Ze — Zex 2 0. (5.5)

eCE;.—e*
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The set of all such inequalitics defines a polytope,
LP(G) = {z € RI¥l|z satisfies (5.5) for all cycles C; 0 < z, < 1 for e € E}. (5.6)
An interesting result due to (Chopra, 1994) suggests that for series-parallel graphs
P(G) = LP(G), (5.7)

i.e., the cycle inequalities fully characterize the partitioning polytope for this class of graphs.
We next establish that for series-parallel graphs, the incidence vectors of partitions can

be characterized by restricting attention to 3-partitions.

Lemma 5.7.1. Let G be a series-parallel graph, and z* be an incidence vector associated
with a k-partition of G, where k > 3. Then, there exists a 3-partition of G with the same

incidence vector.

Proof. Consider a given partition {S™} of G with more than 3 sets, and the associated
incidence vector z*. Obtain another graph G by contracting every connected subset of
nodes of G that belong to the same S™ (for some m). For each node 7 of G, denote the
set of nodes of G that are contracted to 7 by 3(i). Note that G is a minor of G. Since
G is a series-parallel graph, and series-parallel graphs are equivalent to graphs that do not
include 4-clique as a minor, it follows that G does not have a 4-clique as a minor, and is
a series-parallel graph. Series-parallel graphs have a chromatic number of at most three
(Jensen and Toft, 1995). Thus it follows that nodes of G admit a 3-coloring. Consider a
3-coloring of (3, and the associated 3-partition {gl, S2, 5’3} of G where nodes of same color
are assigned to the same set. A corresponding partition {S!, 52,53} of G can be obtained
by defining S* = Usegn B(j) for k € {1,2,3}. We claim that the incidence vector associated
with this partition is also z*. To see this note that if z,*J = 1, then it should be the case
that ¢ and j belong to different sets in the original partition {S™}. Consequently, in G they
correspond to adjacent nodes. Thus in the coloring, they have different colors, and hence,
they belong to different sets of partition {S™}. Thus, in the final partition {5*} the nodes i
and j belong to different sets, and hence the incidence vector associated with this partition
satisfies z;; = 1. Conversely, if 2§; = 0, then nodes ¢ and j belong to the same set in the
original partition {S$™}. Consequently, in G they are represented by the same node and in
the final partition {S*} they belong to the same set. Thus, the incidence vector associated
with {S*} also satisfies z;j = 0. Therefore, we conclude that it is possible to construct a
3-partition of G that has the same incidence vector z* as the original partition, and the

claim follows. O
Using Lemma 5.7.1 we next establish Thecorem 5.2.1.

Proof of Theorem 5.2.1 (i). Assume that LP1 has an optimal solution that is integral. Con-

sider the associated feasible allocation, whose welfare is equal to the optimal objective value
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of LP1. Lemma 5.2.1 (ii) implies that in LP3 there exists a feasible solution that corre-
sponds to this allocation. Moreover, the objective value associated with this solution is
equal to the total welfare that can be raised by the aforementioned allocation. Note that
this solution is optimal in LP3, since Lemma 5.2.1 (i) implies that no feasible solution of
LP3 can have larger objective value than the optimal solution of LP1. Thus, it follows that

LP3 also has an optimal integral solution.

Conversely assume that LP3 has an optimal solution that is integral. We next show

that there exists an optimal solution in LP1 that is integral.

First, observe that if LP3 has an optimal solution that is integral, then due to Assump-
tion 4.2.1 it has another optimal solution that is integral and satisfies > 5~ spes T(8) =1
for all nodes 4. This suggests that if LP3 has an optimal integral solution, then the following

LP also has an optimal integral solution, with the same objective value:
max » ) " z™(S)v™(S)
m 8
s.t. Z:L‘m(S) <1 VYm
S

YD ™) =1 Vi

LP3b: m Slies
DDA =D > b, VijeE
m Slijes m pexlijeu™
D du=1
HEX

0, > 0,2™(S)>0

Thus, in order to prove the claim it suffices to prove that if LP3b has optimal integral

solutions, then so does LP1.

We next show that it is possible to reformulate LP3b, in terms of the partition polytope
associated with the underlying value graph. This new formulation does not rely on the {6,}
variables, and allows us to exploit the properties of the partition polytope (in particular

(5.7)) for the proof. In particular, we focus on LP3c given below:
max Zme(S)vm(S’)
m S
s.t. me(S) <1 VYm

5
LP3c: YN am™S) =1 Vi

m Slies

{1-)" )" 2™} € P(G)

m Slijes
2™(S) > 0.
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Our next lemma establishes the equivalence of LP3c and LP3b.

Lemma 5.7.2. Assume that there are at least three bidders. Then, LP3b and LP3c equiv-
alent, i.e., if {x™(S)} is feasible in LP3c, then for some {8,}, {x™(S),6,} is feasible in
LP3b, and conversely if {x™(S),68,} is feasible in LP3b, then {x™(S)} is feasible in LP3c.

Proof. Consider any feasible solution of LP3b. We claim that

{(hijtijee={1->_ > &, :

m pexlijep™ ijEE

belongs to P(G). To see this observe that a complete feasible allocation u induces a partition
of items to k different sets, where k is the number of nonempty components of {z"}. Assume
that 8, = 1 for some p. The definition of h;; suggests that h;; = 0 if 4,5 € p™ for some m,
and hy; = 1 if i € y™, j € p*. This suggests that {h;;} is an incidence vector associated
with p. For arbitrary {d,}, since 3°, 8, = 1, it follows that {hs;}; belongs to the convex
hull of these incidence vectors, and hence is in P(G). This suggests that if {2™(S5),d,} is
feasible in LP3b, then {z™(S)} is feasible in LP3c.

Conversely, consider some 2z € P(G). Observe that by definition of P(G), we have
2 =>4 az®, where o € [0,1], Y, ax = 1, and each 2% is an incidence vector that
corresponds to a partition of G. Lemma 5.7.1 implies that each z* can be associated with
a 3-partition. Since there are at least three players, this observation implies that for some
choice of {6}, zfj =1-3,, > uexlijeumdu- Since this is true for any 2¥ and z is a convex

combination of {z*}, it follows that for some choice of §,, we have

zi;=1— Z Z Ous for all ij. (5.8)

mopexlijep™

Consider a feasible solution {z™(S)} of LP3c. It follows from (5.8) that there exists
some {d,} such that {137 > gice 2™ ()} = 1= 32, X e vjijeumOn for all edges (i, 7).
This implies that {2™(S),4,} is feasible in LP3b.

These observations suggest that for any feasible solution {z™(S)} of LP3c we have a
feasible solution {z"(S),d,} of LP3b and vice versa. Thus, the claim follows. O

This lemma implies that the projection of the feasible sets of these optimization problems
onto {z™(S)} variables coincide. Since the objective is only a function of {#™(S)}, it also
suggests that they have the same objective value. Additionally, the lemma suggests that in
order to prove the claim it is sufficient to show that if LP3c has an optimal solution that
is integral, then so does LP1. We next establish this, by exploiting the properties of the
partition polytope.

It follows from (5.7) that when G is a series-parallel graph, we can replace the con-
straint {1 — 37, > gpjes 2™ (S)}iy € P(G) with {1 -3 > gi5e5 2™ (5)}i; € LP(G). The

175



next lemma suggests that the latter constraint immediately follows from the constraints
2sx™S) < land 30 3 5ucs2™(S) = 1 in LP3c, and hence can be omitted.

Lemma 5.7.3. Assume that 3 ga™(5) <1 and 3, > gcs™(S) = 1 for all i. Then,
{1-32, 2sijes 2™(S)}ij € LP(G).

Proof. Note that it immediately follows from 3=, 3 ¢);cg 2™ (S) = 1 that
Y Y em921- Y Y s 20
m S)ijes m SlicS

That is z. € [0,1] for all edges e € E. Thus, in order to establish the claim it suffices to
establish that {1 — 3. > g, icq T™(S5)}i; satisfies the cycle inequalities (5.5).
Consider any cycle C and e* € C'. The cycle constraint associated with {1—3 ., > ;75 2™(S) }s;

is given below:
=Y | z1-) Y 2™
ecFEc.—e* m SleeS m SlexeS

Rearranging the terms, we need to show

cl=2> 3 3 N 2™ -> Y a™(s). (5.9)

e€E.—e* m SlecS m Sle*eS

Let 3., > gjeres T (S) = b for some real number b, and denote by e* the edge (i, ).

Note that
NN e =1=)" ) m®+> Y. m(S). (5.10)

m SlieS m Sle*eS m §|i€8,j¢S8

Yoo > aS)=1-0b. (5.11)

m SlieS,j¢S

This suggests that

On the other hand, a similar expression to (5.10) can be obtained for edge (¢/,5') € E.,
implying 3=, 3 gy jnes T (8) = 1= 320 Yglvesrgs € (S). Thus, we have

o XY Mm@ =lcl-1- D D > 2™ (5.12)

ecE;.—e* m Sl|eeS (#,j")EEc—e* m S[i'eS,j'¢S

Observe that

2 2 ) ez 3 ME=1-b (5.13)

(i j)eEe—e* m §|i'€S,j'¢8 m Sli€S,j¢S

Here the equality follows from (5.11). On the other hand, the inequality follows from the

fact that any set that contains ¢ but not j, cuts the cycle at edge (7, j) and at another edge,
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ie,ifi €8, j ¢S, then there exists an edge (i/,5') € E. such that (i,5) # (i, '), and
i €8, ¢&8. Together with (5.12) this implies that

Y Y ) <0 -1 (1-b).

ecE.—e* m SleeS

Hence, we conclude

SN ams)-3 ) A<l -1-1-b)~b=]Cl-2 (519

cCEo—er ™ SlocS m Sjeves
Thus, (5.9) holds, and the claim follows. O

Thus, the constraint {1 — 37 > g.:cs2™(S)}i; € P(G) or equivalently (for series-
parallel graphs) {1->" ZS|ijeS z™(8)}i; € LP(G) in LP3c can be omitted. After omitting
the aforementioned constraint, LP3c becomes equivalent to LP1.

Summarizing if LP3 has integral optimal solutions, then LP3b has optimal solutions
that are integral as well. This optimization formulation, on the other hand, is equivalent to
LP3c. Thus, it follows that LP3c also has optimal solutions that are integral. On the other
hand, for series-parallel graphs, Lemma 5.7.3 suggests that some constraints of LP3c can
be omitted, without affecting the optimality of this solution. However, after omitting these
constraints we observe that LP3c is equivalent to LP1, and hence the integral solution we
have is also optimal in LP1. Therefore, we conclude that if LP3 has optimal solutions that

are integral, then so does LP1, and the claim follows. O

Proof of Theorem 5.2.1 (ii). We establish the result by showing that Example 5.2.1 can be
“embedded” into any graph that includes K5 as a minor. The proof follows by an explicit
construction of weights for a given graph.

Assume that G has K5 as a minor. This implies that initially some nodes and edges of
@G can be deleted, then some of the remaining edges can be contracted to obtain Ky from
G (Diestel, 2005).

We assume that there are three bidders, and all bidders have same weights at the

nodes/edges of the underlying graph G. We assign these weights as follows:

e Every node that is initially deleted has weight zero. Additionally, edges that are

adjacent to such nodes also have weight zero.
e Every edge that is initially deleted has weight zero.

e Assume that the set of nodes V; are contracted to a single node in K5. All edges (that

are not initially deleted) between the nodes in V; are assigned a large weight L.

o Assume that nodes ¢ and j of K5, are obtained via contraction of sets V; and V;

respectively. Assume that there are K;; edges between V; and V; that are not initially
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deleted. Assume that in Example 5.2.1 the weight on edge (i, ) is wi;. Assign each
of the edges between V; and V; weights that are equal to wi; [ K .

¢ Set the node weight of one node in V; equal to 100, and the remaining node weights
to 0.

Observe that for sufficiently large L, at the efficient allocation, all nodes in V; will
be assigned to a single bidder, for all i. This implies that an efficient allocation can be
obtained by assigning {Vi} according to the efficient allocation in Example 5.2.1 to the
bidders. Moreover, since all bidders have same weights, by choosing the price variables in
D3 equal to node/edge weights we obtain a dual feasible solution with objective value equal
to the welfare generated by the efficient assignment. Thus, (as in Example 5.2.1), it follows
that LP3 has an integral optimal solution for this problem instance. By construction, the
corresponding objective value is 525 (the optimal objective value in Example 5.2.1) + L
X i pi» where p; denotes the number of undeleted edges of G between the nodes in V;.

On the other hand, there exists a feasible solution of LP1 with higher objective value,
obtained by choosing z () in a similar fashion to Example 5.2.1. In particular, if ™($) >
0 for some S and player m in this example, we construct a feasible solution {#"(S)} to
LP1 (formulated over G), by setting Z™(U;esV;) = 2™(S). Observe that by construction
the corresponding objective value in LP1 is equal to 527 (the optimal objective value in
Example 5.2.1) + L x>, p;. Since a feasible solution of LP1 has higher objective value
than the welfare associated with the efficient allocation, we conclude that this problem does
not have optimal solutions that are integral.

Thus, it follows that for the above choice of weights, while LP3 has an integral solution,

LP1 does not. Since, G is an arbitrary graph that has Ky as a minor the result follows. [
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Chapter 6

Iterative Algorithms and Auction

Design

6.1 Introduction and Organization

In this chapter, we focus on iterative algorithms that can be used for solving two of the
LP formulations, LP1 and LP5, introduced in Chapters 4 and 5. Employing these iterative

algorithms, we design new iterative auctions where,
e The auctioneer sets prices for the items she sells,
¢ Bidders respond to the prices chosen by the auctioneer by revealing their demand,

e The auctioncer cither terminates the auction with a final allocation, or updates the

prices.

The auction formats we obtain terminate when a Walrasian equilibrium or a pricing equi-
librium is identified, and implement the efficient allocation for graphical valuations. Im-
portantly, they do so while relying on simple pricing rules (anonymous item pricing or
bidder-specific graphical pricing).

Given LP formulations of the efficient allocation problem, our approach for developing
iterative auctions has two main components. First we focus on iterative algorithms (such
as the primal-dual algorithm) for solving the linear programming formulations of the effi-
cient allocation problem introduced in the previous chapters, and use them to develop new
iterative auction formats. Importantly, since bidders’ valuations are private knowledge, the
convergence of these iterative auctions to the efficient outcome relies on bidders’ revelation
of their demand truthfully. Secondly, we show that it is possible to guarantee that bidders
reveal their demand truthfully at an ex-post perfect equilibrium of these iterative auctions,
by charging final payments to bidders that are related to the prices that emerge at the
end of this iterative process. This approach for iterative auction design is also employed

in the existing literature (see Vohra (2011)). However, majority of the existing iterative
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auction formats rely on exponcntially many prices for implementing the efficient outcome
(Bikhchandani et al., 2002; De Vries et al., 2007; Ausubel and Milgrom, 2002; Mishra and
Parkes, 2007; Vohra, 2011). In contrast, in our work, we follow a similar approach, but by
exploiting the properties of graphical valuations, we obtain iterative auction formats that
rely on simple pricing rules, and guarantee efficiency for all graphical valuations (including
those that exhibit complementarity).

For simplicity, we establish our results under an additional assumption which we impose
throughout the chapter: Value functions of bidders are integer-valued.! We start presenting
our approach, by briefly summarizing primal-dual algorithms in Section 6.2, in a general
abstract setup. The results and insights we discuss in this section, are used in subsequent
sections to establish convergence of iterative auctions we design to the efficient outcome.

In Section 6.3, we introduce the solution concept we use for analyzing the outcome of
iterative auctions. In particular, in this section we discuss the ex-post perfect equilibrium
concept. Additionally, we provide a sufficient condition, which can be checked to determine
if a given strategy profile is an ex-post perfect equilibrium. The results of this section
are applicable in general iterative auction environments, and do not rely on the graphical
valuation structure.

In Section 6.4, we focus on sign-consistent tree valuations, and LP1, which can be used
to find the efficient outcome for this class of valuation functions. We show that iterative
solutions of LP1 using primal-dual algorithms, suggest an iterative auction format where
the auctioneer offers an anonymous price for each item she is selling, and players report the
bundles that they demand at the prices set by the auctioneer. If an efficient allocation is
not found, the auctioneer decreases the prices of the “underdemanded” items, and increases
the prices of the “overdemanded” ones. This iterative process converges to a Walrasian
equilibrium and can be used to implement the efficient outcome when bidders reveal their
demand truthfully at each stage of the iterative auction. In order to guarantee truthful
bidding, we propose running a series of iterative auctions. In the serial auction setup, the
auctioneer uses the first auction to identify an efficient allocation of items to bidders, and
the subsequent auctions to find final payments that ensure that bidders have incentive to
truthfully reveal their demand. Our results suggest that by running serial auctions that
rely on anonymous item pricing, the efficient outcome can be guaranteed to emerge at an
ex-post perfect equilibrium for sign-consistent tree valuations.? Additionally, we discuss

the problem of iterative auction design with anonymous item pricing, in settings where the

'This assumption is commonly made in the context of iterative auctions and it usually leads to auction
formats with unit price increments, see for instance (De Vries and Vohra, 2003; Ausubel, 2004; Mishra and
Parkes, 2007; Bikhchandani et al., 2011; Vohra, 2011).

*In various iterative auction settings (such as Ausubel (2006)) in order to guarantee truthful bidding
by bidders, it is necessary to either run multiple iterative auctions (in series or parallel), or use a payment
scheme that potentially leads to negative payoffs for some bidders at the end of the auction (thereby deterring
entry to the auctions). While this feature is present in the iterative auctions we discuss in Section 6.4, in
Section 6.5 we establish that when the auctioneer relies on bidder-specific graphical pricing, it is possible to
implement the efficient outcome by running only a single iterative auction.
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auctioneer can run only a single iterative auction.

In Section 6.5, we consider general graphical valuations, and LP5 that can be used to find
the efficient outcome for all such valuations. By studying the solution of LP5 using iterative
algorithms we obtain iterative auction formats where truthful bids of agents converge to
a pricing equilibrium, and implement the efficient outcome. The prices that are employed
in the resulting iterative auction are bidder-specific graphical prices. In order to guarantee
that bidders participate in this auction truthfully, it is possible to run a series of auctions as
we suggest in Section 6.4. On the other hand, we show that when the auctioneer employs
bidder-specific graphical prices, there exists a price (or dual variable) update rule that the
auctioneer can use to solve LP5, such that at the end of the auction the prices converge
to a pricing equilibrium (with bidder-specific graphical prices) that reveals (i) the efficient
outcome, and (ii) the final payments which guarantee that bidders truthfully reveal their
information at each stage of the iterative auction. This price update rule closely relates to
primal-dual algorithms, as we explain in detail in Section 6.5. Using this price update rule
for the solution of LP5, eliminates the need to run a series of auctions for implementing
the efficient outcome. Consequently, in this section we obtain an iterative auction format
that relies on bidder-specific graphical pricing, and implements the efficient outcome for
general graphical valuations without running a series of auctions. The iterative auction
formats that we obtain in Sections 6.4 and 6.5 can be viewed as multi-item generalizations

of single-item efficient iterative auctions (e.g., English and Dutch auctions).

In Section 6.5, we are able to obtain iterative auctions that implement the efficient
outcome without employing a series of auctions, since the dual of LP5 (D5) has multiple
optimal solutions, some of which can be used to compute final payments that guarantee
truthful demand reports. On the other hand, there may be optimal solutions to D5, that
do not have this property. Hence, a special price update rule that converges to a particular
dual optimal solution is necessary in order to implement the efficient outcome. We provide,
in Section 6.6, a similar LP formulation, whose corresponding dual optimal solutions always
allow for computation of final payments that guarantee truthful bidding. Thus, solution
of this LP formulation with any primal-dual algorithm can be used to develop iterative
auction formats that implement the efficient allocation. Moreover, in Section 6.6, we show
that our final formulation can be generalized to obtain iterative auctions that implement the
efficient outcome for valuation functions that are not necessarily graphical. In particular,
in this section, we outline a framework that allows for implementing the efficient outcome

for general additively decomposable valuations.

We close the chapter in Section 6.7, with a brief summary of its contributions. Some of
the proofs are presented in Section 6.8 to simplify the exposition.
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6.2 Iterative Algorithms for Linear Programs

In this section, we focus on a generic linear program:

max dTy
s.t. Ay <b (6.1)
y =0,

where b € R™, d € R™ and A € R™*" are given, and y € R” is the vector of decision
variables for this problem. We denote the element in the ith row and jth column of matrix
A by A;j, and the ith element of a given vector y by y;. Observe that the linear programs
that we presented for finding the efficient allocation (in particular LP1 and LP5) are special
cases of (6.1).

We next explain how this problem can be iteratively solved by using a primal-dual algo-
rithm. The results of this subsection are already present in the literature (for instance see
Papadimitriou and Steiglitz (1998); Bertsimas and Tsitsiklis (1997)), and our presentation
here closely follows that of Vohra (2011). The results of this section are used in subsequent

sections for developing iterative auction formats that implement the efficient outcome.

The dual of the linear program in (6.1) can be given as follows:

min DY
st.  ATx>d (6.2)
A>0,

where A € R™ is the vector of dual variables.

Assume that A* is dual feasible, y* is primal feasible, and these vectors satisfy comple-

mentary slackness conditions, i.e.,

/\: > OHZAU:U; :bj

! (6.3)
y; >0— ZAU)\: = d]u

Then, it follows that y* is optimal for the primal problem, and A\* is optimal for the dual
problem (Bertsimas and Tsitsiklis, 1997).

The high-level idea behind primal-dual algorithms is to start with a dual feasible solu-
tion, and check if there exists a primal feasible solution that satisfies the complementary
slackness condition with the given dual solution. If this is the case, optimal solutions to
both problems are found, otherwise, another dual feasible solution with improved objective
value can be obtained. The primal-dual algorithm iteratively updates the dual solution,

when there is no primal feasible solution satisfying the complementary slackness condition
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with the current dual solution, and terminates when such a primal feasible solution can be
found.

More precisely, let A* denote the dual feasible solution at a given iteration. In order to see
if there exists a primal feasible solution satisfying the complementary slackness conditions

with \*, we consider the following set of constraints:

> Agy;=bi  for all i such that XY >0
J

y; = for all 7 such that 3. A;jA\F > d; (6.4)

The first two constraints in the above system are obtained from (6.3) (by taking the com-
plement of the second statement), and the last two are the primal feasibility constraints.
If there exists a y* satisfying this system, then A* and y* are respectively dual and primal
optimal.

If this is not the case, we conclude that there does not exist y > 0, z > 0 such that
> Ayy;=b;  for all i such that X} >0
J

y; =0 for all j such that >, Aj; A7 > d;

Z Ajjyj +z = b; for all 4 such that A =0
J

(6.5)

y,2 20,

where z is a vector of slack variables. In this case, the Farkas lemma implies that there

exists some A, u € R™ such that
o ATX+ > 0, where p1; = 0 except for j satisfying >, AijAF > dj,
e ); > 0 for all i satisfying A} = 0, and
e MTh <.

Let € > 0 be a small enough constant. Consider updating the original dual feasible
solution A* to A\*+4eX. Here, we refer to X as the dual update direction, and € > 0 as the dual
update step size. Observe that for j satisfying 3", A;;\* > dj, we have Y., A;;(Af + €X;) >
d;j. On the other hand, for j satisfying >, A;;AY = d;, p; = 0, and hence the equation
ATX+ p > 0 implies that 3, A;;X; > 0. This suggests that >, A;;(Af +eX;) > d; for such j
as well. Additionally, since \; > 0 for all i satisfying Af = 0, it also follows that \* +ex > 0.
Thus, it follows that A\* 4 e is dual feasible. Moreover, since b! A < 0, we obtain

BTN 4+ eX) = BTN + b X < bT A"
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That is A* + € is a dual feasible solution with strictly better objective value than A*.

Summarizing, for a given dual feasible solution A\*, either a solution of (6.4) exists and
A* together with this solution yield optimal primal and dual solutions, or we can construct
another dual feasible solution A* + e with strictly better cost (where € > 0, and 67X < 0).
Updating the dual solution to such a feasible solution (whenever a solution to (6.4) does
not exist), this process converges to optimal primal and dual solutions. Moreover, choosing
€ appropriately, convergence takes place in finite time (Papadimitriou and Steiglitz, 1998).
We refer to such iterative algorithms as primal-dual algorithms. We note that in primal-
dual algorithms there are multiple ways of choosing the update direction X for the dual
feasible solution.3

Applications of primal-dual algorithms to auction design appeared in the existing liter-
ature Vohra (2011), De Vries et al. (2007), and Bikhchandani et al. (2002). In these works,
authors model the problem of finding the efficient allocation as a linear program, in settings
where (i) valuations do not exhibit a special structure, or (ii) they satisfy a gross substitutes
condition (and hence do not allow for value complementarities). In these settings, they de-
velop iterative auction formats by considering iterative solutions of these linear programs
via iterative algorithms, such as primal-dual methods. The auction formats obtained in
the first setting rely on complex bundle pricing rules (where the auctioneer offers a price
for each bundle of items), whereas those in the second setting, do not guarantee efficiency
when valuations exhibit complementarities. In subsequent sections, we use primal-dual al-
gorithims to develop new iterative auction formats that guarantce cflicicncy in settings where
valuations of bidders can exhibit complementarities. In doing so, we exploit the structure
of graphical valuations, and the associated LP formulations (LP1 and LP5) developed in
Chapters 4 and 5. This enables us to have iterative auction formats that rely on simpler

pricing rules than the bundle pricing rule.

6.3 Ex-post Perfect Equilibrium

In this section, we introduce the solution concept that we use in our study of iterative
auctions. In particular, we discuss cx-post perfect cquilibrium. We also provide sufficient
conditions for characterizing the ex-post perfect equilibria of iterative auctions. We start
by providing some necessary notation and definitions.

In iterative auctions, bidders participate in a multi-stage game. Let H; denote the
history of the bidding process until time instant {. We denote the (behavior) strategy of
player m whose valuation is v™ by s™(v™). This strategy maps every history to an action.
More precisely, with a slight abuse of notation, we denote by s™(H;|v™) € L™(H) the
action player m, whose valuation is v™, uses at time ¢, after observing history H;. Here,

Y™ (H;) denotes the set of actions player m can use after history H;.

3A systematic approach for obtaining a direction involves formulating the “restricted primal” problem,
and considering its dual. See Papadimitriou and Steiglitz (1998), and Vohra (2011).
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Consider a strategy profile {s™},,. For a realization of valuations of bidders {v*}, the
payoff bidder m receives at the end of the auction game is denoted by u™(s™(v™), s~ ™(v=™)|v™),

where s~ (v~"™) denotes the strategies of all players but m. Similarly, denote by
u™(s™ (™), sT " (v H o),

the payoff bidder m, who is of type v™, receives by using strategy s™(v™), after history Hy,
given her opponents use strategies s™™(v™"™).

Using this notation we next define two closely related solution concepts:

Definition 6.3.1 (Ex-post equilibrium). A strategy profile s = {s™} is an ex-post equilib-

rium if it satisfies
u™ (8™ (v™), s (™) ™) = W™, s T (T [0™). (6.6)

for any realization {v™} of valuations of bidders, player m, and strategy z™.

This definition suggests that a strategy profile is an ex-post equilibrium, if for any
realization of types (or valuations {v"}), given strategies of her opponents, no agent has
incentive to deviate. In other words, the given strategy profile is a Nash equilibrium of
the game, where types are public knowledge. The second solution concept is a refinement
of ex-post equilibrium that ensures that players have no incentive to deviate from their

strategy, after any realization of the history.

Definition 6.3.2 (Ex-post perfect equilibrium). A strategy profile s = {s™} is an ex-post
perfect equilibrium if after any history Hy, it satisfies

W (s™ (™), s~ (™) Hy, v™) > w™ (2™, s (0" ™) | Hy, 0™), (6.7)

for any realization {v™} of valuations of bidders, player m, and any strategy z™.

This definition suggests that a strategy profile is an ex-post perfect equilibrium, if after
any history, for any realization of valuations, given strategies of her opponents, no agent has
incentive to deviate from her strategy. In other words, after any realization of the history
and payoffs, the given strategy profile remains to be a Nash equilibrium of the induced
subgame, where types of agents are public knowledge.

We next provide a sufficient condition for a strategy profile to be an ex-post perfect
equilibrium in an iterative auction game. Before we state our result, we need one more
definition (Nisan et al., 2007):

Definition 6.3.3 (VCG Mechanism). Consider a collection of valuation functions {v™}.

A mechanism is called a VCG (Vickrey - Clarke - Groves) mechanism if it

® chooses an efficient allocation, i.e., {S™} € argmax zmy zknzt=p 2 pm V" (Z™)
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® assigns each agent m a payment

YUS™H A0 bepm)) = B (07™) = Y o (SF),

k#m
where K™ is any real-valued function.

If A™ is such that
m(, —m k( 7k
h™ (™™ = {Zk}lrgg%czl:m’;nv (2%,

then, we say that payments of bidders (Y™ ({S™}, {v*}kzm)) = MAX( 7k} Z6AZ4— Dkt vk (ZF)—
Zk#m v*(S*)) are VCG payments with the Clarke pivot rule. Intuitively, for a given agent,
the VCG payment with the Clarke pivot rule captures the opportunity cost she creates in
the system, i.e., the difference between the maximum welfare that can be achieved by the
remaining agents and the total welfare those agents have at the efficient allocation. In this
thesis we will only employ VCG payments with the Clarke pivot rule. For simplicity, we
refer to these payments as VCG payments. It is known that in sealed bid auctions, charging
bidders VCG payments guarantees that the efficient outcome can be implemented in ex-post
equilibrium (Nisan et al., 2007; Krishna, 2009).*

Consider any realization of valuations {v*}, where bidder m receives a set of items S™
in the efficient allocation. Observe that efficiency requires allocating the remaining items

to bidders k # m according to

max k(ok
ar v (Z7).
® (24 hpmiZEN T, ZkﬁSm=0k7éZm )

This suggests that for any realization {v*} where bidder m receives a set of items $™ in the
efficient allocation, her VCG payment can alternatively be expressed as y™({S*}, {vF}itm)) =
Am(sm, {’Uk}k;ém), where

ym(S™, {vF £ max oF(ZF) — max R (ZF).
YAV ) {Z’°}|Z’CI‘1Z1—0I§TL (Z%) {ZF}|ZFnZi=0), anSm:(ok;n (2%

Thus, under the Clarke pivot rule the VCG payment of an agent can be expressed only as
a function of her opponents’ valuations, and the set of items she acquires in the auction.
We make this dependence explicit using the function 4™.

The main result of this section makes use of the VCG payments to obtain a sufficient

condition for a strategy profile to be an ex-post perfect equilibrium in an iterative auction.

Theorem 6.3.1. Consider a strategy profile {sk}, and let {f)k} denote the realization of
payoffs of bidders. Assume that after any history Hy, if bidders k # m follow strategies

*In fact, under this payment rule, in sealed bid auctions it is also a dominant strategy equilibrium for
bidders to bid truthfully, as explained in the aforementioned references.
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{s*(9%) }prm, and

o If bidder m wuses strategy s™(0™), then the auction terminates with the efficient allo-

cation.

o If bidder m uses a strategy z™ (possibly identical to s™(0™)), such that the auction
terminates with bidder m receiving a set of items S™, then the corresponding payment
of bidder m is equal to y™(S™, {Ok}k#n).

e If the auction does not terminate, then bidders do not make payments or receive items.
The strategy profile {s™} is an ex-post perfect equilibrium.

Proof. Let {S§*} denote the efficient allocation associated with valuations {©%}. From the
first and second conditions of the theorem it follows that for agent m, the payoff the strategy
profile {s*(%%)} leads to (after history H;), is given by

u (T (), (57 [ He, 0T) = 0™ (S™) = 4™ (8™ 0" Yam)
= ™M S’m + max ,Dk Zk _ max ,[}k: Zk
& {Z*}|zFnzl=0, Z’cnSm:m,#Zm (5 : {Zk}lzkmzz:@g;n (Z%)

ko &k N
- ;1 (S%) — {Zk}fggr)‘w(zlzwhézmv (Z%).

(6.8)
Since {S*} is the efficient allocation we have >, #*(5%) — MAaX{ 7k} | ZEAZE=D Dk o*(Z%) >
0, and hence (6.8) implies that u™(s™(0™), s™(6~"™)|Ht, ©™) > 0. Thus, after history Hy,

bidder m has no incentive to use a strategy that prevents the auction from terminating.
Assume that after history H; bidder m can use a strategy 2z so that the auction
terminates with allocation {S™}. The second condition of the theorem together with (6.8)

implies that

M M amy M(s—m Amy ~k Gky ~k 7k
w™(s™(6™),s™(5™)| Hy, )_;U (5% {Zkﬁgf';‘z,:@z” (zF)
k#m
Z,")m Sm + ~k Zk o a ~k Zk
™) it pmmomg 20 02~ i, 2L #(E

= Am(Sm) - ,’ym(sm’ {/&k}k;ﬁm) - um(zm7 Sm(ﬁ_m)lHt’ ,a'm)’

where the inequality follows from the fact that {$*} is the efficient allocation, and the last
equality follows from the second condition of the theorem. Thus, we conclude that bidder
m cannot improve her payoff by deviating from §™(¢™) to another strategy that leads the
auction to terminate. -Since bidder m, history Hi, strategy 2™, and payoff realization {9*}
are arbitrary, the claim follows from Definition 6.3.2. O

This thecorem suggests that if a strategy profile leads to the efficient outcome, and is

such that (i) when her opponents follow their strategies, the payment of an agent is only a

187



function of her opponents’ true valuations, and the final bundle of items she receives, and
(ii) corresponds to VCG payments specified by this bundle and the opponents’ valuations,
then it is an ex-post perfect equilibrium. In Sections 6.5, we propose iterative auction
formats where the conditions of the above theorem are satisfied, and the efficient outcome

emerges at an ex-post perfect equilibrium.

6.4 Iterative Auctions for Tree Valuations

Corollary 4.3.1 suggests that an optimal solution of the optimization problem LP1 of Chap-
ter 4 provides the efficient allocation when the underlying valuation functions satisfy As-
sumptions 4.3.1 and 4.3.2, i.e., when the valuations are sign-consistent tree valuations. In
this section, we first cxplain how the primal-dual algorithm presented in Section 6.2, can
be used to solve this optimization problem (Section 6.4.1). We then use the resulting al-
gorithm to design an iterative auction format that implements the efficient outcome for
sign-consistent tree valuations (Section 6.4.2). In order to simplify exposition, throughout

this section, we assume that valuation functions are integer-valued.

6.4.1 An Iterative Algorithm for LP1

Recall that LP1 and its dual, which were introduced in Chapter 4, are as given below:

max Zme(S)vm(S)
mo 5 min Zpi + Zwm
s.t me(S) <1 VYm B m
(LP1) s (D1)  st.7™20™8) = p ¥YSm
Z Z 2™(S)<1 Vi €S
m Sjics pi, ™ >0
z™(S)>0

In this section, we provide a primal-dual algorithm for solutions of these LPs. We adopt
the shorthand notations m and p to denote the vectors of {#™},, and {p;}; of variables.

The primal-dual algorithm, presented in Section 6.2, involves a dual feasible solution
at each step of the algorithm. Observe that at an optimal solution of D1, the dual vari-
able 7™ is such that 7™ = maxgcav™(S) — Y ;cgpi for all m € M. Motivated by this
observation, at each step of our primal-dual algorithm, we will choose the 7 vector so that
7™ = maxscy V(S) — ;g pi for all m € M. Observe that this construction satisfies the
first constraint of D1 trivially.

As explained in Chapter 4, the variable p; can be thought of as the price of item 7, and
7™ can be thought of as the maximum surplus of player m, at the given prices. Also recall
that we say that a bundle S* is demanded by player m if 7™ = v™(S*) — 3. . p;, and the
set of items a bidder demands is denoted by D™, i.e., D™ = {S|n™ = v™(S) — 3. . pi}.
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Given a dual feasible solution (p,7) of D1, the primal-dual algorithm first checks if a
primal feasible solution that satisfies the complementary slackness conditions with (p, )
exists. In particular, following (6.4), we check whether a solution {z™(S)} to the following

system of equations exist:

me(S) =1 for all m such that 7™ > 0,
s

Z Z z™(9) =1 for all ¢ such that p; > 0,
m S|icS

2™(8) =20 for all m, S such that S ¢ D™,

(6.9)
me(S) <1 for all m such that =™ = 0,

S
Z Z z™(S) <1 for all ¢ such that p; =0,
m SlieS

z™(S) >0 for all m, S such that S € D™.

As explained earlier, if this system of equations has a solution, then it is an optimal solution
of the primal problem LP1. Observe that in this formulation, we omit the primal feasibility
constraints ) g ™(S) < 1 for m such that 7™ > 0, and }_,, 3 ges®™(S) < 1 for @ such
that p; = 0, since these constraints are implied by the equality constraints in (6.9) for such
i and m (see the first two lines of (6.9)).

By exploiting the structure of the optimization problems LP1 and D1, it is possible to
obtain additional properties for the solution of the system of equations (6.9). The following

lemma (which is proved in Section 6.8) states some of these properties.

Lemma 6.4.1. Let Assumptions 4.8.1 and 4.53.2 hold. Assume that for a feasible solution
(p,7) of D1, {=™(S)} is a solution to (6.9). Then, there exists another solution {z™(S)}
to (6.9), such that (i) > ¢&™(S) =1 for all m, (i) >, 2osjies EM(S) =1 for all i, (iii)
z™(8) € {0,1} for allm,S.

This lemma suggests that at a given dual feasible solution, if there exists a feasible
solution of (6.9), then there also exists a feasible integral solution such that » ¢ &™(S) =1
for all m. Consider such a solution of (6.9) (assuming it exists). Observe that at this
solution, every bidder m has z™(S) = 1, for a bundle she demands (since by the third
constraint ™ (S) = 0 for bundles that are not demanded), and the resulting allocation is
complete and feasible. This implies that finding an integral solution of (6.9) (and hence
an efficient allocation) is equivalent to finding a complete feasible allocation, which assigns
each bidder a set of items that she demands at the given prices.

Assume that a solution of (6.9) does not exist. Then, the primal-dual algorithm suggests
updating the dual variables to a dual feasible solution (p, ) + ¢(p, #) using some step size
€ > 0, and dual update direction (p,7) such that y, 5; + > @™ < 0. Existence of such a
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dual feasible solution is guaranteed by Farkas lemma, as explained in Section 6.2. We next
show how an improvement direction can systematically be obtained.

Consider the following optimization problem:

min Z Yi +Zh¢

i[p:>0 i
s.t. me(S) =1 for all m

S
Z Z z™(S)+ v —hi =1 for all i such that p; > 0
m SlieS (6.10)

Z Z z™(S)—h; <1 for all 4 such that p; = 0
m SlicS

2™(8)=0 for all m, § such that S ¢ D™

x™(S), i, hi >0 for all m, S, 1.

Lemma. 6.4.1 suggests that if a solution to (6.9) exists, then there exists a solution for which
> sx™(S) =1 for all m. This implies that if the system in (6.9) has a solution, then the
optimal value of (6.10) is zero. Conversely, if (6.9) does not have a solution, then the
objective value of the above problem is strictly positive (otherwise an optimal solution of
(6.10) gives a solution of (6.9)). Intuitively, the parameters ; and h; measure how much the
constraints for item ¢ present in (6.9) are violated, and the objective of the above problem
is to minimize the total violation of the constraints. This problem is sometimes referred to
as the restricted primal problem (Papadimitriou and Steiglitz, 1998).

Note that in (6.10) some 2™ (S) variables are set equal to zero (see the fourth constraint),
and this problem can be reformulated omitting these variables. The dual of the resulting

problem (also known as the restricted dual problem) can be given as follows:

max —Zﬁm~2ﬁi

m 2
s.t. 7"+ Zﬁi >0 for m, S such that § € D™

s (6.11)
P <1 for all 4

-pi <1 for all ¢ such that p; > 0,
piz0 for all 7 such that p; = 0.

Here 7™

is the dual variable corresponding to the first constraint of (6.10), and p; is the
dual variable corresponding to the second and third constraints. In (6.10), ~; is the variable
corresponding to the dual constraint —p; < 1 and h; is the variable corresponding to the
constraint p; < 1.

If at an optimal solution of (6.10), h; > 0, then we will say that item ¢ is overdemanded.

Similarly, if at an optimal solution «; > 0, we will say that i is underdemanded. Intuitively,
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overdemanded items are demanded by more than one bidder, whereas the converse is true
for the underdemanded items. Note that (6.10) may have multiple optimal solutions, but
it is never the case that for some item 7, h; > 0 in some optimal solutions, and v > 0
in the others. This is because, when A; > 0 at an optimal solution, the complementary
slackness conditions suggest that in the dual optimal solutions the constraint p; < 1 is
active. Conversely if ; > 0 at an optimal solution, then the constraint p; > —1 is active.
The claim follows, since, at a given dual optimal solution, at most one of these inequalities
can be active. This suggests that an item can be either overdemanded or underdemanded
but not both.

Assume that (6.9) has no feasible solution. Then the optimal value of (6.10) is positive.
Additionally, by strong duality, (6.11) has an optimal solution (p, 7) that leads to a positive
objective value that is equal to the optimal value of (6.10).

We next establish that (p,7) obtained by solving (6.11), is a valid dual update direction
for our primal-dual algorithm, i.e., it is such that > . p,+ >, @™ < 0 and for small enough
e > 0, (p,7) + €(p,7) is dual feasible. Moreover, this dual update direction leads to an
intuitive price update structure: the auctioneer increases the prices of overdemanded items,

and decreases the prices of the underdemanded ones.

Lemma 6.4.2. Let (p,7) be a dual feasible solution of D1 such that (6.9) has no solu-
tion corresponding to it. Consider an optimal solution ({x™(S)}, {vi},{h:}) of (6.10) and
an optimal solution (p, ) of (6.11). The solution (p,7) is a valid dual update direction.

Moreover, (p, ) satisfies the following conditions:

(i) If i is overdemanded, then p; > 0.
(i3) If i is underdemanded then p; < 0.

(iii) Assume that 7™ = maxgv™(S) — > ,cgpi for some player m. There exists some set
S* such that 7™ = v™(8*) — Y i g i, and T + ™ = V™(S*) — Y i e (i + €Pi),
for any € > 0 such that (p,7) + €(p, ¥) is feasible in D1.

This lemma (proof of which can be found in Section 6.8) implies that for solving LP1
using a primal-dual algorithm, a valid dual update direction can be found by solving (6.11).
Additionally, it suggests that for each player m there exists some set S that is demanded
both at the original prices, and the updated prices. Another implication of the third part of
the lemma is that if at the initial dual feasible solution, we have 7™ = maxg v™(S)=> ;.4 Pi,
then provided that the dual update direction is computed using (6.11) (and a sufficiently
small step size is chosen), this equality holds at all steps of the iterative algorithm.

The only unspecified step in our primal-dual algorithm is the choice of €, the step size
of the dual update. In general, in primal-dual algorithms, € is chosen as the largest step
size that does not violate the dual feasibility constraint (Papadimitriou and Steiglitz, 1998).

In our case this translates to choosing € equal to the largest 6 satisfying p; + 8p; > 0, and

191



"+ 07 > v™(S) — D icg(pi + 0p;) for all i, m, S. Denote such a 6 by 6*. Observe that
computing #* requires knowledge of valuation functions. Our next result establishes that
when valuation functions are integer-valued, it is possible to choose a step size that is only

as a function of p and p and that preserves dual feasibility.

Lemma 6.4.3. Assume valuation functions are integer-valued. There exists some Sfunction
¢ : RV xRN - R, 4, such that for any dual feasible solution (p, ) of D1 that is not optimal,
and the corresponding update direction (p,7),

(i) A dual feasible solution with improved objective is given by (p, %) = (p, ™)+¢(p, p) (D, 7).

(i) Either ¢(p,p) = 0%, or (p,T) is an optimal solution of (6.11) at the updated dual

solution (p, 1) as well.

(i) If ¢(p,p) # 0%, after finitely many dual variable updates (using the update direction
(P, @), and choosing the step size according to ¢), the dual solution (p, ) + 0*(p, ) is

reached.

A proof of this lemma is provided in Section 6.8. This lemma implies that the primal-
dual algorithm can be implemented by choosing a step size that does not depend on the
valuation functions.

Using the results obtained in this section, we next state a primal-dual algorithm (see
Algorithm 1) for solving LP1. We conclude this section by proving that Algorithm 1 can
be used to obtain an optimal solution of LP1 that is integral.

Algorithm 1 A primal-dual algorithm for solving LP1/D1.
S1: Start at a dual feasible solution, p; = 0 for all ¢, and 7™ = maxg v™(S) — Y ics Di-

52: Given a dual feasible solution, construct sets D™ = {S|7™ = v™(S) — 3", .o pi}-

S3: Solve (6.10). If this problem has objective value 0, the solution (p, ) is optimal in
D1. Moreover, there also exists an optimal solution of (6.10) that is integral. Go to
step S5.

Otherwise, go to step S4.

S4: Find a dual variable update direction (5, 7) by solving (6.11). Update dual solution
to (p, ) + é(p, p)(P, %), go to step S2.

S5: Terminate returning the allocation of items, suggested by the optimal integral solution
of (6.10), and the dual solution (p,n).

Lemma 6.4.4. Algorithm 1 terminates in finitely many steps with an optimal solution of

D1 and an optimal integral solution of LP1.
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Proof. Since at the initial dual feasible solution we have 7™ = maxgv™(S) — > ;s i,
it follows from Lemma 6.4.2 that the dual feasible solution satisfies this equality at each
iteration, and thus D™ # {.

It can be seen that if the objective value of (6.10) is equal to zero, then the solution
satisfies the complementary slackness conditions in (6.9). Moreover, Lemma 6.4.1 suggests
that there exists an integral solution of (6.9) as well, which also leads to an objective value
of zero at (6.10). Thus, we conclude that if the objective value of (6.10) is equal to zero,
then there exists an optimal solution, that is integral, and that satisfies the complementary
slackness conditions in (6.9). Since, it satisfies the complementary slackness conditions,
it follows that it is optimal in LP1 and the corresponding dual solution is optimal in DI.
Thus, Step S5 of the algorithm implies that if the algorithm terminates, the corresponding
primal and dual solutions are optimal.

If the objective value of (6.10) is not equal to zero, then as Lemmas 6.4.2 and 6.4.3
suggest the solution in Step S4 is dual feasible, and has a lower objective value. Moreover,
Lemma 6.4.3 implies that starting from a dual feasible solution (p, 7), in finitely many steps
a dual feasible solution (p,7) + 6*(p,7) is reached. On the other hand, it is known that
using step-size 6* primal-dual algorithms converge in finitely many steps (Papadimitriou
and Steiglitz, 1998). Thus, it follows that the algorithm terminates in finitely many steps,
and the claim follows.

|

6.4.2 An Efficient Iterative Auction

In the previous section, we provided a primal-dual algorithm that can be used for solving
LP1/D1. In this section, we employ this algorithm to design iterative auctions that imple-
ment the cfficient outcome for sign-consistent tree valuations. In particular, we first show
that the auctioneer can simply run Algorithm 1 by asking bidders the set of items that
they demand at the given prices (i.e., the sets D™ in Algorithm 1), and adjusting prices
accordingly. This process can be interpreted as an iterative auction, which we refer to as
the one-stage auction game. We show that if bidders truthfully reveal their demand this it-
erative auction converges to a Walrasian equilibrium and implements the efficient outcome.
On the other hand, bidders may have incentive to misreport their demand, if the auctioneer
charges final payments to bidders that are equal to the prices that emerge at the end of the
auction. In order to resolve this issue, we propose another related auction, which we refer
to as the serial auction. This auction relies on running a series of one-stage auctions to find
the efficient outcome, as well as the payments that guarantee truthful revelation of bidders’
demand at each step of the auctions. We show that this iterative auction implements the
efficient outcome at an ex-post perfect equilibrium, for sign-consistent tree valuations.

In Section 6.4.1, Algorithm 1 implicitly makes use of the value functions {v™}. In
particular, in the first stage of the algorithm, we define 7™ = maxgv™(S) — >4 pi-
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Additionally, in Step S2 of the algorithm we construct sets D™, which can be used to
formulate optimization problems (6.10) and (6.11). Note that Steps S1 and S2 are the only
steps of the algorithm, where information about payoffs is necessary.

We claim that in order to run this algorithm, it is not necessary to explicitly use variables
{#™}. In particular, assume that initially 7™ is defined as in Step S1. Lemma 6.4.2 suggests
that after each dual variable update these variables satisfy 7 = maxgv™(S) — D iesPi
Moreover, the algorithm does not make use of these variables except for identifying sets for
which the aforementioned equality holds. These observations imply that the algorithm can
be run by implicitly defining 7™ = maxgv™(S) — 3, g p; for all bidders m and bundles
S at every stage of the algorithm, and constructing sets D™ = arg maxg v™(S) — > ics Pi-
Note that this choice of 7™ ensures that D™ = {S|7™ = maxgv™(S) — 3", g p:}, ie., the
set of items each bidder m demands at the current prices.

Thus, it follows that Algorithm 1 can be reformulated by eliminating the 7 variables, and
and using the sets D™ = arg maxgv™(S) — ), . p; for formulating optimization problems
(6.10) and (6.11). This suggests a natural iterative auction format, which we refer to as the

one-stage auction:

One-stage auction.
S1: Start with prices p; = 0 for all 4.

S2: Ask each bidder m the set of items she demands D™ = arg maxg v™(S) — >, g Pi.

S3: Solve (6.10). If this problem has objective value 0, then there exists an optimal
solution of (6.10) that is integral. Go to step S5. Otherwise, go to step S4.

S4: Update the prices using p obtained by solving (6.11) to p + ¢(p, p)p. Go to step S2.

S5: Terminate returning the allocation of items, suggested by the optimal integer solution
of (6.10). Assign each bidder m who receives a set of items $™, a payment that is

equal to ) . gm Di.

Observe that in the above iterative process, the auctioneer, who does not know the value
functions of bidders, sets prices, and bidders respond to these prices with their demand sets.
In response to these demand scts, the auctioneer adjusts the prices, until a final allocation
is obtained. Note that the price updates have an intuitive interpretation. The auctioneer
increases the prices of overdemanded items, and decreases the prices of the underdemanded
items as suggested by Step S4, and Lemma 6.4.2. The auction terminates, if the condition
in Step S3 holds, i.e., none of the items is under/over demanded (and hence (6.10) has
objective value zero).

We next use Lemma 6.4.4 to show that if bidders truthfully report their demand sets,
ie., reveal sets D™ = argmaxsv™(S) — D ,cgPi at each step of the auction, then the
one-stage auction terminates with an efficient allocation. In fact, we establish a stronger

result: If a subset My of bidders reveal their demand truthfully, after some history H;, and
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the auction terminates with an assignment of items {S™}, then {S™},cn, is an cfficient

assignment of items Up,caq,S™ to bidders in M.

Lemma 6.4.5. (i) After any history Hy, assume that bidders in My C M reveal their
demand truthfully at the one-stage auction game, and the auction terminates with a
final allocation {S™}. Then {S™}mem, is an efficient assignment of items UpmeptyS™
to bidders in My.

(i1) After any history Hy, if all bidders reveal their demand truthfully, the one-stage auc-

tion game terminates with an efficient allocation of items.

A proof of this Lemma can be found in Section 6.8.

Observe that Step S2 of the one-step auction game implies that if bidders truthfully
reveal their demand, then the allocation and prices obtained at the end of the iterative
auction constitute a Walrasian equilibrium. Thus, we conclude that this iterative auction
terminates when a natural market clearance condition holds.

Despite the fact that the one-stage auction game converges to the efficient allocation,
when agents reveal their demand truthfully, the prices that emerge at the end of this iterative
auction may not guarantee truthful demand revelation. We next introduce an extension of
this iterative auction, which we refer to as the serial auction game. In this game, bidders
compete not in one but multiple one-stage auctions auctions, conducted in series. At the end
of this sequence of auctions, we guarantee that the auctioneer finds the efficient outcome, as
well as the payments that guarantee truthful revelation of demand sets at an equilibrium.
Before we explain our approach in detail, we introduce some additional notation.

Consider the one-stage auction game introduced above. Denote by p(t, S) the total price
of items in bundle S, at step ¢ € Z of this auction, i.e., p(t,S) = >, g pi(t), where p(t)
is the price vector at step ¢. Let D™(t) be the set of items bidder m reports as her demand

at time ¢, in response to prices p(t). For each bidder m, and ¢ > 1, we define
max p(t+1,8) —p(t, S it D™ ND™(t+1)#0
qm(t) — Se D™ (tyND™(t+1) ( ) ( ) ( ) ( ) # (612)

L otherwise,

where L is a large constant. Observe that if bidders reveal their demand sets truthfully, and
D™ ()N D™ (t+1) # B, we have v™(S) — p(t, S) = v™(8) —p(t, §) and v™(S) —p(t +1, 5) =
v™(§) —p(t+1,8) for any S, 8 € D™(¢t) N D™(t+1). These equalities imply that if bidders
are truthful, then p(t4+1,5) —p(t, S) = p(t+1,8) —p(t, §) for any S, 5 € D™(t)ND™(t+1).
Hence, in this case maximization in (6.12) is unnecessary.

We denote by Q™ the sum of ¢™(t) in the course of the auction, i.e., Q™ = ;F:_ll qm(t),
where T denotes the step at which the auction terminates. We next show that Q™ reveals

useful information about valuations of bidders, when they bid truthfully.5 A proof of this

SA similar result (with a slightly different definition for the quantity Q™) that requires having piecewise
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Lemma can be found in Section 6.8.

Lemma 6.4.6. Assume that bidder m bids truthfully in the one-stage auction game, and
the auction terminates assigning bundle S™ to bidder m. Then, Q™ = v™(N) — v™(58™) +
p™(S™), where p™(S™) stands for the price associated with this bundle at the end of the
auction.

We next introduce the serial auction game. Let M = {1,..., M} denote the set of all
bidders. The serial auction game involves:

e At stage zero, running a one-stage auction with bidders M (referred to as auction 0),

e At stage k running a one-stage auction with bidders M — {k} (referred to as auction
Let Q7 denote the Q™ value associated with bidder m in auction k. Denote the assignment

obtained at the end of stage k by {S]*}, and the corresponding prices for these bundles at

the end of the auction by {p*(S;*)}. If the serial auction game terminates, then
e Items are assigned according to the allocation that emerges at the end of stage 0, i.e.
{S6°}-
e Final payment of each bidder m is equal to Ek#m(Q’g — pE(SE)) — (QF, — pE (SE)).

Observe that the final allocation of items to bidders is determined at the end of stage 0.
The subsequent stages are present to compute the final payments of the bidders.

A complete description of the game requires specifying payments of bidders for cases
where the auction does not terminate. If auction [ does not terminate (I > 0), then each
bidder m < [ receives items as identified at the end of stage 0 ({S§*}), and has a final
payment of Z,ﬁém(Q’g — pE(SE)) — (QF, — pE(SE)). Each bidder m > I, on the other
hand, receives no items and has a payment equal to Zk;ém(Q’g — pE(SE)). If auction 0 does
not terminate, then no item is assigned, and the final payment of each bidder is equal to
supr Zk;ém ZtT=1 q*(t).

We conclude this section by showing that it is an ex-post perfect equilibrium for bidders
to bid truthfully in the serial auction game. Moreover, truthful bidding leads to an efficient

allocation of items to bidders.

Theorem 6.4.1. It is an ex-post perfect equilibrium for bidders to bid truthfully in the
serial auction game. Moreover, the corresponding final allocation is efficient, and payments

are the associated VCG payments.

The proof of this theorem is provided in Section 6.8, Running a series of auctions
may pose difficulties in practice. On the other hand, we demonstrate in Section 6.5 that
when bidder-specific graphical pricing is used, the efficient outcome can be implemented by

running a single iterative auction.

smooth and continuous price paths, and relies on computing a Stieltjes integral of prices is also present in
Ausubel (20086).
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Remark: Recall that the VCG payment of agent m acquiring bundle S™ of items is given
by A™(S™, {vF b itm) £ maxzey zknzicg Do VF(Z5)—max gry zrazizg, zbnsm_g Dokpm VF(Z5).
It follows from Lemma 6.4.6 that when agents & # m bid truthfully in the one stage auc-
tion game, the auctioneer can compute the quantity Q¥ — p*(S™) = v*¥(N) — v*(S¥) for
all k # m. Since when bidders k # m bid truthfully {S* }esm is an efficient allocation of
items A — S™ to bidders k # m (see Lemma 6.4.5), it follows that 3., QF — pF(8™) =
> ktm vF(N) — vk (SF) = D ktm v (N) —max iy zrazt=0, Zknsm— > ktm v*(Z¥). This im-
plies that 4™(S™, {v*}xrm) = K™ + Eka&m(Qk — p*(S™)), where k™ is a function of true
valuations of bidders k # m. Thus, by running a single iterative auction, the auctioneer can
learn the VCG payment of each agent (whose opponents truthfully bid) up to an additive
function of her opponents’ valuations. It can be shown that if this quantity is charged to
bidders, as their final payments, then bidders still have no incentive to deviate from the
truthful bidding strategy. However, some bidders may have negative payoffs at the end of
the auction, and this may deter them from participating in the auction. Thus, if we allow
outcomes where some bidders have negative payoffs, it may be possible to implement the
efficient outcome by using a single iterative auction that relies on anonymous item-pricing.
An alternative approach involves running a single iterative auction, but not immediately
terminating the auction when a Walrasian equilibrium is identified. In particular, the
auctioneer can continue running the auction until she acquires sufficient information to
compute the VCG payments (or identifies the efficient allocation for sets of bidders M and
M —{k} for all k € M). The iterative auction format we present in the next section makes

use of this idea to implement the efficient auction by running a single iterative auction.

6.5 Iterative Auctions for General Graphical Valuations

In this section, we focus on solutions of LP5/D5 using iterative algorithms, and employ
these to develop new iterative auction formats that rely on bidder-specific graphical pric-
ing. The iterative auctions we develop in this section, have an ex-post perfect equilibrium
that implements the efficient outcome for all graphical valuations. Importantly, unlike the
auctions in Section 6.4, in these auctions, the auctioneer can compute the final payments
that guarantee truthful bidding, by conducting only a single auction (as opposed to a series
of auctions). Thus, our results imply that it suffices to run a single iterative auction which
relies on bidder-specific graphical prices to implement the efficient outcome for graphical
valuations.

An algorithm similar to that of Section 6.4 can be used for iteratively solving LP5
and finding the efficient allocation for graphical valuations. That is, we can start with
a feasible dual solution, and check if there exists a primal feasible solution satisfying the
complementary slackness condition with this dual solution. If such a solution exists, then we

identify a primal-dual optimal pair. Otherwise, we can focus on a restricted primal problem
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(similar to (6.10)), and the corresponding dual, and update the dual prices in accord with
the solution of these optimization problems. Since, primal-dual algorithms converge to
the optimal solution of the underlying optimization problem, and in LP5 there exists an
optimal solution that coincides with the efficient allocation, the approach we outline above
guarantees convergence to the efficient outcome.

Note that this approach requires solving the restricted primal/dual problems in order to
identify the dual variable update directions. On the other hand, the dual space of LP5 (or
the feasible set of D5) exhibits a special structure that allows for convergence to the optimal
solution, by updating the dual variables using a simple update rule that does not require
solving the restricted primal/dual problems. Before we explain this approach, we introduce
some necessary definitions, and present important properties of the optimal solutions of D5.

We define a restriction of a feasible solution ({pzm,pg-‘}meM, {7m™}mem, ms) of D5 to a
set of bidders My C M as the tuple ({pl'-”,pg-’}mgMo, {7™}memy, Ts). Similarly, we refer
to the tuple {p;n,p;’;, T meM, as the restriction of prices and bidder surpluses to a set of
bidders Mo C M. Additionally, we say that D5 is formulated with subset My of bidders,
if (i) it has p[*, p7, 7™ variables only for m € My, (ii) the first constraint is imposed only
for m € My, and (iii) the second constraint is present only for allocations u, where bidders
m ¢ Mg do not receive any items, i.e., u™ = {.

We next show that there exists an optimal solution of D5, whose restriction to any
subset of bidders gives prices and bidder surpluses that appear at an optimal solution of a
formulation of D5, for this set of bidders.

Lemma 6.5.1. (i) Assume that there are at least two bidders and one item, and the
efficient allocation is unique. Then, the prices that are part of an optimal solution of

D5 are not unique.

(ii) There exists an optimal solution of D5, such that for any Mg C M, the restriction
of prices and bidder surpluses of this optimal solution to My agrees with prices and

bidder surpluses at an optimal solution of a formulation of D5 with set of bidders M.

Proof. (i) Denote the unique efficient allocation by {§™}. Consider a solution of D5, where
it = wi, piy = wiy, w =0, for m € M, and 7, equals to the maximum welfare, i.e.,
s = W* 2 maxygmy ) 4 v*(S¥). It can be immediately checked that this solution is feasible
in D5. Additionally, the corresponding objective value is equal to W*. However, LP5 has
a feasible solution, associated with the efficient allocation, which has the same objective
value. This implies that the constructed dual feasible solution is also optimal.

Since the efficient allocation is unique, it follows that

Te=D > Pl D pE>Y> > i+ Y P (6.13)

m jcSm ijesm m iES™ ijesm
for any other allocation {S™} # {8§™}. For some player k, we have S* — % £ §). Let item j
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belong to this set. For sufficiently small €, consider the following solution of D5: ]3? = p;? +e€,
Pt = p* for all (m,3) # (k,j), P = pi* for all (i,7) € E, #™ = 7™ for all m, #° = =°.
Note that this solution is feasible since (weakly) increasing {p}",pg»’} does not violate the
constraints involving #™. Additionally, the constraint involving 7% is not violated since this
constraint is strict except for allocation {gm}, jesm™— gm, and ¢ is sufficiently small. On
the other hand, it can be seen that the new solution achieves the same objective value as
the original solution, hence it is optimal, and the first part of the claim follows.

(ii) In order to prove the second part, consider the initial dual optimal solution we
constructed for the first part, i.e., pi* = wl", Py = wil, ™ = max{gm) ) vk (SF), 7™ =0
for all players m, nodes ¢ and edges (i, j) € E. Observe that after restricting this solution
to a set of bidders My, and replacing 7* with n° = MAX gy sm g for m ¢ Mo > v (SF),
we obtain a solution for D5 formulated with bidders M. Feasibility of this solution can
immediately be checked. Note that the objective value of D5 associated with this solution,
is equal to the maximum welfare that can be raised with set of bidders M. On the other
hand, when D5 is formulated with set of bidders My, the corresponding LP5 has a feasible
solution associated with the efficient allocation to set of bidders Mg, and the objective value
of this solution is equal to the maximum welfare (max (§m}1sm—p for m & My > R (SFY).
Thus, it follows that the solution we constructed is also optimal in a formulation of D5,
with set of bidders My. We conclude that the restriction of prices and bidder surpluses of
the optimal solution obtained in the first part to set Mg, agrees with an optimal solution
to D5, formulated with set of bidders My, and the claim follows. a

Since generically (i.e., except for possibly a measure zero set of node/edge weights)
there is a unique efficient allocation, the above lemma suggeéts that D5 almost always has
multiple optimal solutions. Moreover, it has an optimal solution whose prices and bidder
surpluses also appear in an optimal solution of D5 formulated with fewer bidders.

Consider an optimal solution of D5, such that for all m € M, the prices and bidder
surpluses of this solution agree with the prices and bidder surpluses at an optimal solution
of D5, formulated with bidders M — {m}. We refer to such a solution of D5 as a special
optimal solution.% Intuitively, the dual prices and bidder surpluses in this solution remain to
be optimal, after removing at most one bidder from the formulation. Lemma 6.5.1 implies
that special optimal solutions exist.

Let ({p["},{p[3},{7™},7%) be a special optimal solution of D5. By Theorem 5.4.1
it follows that LP5 has an associated integral optimal solution. Moreover, this solution

5Special optimal solutions are closely related to the universal competitive equilibrium (UCE) price concept
of Mishra and Parkes (2007, 2009). In particular, UCE prices correspond to “competitive equilibrium” prices
for sets of bidders M and M — {k} (for every k). Moreover, they can be used for computing the VCG
payments of agents. On the other hand, UCE prices associate a bidder-specific price with every bundle of
items, and hence potentially consist of M2V distinct parameters. In contrast, the special optimal solutions
wc focus on here, associate a bidder-specific price with each node and edge of the underlying graph (hence
consist of O(M N?) parameters). Moreover, when valuations are graphical, as we establish in this section,
they are sufficient for the computation of VCG payments.
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suggests an efficient allocation of items to bidders. We denote this cfficient allocation by
{S8" e, and note that the optimal solution of LP5 has #™(S*) = 1 for all m. Similarly,
when D5 is formulated with a set of bidders M —{k}, the corresponding LP5 has an integral
optimal solution that identifies an efficient allocation for these bidders. For every k € M,
denote this allocation by {S7'}neam—{k}, and note that the associated optimal solution of
LP5 has z™(S5") = 1 for all m # k. Since ({p[*}, {pj7}, {n™},7°) is a special optimal
solution, then by complementary slackness in LP5 and D5, it follows that

7" =v™(S85") — p™(Sg") = v (SK) — p™(SK'),

where we use the shorthand notation p™(S) = > ..o + Eije s Py This suggests that at

a special optimal solution we have:
v™(SE) — v (55°) = p™(S") — (ST (6.14)

Since by definition {S*} is an efficient allocation for a set of bidders M — {k}, it follows
that VCG payment (see Definition 6.3.3) for bidder k is given by °,, . v™(Si") —v™(SF*) =
> mzk PT(SE) — pT(SG)- This expression suggests that if a special optimal solution of D5
can be found, then this solution can be used to compute the VCG payments, in addition
to the efficient outcome. Additionally, complementary slackness implies that at a special
optimal solution the prices and the allocation {S§*} constitute a pricing equilibrium with a
bidder-specific graphical pricing rule.

We next propose an iterative auction format (see the table below) that implements the
efficient allocation for all graphical valuations. The prices in this auction are updated so
that when bidders reveal their demand truthfully, they converge to prices that are a part
of a special optimal solution of D5. This allows for charging bidders final payments that
are VCG payments, and guarantees that truthful demand revelation is an ex-post perfect
equilibrium.

We make two assumptions before we state our auction format: (i) the valuation functions
are integer-valued, (ii) there exists some integer w such that @ > wi}, w™ for all m, 7, and
(i,7) € E. Observe that the first assumption also implies that the node and edge weights
are integers for all bidders. The second assumption simply suggests that an upper bound

on node/edge weights is known.

This auction starts with high prices, at which bidders who bid truthfully do not demand
any items. Intuitively, the auctioneer decreases the prices of items that are not demanded
in isolation (i.e., {i} ¢ D¥), until bidders start demanding them. Once a bidder demands
such an item 4, it is added to set T*. If two end points of an edge belong to this set (they
are demanded at some point), and the bundle {Z, j} is not demanded, then the auctioneer
decreases the price associated with this edge. If the termination condition in Step S2 holds,

then the auction terminates with a final allocation, and payments that are only a function
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An iterative auction for general graphical valuations.
S1: Set pi* = pi? = w for all m, 7 and 4j. Set ¥ = § for all m.

S2: Ask every bidder m the sets she demands at the current prices, ie., D™ =
arg maxs v (S5) = 3 ies Pi* — Dijes Pij-
If there exists an allocation {S§*} such that
e S5t e D™
o > . p™(SF) >3, p™(S™) for any other allocation {S™}

and allocations {S}"};mxx for every bidder k such that
o St D™
® D sk PT(SE) 2 2ok PT(S™) for any other allocation {S™}
then go to step 55. Otherwise go to step S3.
S3: For every bidder m, and item 4, if {¢} € D™, then do not update p*, and set ¥ :=
U™ U {i}. Otherwise decrement p* by one.
For every bidder m, and edge (4,5) € E, If i,j € ¥™, and {4,j} ¢ D™, then decrement
p;i; by one. Otherwise do not update pf7.
S4: For every bidder m, if (i) p[® < 0 for some i € N, or (ii)) S € D™ but §’ C S is such
that S ¢ D™, then set pI* = p[} = @ for all i € N, (i,7) € E, and ¥™ = {.
Go to Step S2.

S5: Terminate, by allocating items according to {S7'}, and assigning a final payment for
each bidder k that is equal to Zm#k P™(S) — p™(SF).

of the prices that emerge in the last stage of the auction. The final payment of each bidder
k is the difference between the revenue the auctioneer can raise at the final prices, if this
bidder is not present (3, 20 P (SE")) and the revenue the auctioneer can raise from the
remaining bidders, when she is present (3 _,,,_, p™(S7")). Finally, if a bidder m does not bid
truthfully, then the conditions of Step S4 may hold, and the auctioneer “resets” the prices
for bidder m, i.e., they are updated to the levels in Step S1. Note that if the auction does
not terminate, the auctioneer does not allocate any items, and bidders do not make any
payments. Hence, in this case we assume that bidders receive a payoff of zero.

An iterative solution of LP5/D5 using a primal-dual algorithm requires keeping a dual
feasible solution at each stage, checking if there exists a primal feasible solutions that
satisfies the complementary slackness conditions with the given dual feasible solution, and
updating the dual variables to obtain a dual feasible solution with an improved objective.
Additionally, as in Section 6.4, it is possible to implicitly define {#™,7°} variables at each
stage of this iterative algorithm, by setting ™ = maxgv™(S) — > ;.o P! — 2 ijes Pij, and

T = MaAXpey D D icum PT+ D ije m Piy- Note that this choice of dual variables guarantees
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dual feasibility at each stage, and allows expressing dual variable updates, only in terms of
the updates of the price variables.

The steps of the above iterative auction are similar to a primal-dual algorithm, when
bidders truthfully reveal their demand. In particular, defining 7™, and #® variables im-
plicitly, as given above, dual feasibility in D5 is always guaranteed. Additionally, the first
set of termination conditions in Step S2 (those involving S7*), correspond to checking if
there exists a primal feasible solution satisfying complementary slackness conditions with
the given dual feasible solution. More precisely, it can be seen that if these conditions hold,
the primal feasible solution «™(S7*) = 1 for all m, d(spy = 1, and 2™(S) = 6, = 0 for
remaining g and (m, S), satisfies complementary slackness conditions with the aforemen-
tioned dual feasible solution. Additionally, this solution is feasible in the primal, implying
that the given primal and dual feasible solutions are optimal, and {57} is efficient.

On the other hand, the iterative auction proposed above is different than a primal-dual
algorithm in two aspects. First, even after an optimal solution is found the auction may
not terminate. This can be seen by observing that if the first set of conditions in Step S2
hold, but the second set of conditions do not, the price updates continue. This feature of
the auction guarantees that price updates terminate only when a special optimal solution
is found (and possibly after an optimal solution is found). Secondly, unlike primal-dual
algorithms, the dual updates need not strictly improve the objective. This can be seen by
noting that even after an optimal solution is found, price updates continue. Moreover, price
updates do not require explicitly formulating and solving restricted primal/dual problems.

Thus, we conclude that when bidders reveal their demand truthfully, the above iterative
auction imitates a primal-dual algorithm. However, it is slightly different from a primal-dual
algorithm, as it searches for a special optimal solution of D5 (as opposed to any optimal
solution).

We next show that when bidders truthfully reveal their demand this iterative auction
converges to a special outcome of D5. Additionally, when final allocation and payments are

chosen as in step S5, it is an equilibrium for bidders to reveal their demand truthfully.

Theorem 6.5.1. (i) Let {v™} denote the valuations of bidders. Assume that the above it-
erative auction terminates with prices ({p"}, {pl}’}), and at the last step of the auction,
bidders’ demand reports are truthful. The solution of D5 obtained by setting 7™ =
maxs v"™(5) = X ies P = Dijes Pif> and 0 = maxuex 3 D lieum P+ Lijeum P
s a special optimal solution.

(%) In this auction, it is an ex-post perfect equilibrium for bidders to reveal their demand
truthfully. Moreover, the corresponding final allocation is efficient, and payments are

the associated VCG payments.

We conclude that the iterative auction format that is defined in this section guarantees

that the efficient outcome emerges at an ex-post perfect equilibrium. Additionally, it does
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so without running a series of auctions, and by relying on a simple pricing rule: bidder-
specific graphical pricing. In particular, this auction terminates at a pricing equilibrium
(with bidder-specific pricing rule), which also is a special optimal solution of D5. The
allocation at this solution is efficient, and the prices allow for the computation of the VCG
payments. These final payments ensure that bidders have no incentive to deviate from

truthful bidding, at any stage of the iterative auction.

The key enabler of our result is the special structure of graphical valuation functions,
and the existence of an LP formulation (LP5), which has a simple dual space, and can
be used to find the efficient allocation for all graphical valuations. In the next section,
we provide a generalization of our results and auction format to additively decomposable
valuations, and discuss how the “complexity” of the auction format changes, as we consider

more and more general valuation functions.

6.6 Generalization: An Alternative LP and Additively De-

composable Valuations

In the previous section we showed that D5 has some optimal solutions, which allow for
computing the VCG payments. We designed an efficient iterative auction by ensuring
convergence of prices to this special optimal solution. However, we also established that
the optimal solution is not unique. Hence, the iterative auction we developed relied on

convergence to the “right” optimal solution of D5.

In this section, we provide an alternative LP formulation of the efficient allocation
problem, whose dual both suggests a bidder-specific graphical pricing rule, and reveals
enough information at all of its optimal solutions to compute VCG payments. Iterative
solutions of this LP formulation provide an alternative approach for designing iterative
auctions systematically. Additionally, we show that it is possible to extend this approach

to additively decomposable valuation functions introduced in Section 5.5.

Before presenting the alternative formulation, we introduce some new notation. We
denote by x all complete allocations where bidder & does not receive any items, i.e., if
HE € Xk then /Lﬁ = (). We use the variables {dﬁk }urexe such that ZHkEXk 5,’jk =1, 5ﬁk >0,
to denote a distribution over these allocations.
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Using this notation, the primal LP (LP6) we focus on in this section is provided next:

max » XS: £™(S)™(S)

s.t. me(S) <M Vm
S

DA< D sty > ok Vim

Slies pexliep™ k#m prexplicp
LP6: a8 = Y +>. > & VijeEm
Slijes peExligep™ ktm prexplijeu
D %=1
HEX
Z 6Tm =1 Vm
HEmEXm

8, > 0,2m(5) > 0.

In this optimization problem, we jointly solve for the efficient allocation for bidders in
M, and for bidders in M — {k} for all k € M. We could formulate separate optimization
problems to compute these efficient allocations: (i) for the case involving all players in M, we
could use variables (z™(5),d,) and formulate LP5, (ii) for bidders in M — {k} we could use
variables (z™(S5), “k) and appropriately reformulate LP5 for bidders in M — {k}. Instead,
LP6 solves all of these optimization problems jointly, by aggregating their constraints and
coupling them. For instance, as opposed to imposing > "¢ z™(S) < 1 as in the M separate
formulations of LP5 involving bidder m (mentioned above), LP6 imposes a single constraint
> gx™(S) £ M. Consequently, in LP6 we have a single constraint for each bidder-item
or bidder-edge pair. This ensures that the corresponding dual optimization problem (D6),

presented next, leads to a graphical pricing rule.

min 7° +Z7r +M27r
st.a™ > o™ sz Z py VSm

€8 ijeSlijeE
D6 : >¥ D+ Y | Veex
m ieEu™ ep™
T > S+ 0| Vim € xm
k#m \ieuk, icuk,

pt, ™ > 0.

Similar to our interpretation for n*%, in the dual problem, the variable #, can be inter-

preted as the revenue of the auctioneer when bidder m does not receive any items. The
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interpretation of the remaining variables/constraints is exactly the same as in D5.

We next show that for graphical valuations LP6 can always be used to jointly identify the
efficient outcome in problem instances with bidders M as well as M — {k}. Additionally,
the corresponding dual optimal solution of D6 can always be used to identify the VCG
payments.

Theorem 6.6.1. Assume that bidders have graphical valuations. Let {S™},, and {S7"}mk
(for all k € M) denote the efficient allocation for set of bidders M and M~—{k} respectively.

(i) LP6 always has an optimal solution that is integral. In this solution, we have d;gm) =
5?5?} =1 jforallk € M, and 6, = & = 0 for the remaining , m,m; and
z™(S) = [{k € M|S = SP} + ls_sm for all m, S, where 1g_gm is an indicator
variable that is equal to 1 if S = 5™, and 0 otherwise.

(ii) At any dual optimal solution of D5, for any bidders m, k, we have

T =S = 3P - D P =S = Yo Pl - 3 P

ieS™ 1jes™ icSy ijeSy
s __ m 7
= 2E+ D (6.15)
m iES™ ijesm
s __ m 770
Tk = dopl+ DA
m#k \icSm jesy

(153) At any dual optimal solution, for any bidder m, the quantity

S e+ ol - Db+ Y 0w (6.16)

k#m ic Sk, ijeSk, i€ Sk ijesk
s equal to the VCG payment of bidder m, for acquiring bundle S™ of items.

Proof. (i) Denote by W* and W} the total value generated by the allocations {S™} and
{Si} respectively. It can be immediately checked that the solution specified in the theorem
statement is feasible, and the associated objective value is equal to W* + 3, Wg. This
suggests that the optimal solution of LP6 is lower bounded by W* + >°, W}

Consider the dual solution p[* = wi, pi} = wf}, 7™ = 0, for all m, i € N, (i,j) € E,
and

m=maxd | DR D v

m teum ijEL™
s _ m m
Ty = Max E pi + E pi;
HE€EXK . s
m#£k \ieu® gEUT
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It follows from D6 that this solution is feasible. Moreover, by construction the corresponding
dual objective value is equal to W* + >, W[*. Thus, the optimal objective of the dual
problem is upper bounded by W* + %, W}.
By strong duality it follows that the primal and dual feasible solutions we construct
above are optimal for LP6 and D6 respectively. Hence, the first part of the theorem follows.
(ii) Consider the optimal solution to LP6 given in part (i) of the theorem. Complemen-
tary slackness suggests that any dual optimal solution satisfies the conditions in the second

part of the theorem. Hence, the claim immediately follows.
(iii) It follows from part (ii) that (Eies,'fn pF+ 2ijest pfj) = v*(Sk)— 7% and similarly
(Ziesk pF+ > ijesk pfj) = v*(5%) — 7%, Thus, the quantity in (6.16) is equivalent to

D (05 (Sm) =) = V(%) = 7F) = 3 S (0 (Sh) - vF(8*)).
k#m k#m
Since allocations {S™} and {S7} are efficient (for set of bidders M and M — {k} respec-

tively), the quantity in the right hand side is equal to the VCG payment of bidder m, and
the claim follows. O

This theorem suggests that iterative solutions of LP6/D6 via primal-dual algorithms can
be used to identify the efficient outcome, and VCG payments at the same time. Moreover,
solution of these LPs using primal-dual algorithms lead to natural iterative auction formats.
In these auctions, the auctioneer sets bidder-specific graphical prices, and the bidders report
the set of items that they demand, exactly as in Section 6.5. Given demand reports the
auctioneer can solve restricted primal/dual problems associated with LP6/D6 to find a dual
update direction (assuming 7™, 7°, 75 variables are implicitly defined, analogously to our
approach in Sections 6.4, 6.5). When the complementary slackness conditions associated
with these LPs hold (or restricted problems have objective value zero), the auctioneer
terminates the auction by assigning the allocation {§™} (as defined in Theorem 6.6.1(i))
and final payments specified in Theorem 6.6.1(iii). Since by collecting demand reports,
and updating the prices as explained above, the auctioneer essentially runs a primal-dual
algorithm, it can be seen that after any history Hy if bidders truthfully reveal their demand,
this auction terminates at a pricing equilibrium with the pricing rule suggested by D6, and
and an efficient outcome is identified. Moreover, it can be easily checked that if the auction
terminates assigning bidder m some set of items $™, and if bidders & # m bid truthfully, the
payments suggested in Theorem 6.6.1(iii) will be equal to 4(5™, {v*}k2m). Thus, it can be
shown that truthful bidding strategy satisfies conditions of Theorem 6.3.1, and hence in this
auction it is an ex-post perfect equilibrium for bidders to reveal their demand truthfully.
Since the approach outlined here for developing an iterative auction using a primal-dual
algorithm, closely follows the approaches in Sections 6.4 and 6.5, the details are omitted.

We conclude this section by providing a generalization of LP6 and D6 to additively
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decomposable valuations (denoted by LP6G and D6G). In particular, for a given collection
B = By U B UB_ of sets (see Section 5.5 for a definition of collections By, By, B_), we

consider the following primal-dual LP pair:

LP6G :

max Z Z z™(S)v™(S)
m S

st. Y ™S <M  Vm
S

P IR

5|8'=8nB plpmNB=8' k#m uexe |y NB=5'
k
SEELCEND SRS DI DI
5|8’=8NB plumOB=S§" k#m py €xx|pPNB=S"
k
DEELOEID SRS SENED DI A
Sis'=8nB plpmOB=5' k#m ppExk|pf NB=5"
PBLAES!
HEX
k
S o<1 v
HE€Xk
z™(8), 64,65, >0 Vm, S, p, .

D DD DR

Vm,SICB,BEB+

Vm,S CB,BeB.

Vm,S CB,BebhB,

min 7TS+Z7T;"+MZW7”
m

st. a™>0™(S) - ) pR(SNB)  Vm, S
B

D6G wsz;§pg<um03> Vi€ x
Tn 2 ZZP%(/‘%QB} Vm, fim € Xm
kim B
7™ >0 Vv m,
pE(:)>0for Be By, pg(-)<Ofor BeB._,

Observe that LP6G and D6G are immediate generalizations of LP6 and D6 respectively. In

particular, the latter optimization formulations can be obtained by restricting attention to

a formulation of LP6G and D6G, for a collection B that contains only singletons, and pairs

that correspond to edges.

Analogous to the results of Theorem 6.6.1, we show that this primal-dual LP pair can

be used to find the efficient allocation, and the VCG payments for additively decomposable

valuations with a given collection B.

Theorem 6.6.2. Assume that bidders have additively decomposable valuations with a col-
lection B. Let {S™}m and {S}*}mxk (for all k € M) denote the efficient allocation for set
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of bidders M and M — {k} respectively.

(i) LP6G always has an optimal solution that is integral. In this solution, we have 5{Sm} =
5?5?} =1 for all k € M, and 6, = 6, = 0 for the remaining p, fim, m; and
z™(S) = [{k € M|S = S} + lg=gm for all m,S, where 15—gm is an indicator

variable that is equal to 1 if S = 8™, and 0 otherwise.

(i) At any dual optimal solution of D6G, for any bidders m, k, we have
A" = om(S™) — 3 pE(S™ N B) = w(ST) — SO pB(SE 0 B),
B B
™= pE(S™NB),
m B
= > PRSP B).

m#k B

(iii) At any dual optimal solution, for any bidder m, the quantity

> (ZP%(anﬂB) Zp'fg(S'“ﬂB)) (6.17)

k#m B B

is equal to the VCG payment of bidder m, for acquiring bundle S™ of items.

Proof. The proof of this theorem is identical to that of Theorem 6.6.1, and obtained follow-
ing the same steps, after replacing p{”, pj; by pjg, and constructing a feasible dual solution

Py = wy. O

This result suggests that using primal-dual algorithms with the aforementioned LP
formulations, it is possible to jointly identify the efficient allocation, and VCG payments for
additively decomposable valuations. Moreover, these algorithms suggest iterative auction
formats that implement the efficient outcome for all graphical valuations. These auctions
rely on using bidder-specific prices that decouple over the underlying collection of sets, i.e.,
{p}. Details are omitted, as this approach is an immediate generalization of our approach

for graphical valuations, and closely follows our results in Sections 6.4 and 6.5.

6.7 Summary

In this chapter, we focused on iterative solutions of the LP formulations provided in Chap-
ters 4 and 5, and showed that these can be used to design iterative auction formats where the
auctioneer sets prices, bidders reveal their demand, and the auctioneer adjusts prices until
a Walrasian/pricing equilibrium is found. When bidders truthfully reveal their demand, the
final allocation of items to bidders identified by this process is efficient. We complemented
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the iterative solutions of the LPs with appropriate payment schemes to guarantee truth-
fulness. Our results suggest that for sign-consistent tree valuations, the efficient allocation
can be implemented (at an ex-post perfect equilibrium) by running a sequence of auctions
that rely on the anonymous item pricing rule. On the other hand, if the auctioneer has the
Hexibility to use the bidder-specific graphical pricing rule, she can implement the cfficient
outcome (again at an ex-post perfect equilibrium) (i) for all graphical valuations, (ii) by
running a single auction. In order for auctions that rely on bidder-specific graphical pricing
rule to implement the efficient outcome, the auctioneer updates the prices in a way that
leads convergence to a “special” dual optimal solution of the associated linear program.
Motivated by this cbservation, we provided an alternative LP formulation of the efficient
allocation problem for general graphical valuations. This formulation still suggests em-
ploying bidder-specific graphical prices, and its solution simultaneously reveals the efficient
outcome (i) for all bidders, as well as (ii) for all bidders but one. Additionally, any dual
optimal solution of this LP formulation can be used to compute the VCG payments. Thus,
this LP can be used together with any primal-dual algorithm to develop iterative auctions
that implement the efficient outcome. Moreover, this formulation generalizes to settings
with additively decomposable valuations, providing a framework for developing iterative
auction formats that guarantee efficiency beyond graphical valuations.

The results of this part of the thesis imply that when valuation functions of bidders
exhibit some structure (such as the additively decomposable structure, or the graphical
structure), it is possible to develop efficient iterative auction formats that rely on pricing
rules which have a similar structure. Thus, the “complexity” of the pricing rule need
not exceed the “complexity” of the valuation functions for iterative auction design. We
close this part of the thesis by emphasizing that in practice it may be possible to develop
iterative auction formats that rely on simple pricing rules, by first identifying the structure
in valuations of bidders, and then following the framework provided here to exploit this

special structure.

6.8 Appendix: Additional Proofs

Proof of Lemma 6.4.1. If {z™(S)} is a solution to (6.9), then it satisfies complementary
slackness conditions, and this solution is optimal in LP1 and the associated dual solution
(p, ) is optimal in D1. On the other hand, Corollary 4.3.1 suggests that there exists an
optimal solution of LP1 {Z™(S)} that is integral. Observe that if > o Z™(S) = 0 for some
m, by setting z™ () = 1, another integral feasible solution of LP1 with the same objective
value can be obtained. Thus, without loss of generality we can assume that the optimal
integral solution {Z™(S)} is such that )} ¢Z™(S) = 1 for all m. Moreover, Assumption
4.2.1 implies that if there exists an optimal solution of LP1 that is integral, another integral
optimal solution such that > >~ sjies T(8) =1 for all 7 can be obtained. This can be
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seen by noting that given an optimal integral solution {z(S)} such that ™(S™) = 1, and
>om ZS|:‘€S Z™(S) = 0 for node ¢, another feasible solution with weakly larger objective
value can be obtained by setting z™(S™ U {i}) = 1, and z™(S8™) = 0, and keeping the
remaining components of the original solution intact.

These observations imply that an optimal solution of LP1 that is integral and that
satisfies 35, 3 geg 2™(S) = 1 for all i, and 3 g7™(S) = 1 for all m can be obtained.
Denote this solution by {#™(S)}. Since, (p,7) is optimal in D1, it follows that it should
satisfy complementary slackness conditions with z™(S). These conditions are identical to
(6.9), and hence the claim follows. |

Proof of Lemma 6.4.2. First, we show that if (p, ) is feasible in D1, then for small enough
€, 50 is (p,m) + €(p, 7). To see this first observe that if p; > 0, then for sufficiently small
€, we have p; +€p; > 0. On the other hand, if p; = 0, then feasibility of (p,7) in (6.11)
implies that p; > 0, and hence p; + ¢p; > 0. Similarly, observe that for all m,S such
that 7 = v™(8) — > ;cgpi, we have 7™ + 3. «p; > 0. This implies that 7™ + ex™ >
v"™(8) — > ies(Pi +€p;). On the other hand, if 7™ > v™(S) + 3, g pi, then for sufficiently
small €, we have 7™ + e > v™(S) + 3, o(p; + €B;). Thus we conclude that for all m and
S this inequality holds. Moreover, for § = §, this inequality implies that 7™ + 7™ > 0.
These observations imply that (p, 7) + €(p, T) is a feasible solution of D1.

Second, we note that since (6.9) has no solution, the problem (6.10) and its dual (6.11)
have positive optimal values, and consequently we have — > 7™ —3%".5; >0and ) 7"+
>, Pi < 0. Thus, it follows that (p, %) is a valid dual update direction, and to complete the
proof of the lemma, it suffices to establish that (i), (ii), and (iii) hold.

Consider an optimal solution of (6.10). If ¢ is overdemanded, then at this solution
we have h; > 0. Using complementary slackness conditions in (6.10) suggests that at the
corresponding dual optimal solution we have p; = 1 > 0. Similarly, if ¢ is underdemanded,
then in the optimal solution of (6.10), we have 7; > 0. In this case the complementary
slackness conditions imply that p; = —1 < 0. Hence, we conclude that the claims (i) and
(ii) both hold, for some dual update that can be obtained by a solution of (6.10) and (6.11).

In order to prove (iii), assume that 7™ = maxgv™(S) — > ,cgp;. Observe that in
the optimal solution of (6.11), for every player m, and some set S*, the first constraint is
active (i.e., met with equality). This is because, otherwise 7™ can be decreased to obtain
a solution with better objective value. Thus, m,S* satisfy 7™ = v™(5*) — > ;.- pi, and
T™ 4 Y icse Pi = 0. These imply that 7™ + 7™ = v™(S*) — >, g~ (D + €Pi). O

Proof of Lemma 6.4.3. (i) Since, (p,7) is an improvement direction by construction, it suf-
fices to construct ¢(p,p) > 0 such that (p, 7) + ¢(p, p)(P, 7) is feasible to establish the first
part of the result.

Observe that if for some m and S, 7™ = v™(S) — >, g i, then by dual feasibility in
(6.11) we have 7™ > 3. _op;, and hence 7™ 4 7™ > v™(S) — 3. o(pi + 0p;) for any
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# > 0. Thus, feasibility constraint trivially follows for demanded sets 8™ £ {S|a™ =
v"™(8) — > _iegPi}, for any choice of 6.

Let S € 8™ and 8’ ¢ S™ respectively be sets that are demanded and not demanded by
player m at prices p i.e., 7™ = v™(S5) — > ,copi > v (S') — 3 ,cq Pi- Observe that

> opi— Y pi > ™) - v™(S), (6.18)
€8’ €S
where the quantity in the right hand side is an integer, since valuations are integer-valued.

Let

if Y ice i — Djcq Pi is an integer
A

1
Aser = (Z i — sz) — LZ p; — ZpiJ otherwise, (6.19)

ies’ i€sS ies’ €S

where |z| designates the largest integer that is weakly smaller than z. Observe that by
construction Ag g > 0. Additionally, the definition of Ag g guarantees that Y icg Pi —
YicsPi — Agg > v™(S") — v™(S). Rearranging terms, we obtain

V(S8) =D pi 2™ () — > it Asg. (6.20)

icS 1S’

Assume that 6 is chosen so that 6(3, o 5: — D ;cgPi) = —Ags. Then

7™+ 67" > 0™ (S) = > (ps + 0p)

€8

> v™(8") — Z pi +Agg — 92171: (6.21)
ics’ €S

> v™(8) - Zpi -0 Zﬁi =v™(S") - Z(Pi + 0p;)
ics’ €S’ €S

where the second line follows from (6.20), and the last line follows from the assumption
on . Note that this inequality suggests that the new dual solution satisfies the constraint
7™+ 7™ > v™(S) — 3. i (pi + 07;).

Thus, defining ¢(p, ) £ max 0 subject to

® 0(3 s Pi — D iegPi) = —Agg for all m and set S demanded by m, and S’ not
demanded by m,

it follows that the updated solution (p, 7) + ¢(p, p)(p, 7) remains feasible in D1. Note that
by (6.19), we have Agg > 0. Additionally, by dual feasibility in (6.11) we obtain p; = 0
when p; = 0. These imply ¢(p,p) > 0, and the first part of the claim follows.
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(ii) Assume that ¢(p,p) # 6%, and (p,7) = (p,7) + é(p,p)(P, 7). Since * the largest
real that guarantees feasibility of (p, m) + 6*(p, 7) in D1, it follows that ¢(p,p) < 0*.

By definition of §* it follows that if p; > 0, then p; > 0, and if 7™ > v™(S) — 3", ¢ pi,
then 7™ > v™(8) — > .cqPi, as well. These observations suggest that (p,7) is feasible in
a formulation of (6.11) associated with (p, #). Additionally they imply that constraints of
(6.10) that are different under (p, #r) (when compared to (p, ) ) are associated with (a) nodes
i, where p; = 0, and p; > 0, or (b) bidder m and bundle S, where 7™ = v™(S) — icg Pi but
7™ > v™(8) ~ > ,cgPi- Incase (a), for node i we replace the constraint ) . > sjies TT(S) —
hi < 1 (associated with solution (p, 7)) with 3°,, 36,6 2™(S) + % — by = 1 (associated
with solution (§,7)). In case (b) we include a new constraint z™(S) = 0 for the solution
(p,%). We next show that these changes in the constraint set do not change the optimal
objective of (6.10).

Observe that in case (a), it should be the case that p; > 0. Since (p,7) is an optimal
solution of (6.11), complementary slackness conditions imply that at optimal solutions of
(6.10) associated with (p, 7) we have

SN a™S) - hi=1. (6.22)

m SlieS

This implies that the optimal solution of (6.10) associated with the original dual solution
(p, w) satisfies the new constraint associated with node i when we reformulate (6.10) for
(p,7), namely >, > gcs 2™ (S) +vi — by = 1.

Similarly, in case (b) it should be the case that #™ > 3", ¢ p; at an optimal solution
of (6.11) associated with (p, 7). Complementary slackness implies that z™(S) = 0 at the
corresponding optimal solution of (6.10). This implies that the new constraint in (6.10) in
case (b), namely z™(S) = 0, is trivially satisfied by the optimal solution of (6.10) associated
with the original dual solution (p, 7).

These observations imply that optimal solution of (6.10) associated with the original
dual solution (p, ), remains feasible (after complementing it with +; = 0 for ¢ associated
with case (a)) in the same problem reformulated according to (p, 7). On the other hand, it
follows that the new constraints added to (6.10) suggest that the optimal value of the new
problem should be weakly larger than that of the original one. This is because the addition of
constraint ™ (S) = 0 for some m and S (in case (b)) can only make the feasible set smaller,
whereas the constraint >, > 2 g1;cg ™ (S) +v—hi = 1replacing 3, > gicg ™ (S) —hs < 1
includes an additional penalty term -y;. Thus, the optimal solution of (6.10) associated with
the original dual solution (p,7) is not only feasible but also optimal in the new problem
associated with (p, 7). This implies that (p,7), which is feasible in the dual problem (6.11)
associated with (p, %) is optimal in the same problem. Hence, the second part of the claim

follows.

(iii) Consider an initial dual feasible solution (p, =), and the associated dual optimal
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solution (p,7) of (6.11). Denote by (p(r),n(r)) the dual feasible solution obtained after
r dual variable updates, starting from (p, 7). Observe that part (ii) suggests that at each
stage the dual updates take the form (p(r + 1),7(r + 1)) = ¢(p(r),p)(B, 7) + (p(r), (1)),
i.e., the dual update direction (5, 7) is used at each stage.

Observe that the construction of ¢(p(r), m(r)) (presented in part (i)) suggests that after
the dual update at stage r, either p;(r+ 1) = p;(r) + ¢(p(r), p)P; = 0 (while p; > 0) for some
i, or ¢(p(r), P) (D ics Pi— D seg Pi) = —Ag,s for some demanded set S, and undemanded set
S’. If it is the former, it follows from the definition of 8* and dual feasibility of (p(r), m(r))
at each stage that Y ;_; ¢(p(l),p) = 6*, and the claim immediately follows. Assume that it
is the latter.

Observe that the definition of Ag g implies that in the latter case we have D ;.o pi(r +
1) = > ieq Di(r +1) equal to an integer after the dual update. Thus, after the update Ag g
becomes equal to 1 (see (6.19)). Since there are at most 2V choices for S, and 2" choices
for §’, it follows that after at most 22V itcrations the latter case holds for the same S, 5.
These observation imply that after at most 22V iterations, K(D ies Pi — DiesPi) < —1,
where k = Zf:;’ ¢(p(1),p). This implies that after finitely many steps for some S, S’ the
inequality (6.18) holds with equality. Let L denote the first iteration where this inequality
holds with equality for some set S’ that is not initially demanded. On the other hand,
this suggests that S’ (that is not demanded at the original solution) starts being demanded
at stage L. Note that by definition 6* is the smallest real number where at dual solution
(p,7) + 6*(p, ), a new set starts to be demanded or p; + 6*p; = 0 (while p; > 0). Since
pi(r) + 6*p;(r) > 0 for all 7, in our construction, and L is the first stage a new set starts to
be demanded, it follows that 6* = Zlel o(p(l),p).

This implies that the solution reached after finitely many updates (using step size
¢(p(r),p) at stage r) is (p, ) + 6*(p, 7). Thus the claim follows.

a

Proof of Lemma 6.4.5. (1) If the one-stage auction game terminates with an allocation
{S™}, then the termination conditions in Step S3 imply that v™(S™) =3, om pi = v™(S)—
>icspi for m € My. Let {S™}mer, denote another allocation of items in Upmeat, S™ to
bidders in My . Observe that

Z (vm(Sm)‘ Z pz‘) > Z vm(S’m) - Z pil,

meMy 1€S™ meMg ’iEgm

or equivalently

> (rEm-mim) Y - Y w0, (6.23)

meMg ZIEUmGJ\/IOSm ieUmEMQ gm
where the inequality follows from p; > 0 and Up,¢ MOS”” C Umeaty S™. Since this is true for
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any {57} me Mo, the claim follows from (6.23).

(ii) The first part implies that if the one-stage auction game terminates, then the out-
come is efficient. In order to prove the claim it suffices to prove that the process terminates
when bidders reveal their demand truthfully, after history H;, starting from time ¢ + 1.

Observe that if bidders reveal their demand truthfully at time ¢ + 1, given prices p, we
can associate with this a dual feasible solution (p, 7) of D1, where 7™ = v™(S5) — 3. s i,
for any set S that is demanded. On the other hand, by construction, one-stage auction
updates the prices as suggested by Algorithm 1. This implies that from time ¢ + 1 onwards,
the demand sets and prices that are revealed in the one-stage auction game coincide with
those of Algorithm 1. On the other hand, since it is a primal-dual algorithm, Algorithm
1 terminates with the efficient allocation starting from any dual feasible solution (Lemma
6.4.4). This implies that one stage auction game terminates with an efficient allocation of
items to bidders. O

Proof of Lemma 6.4.6. Recall that in the one-stage auction game price updates are identical
to those in Algorithm 1, and the price update direction is obtained by solving (6.11). On the
other hand, Lemma 6.4.2(iii) suggests that when bidder m reveals her demand truthfully
the price updates are such that there is a bundle that is demanded by this bidder at time
t and t — 1. This implies that if bidder m reveals her demand truthfully, then for all ¢, we
have ¢ (t) = p(t +1,5) — p(t,S) for S € D™(¢t) N D™ (¢t + 1).

Let 7™(t) denote the surplus bidder m has for a bundle she demands at time ¢, ie.,
™ (t) = v™(S) — Y s pi(t), for S € D™(t). Using the shorthand notation p™(¢,S) =
> ics Pi(t), this implies that 7 () —7™(t+1) = p™(t+1, 5)—p™(¢, S) for any S € D* N D" ;.
Thus, it follows that @™ = #™(1) — #™(T') Note that at step 1, prices are equal to zero, and
hence N' € D™(1). Consequently, substituting #™(1) = v™(N), and 7#™(T) = v™(S™) —
p™(T,S™), it follows that Q™ = v™(N) — (v"™(S™) — p™(T, S™)), where p™(T, S™) is the
final price for bundle S™, as the claim suggests. O

Proof of Theorem 6.4.1. We prove the ex-post equilibrium result by establishing that af-
ter any history, no bidder can improve her payoff by deviating from the truthful bidding
strategy, provided that her opponents bid truthfully.

Consider bidder m, and history Hy such that after time ¢, the auction is at stage | > m.
From the definition of the serial auction game it follows that bidder m’s payoff is the same
for any strategy (the allocation is already determined by auction 0, and her payment is
determined by auction m). Hence, bidder m has no incentive to deviate from the truthful
bidding strategy after H;.

Assume instead that after history H;, the auction is at stage [ such that 0 <1 < m
(bidder m does not participate in auction m, so this case is excluded). Note that the
allocation is determined at stage 0, and bidder m does not participate in auction m, where

her final payment is determined. So, she can only impact her payoff in stages 0 < I < m, by
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using a strategy that prevents auction [ from terminating. Let, 4™ denote her payofl when
she bids truthfully, and 4™ denote the payoff when she prevents termination of some stage
0 <1 < m. Since her opponents bid truthfully, it follows that (recall that {S§} and {Sk}
are the allocations that emerge at the end of auctions 0 and m respectively, when auction

m terminates)

u™ = o™ (S5 = D (Q6 — pb(SE)) — (Qk, — Ph(Sh))

k#m

= o™ (S5") — D _(Q6 — pb(SH)) — (WFWN) — v™(SK)) (6.24)
k#m

> 0™(ST) = D (QF —PE(SE) = — D (Qk — pk(Sk)) = am,
k#m k#m

where the second equality follows from Lemma 6.4.6 and the fact that bidders & # m bid
truthfully (in auction m), and the inequalities follow from the fact that v¥(N)—v™(Sk,) > 0,
and v™(S7*) > 0. Thus, bidder m has no incentive to deviate from truthful bidding after

any history H; such that the auction is in stage [ € {1,...,m — 1} after H;.
We complete the proof by showing that bidder m cannot deviate from truthful bidding

and improve her payoff after some history Hy, such that after ¢ the auction is still in stage 0.
Observe that there are two cases to consider (a) she can use some strategy 2™, and auction

0 terminates with bundles {S§}, or (b) auction 0 never terminates.

First consider case (a). From the definition of serial auction (and the fact that bidders
bid truthfully for any history, after stage 0), it follows that bidder m’s payment (denoted
by ') is equal to

™= > Q6= p6(S5)) — (@ — Ph(Sh)). (6.25)
k#£m

Denote by Tp the time at which stage 0 terminates. By definition, for every bidder
k # m we have

To—-1 t To—1
Q=Y g =D akr)+ > gk, (6.26)
r=1 r=1 r=t+1

where g is defined according to (6.12) for auction 0. Let S¥ (r) denote a bundle demanded
at step r of auction 0. Since bidders k # m bid truthfully after time ¢, and in the auction
prices arc updated according to Algorithm 1, it follows from Lemma 6.4.2 (iii) that at all
7 > t there exist some bundle S¥(r) € D¥(r) N D*(r +1). Consequently, we obtain from
(6.12) that gf(r) = p(r + 1,5%(r)) — p(r, S*(r)). Denoting the surplus of bidder k at step
7 of auction 0 by nf(r) = v*(S*(r)) — p(r, S*(r)), we obtain g (r) = nf(r) — 7k(r + 1),
since S*(r) is demanded both at time 7 and 7 + 1. This implies that 2327411 g(r) =
Zf?__;il 7§(r) — wf(r +1) = 7kt + 1) — 75(Tp). Since 7*(r) is the surplus of bidder k
at r, and S*(r) is a demanded set, we can rewrite this expression as Zfi;il q(r) =

(vR(SkE+1)) —p*(t+1,85¢ + 1)) = (v*(S*(Tp)) — p*(To, S*(Tp))). Together with (6.26),
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this implies that

t
— (T, S5(T0)) = Y af(r) + oF(S*(t + 1)) — (¢ + 1, $5(t + 1) — o (SH(Tp)). (6.27)

r=1

Since bidders k # m bid truthfully, it follows from Lemma 6.4.6 that Q& — pk (SE) =
vR(N) — v*(SE), where {SE} denotes the allocation that emerges at the end of auction
m. This equation, together with (6.25) and (6.27) implies that (note that by definition
p§(S§) = pH(To, S*(Tv))),

Z (Zqo )+ oR(SF@E+1) —pF(E+ 1,85 + 1)) - vk(S’“(TO))> - Z (vk(,/\f)
k#m \r=1 k#£m
-y (vk(sgl) — oH(SH(Ty) — vk(N)) + R (6.28)

k#m

where k" Zk#m (L ab(r) — pP(E+1,8%(t + 1)) + vB(S*(t + 1))) . Thus, in case (a)
payoff of bidder m is equal to

W™ = o™ (S™(T)) — T = SR (SH(T)) - Y (vk(S’fn) _ vk(/v)) — /N (6.29)
k ktm

Observe that ]" is a function of H;, and hence is independent of bidder m’s strategy after
step t. On the other hand, the quantity >4 ., (vF(Sk) — v*(N)) is only a function of the
outcome of auction m, which is also independent of bidder m’s strategy. This implies that
by choosing a different strategy, bidder m can modify only >, v*(S*(T3)) component of
her payoff, provided that the auction terminates. On the other hand, Lemma 6.4.5 suggests
that {S¥(Tp)}« is an efficient allocation of items to bidders k # m, when 2™ is the truthful
bidding strategy. Thus, any deviation from the truthful bidding strategy after stage H;

decreases bidder m’s payoff, provided that the auction terminates (i.e., case (a)).

On the other hand, if after H;, bidder m uses a strategy that leads to nontermination

in auction 0 (i.e., case (b)), then by definition of the serial auction game her payoff is

= — sup Z Z g ( (6.30)

k;émr 1

Thus, it follows that 4™ < —37,, ST ¢F@) < -k + Z,ﬁémvk(Sk(t + 1)). Ob-
serve that if bidders bid truthfully after H;, then {S§} is the efficient allocation. Thus,
2 ktm Y vk (Sk) < D ktm ¥ v*(SK). This observation and v*(S*(t + 1)) < v¥(N), imply that
D kot VR (SF (8 + 1)) < 30 v*(SM(T0)) — Do (vF(S,) — v*(N)). Thus, (6.29) and (6.30)
imply 4™ < «™ in case (b) as well.

We conclude that after any history, provided that her opponents bid truthfully, a bidder
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maximizes her payoff by bidding truthfully. Observe that it bidders truthfully reveal their
demand, at all steps (starting from Hy), we have k" = Zk¢m(—pk(l, Sk(1)) + vk (Sk(1)),
and {S]"} is the efficient allocation for every auction ! € {0,...,M}. On the other hand,
since initially all prices are equal to zero, and bidders demand all items N, we obtain k{' =
D ktm v*(N), and (6.28) implies that I'™ = 4™ ({S™(To)}|{v*}xm), where ¥™ denotes the
VCG payment of bidder m (see Definition 6.3.3). Therefore, the final allocation {S§'} is

efficient, and the corresponding payments are VCG payments, and the result follows. [

Proof of Theorem 6.5.1. (i) Observe that if the auction terminates, then the conditions of
Step 82 hold. Let {S§*}, and {S7*} be as defined in this step. Since bidders report their
demand truthfully, this implies that 7™, 7® given in the theorem statement can alternatively

be expressed as:

™ =u™(S) = > Pt =Y P, (6.31)
€S ij€S
for all S € D™, and
=Y p™(SH). (6.32)
m

Observe that Step S4 implies that p]* > 0. Together with the construction of 7™, r°
variables, this implies that ({p;"}, {p{;}, {7™}, 7°) is feasible in D5. Additionally, it can
be checked that this solution satisfies complementary slackness conditions with a primal
feasible solution of LP5 ({z™}, {d,}), such that for every m z™(S7*) = 1, 2™(S) = 0 for
S # 55", and dygmy =1, 6, = 0 for p # {Sg*}. Thus, it follows that ({p]*}, {pf}}, {7}, 7°)
is optimal in D5.

Consider a formulation of D5 with bidders M — {k}. Observe that the restriction of
prices and bidder surpluses of ({p"}, {p}},{7™},7°) to M — {k} satisfies constraints of
D5 involving «™ variables, since this solution satisfies same conditions in a formulation
of D5 with bidders M. On the other hand, Step S2 of the auction implies that 7§ £
2omze P SE) 2 Yk p™(Sy") for any other complete allocation {8}z of items to
bidders. Thus, it follows that ({p]" }meat—(x}s (P tmem—{x)s {77 bmem— (x> 73) is feasible
in a formulation of D5, with bidders m € M — {k}. In addition, it can be checked that
this solution satisfies complementary slackness condition with the primal feasible solution
({z™ }mem—{r}, {u}) such that for every m # k, 2™(Sp*) = 1, 2™(S) = 0 for S # ST,
and ¢ spy =1, 6y =0 for p # {S{*}. This implies that the aforementioned solution is also
optimal in a formulation of D5 with bidders m € M — {k}.

Since a restriction of prices and bidder surpluses of ({p{"}, {p[}}, {7™},7°) to bid-
ders m € M — {k}, agrees with an optimal solution of a formulation of D5 with bidders
m € M — {k}, and k is arbitrary, we conclude that this dual solution is a special optimal
solution of D5.

(i) We will establish the ex-post perfect equilibrium result by showing that after any
history Hj, the second condition of Theorem 6.3.1 holds, for the truthful bidding strategy.
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In obtaining a proof of this part, we will make use of some auxiliary lemmas. The proofs
of these lemmas can be found after the proof of the theorem.

We first show that if after H; bidder m bids truthfully, then the condition of Step S4
can hold at most once for r > t for bidder m.

Assume that at ¢ this condition holds, and for bidder m the variables p7*, piy, U™ are set
as suggested in Step S4. We claim that after ¢, we have p* > w[", for all ¢, and P = wy
for all (i,7) € E.

Lemma 6.8.1. Assume that at time t a condition of Step 4 holds, and oy, U™ are
updated accordingly. If bidder m bids truthfully after t, then at all times v > { we have
it Z wi, for all i, and p; > wi} for all (4,j) € E.

This lemma implies that pI* > w]™ > 0 after {. Additionally, it suggests that if at some
time r > ¢ we have S € D™, then it should be the case that p[* = w™ and pi; = wi;. On
the other hand, this implies that S’ € D™ for all §' C S. These suggest that conditions of
Step S4 cannot hold after . Thus, we conclude if after H; bidder m bids truthfully, then
the condition of Step S4 can hold at most once for r > ¢t for bidder m. Since this is true
for all bidders, it follows that conditions of Step S4 do not hold for any bidder after some
t>1.

Second, we show that if all bidders bid truthfully, and Step S4 does not hold after time
t for any bidder, then at some r > £, the conditions of Step S2 hold.

Lemma 6.8.2. Assume that all bidders bid truthfully after {. Then, at some time r > t,
the conditions of Step S2 holds.

Thus, if after any history H; all bidders m bid truthfully, the auction terminates. On
the other hand, part (i) implies that the prices that emerge when the auction terminates
are special optimal prices. It can be checked that the primal feasible solution z™(57*) = 1,
5{53} =1, and z™(S) = d, = 0 for remaining m, S, u satisfies complementary slackness
conditions with this dual solution. Thus, the allocation that the auction obtains at the end,
{53}, is the efficient allocation.

Next assume that bidder m uses strategy z™, after history H:, and the auction ter-
minates by assigning bundles S™ to bidder m. The proof of part (i) suggests that when
bidders k # m bid truthfully p*(SE,) — p*(Sk) = v*(Sk) — v*(Sk). Thus, bidder m’s final
payment is equal to 35, ., pF(Sh,) — PF(SE) = s v*(S5) — vF(SF) = A(S™, {v*}kstm)-

This implies that the second condition of Theorem 6.3.1 holds after any history H;.
Thus, truthful bidding is an ex-post perfect equilibrium strategy. Additionally, when bid-
ders bid truthfully the final allocation is efficient, and hence payments 4(S™, {v*}rzm)
correspond to VCG payments, and the claim follows. O

Proof of Lemma 6.8.1. Observe that the claim holds at £ + 1, since at £ prices are updated

as in Step S4. Assume that it holds until time » > £. We will provide an inductive proof
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for the claim by showing that the claim holds at r» + 1 as well.

At time r the prices are updated either as suggested in Step S3, or as in Step S4. If it
is the latter, it immediately follows that at r +1 we have p]* > w", for all 4, and Py = wip
for all (¢,5) € E.

Assume that at 7 prices are updated as suggested in Step $3. Observe that if p]* > w™
then after price update p! > w!™. On the other hand if p/* = w[™®, then {i} € D™ (since
p™(S) > v™(S) at time r) and hence p[” is not updated. Thus, we conclude that for node
prices p[* > w™ after .

Consider an edge (i, j) such that ¢, j € ¥™, and {4,j} ¢ D™. This implies that {i}, {j} €
D™ before r. Since until time r the claim holds and p™(S) > v™(5), it follows that p[* = w[*
and p;” = wgn. Moreover, since {z,j} ¢ D™, we have pf} > w:? Thus, after the price update
Py = wif
Hence, it follows that p* > w[™ for all 4, and pg»‘ > wZL for all (i,7) € F holds at r + 1

as well. By induction, we establish the claim.

for edge prices as well.

|

Proof of Lemma 6.8.2. Consider some bidder m, and observe that at = > { if there exists
some ¢ such that {i} ¢ D™, then pI" is decreased. Conversely assume that at time r, for
all i we have {i} € D™. Then at time r + 1, we have ¥™ = N. Consider any edge (i,7)
after r + 1. If {4,7} ¢ D™, then p]} decreases. Since prices are lower bounded by weights,
as suggested by Lemma 6.8.1, it follows that if conditions of Step S2 do not hold, then
eventually, we have {i} € D™, and {i,5} € D™ for all i € N, and (4,j) € E. Note that
by Lemma 6.8.1 this suggest that pI* = w[™, and pi; = wiy for all i € N, and (i,7) € E.
Hence, it follows that D™ = 2V,

Since this is true for all bidders, it follows that if conditions of Step S2 do not hold,
eventually D™ = 2V for all bidders. On the other hand, it can be easily checked that the

conditions of Step S2 holds in this case. Hence, the claim follows. O
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Chapter 7
Conclusions

In this chapter, we conclude the thesis by providing an overview of its main contributions,

and outlining some interesting future directions.

7.1 Summary

In the first part of the thesis we provided a decomposition of space of games into three
orthogonal components: potential, harmonic, and nonstrategic. The first component cap-
tures the strategic properties of potential games, a well-studied class of games with desirable
equilibrium and dynamic properties. The second component is identified in our work, and
leads to a class of games with qualitatively very different properties from potential games.
The last component, on the other hand, does not have an impact on any of the strategic
propertics of a given game, but it determines the efficiency of equilibria. We established
that the decomposition is a useful tool for approximating a given game with a potential
game, and characterizing its equilibria through this approximation. We also showed that
the approximation can be valuable for analyzing the convergence of adaptive dynamics in
multi-agent settings. In particular, we provided a characterization of outcome of better/best
response dynamics, logit-response dynamics, and fictitious play in an arbitrary game, by
exploiting properties of nearby potential games. The results of this part of the thesis both
reveal some fundamental topological structures of games, and show how these can be ex-
ploited for characterization of equilibria and outcome of dynamics in various game-theoretic
settings.

In the second part of the thesis, we focused on developing iterative auction formats that
guarantce efficiency in multi-item settings. Since this problem is intractable in general, we
restricted our attention to a special class of valuation functions, where preferences of agents
can be expressed by using a graphical model. We obtained different linear programming for-
mulations for finding the efficient outcome, and exploited algorithms that iteratively solve
these linear problems for the design of iterative auctions. In particular, following this ap-

proach, we provided iterative auction formats that rely on an anonymous item pricing rule
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to implement the efficient outcome when the underlying valuc graph has a tree structure
(and satisfies a sign consistency condition). Additionally, we showed that for gencral graph-
ical valuations it may be necessary to employ a more general pricing rule (bidder-specific
graphical pricing) in order to implement the efficient outcome. Accordingly, we designed
new itcrative auction formats that rely on bidder-specific graphical pricing, and guarantee
efficiency for all graphical valuation functions. Our results in this part of the thesis provide
means of developing simple iterative auction formats by exploiting the special structure of
graphical valuations.

7.2 Future Research: Decomposition & Dynamics

We next outline some interesting research directions related to the first part of the thesis.

Dynamics in harmonic games: While the behavior of multi-agent dynamics in poten-
tial games is reasonably well-understood, there seems to be a number of interesting research
questions regarding their harmonic counterpart. In (Candogan et al., 2011c), we made some
partial progress in this direction, by showing that in harmonic games, the uniformly mixed
strategy profile is the unique equilibrium of the continuous time fictitious-play dynamics,
and that this equilibrium point is locally stable. The global stability of this equilibrium in
two-player harmonic games (which are also zero-sum games) follows from known results on
the convergence of fictitious play dynamics in zero-sum games. Analyzing global stability
of equilibrium under fictitious play dynamics for harmonic games with M > 2 players and

convergence of other adaptive dynamics are interesting research directions.

Heterogeneous update rules: In the first part of the thesis we only analyzed dynamics
in settings where all players update their strategies using the same rules. For instance, we
assumed that all players adopt best response, or logit response dynamics with the same
parameter. The limiting behavior of dynamic processes, where players adhere to different
update rules is still an open question, even for potential games. An interesting future
research question is whether the techniques in the first part of the thesis can be used to
understand the limiting behavior of such update rules. For example, consider a potential
game where all players update their strategies using a logit response with different but
“close” T parameters. Can the outcome of this dynamic process be approximated with
the outcome of logit response in a related potential game where all players use the same

parameter for their updates?

Guaranteeing desirable limiting behavior: Another promising research direction is
to use our understanding of simple update rules; such as better/best response and logit
response dynamics, to design mechanisms that guarantee desirable limiting behavior, such

as low efficiency loss and “fair” outcomes in various game-theoretic settings. It is well known
Yy
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that equilibria in games can be very different in terms of such properties (Roughgarden,
2005). Hence, it is of interest to develop mechanisms that ensure that strategy updates
of agents converge to an equilibrium with desirable properties. It has been shown that
in some cases simple pricing mechanisms can ensure convergence to desirable equilibria in
near-potential games (Candogan et al., 2010b). It is an interesting research direction to

extend such mechanisms to general game-theoretic settings.

7.3 Future Research: Graphical Valuations and Mechanism
Design

An outline of future research directions, related to the second part of the thesis is provided

below.

Robustness of iterative auctions: The results provided in the second part of this
thesis rely on the assumption that the valuations of bidders can be modeled by graphical
valuations. However, in practical settings, we expect graphical valuations to be only approx-
imations of reality. How sensitive are the results presented in this thesis to the deviations
from the graphical valuation assumption? For instance, do the auction formats we provide
lead to inefficiency, if the true valuations of the bidders are not graphical valuations, but
are approximated by graphical valuations? If so, is it possible to provide bounds on the
resulting inefficiency? What are the qualitative properties of valuation functions for which

the auctions we provide achieve approximate cfficicncy?

Auctions with value externalities: It is interesting to see if the results of this thesis
can be extended to settings that allow for value externalities between bidders. For instance,
assume that the value a bidder has for the set of items she acquires, not only depends on
the items she receives, but also on the items that are acquired by her opponents.! In this
case, can we formulate the efficient allocation problem as a linear program, and develop

iterative auctions following the approach presented in this thesis?

Interdependent valuations: It is known that in single-item settings where valuations
of bidders are interdependent, iterative auctions have interesting revenue properties. In
particular, for such valuation functions, single-item iterative auctions may lead to higher
revenues for the seller than the sealed bid alternatives, while preserving efficiency (Krishna,
2009). Do similar conclusions hold for multi-item auctions? A simple class of valuation
functions for which this question can be studied, is the class of graphical valuation. It is an
interesting future direction to understand revenue properties of various auction formats, in

settings where valuations of bidders are graphical.

ISuch value externalities are commonly found in scttings where bidders are competitors in different
markets. A notable example is the case of patent auctions.
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Empirical work: For what type of auction environments are graphical valuations a good
approximation of the true valuations of bidders? How do the auctions, introduced in this
thesis, compare with other multi-item auctions employed in such environments? These ques-
tions require a rigorous empirical analysis. We believe that this is an interesting direction

for future work.

Special preference structures and market design: Graphical models, and other mod-
els that capture special preference structures of agents, provide us with a compact represen-
tation of complex systems. As we demonstrate in this thesis, these compact representations
can be employed together with tools from operations research and game theory to systemat-
ically design simple and improved mechanisms. What are the scope and limitations of this
approach? Can we rely on structured models to improve market design in settings other
than auctions? For instance, is it possible to use similar simple preference models, in the

context of matching markets, or markets with many sellers and buyers?
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