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Chapter 1

Introduction

1.1 Motivation

This thesis deals with situations in which a set of individuals consider form-
ing a joint venture, such as the construction of a communication network
or the operation of a production facility. By cooperating, they may realize
cost savings (or increased revenues), hence cooperation is beneficial for the
collective of agents. Whether cooperation will take place or not depends on
whether the participants manage to share the cost in a manner such that
every individual finds it worthwhile to take part in the joint venture. It is
the problem of allocating the joint cost among the agents that is the subject
of the thesis.

A cost allocation method is a mechanism that solves the cost allocation
problem, and could be anything from a mathematical formula to a procedure
such as a competitive market or a court trial. In all the problems studied
in this thesis we implicitly assume that the information needed to compute
allocations is known by all participants, and that binding agreements can be
enforced. These assumptions leads us to model the situations as cooperative
games, and the focus is on finding an appropriate formula for making the
allocation. If these assumptions were not valid, the focus should be on

designing a procedure, and non-cooperative game theory has a role to play.

In spite of the relatively primitive assumptions used, the problems that we
study are complex. Sometimes, as in Chapter 7, complexity stems from a
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relatively rich description of the technology embedded in the joint venture.
Also, the ability of dissatisfied individuals to break out of the agreement and
form coalitions, i.e., subgroups establishing their own joint venture, adds
further complexity to the models, since the number of coalitions grows ex-
ponentially with the number of players. Complexity is clearly a constraint
when suggesting solutions to allocation problems, since excessive compu-
tational requirements or non-transparency of cost allocation methods may
prohibit their use in practice.

There exist an abundance of solution concepts for cooperative games. Al-
though words such as fair or just are used to describe all of them, it is clear
that the theory does not offer an unambiguous answer to the question of
how costs should be allocated. The most widely used solution concept is the
core. A solution belongs to the core if no individual, or group of individuals,
can lower their cost by breaking out of the agreement and forming their own
(reduced) joint venture. The core will be used extensively throughout this
thesis. Since the core is a convincing solution concept in most applications,
other solution concepts, such as the Shapley value and the nucleolus, are
often evaluated in relation to it. Much of the literature! on cooperative
games focuses on describing solution methods in terms of certain azioms
that may be perceived as fair in certain settings. An example is population-
monotonicily, which is used in Chapter 4, and in Chapter 3 we make use of

the consistency axiom.

1.2 Outline of the thesis

All the chapters of the thesis, with the exception of Chapter 6, deal with
applications of cooperative game theory. The games studied in chapters
2-4 have relatively simple structures, and we can therefore focus on pro-
viding nice descriptions of core allocations. In the remaining chapters, the
games studied are more complex, and we therefore need to focus more on
computational issues.

In Chapter 2 we study the standard fized tree game, for which we generalize

'See Moulin (1988).
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the intuitive painting stories of Maschler et al. (1995). In Section 2.4 we
study the weighted down-home allocation rule, and we show that any core
point can be obtained as a weighted down-home allocation by appropriately
choosing the weights. Moreover, we give expressions that can be used to cal-
culate these weights. This result is used to show that the core equals the set
of weighted down-home allocations. By relating the weighted down-home
allocation to the weighted Shapley value, we give a constructive proof of
the result in Monderer (1992), where it was shown that the core equals the
set of weighted Shapley values for the class of convex games. The weighted
neighbour-home allocation, in Section 2.5, differs from the down-home allo-
cation in the type of social obligations that it imposes on the players, and
has the nucleolus as a special case. The results of Section 2.5 are analogous
to those of Section 2.4, i.e., we show how any core point can be obtained as a
weighted neighbour-home allocation by appropriately choosing the weights,
and we give explicit formulas for the weights.

In Chapter 3 we relate two well-known problems to each other. The flow
sharing problem allocates the maximal flow of a capacitated network among
its terminal nodes, and the bankruptcy problem allocates the worth of an
estate among a set of claimants. The literature on the former problem has
focused on egalitarian solutions, e.g., the lexicographically optimal solution,
while many types of solutions have been proposed for the latter problem.
Section 3.2 introduces the bankruptcy problem, and Section 3.3 shows how
the flow sharing problem may be seen as a generalization of the single-estate
bankruptcy problem. In Section 3.4 we form reduced two-person flow sharing
problems, which can be interpreted as single-estate bankruptcy problems.
By requiring that the solution to the n-person problem should be consistent
with the solutions to every two-person problem, we get unique solutions to
the former problem. Two such solutions are studied, the contested garment
(CG) consistent solution and the constrained equal award (CEA) consistent
solution. The latter is similar to many of the solutions of the flow sharing
problem that are known from the operations research literature. In Section
3.5 we formulate the flow sharing game, which is a generalization of the
bankruptcy game of Aumann and Maschler (1985). The set of maximal flows
of the flow sharing problem corresponds to the core of this game, and the CG-
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and CEA-consistent solutions of Section 3.4 coincide with the nucleolus and
the constrained egalitarian solution, respectively, of the game. Section 3.6
describes two transfer schemes that converge to the two solutions of Section
3.4. Section 3.7 generalizes the CEA-consistent solution by assigning weights
to the players, and we also relate this solution to the lexicograhically optimal
solution of the flow sharing problem.

In Chapter 4 we study a cost allocation problem arising in connection with
a bank ATM network, where the member banks seek to allocate the trans-
actions costs. The cost allocation problem is equivalent to a cost savings
allocation problem, where the banks owning ATMs provide cost savings to
the (customers of) other banks. The problem is thus how to divide these
cost savings between the bank(s) owning the ATMs, and the ”owners” of
the transactions that are processed by the ATMs. The game is defined by
aggregating over the locations (of the ATMs), and Section 4.3 investigates
the properties of single-location games, which are shown to be a special case
of the information market games of Muto et al. (1989) and Potters and Tijs
(1989). If only one bank has ATMs in a location, the core is relatively large,
and several well-known solution concepts coincides with a central point in
the core. According to this allocation, the cost savings are split equally be-
tween the bank owning the ATMs, and the banks whose transactions need
to be processed by the ATMs. If several banks have ATMs in a location,
the core consists of a single point. In Section 4.4, we combine allocations for
the single-location games, and two allocation rules are studied. The equal-
split rule splits cost savings equally whenever possible, and corresponds to
the 7-value of the cost savings game. It yields core points, as does the
transaction-based rule, where no splitting of cost savings is performed, but
the latter rule has the additional advantage of being population-monotonic,
i.e., no member bank looses as a result of the inclusion of new member banks
in the network.

Chapter 5 is about linear production games, in which a set of agents own the
input resources to a production process that can be described by a linear
programming problem. It is known from Owen (1975) that a subset of the
core can be obtained from the solution of the dual corresponding to the

grand coalition, but there is no readily available description of the rest of
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the core. In Section 5.3 we provide lower (upper) bounds on the values of the
game by aggregating over columns (rows) of the LP-problem. By choosing
aggregation weights corresponding to optimal solutions of the primal (dual)
LP-problem, we can create new games whose core form a superset (subset)
of the original core. In Section 5.4 we show how one can obtain an estimate
of the resulting error, in terms of and e-core, by solving a mixed-integer
programming problem, and suggest an iterative procedure for improving the
bounds. In Section 5.5 we investigate, using a set of numerical examples,
how the performance of the aggregation approach depends on the structure
of the problem data.

Chapter 6 is a note on the computation of the pre-nucleolus. The LP-based
procedure of Kopelowitz (1967) requires, in every iteration, the identification
of active constraints, and we show, via an example, that using an interior-
point method for solving the LP-problem reduces the number of iterations

needed, compared to using an extreme-point method.

Chapter 7 deals with cost allocation in an electricity network. Producers
and consumers inhabit the nodes of the network, and have to cover the fixed
cost of the transmission facilities. In Section 7.2 we introduce a model of
a network connecting a set of regional electricity markets. The network is
considered fixed, i.e., no lines are added/removed, and the inhabitants of
each node can choose whether to make use of the network or not. The
consumers and producers inhabiting the nodes are described by demand
and supply functions, and the network is described by the reactances and
thermal capacities of the existing lines. Given that a certain subset of nodes
choose to connect themselves through the network, equilibrium quantities
and prices will be determined as a result of these parameters. In Section 7.3
we formulate the cost allocation problem and the corresponding cooperative
game. The value of a coalition, forming an upper bound on the cost that
can be assigned to its members, is defined as the increase in total surplus
(excluding the surplus of the network owner) that occurs when the coalition
starts using the network. The main result of Section 7.3 is that the core will
be nonempty if the grand coalition is not constrained by the line capacities.
In Section 7.4 we discuss briefly how the network owner may handle the

problem of an empty core. Section 7.5 illustrates, using examples, how
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cost allocation methods based on observed quantities may fail to yield core
allocations. However, by combining several methods, as shown in Section
7.6, core points may in many cases be obtained. An LP-based procedure for
finding such combinations is discussed.

1.3 Cooperative games with transferable utility

We will denote the set of players by N := {1,... ,n}. A subset S C N will
be called a coalition, and the set of coalitions will be denoted by 2V. The set
N will sometimes be referred to as the grand coalition. To every coalition
we assign a value, given by the characteristic function c : 2¥ — R!, and
in most cases it will be convenient to refer to games by their characteristic
function.? A game c is said to be sub-additive if

c(SUT) <c(S)+¢(T) forall S,T C N such that SNT=0. (1.1)

For an additive game, the inequality in (1.1) holds as an equality. The game

c is concave if
(SUT)+¢(SNT) <c(S) +¢(T) for all S,T C N. (1.2)
It is easily seen that concavity implies sub-additivity.3

A solution of a game is given by an allocation vector z € R", where z; is
the amount allocated to player ¢ € N. For a coalition S C N, we define
the total amount allocated to the members of S as z(S) := Eie s Ti- We
shall let g := {z;}ics refer to the restriction of =z to the members of S.
In this chapter we define three solution concepts that are used in several
of the chapters. These are the core, the Shapley value, and the nucleolus.
Other solution concepts, such as the 7-value (Chapter 4) and the constrained
egalitarian solution (Chapter 3) will be defined in the respective chapters
where they are used.

?Problems where a positive value (revenue) is to be allocated, such as in chapters 3
and 5, could be fitted into this framework by letting ¢ take negative values. Instead
we shall follow the conventional approach and let the coalition values be given by the
(non-negative) characteristic function v : 2% — R!. This means that the definitions of
sub-additivity and concavity, as well as the definition of the core and the nucleolus, must
be changed accordingly.

3The corresponding properties of a revenue game v, super-additivity and converity, are
obtained by reversing the inequalities of (1.1) and (1.2).
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The set of pre-imputations is defined as
I'(c) :={z € R": z(N) = ¢(N)},

i.e., the set of solution vectors such that the entire cost corresponding to
the grand coalition is allocated. By adding the requirement that the solu-
tions should be acceptable to individuals (individual rationality), we get the

imputation set, i.e.,
I(c) = {z € R" : o(N) = ¢(N), z; < c(i) Vi € N}.

The core is obtained by adding a stronger requirement, that of group ratio-

nality, i.e.,
Clc):={z eI'(c):z(S) <c(S)VSC N} (1.3)

Bondareva (1961) and Shapley (1967) show that the core of a game is
nonempty if and only if the game is balanced, i.e., iff

> Ase(S) > e(N) (14)
SCN .

for any set of non-negative weights {As}scn such that } g, As =1 for all
i € N. The core is used in all the chapters of this thesis. In Chapter 5 we
also use the concept of strong e-core.> With respect to the game c, this is
the set

Celc) :={z € I*(c) : (S) < c(S) —e VS € 2V \ {N,0}}.  (L.5)
If € £ 0, we have C(c) C C¢(c).

In order to define the nucleolus (Schmeidler (1969)) of ¢, let e(c, S, z) :=
¢(S) — z(S) denote the ezcess of coalition S, given the allocation z € R".
Then, let

0(11:) = {C(C, Slaz)ae(ca Sg,(L‘), (R 1e(ca S2"—2az)}

denote the vector obtained by sorting the excess values for all the 2" — 2
nonempty coalitions, except N, in a non-decreasing order, i.e., such that

4For a revenue game v, the equivalents to (1.3), (1.4), and (1.5) are obtained by re-
versing inequalities.
®See Maschler et al. (1979).
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i < j = e(c, Si, ) < e(c, Sj,z). The nucleolus is the unique element in I(c)
for which the vector of excesses is lexicographically maximal®, i.e.,

NU(c) :={z € I(c) : 6(z) >LEx 0(y) Vy € I(c)}. (1.6)

If, in the above definition, we replace I(c) by I*(c), we get the pre-nucleolus
NU*(c). The nucleolus, as opposed to the Shapley value, is always a member
of the core’, if the latter set is nonempty. Hence, if a game c has a nonempty
core, then NU*(c) = NU(c). The nucleolus is studied in chapters 2, 3 and
4, as well as 6 and 7.

The Shapley value (Shapley (1953)) can be defined® as

Bi(c) == ) (S| "l)lll(\‘,?” — |S|)![c(S) —-¢(S\3)] ieN. (17)
SCN )

The Shapley value does not in general belong to the core. An alternative
definition, used in Chapter 4, expresses ®(c) as the average of the marginal
vectors, and Shapley (1971) shows that for convex games, the core is the
convex hull of the marginal vectors, implying that the Shapley value is in
the core. In Chapter 2, a weighted genera.lization, due to Kalai and Samet
(1988), is analyzed in connection with standard fixed tree games.

Sometimes we shall draw pictures illustrating® solutions, e.g., the core, for a
specific game. For n = 3, the pre-imputation set I*(c) is a two-dimensional
hyperplane, as is illustrated in Figure 1.1. For every coalition S C N, the
set

Hg(c) :={z € I'(c) : z(S) = c(5)}

represents the set of points where coalition S pays exactly its stand-alone
cost ¢(S). In Figure 1.1, these hyperplanes are shown as dashed lines, and
the core is the grey area enclosed by all the dashed lines. Note that the
core contains points where some players are charged negative amounts, i.e.,
where they receive money for participating in the joint venture.

SThe nucleolus of a revenue game v is obtained by minimizing the excess vector, where
this vector is sorted in a non-increasing order.

"See e.g. Maschler et al. (1979).

8In contrast to the core and the nucleolus, the definition of the Shapley value does does
not depend on whether we are dealing with a cost game or a revenue game.

®See Maschler et al. (1979) and Chardaire (2001) for geometric interpretations of some
solution concepts.
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S| {1} {2} | 8} [ {L2} | {1,3} | {2,3} | N

c(S)| 5 6 7 7 10 7 8

Figure 1.1: Graphical description of the core



Chapter 2

Weighted Allocation Rules
for Standard Fixed Tree

Games!

2.1 Introduction

We consider cost sharing problems arising from standard fized tree enter-
prises. There is a fixed and finite set of agents who are connected through a
fixed tree network to a special node called root. We seek to allocate the cost
of this tree corresponding to the maintenance of the different connections.
Many real-life situations can be modelled to fit in this general setting. For
instance, consider the problem of allocating the maintenance cost of an ir-
rigation network or a cablevision network, setting airport taxes for planes
or setting dredging fees for ships. In a natural way each standard fixed tree
problem gives rise to a standard fized tree game, which relates each coalition
of agents/players to the minimal expenses for maintaining the connections
of all its members to the root. This makes it possible to investigate this
type of problems with techniques from cooperative game theory. The same
problem is studied in Megiddo (1978) , Koster et al. (1998) , whereas Granot
et al. (1996), Maschler and Granot (1998) and Maschler et al. (1995) study a
generalization, where more than one player is allowed to occupy each node.
A special case, where the underlying structure of the game is a chain, is

tThis chapter is based on Bjgrndal, Koster and Tijs (1999).



2.2 The fixed tree maintenance problem: the model and its game 11

also known as the airport problem and considered by Littlechild (1974), Lit-
tlechild and Owen (1977), Littlechild and Thompson (1977), Dubey (1982),
Potters and Sudhélter (1999) , and Aadland and Kolpin (1998).

In Section 2.3, we are concerned with the core of the standard fixed tree
game; essentially, this section is based on Koster et al. (1998) . Inspired by
the painting story presented by Maschler et al. (1995) we introduce, in Sec-
tion 2.4, the weighted down-home allocation in which each player is allocated
a share, corresponding to his relative weight, of the cost of each edge along
the path from the (local) root to his home. We show, by explicitly char-
acterizing the corresponding weight system, that each core element can be
obtained as a weighted down-home allocation. Especially, the core element
a8 determined by the Shapley value corresponds to the weighted down-home
allocation with equal weights to all players. Moreover, each weighted down-
home allocation is equivalent to a weighted Shapley value, and therefore our
results provide an alternative proof of the result in Monderer et al. (1992),
where it is shown that the core of a concave game (it is well known that
fixed tree games are concave) equals the set of weighted Shapley values. In
Section 2.5 we introduce the weighted neighbour-home allocation, a general-
ization of the scheme in Maschler et al. (1995) for computing the nucleolus,
and show that the set of weighted neighbour-home allocations equals the
core. The weighted neighbour-home allocation is equal to the nucleolus in
the special case where all players are given equal weight.

2.2 The fixed tree maintenance problem: the model
and its game

In this chapter we consider a fized tree maintenance problem G := (G, ¢, N).
Here G = (V,E) is a tree, i.e. a directed connected graph without cycles,
with node set V and edge set E. The set V contains a node which has a
special meaning. We denote this node by r and refer to it as the root. The
function ¢ : E = R4, called cost function, associates with each edge e a cost
¢(e). It can be interpreted as the cost to maintain e. At each node there is
exactly one player, the finite set of all players is denoted by N = {1,... ,n}
for some natural number n. The objective of the players is to maintain
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sufficiently many edges such that by the corresponding network each finds
himself connected to the root. We address the problem of allocating the
total costs of the network among the players.

We assume, for simplicity, that the root is not occupied and that only one
edge is incident with the root!. Then G is referred to as simply a maintenance
problem. In the sequel we identify nodes with players (V = N U {r}). For
any subgraph G’ of G, we will let E(G’) and V(G') denote the corresponding
edge set and node set, respectively. Sometimes we will also denote the player
set corresponding to G’ by N(G') C V(G'). For each node ¢ € N there is
a unique path P; from the root to node i. If V(F;) consist of the nodes
Jjo =Ty J1,-.-,Jq =t , then jg_; is called the predecessor (i) of node
i. We put N(P;) := V(P;) \ {r}. We denote by e; the edge (n(),7), and
we will sometimes write c; := c(e;). The precedence relation (V, <) on the
set of nodes and/or players is defined by ¢ < j if and only if : € V(P;).
Analogously we define the precedence relation (E, <) on the edges. In this
way, the edges are considered to be directed away from the root. A trunk
of G = (V, E) is a set of nodes T C N, which is closed under the precedence
relation defined above, i.e. ifi € T and 5 <1, then § € T. Also, let the
followers of a node i be denoted by F(i) := {j € N :i < j}. A nodei is
called a leaf if F'(i) = {i}. If e = (i, j), then by B, we denote the branch at
i in the direction of j, i.e. the subgraph defined by V(B,) := {¢} UF(j) and
E(Be) := {(k,?) € E|k,£ € V(B¢)}. The set N(B,) := F(j) consists of the
users of the edge e.

In this chapter we study the maintenance problem in the setting of coop-
erative game theory, by associating each maintenance problem with an ap-
propriate cooperative cost game. By a cost game we mean an ordered pair
(N, g) consisting of a finite set N of players and the characteristic function
g : 2 - R relating each coalition of players S C N to a real number g(5)
that is interpreted as the total cost of serving the collective S. Moreover, it
is assumed that g(@) = 0, i.e. serving nobody can be done at no cost. The

'If more than one edge is incident with the root, then the cost game can be decomposed
by considering each subtree separately. As shown in Granot and Huberman (1981), the
core and nucleolus for the original cost game can be obtained as the cartesian product of
the cores and nucleoli of for the subgames. This property also holds for the (weighted)
Shapley value, because of the additivity of this solution concept.
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set of all cost games is denoted I', and the restriction to cost games with
player set N is denoted T'V. Each maintenance problem G = (G,c, N) is
naturally related to the cost game (N, cg) € T', where the cost ¢g(S) of each
coalition S is defined as the minimal cost needed to maintain all connections
of the members of S to the root via a connected subgraph of (V, E), i.e.
cg(S)=> cle)forall P#SCN, (2.1)
i€Ts
where Ts ={ € N:3j € S with ¢ < j}, and ¢g(0) = 0. Tg is the smallest
trunk containing S. Since i € T is equivalent to S N N(Be,) # 0, we can
rewrite (2.1) as

cg(8)= Y, cle)forall P#SCN, (2.2)
ecE
SNN(B.)#0
i.e., the cost of an edge e should count towards the stand-alone cost of the
coalition S if any of the users of e, the set N(B.), are members of S. Let

the unanimity game (N,ug) be given by

1 fSCT
ugs(T) := - 2.3
s(T) {0 otherwise, (2:3)
for all T C N. The dual unanimity game (N,u%) is then given by
. 1 ifSNT #0,
ug(T) =us(N) —us(N\T) = . 7 (2.4)
0 otherwise,

for all T C N. From (2.2) we see that the game (N, cg) can be expressed
using the basis {(N,u%§)}scn of dual unanimity games, i.e.,

cg = Z c(e)uys,)- (2.5)

ecE
2.3 The core of a maintenance game

In this secction we will present some alternative characterizations of the core
of maintenance games. Given some cost allocation vector £ € RN, we define
the overflow over the edge e as the amount that the users of e pay in excess
of the cost of the edges belonging to the branch B, i.e.

Oc(z):= D> zi— Y. ef)= ), (z—a)

i€ N(Be) feE(B.) ieN(B.)
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If e = (4, j), we will sometimes write O;(z) instead of O.(z), and it is easily
seen that

Oj(@)= > (ze—c)=(zj—c;)+ D Oz). (2.6)

LeF(5) Len=1(3)

Characterizations of the core of the game (N, cg) are found in Koster et al.
(1998) and Granot and Maschler (1998). The following proposition summa-
rizes these results and adds a characterization of the core in terms of the
overflows.

Proposition 2.3.1 Let £ € RY. Then the following statements are equiv-

alent:

(2) z € Clcg)-

(%) z(N) =cg(N), £ >0, and z(T) < cg(T) for every trunk T.
(48) =(N) =cg(N), £ >0, and Oc(z) >0 foralle € E.
(v) There exist y¢ € A(N(Be)) for all e € E, such that

z; = E yic(e) for alli € N.
ecE(F;)

Proof. These results essentially appear as Propositions 3.1 [(1) & (i4)], 3.2
[(3) < (445)], and 3.3 [(i) < (iv)] in Koster et al. (1998). O

Definition 2.3.2 A pseudo subtree of a tree G = (V, E) is a connected
subgraph G’ = (V', E’) such that there exists an v’ € V(G’) such that

(?) ' is the minimal element in V(G’) with respect to <,

(#%) there is exactly one node in V(G’) that has r’' as predecessor.

A pseudo subtree G' = (V', E') of G rooted at r' yields a restricted main-
tenance problem G' = (G',c, N') where ¢ is the restriction of ¢ to E’, and
N =V'\ {r'}. Let T = (G',...,GP) be an ordered collection of pseudo
subtrees of G. Then 7 is said to be a partition of G into pseudo subtrees if
and only if
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(i) forallk =1,... ,p, there exists r € V(G*) such that G* is the pseudo
subtree of G rooted at 7y,

(#) (N(GY),...,N(GP)) is a partition of N.

Given an allocation vector z, let E(z) := {e € E : O.(z) > 0}. The graph
(V, E(z)) contains p connected subgraphs, where 1 < p < n. For each of
these subgraphs, 1 < k < p, we construct a pseudo subtree G* with player
set N(G*). Let ry, € V\ N(G*) be such that ry, € V(B;) for every i € N(G*),
and ry = (i) for exactly one i € N(G¥). Let V(G*) := N(G*) U {r} and
E(G*) := {e = (i,j)}i,j € V(G¥)}. Then G* := (V(GF),E(GF)) is a
pseudo subtree rooted at g, and T(z) := (G1,... ,GP) is a partition of G
into pseudo subtrees. We will refer to 7(z) as the partition of G induced by

Z.

I
@ ®
Ny

|

A

Figure 2.1: The maintenance problem of Example 2.3.3

Example 2.3.3 [Figure 2.1] Consider the maintenance problem G = (G, ¢, N)
described by Figure 2.1, where the edge weights are given by c¢(e) := 10 for
all e € E. The allocation z = (4,5,15,16) is a core element, and the
corresponding overflows are indicated next to the edges in the figure. By
removing all the edges with zero overflows, we obtain the partition of G into
the pseudo subtrees G' and G2, where N(G!) = {1,4}, N(G?) = {2,3},

ry =r,and ro = 1. q

Let k(7) denote the index of the subtree to which i € N belongs, i.e., 1 €
N(G*9). Let F(3) := F(5)NV (G*®) be the local followers of i in his subtree
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G*®) . Similarly, for e € E(GF¥), for some subtree 1 < k < p, let B, be that
part of the branch B, that belongs to GF, i.e., V(B,) := V(Be) N V(G*),
N(B.) := N(B.) N N(G¥), and E(B.) := E(B.) N E(G¥). The overflow of
e, when restricted to the subtree GF, is denoted O,(z) := Yic N( 32)(1:,- -¢;)-
In an analogous manner, for 1 < k < p and i € V(GF), define P,.

Proposition 2.3.4 Let T = (Gl,... ,GP) be a partition of G into pseudo
subtrees, and let G,... ,GP be the corresponding induced maintenance prob-

lems.

(?) Then
P
[1 clegr) € Cleg),
k=1
where (N(G*),cgs) is the cost game corresponding to the restricted

maintenance problem GF.

(%) Let z € C(cg), and suppose that T = (G,... ,GP) := T(z). Then

14
T € H C(Cgk).
k=1

Proof. These results appear as Proposition 3.4 (i) and (ii), respectively, in
Koster et al. (1998). We will give an alternative prove of (iz), thereby using
the core characterization in Proposition 2.3.1(iii).

Let 1 < k < p. Because z € C(cg) satisfies £(N) = cg(N), and since T
has been constructed by removing only edges with zero overflows, it is clear
that £(N(G*)) = cge (N(G*)). Also, zV(G*) > 0 follows from z € C(cg) and
Proposition 2.3.1.

We will complete the proof by showing that
Oi(z) = Oi(z) 2 0

for all i € N(G¥), where the inequality follows directly from z € C(cg) and
Proposition 2.3.1(iii). In order to show the equality, note that, by (2.6) and
the construction of 7", O;(z) = z; —c; = Oji(z) for any i € N(G*) such that i
is a leaf in G¥, since ¢ must either be a leaf in G, or we must have O;(z) =0
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for every j € 71(i). Then, for every i € N(GF) such that i is not a leaf in
G¥, Oi(z) = (zi— &) + ¥ jen1 i) 05 (2) = (@i — &) + Ljen-1(5) Oil2) =
Oi(z). O

2.4 The core and the set of weighted down-home
allocations

A well-known single-valued solution concept for cooperative cost games is
the Shapley value (Shapley (1953)). For airport games and maintenance
games there exists a nice expression for the Shapley value (cf. Littlechild
and Thompson (1977), Dubey (1982), and Koster et al. (1998)). Roughly,
the Shapley value of a maintenance game can be obtained through a dynam-
ical process of uniformly distributing the costs of the edges from the root in
the direction of leafs. In this section we will show this procedure and that
by a simple adaptation of this algorithmic approach we obtain the class of
weighted Shapley values (Kalai and Samet (1988)). First we will develop the
dynamical approach that specifies a weighted down-home allocation. Then
afterwards we conclude that it represents no more than a weighted Shapley
value. Monderer et al. (1992) show, for the class of concave games, that the
set of weighted Shapley values equals the core. Here we show, in a construc-
tive way, that each core element of the maintenance game corresponds to a
weighted Shapley value.

Definition 2.4.1 Let G = (G,c,N) be a maintenance problem, and let
B(G) denote the set of weight systems for G. Then 8 := (T, w) € B(G) iff
(i) 7= (GY,...,GP) is a partition of G into pseudo subtrees,
(ii) w>0,
(iii) w(F(3)) > 0 for all i € N such that ¢; > 0.
Consider a maintenance problem G = (G,c¢, N) and some weight system

B € B(G). For each pseudo subtree G¥, interpret the nodes in N(G*) as the
homes of the different players and the edges in E(G*) as the roads to the
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community center (). The cost of a road is expressed as the number of
days it takes (for one person) to paint the stripes on the road. The work is
done by the players themselves according to the following rules?:

(i) Every worker keeps painting as long as the road from the community
center to his home has not been completed.

(ii) Every worker does his job on an unfinished segment between the com-

munity center and his home.
(iii) Every worker starts painting at the same moment.
(iv) Every worker 2 € N paints with velocity w;.

(v) Each worker paints as close to the community center as the rules (i)-
(iv) permit him to.

We call the resulting allocation the weighted down-home3 allocation, and
denote it 6#(G). It is given, for any player s € N, by

o= —

——i—;——c(e). (2.7
ecE(P)) w(N(Be))

Note that worker ¢ only contributes towards the cost of the edges of his own
subtree k(7), i.e., the edges belonging to the path B,

Example 2.4.2 [Figure 2.2] Let ¢(e) := 10 for every e € E. Also, let T :=
(GY, G?), where N(G!) := {1,2,3} and N(G?) := {4}, and w := (1,1,3,1)T.
For 8 := (T,w) we have §%(G) = (2,45,231,10). Player 1 only contributes
to the cost of edge (r,1), so his total contribution is 10 - % = 2. Player
2 contributes to the cost of edge (r,1) and (1,2), with relative weights of
é and 41, respectively, so his total contribution is 10 - 29—0 = 4%. Player 3
contributes at edge (r,1), (1,2), and (2,3), with relative weights of 2, 3,

and 1, respectively, hence his total contribution is 10- %% = 23%. Player 4 is

ZThese rules are inspired by the painting story presented in Maschler et al. (1995).

3Koster et al. (1998) treat the weighted home-down allocation, which results by replac-
ing "the community center” in (v) by "his home”. The resulting allocation is related to
a weighted version of the constrained egalitarian solution of Dutta and Ray (1989), see,
e.g., Koster (1999) or Hokari (1998).
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the only player in his pseudo subtree, and contributes the entire cost of the
edge that he uses, i.e. 10. q

!
@ ®
\C?/

A

Figure 2.2: The maintenance problem of Example 2.4.2

From Proposition 2.3.1(iv) it follows that each down-home allocation spec-
ifies a core-element. But, as we are about to show, the converse also holds.
For each core element z there is a weight system 3 such that the correspond-
ing down-home allocation 6#(G) equals z. We will show how such a weight
system S is easily calculated for a given z € C(cg).

Suppose that z is a down-home allocation. First of all the partition of the
player set is derived from the partition of G into pseudo subtrees induced
by z; this can be done by considering the overflows in the tree. Next the
weights for the players are calculated for each separate subproblem. Since
the weights can be calculated for each subtree separately, we can assume
that the partition into pseudo subtrees of G with respect to z has only one
element, or, equivalently, all the overflows are positive except at the edge
that leaves the root. Then our objective is, if at all possible, to find a suitable
vector of weights w such that for 8 = ({G},w) € B(G) we have §°(G) = .

Without loss of generality we will assume that player 1 is the player directly
connected to the root. The cost of the corresponding edge e; is covered
by the collective of players N. First of all, with the interpretation of the
weights as painting speeds, the edge e; is painted in

c(e1)
w(N)

= c(e1)



20 Weighted Allocation Rules for Standard Fixed Tree Games

units of time, if we assume that w is normalized such that w(N) = 1.
Moreover, each of the painting players is finished with e; at the same time.
In particular, if player 1 is painting at all (in case z; > 0) then he is also
painting for c(e;) units of time. On the other hand he must complete z; by
himself, at speed w;, so we have the condition

I
— =c(e
wy (1)7

and thus
I

cler)’
Note that c(e;) > 0, since O;(z) > 0 for all i € 7!(1). After having
calculated this first weight, we proceed by consecutively assigning weights
to each of the players in the sets 7—1(1),7~!(7~1(1)),..., until even the
leaf players have a weight. Basically we repeat the above type of reasoning.

Consider a player i € 7~!(1). Then, according to z, his followers F(%)
contribute O;(z) > 0 to the maintenance cost of the path from the root to
his predecessor, player 7 (7). Recall again the painting story. The speed at
which the collective of players F (i) operates on the path from r to (i) is
given by the aggregate of the weights w(F(z)). Then the time that the group
of players F'(i) needs to complete O;(z) is given by
Oi(z)
w(F(i))

Similarly, it holds that the followers of m(z), which include the followers of %,
contribute O ;)(z) to the path from the root to m(m(¢)) plus the full cost of
maintaining the edge (m(%), w(m(¢))). The collective of players F(m (%)) paints
at speed w(F(m(2))), which means that the time that they need to complete
their part of the path from the root to n(3) equals

On(i)(2) + c(ex(s))
w(F(x(i)))
This expression indicates the time that each of the individuals in F(x(z))
is working on the path from r to 7 (Z), and especially each of the players in

F(7). But then we must have the equality

Oi(z)  Og(i)(z) + c(en(s))
w(F@E) w(F(x(@))
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This determines an iterative procedure for calculating all the weights w(F(z))
for each i € F(1)\{1}, since

. . O;(z

w(F(5) = w(F(r() 5

Oni)(2) + clex(iy)

for all 1 € N, and then we can use

wi=w(F@)) - Y wF())

jem=1(d)

to calculate the individual weight for every i € N.

Example 2.4.3 [Figure 2.3] As in earlier examples the maintenance costs
of the different edges are all 10. Check that z = (5,13,12)T is a core
element for ¢g. The numbers at the edges in Figure 2.3 denote the overflows
corresponding to z. Firstly, observe that the partition 7 of G into pseudo
subtrees induced by z is trivial. Assume that z is a down-home allocation:
there is a vector of weights w with w; > 0 for all ¢ € {1,2,3} such that
6% (G) = z for B = (T, w) € B(G). Recall the painting story for the weighted
down-home allocation. The players 1,2, and 3 respectively paint at velocities
w,wo, and ws at e; as long as c(e;) = 10 is not completed. Furthermore,
the contribution of player 1 and the overflows Oz(z) and Os(z) determine
the parts of c(e;) that are individually covered by the players 1,2 and 3,
respectively. Given the velocities we can compute the time that the players
need to finish these parts in three ways, as

5 Oa@) . Oule)

w; w2 w3

These numbers are equal by the fact that all the players will continue paint-
ing on e; until it is finished, which implies that the finishing time of the
collective of players equals the individual finishing times.

Since we are completely informed about the individual contribution of player
1 and the overflows corresponding to each branch emanating from the node
of player 1, we must therefore have

5 3 2

wy  wy w3
and thus w = (wy, $wy, 2w;)T. If w is required to be a vector in the unit
simplex, we get w; = § and w = (4,3, %)7. The reader may verify that
indeed 6%(G) = z for 8 = ({G},w). q
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Figure 2.3: The tree of Example 2.4.3

Example 2.4.4 [Figure 2.4] All edges have equal maintenance cost 10.
Consider the core element z = (4, 12,12,12)T of the corresponding 4-player
maintenance game. The overflows corresponding to z are the numbers to
the edges.

I
@ ®
Ny

y

A

Figure 2.4: The maintenance problem of Example 2.4.4

The partition into pseudo subtrees by z is trivial. Assume that z is a down-
home allocation, i.e. there is a vector w € R* with all positive coordinates
such that for 8 = ({G},w) we have §°(G) = z. We will see that similar
reasoning as in the Example 2.4.3 leads to conditions that determine w.
Basically, the only difference with the situation in Example 2.4.3 is that it is
not directly clear what are the individual contributions of players 3 and 4 at
e, We are only able to monitor their aggregate efforts by means of O3(z).
The same considerations as in the above example lead to the conclusion
that players 1,2, and the collective of players 3 and 4 respectively finishes

in 5’;, O;g’) and ug 3_534 time units respectively. Since these numbers are all
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equal we have
4 2 4

w, Wo wW3+ws

Therefore, at this stage we are able to express wo and w3 + w4 in terms of

wy, i.e. wy = Fw, w3 + ws = wy. If we require w(N) =1, we get w; =

oY= Ot

This means that we only have to consider w3 and w4 since wp = %wl =
Consider the path from the root to node 3. The players 3 and 4 reach node
3 at the same time. The time they need to complete the path from the
root to node 3 equals the time for finishing e; plus the time necessary for

completing es, i.e.

Osle) , _cles) _ Osla) +eles)
w3 +ws W3+ wy w3 +wy

At this precise moment player 4 has completed exactly O4(z). Using the
velocity of player 4, w4, the time that player 4 must spend equals %ﬂ, and
thus

O4(z) _ Os(z) + C(es).

wy w3 + w4
This means that
2 14
—_— = = 3 ’
w4 W3+ Wy
from which we see that wy = % and wy = w; —wy = %—% = ;—g Thus

— (2112 2\T
w = (5 5 3 35)
Now we will formalize the above ideas. For any core allocation z, we define
a weight system B € B(G) such that £ = §%(G). First, find the partition
T = (G,... ,GP) of G into pseudo subtrees induced by z. Then a weight
vector w can be found by first, for all i € N, calculating the sums

1 if 7(4) = T,
wFE)={ Gix) - y
Ons) () +C1r(i)w(F( @) else,

(2.8)
in a recursive manner, and then the individual weight for a player ¢ € N is
given by

wi =w(F(i) - Y wF()) (2.9)

jen=1(i)
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Proposition 2.4.5 Let z € C(cg). There ezists  := (T,w) € B(G) such
that = 6°(G), where T = T(z), and w satisfies (2.8) and (2.9).

Proof.  First we show the existence part. Observe that 7(z) exists and
that if, for some i € N, we have |[N(G*(¥))| = 1, then (2.8) implies w; = 1.
To prove existence for w, it is therefore sufficient to show that

Oi(z) + ¢; > 0 for all i € N such that |N(GF¥)| > 1. (2.10)

Since ¢; > 0 for all ¢ € N, and since 0,-(:1:) > 0 for all ¢ € N such that
m(i) # Tx(i), the only possible problem arises if ¢; = 0 for a player ¢ such that
m(1) = ry(;)- Suppose that this is the case. Then, since, by the construction
of T, z(N(G*D)) = cguw (N(G*®)), we must have O;(z) = 0 for all j €
7~ (i) N F (i), contradicting the fact that 7 is induced by z.

B € B(G): Clearly, T = (G,... ,GP) is a partition of G into pseudo subtrees.
From (2.8), (2.10), and because O;(z) > 0 if (i) # rx(;, it follows that

w(F(3)) >0 for alli € N. (2.11)

Also, for any i € N, we have from (2.8) and (2.9) that

w; = w(F(i)) {1 - > OT————i?;)(’i) . }

jem—1(i)nF(3)

O; (z)+ci— Zjeﬁ(,-)\{i} (zj —¢j)

= w(F (i) o)t 6 2.12)
= w(F(5)) L) (%3 = <) ;; )—E:-eﬁ(i)\{i} (2 - ¢)
=w(F@) g s 20

where the last inequality follows from (2.11) and (2.10), and because Propo-
gition 2.3.1 and z € C(cg) imply z > 0.

Finally we show that z = §°(G). For any i € N it follows from (2.12) that

'05(2‘) + ¢

w; wF@) (2.13)

i =
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For any j € V(P,), let

0 if j = rig),
ti=19%@) +e (a:~) Rk otherwise. (2.14)
w(F(5))
From (2.13) and (2.14) follows
T = w;it; = w; Z (t; - tw(j))- (2.15)
JEN(P)
Now note that, for any j € N (f’i),
c-
ti — oy = —=—-. (2.16)
7O w(E ()

If 7(j) = ri(i), then O;(z) =0, so (2.16) follows from (2.14). Else

v_p o 0i@) +e; _ On((@) + enpy
T W) w(F())
_ Oj(a:) + fj - Oj(l‘) _ fj
w(F () w(F (7))’

where the second equality follows from (2.8). To complete the proof, we
rewrite (2.15) as

c; c(e)
T; = wit; = wj Z —-—..J—_-= Z —_——
[ wFG) Lz w(B)

which is exactly (2.7). a

Theorem 2.4.6 The set of all down-home allocations equals the core of a
maintenance game, i.e. {0%(G) | B € B(G)} = C(cg).

Proof. That the weighted down-home allocations form a superset of C(cg)
follows from Proposition 2.4.5. To show the inclusion, suppose 3 € B(G).
The proof is complete by first noting that §%(G*) € C(cge) for every k =
1,...,p by (iv) in Proposition 2.3.1, and from Proposition 2.3.4(i). a
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We will now show that the weighted down-home allocations are related to the
weighted Shapley value, as defined byKalai and Samet (1987). In Monderer
et al. (1992), it is shown in a non-constructive way that the set of weighted
Shapley values equals the core for convex games. In order to define this
generalization of the ordinary Shapley value, we need to make the following
definition.

Definition 2.4.7 Call an S-weight system for the set of players N an
ordered pair p := (S, ), where S = (S1,...,S5;) is an ordered partition of
the player set N, and A% € R, NA(S,) forall £=1,... ,q. Let M(N) be
the set of all S-weight systems for N.

Let 4 € M(N). Define for each S C N, m(S) := min{j : S; NS # 0},
and let § := SN Syys). The most important players, i.e. those in S, will
carry the entire cost. Then the weighted Shapley value* corresponding to u
is determined as the linear operator ®* : 'V — RY guch that forall S C N,

Ai . &
Bug) =42 7 (217)
0 otherwise.

In the unanimity game ug, the importance of the players depend on how
they are "ranked”, i.e. where they are located in the ordered collection S.
In the case of our cost game cg, because of (2.5), we only need to consider
the (dual) unanimity games corresponding to users of edges, i.e. the games
u;‘v(Bg) for all e € E. If, for some e € E and i € N, we have i € N(B,), we
say that ¢ is a user of e. For some e € E, let

S(e) := N(Be) N Smin{j|N(B.)NS; £0} >

and if 7 € S(e), we say that 7 is a senior user of e. If i is a user, but not
a senior one, of e, there must exist some j # i such that j € S(e), and we
say that ¢ is dominated by j at e. The weighted Shapley value for the dual
unanimity game corresponding to edge e is given by

Ai e
@é‘(u:v(a,))={x(5(e)) ifie S, (2.18)

0 otherwise.

“The ordinary Shapley value is the special case of (2.17) where § = (), and all players
have equal weights.
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Then, since the weighted Shapley value is additive, and because of (2.5), we
have
ol (cg) = Y _ B (ul(a,))-

ecF

Figure 2.5: The maintenance problem of Example 2.4.8

Example 2.4.8 [Figure 2.5] Let c(e) := 10 for all e € E. Also, let S :=

({2,3},{1,4,5}) and X := (}, 1,1, 4—,2-,) hence y = (S,\) € M(N). The
corresponding weighted Shapley value is ®*(cg) = (0, 15, 15,10, 10)T. Player
1 pays nothing, since he is not among the senior users of any edge. Players 2
and 3 dominate all other players at edge (r, 1), and since they both have the
same weight, they both pay 5 here. Only player 2 uses (1,2), so he pays for
this edge alone. Since he does not use any other edge except (r, 1), his total
contribution is 5 4+ 10 = 15. Player 3 dominates all other players at (1, 3),
and since he is not using any other edge except (r, 1), his total contribution
is 5 + 10 = 15. Players 4 and 5 are dominated by other players at all edges
that they use, except at the edges e4 and e5, respectively, where they make
up the entire set of senior users, and therefore they contribute 10 each. <«

Theorem 2.4.9

(i) For any B € B(G), there exists u € M(N) such that ®*(cg) = 6°(G).

(46) For any p € M(N), there exists 8 € B(G) such that ®#(cg) = 65(G).
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Proof. (i) Let 8= (T,w) € B(G) for some maintenance problem G. Note
that the elements of 7 = (G!,... ,GP) can be ordered arbitrarily without
affecting 6%(G), and we choose an ordering such that k(i) < k(j) = j &
N(P;) for any pair 1,57 € N. Let, for every k = 1,...,p, S := {i €
N(G*) | w; > 0} and S, := {i € N(G¥) | w; = 0}. The ordered collection
(S1,.-- +Sp,Sp+1,- - , S2p) contains ¢ nonempty elements, where p < g < 2p,
and let S := (S51,...,S5,) be the ordered collection obtained by deleting the
empty elements. Also, for every i € N, let

w; )
if w; > 0,
w(igt(i)) !

| Seciy

where £(i) = £if and only ifi € S;. It is easily seen that u := (S, ) € M(N).
For any i € N, we have

(2.19)
otherwise,

S(e)az S(e)az
= —t _(e) = — P __c(e) =8(9).
e%;) w(S (e)) g(;,‘,) w(N(Be)) |
e)3i

The first equality follows from (2.5), the additivity of the weighted Shapley
value, and (2.18). The second equality follows from the fact that we can
have i € S(e) only if e € E(P;). Suppose, on the contrary, that i € S(e)
for some e € E \ E(P,). Since we can have i € S(e) only if i is a user of
e, we must have e € E(FP;), i.e., e is on the path between i and the global
root r, but does not belong to the local subtree to which i belongs. Then,
by the construction of S, we must have N(B.) N S; # @ for some j < £(3),
implying i & S(e), a contradiction. In order to prove the third equality, it
is sufficient to show that if i € S(e) for some i € N and e € E(B;) such
that c(e) > 0, then \; = g7¥i~, and hence A(S gg%g Suppose that
this is not true. Then w; = 0 by (2.19), and ﬂ € B(G) implies that there
exists some § € N (B"e) such that w; > 0. Then, by the construction of S,
i € S(e), a contradiction. The fourth equality follows because, for any e € E
and i € N, i € N(B,) \ S(e) implies w; = 0 (by the construction of S), and
hence w(N(B.)) = w(S(e)). The last equality follows from (2.7).
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(22) Let p = (S, A) € M(N) for some maintenance problem §. We construct
T, i.e., a partition of G into pseudo subtrees, by applying Algorithm 2.4.10.

Algorithm 2.4.10

Initialization

Let S}, := Sy forevery m=1,... ,q, w:= X, and £:= 1.

Main step
Repeat
For i € 5, do
For j € N(P;,) do
If £(5) > £(7) then
Stp = Sy Y 17}
St) = Sy \ U}
w; =0
£:=£0+1
until £ > ¢

The algorithm will give as output the ordered set of coalitions Sj,... ,S;.
Suppose that this ordered set has ¢’ nonempty members. Delete the empty
members, and for every 1 < £ < ¢, let G,... ,Gf‘ be the collection of
pseudo subtrees corresponding to maximal connected, with respect to G,
components of Sj. Clearly, the ordered set

G!,...,G,G?,... G%,...,GY,... GY

) 9.
1 12 iy

is a partition of G into pseudo subtrees. Let p be the number of members
of this partition, re-index, and set 7 := (G,... ,GP). Since A > 0, we have
w > 0. Then it follows that 3 := (7", w) € B(G) since, for any i € N, w; =0
implies, by Algorithm 2.4.10, that there exists some j € F(3)\ {i} such that
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w; > 0. Now, for every i € N,

bg) = W A
6;(G) = ee%(:ﬁi) c(e)w(N(Ee)) ee%(:ﬁ)c(e) X5()
M T A (2.20)
_ R N
_eeg(;)C(e),\(S(e)) ; c(e)/\(s(e)) ¢t (cg)
S(e)ai S(e)2i

The first equality follows from (2.7), and the second equality follows from
the fact that w; = 0 if i & S(e) for some e € E(B;), and since w(N(Be)) =
A(S(e)) for every e € E. To see that the latter equality is correct, con-
sider some e € E. After applying Algorithm 2.4.10, the nodes in N(P;) N
N(B,) will be included in Sé(j) for every j € S(e). Hence the node set
Ujes(e)(N(Pj) N N(B,)) will be connected, with respect to G, and we must
therefore have S(e) C N(B,). Also, j € N(B.) \ S(e) implies wj = 0, and
J € S(e) implies w; = A;, hence we obtain the desired result.

The third equality in (2.20) follows because e € E(P;) \ E(P;) implies, from
Algorithm 2.4.10, that N(B.)N S; # 0 for some j < £(3), i.e., 1 is dominated
by the members of S;, hence i & S(e).

The fourth equality in (2.20) follows because e € E \ E(P;) implies that ¢ is
not a user of e, hence i ¢ S(e), and the last equality follows from (2.5), the
additivity of the weighted Shapley value, and (2.18). a

Example 2.4.11 [Figure 2.2] Consider the maintenance problem in Exam-
ple 2.4.2, and the weight system 8 = (T",w) € B(G), where T = (G, G?) and
w = (1,1,3,1)T. Here, the corresponding u = (S,)\) € M(N) is uniquely
given by S := ({1,2,3},{4}) and A = (}, 1,3, 1)T. q

Example 2.4.12 [Figure 2.5] Consider the maintenance game in Example
2.4.8, and the weight system p = (S,A) € M(N), where S = ({2,3},
{1,4,5}) and A = (4,1, 1 1 1)T By applying Algorithm 2.4.10, we obtain
the partition 8’ = ({1,2,3},{4,5}) of the player set, and the weight vector
w= (0,331 %)T Note that player 1 has been absorbed by the partition
member containing 2 and 3, since 1 is dominated by these two players, and

that, accordingly, his weight is now zero. By taking maximal connected
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subsets of each partition member, we obtain a partition of G into pseudo
subtrees, equal to 7 = (G, G2, G?), where N(G*') = {1,2,3}, N(G?) = {4},
and N(G3) = {5}. q

We now know, from Theorem 2.4.9, that our weighted down-home alloca-
tions are equivalent to weighted Shapley values, and, from Theorem 2.4.6,
that the set of weighted down-home allocations equals the core, hence the
following result.

Corollary 2.4.13 The core of the maintenance game (N, cg) equals the set
of weighted Shapley values, i.e. {®#(cg)|p € M(N)} = C(cg).

Monderer et al. (1992) show a more general result, that the set of all weighted
Shapley values equals the core of any concave cost game. However, in prov-
ing this they needed a fixed point theorem.

2.5 The core and the set of weighted neighbour-
home allocations

In the case of the weighted down-home allocation, the players have an obli-
gation to help their neighbours (predecessors), since they are required to
start working from the community center towards their own home. A less
extreme social obligation results by applying rules (i)-(iv) in Section 2.4,
as well as (v) and (vi) below. The resulting allocation will be called the

neighbour-home allocation.

(v) If, for any worker i € N, the road between ry(;) and (i) has not been
finished yet, then ¢ is working outside his own edge e;.

(vi) Each worker paints as close to his home as the rules (i)-(v) permit him
to.

The algorithm in Maschler et al. (1995) returns a special case of the weighted
neighbour-home allocation, the nucleolus, where 7 = {G} and w; = TIIVI for
all i € N. We will show, analogous to the treatment in Section 2.4 for the
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weighted down-home allocation, that the set of weighted neighbour-home
allocations equals the core, when the weight systems vary over the set B(G).
In order to do this, we need to present the scheme implied by rules (i)-(v) ina
more formal manner, and this is done in Algorithm 2.5.1. Let 8 = (T, w) €
B(G), where T = (Gl,... ,GP). The neighbour-home allocation, denoted
7%(G), is obtained by, for each of the restricted maintenance problems G¥,
1 < k < p, applying Algorithm 2.5.1 to the restricted maintenance problem
Gk.

Let z(e, q) € [0,c(e)] be the part of the cost of edge e € E(GF) which is paid
before stage g. Let E; C E(G*) be the subset of edges whose cost is covered
at stage ¢, and let E(q) := U;j<,E;. Let e(4,q) be the edge to which player
i is contributing in stage g, and let S(e,q) := {i € N(G*) | e(é,q) = e} be
the set of players contributing to edge e in stage ¢q. Let () denote the first
stage in which 7 stops contributing.

Algorithm 2.5.1

STEP 0
qg:=1
z(e,1) := 0 for all e € E(GF)
E(1):=0
e(z', 1) — e1I’(i) if 7['(‘1-) :Ié Tk
e; otherwise
STEP 1
For any e € E(G*) \ E(q) such that S(e,q) # 0, it would take
c(e) — z(e, q)
t(e,q) = o2
€9 = 4 Sea)

units of time to finish paying for edge e. Thus, the first edge will be
finished after ¢(q) := min{t(e,q) | e € E(G*) \ E(g) and S(e,q) # 0}
units of time. Then w(S(e, ))t(g) is the fraction of an edge e € E(G¥)\
E(g) which is constructed at stage g, and therefore z(e,q + 1) :=
z(e,q) + w(S(e, q))t(q). Let Ey := {e € E(G*)\ E(q) | t(e,q) = t(q)}
be the subset of edges finished at stage ¢, and let E(g+1) := E(q)UE,
be the subset of edges finished before stage ¢ + 1. Consider every
i € S(e, q) for every e € E;. If there exists an unfinished edge between
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e = e(i,q) and the root, i.e. f < e such that f € E(G*) \ E(g + 1),
then choose such an f as close to e as possible, and set e(i,g+1) := f.
If such an edge does not exist, and if ¢’s own edge is not finished, i.e.
e € E(G") \ E(q + 1), set e(i,q + 1) := e;. Otherwise, set Q(i) := ¢
and 7/ (G) := 179 t(g)w.

STEP 2
If E(g+ 1) = E(G*), terminate. Otherwise, set g := g+ 1, and repeat
step 1.

We will first demonstrate the algorithm by an example.

®

|
@ O

\®/

A

Figure 2.6: The maintenance problem of Example 2.5.2

Example 2.5.2 [Figure 2.6] This example is identical to Example 2.4.2,
where 8 = ((G!,G?),(1,1,3,1)), N(G') = {1,2,3}, and N(G?) = {4}, and
we have n?(G) = (4,4,22,10)T. Player 4 is alone in his pseudo subtree G2,
so he will contribute the entire cost of the edge (1,4), i.e. 10. For pseudo
subtree G we apply Algorithm 2.5.1. Initially, e(1,1) = e(2,1) = (r,1)
and e(3,1) = (1,2). The first edge is finished after ¢(1) = min{32, ¥} =
% = 1((1,2),1) units of time, and the set of edges finished in the first stage
is By = {(1,2)}. Now e(3,2) = (r,1) and S((r,1),2) = {1,2,3}, ie. all
three players will be contnbutmg to edge (r,1) in the second stage. Then
8(2) = t((r, 1),2) = =204 _ 2 5nq B, = {(r,1)}. Players 1 and 2 stop
contributing after the second stage, ie. Q(1) = Q(2) = 2, and they each
contribute, in total, 1- (3 + 2) = 4. Player 3 now starts contributing to

his own edge, i.e. e(3,3) = (2,3). He will finish this edge in ¢(3) = 0 units
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of time, and then stop contributing (Q(3) = 3). His total contribution is
3- (R + 2+ 1) =22 Since all the edges have been finished after stage 3,
the algorithm terminates. q

Now we turn to the following question: Given a core element y, can we find a
weight system 8 = (T, w) € B(G) such that y = 7°(G)? It turns out that the
answer is yes, and proposition 2.3.4(ii) suggests that we choose 7 := T (z).
We will now illustrate, using two examples, how the weight vector w can be
found.

I
® ®

k®/4

|

A

Figure 2.7: The tree of Example 2.5.3

Example 2.5.3 [Figure 2.7] This example is identical to Example 2.4.4, and
the allocation y = (4,12,12,12)7 is a core element, since all the overflows, as
shown in the figure, are non-negative. The partition 7 (y) is trivial, since the

only edge with zero overflow is (r, 1). First, note that edge e; will be finished

4
w

this edge until it is finished, and will return home (to finish their own edges)
exactly when this is the case. In order to calculate how long 2 and 3 will

after units of time. Moreover, players 2 and 3 will be contributing at

be contributing at edge e;, we need to find their far-away contributions, i.e.
how much they contribute at edges other than their own. We will do this
by first finding their home contributions, i.e. how much they contribute at
their own edges. Player 2’s home contribution is obviously given by the cost
of his own edge, i.e. 10, since he has no followers other than himself. Thus
his far-away contribution, i.e. the amount that he will contribute at edge
e1, i8 12 - 10 = 2. For player 3 the picture is more complicated, since he has
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a follower, player 4. Rule (vi) implies that if 4 contributes anything above
the cost of his own edge, this contribution will first be used to finish edge e3.
This is indeed the case, since player 4 contributes 12 - 10 = 2 in excess of the
cost of his own edge. The home contribution of player 3 will thus be only
10 - 2 = 8. Since he contributes 12 in total, his far-away contribution will
be 12 - 8 = 4. To sum up, we know now that players 1, 2, and 3 contributes
4, 2, and 4, respectively, at edge e;. This implies

422 (2.21)

w w2 w3
Player 4 will be contributing at es until this edge is finished. His contribution
at this edge is 2, as we stated above. Player 3 will stop contributing at all
exactly when his own edge is finished, at which point he will have contributed
12. This implies

%:%. (2.22)

A weight vector that satisfies both (2.21) and (2.22) is w := (4,2,4, §)T. <

To formalize the notions of home and far-away contributions, let y = 7?(G)
for some weight system 8 € B(G), and let i € N(G*¥), 1 < k < p. Note
that the contribution of the players in (i) \ {i} at or below e; will be given
by what they contribute in excess of the cost of their own edges, i.e. by
2 jek){i}(¥i—c;j)- Because of rule (vi), this excess contribution will first be
used at edge e;. Player 7 will cover the remaining part ¢;—3 ;. Fa\} (yj—cj)
of the cost of his own edge, if this expression is positive. Hence, player i’s

home contribution is given by

hi(y) := (c. - Y —c,-)) = (c: - > Oj(y)> :
JEF(\{} A jET-1(HNF() '
and his far-away contribution is fi(y) := y; — hi(y). Next we will consider

an example where some players contribute nothing, which makes finding the
weight vector slightly more complicated.

Example 2.5.4 [Figure 2.8] A core element is given by y = (0,12, 16,0, 16,16)7 .
We set the weights of players that does not make any contribution, to zero,
ie. w; := wyq := 0. Player 2 has no followers other than himself, he will



36 Weighted Allocation Rules for Standard Fixed Tree Games

® ©®
Nyt

E
@ ®
Nyt

|

A

Figure 2.8: The maintenance problem of Example 2.5.4

have to contribute to the entire cost of his own edge ey, i.e. ha2(y) = 10. The
remaining 12 - 10 = 2 (= fa(y)) that he contributes, will be towards the
cost of edge e;. Player 3 will also contribute at this edge, but how much?
The answer can be found by noting that the followers of 3 (except himself),
i.e. players 4, 5 and 6, contribute 0 + 16 + 16 = 32, while the total cost of
their own edges is only 30. Hence we have h3(y) = 10 — (32 — 30) = 8 and
fa(y) = 16 — 8 = 8. Players 2 and 3 will return home at exactly the same
time, i.e. when edge e; is finished. This will happen after

L) _2 _f)_ 8 (2.23)
w29 wo w3 w3

units of time. Note that the weights of players 2 and 3 are not related to
the weight of the player in front of them, as was the case in the Example
2.5.3.

We have hs(y) = hg(y) = 10, since neither player 5 nor player 6 have
followers other than themselves, and therefore fs5(y) = fe(y) = 16 — 10 = 6.
Because of rule (v), they cannot return home until the players in front of
them have all finished. The last such player to finish will be the closest one
that makes a positive contribution, i.e. player 3, who finishes after 373' units
of time. Our weight vector must therefore satisfy

6_56_16 (2.24)
ws wWs W3
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A weight vector that assigns weight zero to players that does not con-
tribute anything, as well as satisfies (2.23) and (2.24), is given by w =
(0,4,16,0,6,6)T. q

For any i € N(G¥), let (i) be the first predecessor of i in G* such that
i > 0. If no such predecessor exists, let 77 (i) := r. Also, let N*(G*) :=
{i € N(G¥) | y; > 0}. Note that if i € N(G*) is such that (i) # r
and O;(y) > 0, then he will contribute a nonzero amount to the cost of
the edges in E(P,+ (i))> and will return home exactly when all the edges in
E(P;) \ {e;} have been finished. Since f_:(ugl is the total time that player 4
spends contributing to edges other than his own, we have

TG = mH() £ = B8 SO i e NtGY).  (225)
w; w;
Also, if a player contributes to the cost of the edges of his predecessors,
he will return home exactly when the last one of his predecessors stops
contributing, i.e.,

fily) _ Y@ g ol i e NH(GH) such that 7 () £, (2.26)

wj Wr+(3)
Let, for k = 1,... ,p, B¥(z) := {i € N(G¥) : 7t (4) = ri}, i.e., the set of
players who have no contributing players between themselves and the root.

Proposition 2.5.5 Let £ € C(cg). Then there ezists B := (T,w) € B(G)
such that T = T(z), and w satisfies, for every k=1,... ,p,

filz) _ fiz) Vi # j € N*(G¥) n B¥(z), (2:27)
w; wj

filz)  Ta+i) .

R Vi € Nt(G¥) \ B¥(z), (2.28)

w; =0 Vi € N(G¥)\ N*(G*). (2.29)

Moreover, z = 15(G).

Proof.
Claim 1: Ezistence.
Clearly, T(z) exists. Let 1 < k < p. In order to show that (2.27)-(2.29)



38 Weighted Allocation Rules for Standard Fixed Tree Games

have a solution, note that, for every i € N(GF),

fi($)=$i“hi($)=$i—(ci" > (fvj—Cj))
+

JEF@E\{i}

= z; — (Ci+$i_ci_ > (fvj—cg'))
+

JEF()
=i~ (- 0u(a)) |

The construction of 7~ implies, for every i € N(GF), that Oij(z) > 0 if
(%) # i, hence

(%) # r, and z; > 0 = fi(z) > 0. (2.30)

A solution can be found by arbitrarily fixing w;. > 0 for some i* € Nt(G¥)n
B¥(z). Note that, since the subtree G* has exactly one node adjacent to
the root, 7(i*) = ry implies |N*(GF) N B¥(z)| = 1, in which case (2.27)
places no further restrictions on the weight vector. If [Nt (G*)NB*(z)| > 1,
we use (2.27) to determine w; for every j € N*(G*) N B*(z) \ {i*}. For
the players in N*(G*) \ B¥(z), we determine the weights from (2.28) in a

recursive manner.

In the rest of the proof we will use the following result. Let y := n?(G).
Then, for i € N(G*) and 1 < k < p,

;>0 w;>0y;>0 ViEe N, (2.31)

where the first equivalence follows from (2.30) and the construction of w
described above. Since y is a result of Algorithm 2.5.1, where only players
with positive weights have to pay anything, we have y; > 0 = w; > 0.
Finally, w; > 0 implies z; > 0, and from = € C(cg) and Proposition 2.3.1(iv),
there must exist some edge e € E(P;) such that c(e) > 0. Then, since y has
been constructed using Algorithm 2.5.1, we have w; > 0 = y; > 0.

Claim 2: 8 € B(G).

Clearly, 7 = T(z) is a partition of G into pseudo subtrees. Also, z >
0, together with (2.31), imply w > 0. Let ¢; > 0 for some i € N(G¥),
1 < k < p. Since V(@) ¢ C(cgx) by Proposition 2.3.4(ii), we must have
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0i(z) = ¥ e (5 — ¢5) > 0 by Proposition 2.3.1(iii). Since z; > 0 and
¢i>0forallje ﬁ’(i), there must exist some £ € ﬁ’(i) such that z; > 0, and
wy > 0 then follows from (2.31).

Claim 3: z = 1%(G).
We have

Y(N(G*)) = cg(N(G¥)) = =(N(G*)), (2.32)

for 1 < k < p, where the first equality follows from Algorithm 2.5.1 and
B € B(G), and the second from £ € C(cg) and Proposition 2.3.4(ii). If
N(G¥) = {i} for some i € N, then z; = y; follows directly, so we will
assume in the following that |[N(G¥)| > 1. Suppose, contrary to our claim,
that zN(G") £ yN(G") By (2.32), there must exist i,j € N(GF) such that
z; < y; and z; > y;.

Consider node :. We will first show that
T < yp Ve € F(5). (2.33)

To prove (2.33), first note that £, = 0 < y¢ = 0 follows from (2.31). Next,
note that w satisfies (2.27)-(2.29) with respect to z, by definition, and with
respect to y, since (2.27)-(2.29) follows from Algorithm 2.5.1. Also, because
of (2.31), we have B¥(z) = B*(y), and the definitions of 7t (e) and N+ (G*)
are unambiguous. Then (2.28) implies that fi,(z) < fm(y) for every m €
(mt)~1(3), so there must exist some £ € F(4) \ {¢} such that z; < y;. The
argument can be repeated for i = £, and by continuing in this manner, we
will eventually have shown that there is a leaf £ € ﬁ’(z‘) such that z; < yq.
Now we will show that z, < y; for every leaf £ € ﬁ’(i). Suppose, on the
contrary, that this was not true, i.e., there exists a leaf m € F(i) such that
Tm > Ym. Then it must be possible to find two branches 1§pq and Bps, both
rooted at p € F(i), such that m € N(Bpg) and z; > g for all t € N(By,),
and such that z; <y; forallt € N (B,,,). In order to see that this yields a
contradiction, note that (2.28) and z,, > yn, implies

z > Yyt VYt € N(Bpg) = fol@) > fo(y) = zp > yp,

and that
T < yp Yt € N(Bpg) = folz) < foly) = zp < yp.
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Now, since every £ € F(i) such that £ is a leaf of G* satisfies z; < yy,
we can use (2.28) in a recursive manner to prove (2.33). Then z; < y; and
(2.33) together imply f;(z) < fi(y), which, by (2.28), implies T+(;) < Yr+(i)-
Setting i := 7t (3), we can successively repeat this argument until we have
i € N*t(G*) n B¥(z).

We have thus shown that there exists i € N*(G¥)N B¥(z) such that z; < y;.
Using the same line of argument for node j, we can show that there exists
j € N*(G*) n B¥(z) such that z; > y;. If [INT(G¥) N B¥(z)| =1, this is in
itself a contradiction, otherwise the contradiction follows from (2.27). O

In the same way that Proposition 2.4.5 enabled us to prove Theorem 2.4.6,
Proposition 2.5.5 enables us to prove that the set of neighbour-home alloca-
tions equals the core.

Theorem 2.5.6 For any maintenance problem G the set of all neighbour-
home allocations equals C(cg), i.e. {n°(G) | B € B(G)} = C(cg)-

2.6 Conclusion

We have shown that every core point can be obtained from weighted ver-
sions of the painting stories of Maschler et al. (1995), and we have given
explicit formulas for computing the corresponding weights. The alternative
description of the core provided by our results may be useful when choosing
between different core points.

The weighted down-home allocation rule corresponds to the weighted Shap-
ley value. We also know, from Maschler et al. (1995), that n(T-%)(G) is equal
to the nucleolus of cg if we set 7 = {G} and w; = gy foralli € N. In
Yanovskaya (1992) , the weighted nucleolus is defined by replacing the or-
dinary excess function by a weighted excess function, and it is shown that
every point in the relative interior of the core can be obtained as a weighted
nucleolus. For the game (N, g), and some pre-imputation z, this weighted
excess function is given by, for any S # N, 0, (S, z) := ps(g(S) — z(9)),
where ps > 0. Let 8 := ((G',... ,GP),w) € B(G) for some maintenance
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problem G, and let k = 1,... ,p. Suppose we set pg := f(wN(G")) for all
S C N(G*) such that S # @, where f : RV (G") , R. An interesting open
problem is whether we can pick the function f such that n®(G), when re-
stricted to the members of N(GF), is the weighted nucleolus of the game

Cgk .



Chapter 3

Bankruptcy and Flow
Sharing Problems

3.1 Introduction

The purpose of this chapter is to link two classical problems, namely, the
bankruptcy problem and the flow sharing problem. The former problem con-
cerns the allocation of an estate among several claimants, where the total
amount of the claims exceeds the value of the estate, whereas the latter deals
with the allocation of a network flow among the terminal (claimant) nodes
of a capacitated network. The situations motivating both problems! can
be characterized as emergency situations, arising in connection with, e.g.,
corporate bankruptcies, deaths, strikes or famines. In order to avoid damag-
ing conflicts in such situations, allocation rules, satisfying the participants’

notions of fairness, should be specified in advance.

In the literature on bankruptcy problems, many different allocation rules
have been suggested, some of which will be presented in the next section,
and the focus has been on characterizing these rules, such as in Aumann
and Maschler (1985), Dagan (1996), Dagan et al. (1997), Dagan and Volij
(1997), Herrero et al. (1999), Hokari and Thomson (2000), and Chun (1999).
The literature on the flow sharing problem, on the other hand, has focused
entirely on egalitarian solutions, and the challenge there has been how to

!See O’Neill (1982), Aumann and Maschler (1985), and Brown (1979).
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compute the solutions. The papers on flow sharing differs slightly with
respect to what is meant by an egalitarian solution. In Megiddo (1974)
and Megiddo (1977), as well as in Fujishige (1980), an egalitarian solution is
found by maximizing, in a lexicographically manner, the vector consisting of
the (weighted) amounts received by the terminal nodes. Brown (1979) uses
a maximin formulation, while Ichimori et al. (1982) study the problem of
simultaneously maximizing the smallest (weighted) amount and minimizing

the largest amount received.

In this chapter, we will exploit the similarities between the two problems,
and show how the theory on one of them can be used in connection with the
other. First, flow sharing problems contribute to the theory on bankruptcy
problems in that a generalized bankruptcy problem, i.e., with more than one
estate, can be modeled as a flow sharing problem where edge capacities rep-
resent the size of claims. Second, the theory on bankruptcy problems will
be used to develop solutions to the flow sharing problems. We do this by
forming, in a natural way, a reduced flow sharing problem for every pair
of claimant nodes (Section 3.4). The reduced problems can be interpreted
as bankruptcy problems, and by assuming that every pair of claimants be-
lieve in some specific notion of fairness, as represented by an allocation rule
for their two-person bankruptcy problem, a unique solution to the n-person
flow sharing problem results. In the same manner as has been done for
bankruptcy problems?, we will also formulate a flow sharing game in the
form of a cooperative TU-game, and show that the unique solutions ob-
tained for the flow sharing problem correspond to important game-theoretic
solution concepts.

In Section 3.2 we give a formal introduction to bankruptcy problems involv-
ing a single estate, including some of the solutions that have been suggested.
Then, in Section 3.3, we introduce flow sharing problems, and show how they
are related to generalized bankruptcy situations. In Section 3.4 we formulate
reduced two-person flow sharing problems, and develop two unique consis-
tent solutions to the n-person problem by applying solution concepts from
Section 3.2. Then, in Section 3.5, we introduce the flow sharing game, and
show that important solution concepts for this game coincides with the so-

2Aumann and Maschler (1985).
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lution concepts of Section 3.4. In Section 3.6 we present transfer schemes
that converge to the solutions presented previously. Finally, in Section 3.7,
we generalize one of the solutions from Section 3.4 by introducing weights
for the claimant nodes.

3.2 Bankruptcy situations with one estate

In the bankruptcy problem, an estate with value F is to be divided among
n individuals with claims given by the vector d = (d;,d2,...,d;). An
allocation for the bankruptcy problem (E,d) is given by a vector z € R"
such that 0 < z; < d; for every i € N, where N := {1,... ,n}. We shall say
that an allocation z is feasible if, in addition, ) ;. v z; = E.

Numerous solutions to this problem have been put forward. In practice
the proportional rule, whereby the estate is divided among the claimants in
proportion to their claims, is commonly used. The constrained equal award
rule tries to give equal amounts to all claimants, subject to the constraint
that no individual should get more than his claim. Mathematically, the
amount allocated to claimant ¢ is

CEA;(E, d) := min{d;, A},

where A is chosen such that the allocation is feasible. The constrained
equal award rule focuses on the amounts that the claimants are awarded.
In some cases, e.g., if the estate is nearly large enough to cover all claims,
the claimants may be more concerned with losses, i.e., the part of their
claims that are not covered. In such at situation, it may be sensible to
equalize losses instead of awards. The constrained equal loss rule does this,
by allocating to claimant ¢ the amount

CEL;(E,d) :== max{0,d; — \},

where ) is chosen such that the allocation is feasible. A hybrid between
the constrained equal award rule and the constrained equal loss rule is the
Talmud rule3, where awards are considered when the estate is smaller than

3Aumann and Maschler (1985) attributes this rule to Rabbi Nathan, the author of
a particular passage of the Talmud, a 2000-year old document that forms the basis for
Jewish civil, criminal, and religious law.



3.2 Bankruptcy situations with one estate 45

one-half the total size of the claims, and losses are considered otherwise.
Mathematically, the Talmud rule is given by

{min{d,-/z, A} if B <Y d;/2,

T;(E,d) :=
i(B,d) max{d;/2,d; — A\} otherwise,

where X is chosen such that feasibility is obtained.

Aumann and Maschler (1985) develop several interesting characterizations
of the Talmud rule. One of them has to do with the contested garment
principle, which is an allocation rule defined only for bankruptcy problems
with two claimants. In order to explain this principle, let (E, (d1,dz2)) be a
bankruptcy problem with two claimants. According to the contested gar-
ment principle, claimant ¢z should concede

(E - di)+1

i.e., the part of the estate not claimed by himself, to j. If this applies to

both claimants, then the disputed (remaining) amount will be
E - (E - d1)4 — (E — d2)+,

which should be divided equally among the two claimants. Hence, the
amount to be received by ¢ will be

g E-(E—di)s — (E—da)s
v 2

+(E — dj)+-

In the n-claimant case, the contested garment principle cannot be directly
applied. However, if z is a feasible allocation, we may apply the princi-
ple to the two-claimant problem (z; + z;,(d;,d;)) formed by picking two
distinct individuals 7 and j. Aumann and Maschler (1985) show that every
bankruptcy problem has a unique solution z such that (z;, z;) is the solution
to every two-claimant problem (z; + z;,(d;,d;)). This solution, called the
contested garment consistent solution, turns out to be exactly the Talmud
rule.

In Aumann and Maschler (1985), a cooperative game with transferable util-

ity is formulated, where

vga(S) == (E —d(N \ 5))+



46 Bankruptcy and Flow Sharing Problems

is the value of coalition § C N. This value represents a pessimistic view
of how much the members of S could get, since the members of N \ S are
allowed to take as much as they want. Aumann and Maschler (1985) show
that the nucleolus of the bankruptcy game vg 4 is precisely the Talmud rule
for the bankruptcy problem (F,d). The method of "recursive completion”
in O’Neill (1982) is the Shapley value of this game, and Curiel et al. (1987)
show that the 7-value of this game coincides with an adjusted version of the
proportional rule.

3.3 Flow sharing problems and bankruptcy situa-
tions with more than one estate

The situation modeled by the bankruptcy problem of the previous section
is similar to those motivating the flow sharing problem of Brown (1979),
who studies the problem of allocating the (maximal) flow of a capacitated
network among its sink nodes. One of the real-world examples mentioned
by Brown concerns the transportation of coal from a set of coal mines to
a set of power producers. During a coal strike, only non-union mines will
be producing, and the limited production capacity of these mines must be
shared by the users of coal, i.e., the power companies. Each power company
”claims” an amount of coal equal to the amount used during normal (no
strike) times. The solution studied by Brown (1979) is one where the small-
est (weighted) amount of coal is maximized, subject to the capacities of the
coal mines and the transportation network. Another example is the distri-
bution of food during a famine, where the food supplies has to go through
a transportation network with limited capacities.

Both in the bankruptcy situation, and the situations underlying the flow
sharing problem, a limited amount of some resource has to be allocated
among a set of agents in an emergency situation, according to some pre-
specified rule. In the following, we will use a network approach similar to
that of Brown (1979) in order to model bankruptcy situations with more
than one estate. In the rest of this section, we will describe the flow shar-
ing problem formally. In order to stress the similarities with bankruptcy
problems, we shall show how the flow sharing model can be used to describe
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a bankruptcy situation with more than one estate. However, the model
can of course be used in connection with other situations where the fimited
availability of a resource can be represented by a capacitated network.*

In a bankruptcy situation with more than one estate, there may be several
types of interdependencies among estates:

(i) A creditor may have claims on several estates.

(ii) The estates may have claims on each other.

In order to model such interdependencies, we will use a network model. Let
the set of estates be given by M := {1,... ,m}, and the set of claimants by
N :={1,... ,n}. Thesets M and N will correspond to intermediate (estate)
nodes and sink (claimant) nodes, respectively, in our network model.> The
entire set of nodes V := {s} UM UN also contains the artificial source node
s. The nodes are connected by a set of edges A C V x V. A directed edge
(¢,7) is an ordered pair, and it has a finite capacity ki;. In the network
model corresponding to a bankruptcy situation, an edge (3,7) may belong
to one of the following types:

(i) 2= s and 7 € M, in which case (, j) represents those assets of estate
j that are not claims on estates in M \ {j}. In order to make things
simple, we shall refer to such assets as cash, although in practice they
can take many forms. The value of these assets will be determined
exogenously, and is given by the edge capacity ki;.

(ii) ¢ € M and j € N, in which case k;; is the value of j’s claim on estate

1.

(iii) < € M and j € M, in which case k;; is the value of estate 5’s claim on
estate <.

4The assumption of transferable utility, i.e., that a unit of the disputed resource has the
same value to every agent, limits the applicability of the model, especially if the disputed
resource is a physical one, such as in the examples mentioned by Brown (1979).

®In order to distinguish between estate nodes and claimant nodes in figures, we shall
denote the node of estate j by e;.



48 Bankruptcy and Flow Sharing Problems

Example 3.3.1 [Figure 3.1] In order to illustrate the above concepts, we
present the example with 2 estates and 3 claimants shown below. Estate 1
contains cash worth 40, while the cash amount in estate 2 is 60. In addition
to cash, estate 2 consists of a claim of 60 on estate 1. Consider a solution

40 (:V \0(60
60 (24)
20 (8) 50 (21)
20 (8) 150 (63)

Figure 3.1: Example 3.3.1

based on the proportional rule. Estate 1 would then be split according to
the vector
40-(1/5,1/5,3/5) = (8, 8,24),

where the claim of estate 2 is awarded 24. The value to be shared by 2 and
3 in estate 2 would then be 84 (= 60 + 24), giving the allocation

84-(3/4,1/4) = (63,21)
The total amounts awarded to the three claimants is
(8,71,21)

In Figure 3.1(a), the divisions of the two estates are illustrated as flows
(numbers in parentheses) over the edges. q

From Example 3.3.1 we see that an allocation of the bankruptcy situation
can be interpreted as a network flow. Mathematically, a flow is a function
f : A = R, where f;; is the flow from node i to node j. In order to deal
with network flows, we need to introduce a few concepts concerned with

networks. If P and @ are subsets of the set V of network nodes, let

(P,Q) :={(p,q) € A:p€ Pand g€ Q},
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i.e., the set of edges going from P to Q. The case (P,V \ P) is of special
interest, and is called a cut. For a network flow f, let the flow from P to Q
be denoted by

PR = > fu
(r.9)E(P,Q)

and the capacity &(P, Q) can be defined in an analogous manner.

The net flow into a node ¢ € V is given by

net(f,7) = f(V,{i}) - fF({s}, V).

In order for a flow f to be feasible, it should satisfy

{ <0 ifi=s,
net(f,i){ >0 ifi€N, (3.1)
=0 ifie M.

Le., the direction of the net low should be out of the sink node and into
the source (claimant) nodes. For the intermediate (estate) nodes, outflow
should balance inflow exactly. Moreover, the flow should be nonnegative
(i.e., the flow should not go backwards), and should not violate the edge

capacities, i.e.,
0 < fij < kij (1,7) € A. (3.2)

In a model of a bankruptcy situation, where edge capacities represent the
size of claims, (3.2) implies that no claimant should get more than the size
of his claim. Let the set of feasible flows, i.e., those satisfying (3.1) and (3.2)
be denoted by F. Also, let

X :={z€R":z;=net(f,7) Vie N, f € F}

denote the set allocations corresponding to feasible flows. For any set S C N
of sink nodes, let the total net inflow of S be given by

net(f, S) := Y _ net(f,s) = f(V,8) — £(S,V).

i€S

Then the set of mazimal flows can be defined as

F*:={f € F : net(f,N) > net(f',N) Vf' € F},
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i.e., the set of flows for which the total net flow into the sink nodes in N is
maximal. The corresponding set of allocations is

X* = {g:ER"::L‘,'=net(f,i) YieN, f EF*},

and a member of X* will be referred to as a feasible allocation, in line with
the terminology for single-estate bankruptcy problems. The total amount
awarded is maximal, given the restrictions caused by the limited amount of
cash available in the estates, and the additional restriction that no claimant
should be awarded more than the size of his claim. In Example 3.3.1, the
allocation (8,71,21) is a feasible allocation.

3.4 Bilateral comparisons and consistent solutions

The set of feasible allocations in a flow sharing problem can be quite large.
E.g., in Example 3.3.1, the allocations

(20, 40, 40) and (10, 65, 25)

are both feasible allocations, since they correspond to maximal flows in the
network of Figure 3.1. The former allocation seems to be an attempt to
equalize the amounts received by the respective claimants, given that the
allocation should be feasible. It may be argued that this allocation is unfair
to claimant 2, who gets no more than claimant 3, although his claims are
much higher. The latter allocation awards 2 a larger portion of his total
claims.

In this section we shall impose additional restrictions on the candidate allo-
cations by requiring that they should be considered fair by the claimants.
Fairness involves comparisons between distinct individuals, and we will limit
ourselves to pairwise comparisons. We will make assumptions with regard
to what a fair allocation rule in two-person problems is, and develop a set
of equations that the solution to the n-person problem must satisfy in order
to be consistent with the solution of every two-person problem. Of course,
the resulting equation system may not be solvable, or have many solutions,
depending on the allocation rule that is used for the two-person problems.
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Consider some allocation £ € X*. Pick two claimants 7 and j, and assume
that the other claimants are awarded according to z, i.e., an amount of
z; + z; is to be shared by 7 and j. Will the allocation (z;, z;) be considered
fair by ¢z and 5?7 In order to study this question, we form a reduced flow
sharing problem for i and j by defining, for any subset S C N,

F(S,z) := {f € F :net(f,i) = z; Vi € S}.

Then F(N \ {%,7},z) is the set of flows available to 7 and j, given that the
claimants in N \ {2, j} are rewarded according to z. The maximal flow that
1 can receive in the reduced problem will be

dij(z) : net(f,1),

= max
fEF(N\{i,j},2)

which may be interpreted as #’s claim in a two-person bankruptcy given by
(zi + zj,d(z)),
where d(z) := (d;j(z), d;i(z)). Note that
z € X* = max{d;;(z), d;i(z)} < i + z; < d;;(z) + dji(z), (33)

where the first inequality means that neither 4 nor j claims more than the
value of the entire estate, and the second inequality says that they together
claim at least the value of the entire estate. As an illustration, consider
Example 3.3.1 when z = (10, 65,25) is proposed for the entire problem.
Given that claimant 1 is awarded 10, claimant 2 can secure himself dy3(z) =
90, and 3 can get d32(z) = 50. Other claims are di3(z) = dia(z) = 20,
da1(z) = 75, and d3;(z) = 35.

Lemma 3.4.1 Let £ € X*, and suppose y satisfies yx = zx for allk € N\
{i,3}, and that (yi,y;) is a feasible allocation for the two-person bankruptcy
problem (z; + z;,d(z)). Theny € X*.

Proof.  Consider the allocation z*, where claimant i gets his entire claim
dij(z), i-e.,

dij(z) k=i

g = 25 — [dij(z) — @] = 75 + 7 — dij(z) k=]
Ik otherwise.
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40 (40) 60 (60) 40 (10) 60 (50)

60 (10) 60 (0)
_— —_—

20 (1(/ 2AK) 740)&1(0) 20 (IV 5&) 15¢/(0) &1(50)
©, ©, ® O ©, ®

10 90 10 50
(a) das(z) (b) daa(x)

Figure 3.2: The reduced flow sharing problem (z2 + z3,d(z)) in Example
3.3.1, when z = (10, 65, 25)

The allocation z* is obtained from z by increasing the net flow to ¢ as much
as possible, and reducing the flow to j accordingly. Let z7/ be defined in a
similar manner. Clearly, z* € X* and 2/ € X*, and, since X* is a convex
set, every convex combination of z* and 27 must also belong to X*. Since y
is such a convex combination, we must have y € X*. O

Suppose the contested garment principle from Section 3.2 is accepted as fair
by both 7 and j. According to this principle, ¢ concedes the part of the
estate not claimed by him, namely z; + z; — d;;j(z), to j. Claimant j, on the
other hand, concedes z; + z; — d;i(z) to i. The disputed amount is thus

T; + 5 — [zi + zj — dij(z)] - [zi + =5 — dji(z))],

and this amount should be shared equally. Thus, ¢ should receive the amount

T +zj— [zi + z; —dij(z)] — [zi + z;— _,'i(:z:)]
2

zi + ¢ — dji(z) +

=:L‘i +z;— ,'j(:l:) - d_,-,-(:z:)
9 .

Requiring that the contested garment solution should be consistent with z
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for claimant ¢ means that

o= T +z; — di;’(z) — dji() & ; — dij(z) = z; — dji(z).

If z is consistent with the contested garment principle for every pair of indi-

viduals, we shall say that z is contested garment consistent® (CG-consistent).
Formally, CG-consistency means that z must be a solution to the equation

system
i — dij(z) = z; — dji(7) {i,j} C N. (34)
In Example 3.3.1, a solution of (3.4) is z = (10, 65, 25).

Theorem 3.4.2 Every flow sharing problem has a unique CG-consistent

solution.

Proof. In Theorem 3.5.4 we will show that (3.4) is exactly the equation
system describing the nucleolus of a certain cooperative TU-game. Since we
know from e.g. Maschler et al. (1979) that the nucleolus exists and consists
of a single point, the result follows. ]

Another view of fairness, frequently advocated in discussions on e.g. income
distribution, is that every individual should get the same amount. By adding
a feasibility requirement, we get the constrained equal award solution from
Section 3.2. Consider two individuals ¢ and j, together receiving z; + ;.

The constrained equal award solution is shown in Figure 3.3.7

A requirement for = to be considered fair for the pair consisting of i and j
is thus
. T +
z; = min { max < z; + ¢; — d;i(z), — ,dij () ¢ .
If a solution z is consistent with the constrained equal award rule for every

pair of claimants, we shall say that = is CEA-consistent. Then = needs to
satisfy

min{max {zj — dji(2), ?J—;—‘”—} , dij(z) — :z:g} =0 {i,j}CN. (35)

SThis term is borrowed from Aumann and Maschler (1985), and can be seen as a
generalization of the consistency requirement that is studied in their paper.
"Note that the case ZF2i > max{d;;(z),d;:(z)} is not of interest, because of (3.3).
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Case CEA;(z; + zj,d(z)) CEAj(z; +zj,d(z))
25 < min{dij(2), djs(2)} e 5
dji(z) < ¥37 < dij(2) z; + z; — dji(2) dji(z)
dij(z) < B35 < dji(z) dij(z) z; + z;j — d;j(z)

Figure 3.3: The constrained equal award solution for the bankruptcy prob-
lem (z; + z;,d(z))

In Example 3.3.1, a solution of (3.5) is z = (20, 40, 40).

Theorem 3.4.3 Every flow sharing problem has a unique CEA-consistent

solution.

Proof.  In Section 3.5.5 we will show that (3.5) is exactly the equation
system describing the constrained egalitarian solution of a certain cooper-
ative TU-game. We know from Dutta and Ray (1989) that, for convex
games, this solution exists and consists of a single point. Since Proposition

3.5.2 shows that the game in question is indeed convex, the result follows. O

3.5 Flow sharing games

Using the same pessimistic view of the situation as in Aumann and Maschler
(1985), we let the value of a coalition in the game (N, v) be given by the
amount that the coalition can secure for itself ” without going to court”®. In
order to define this value for an arbitrary coalition S C N, we first need to
define the maximal amount that can be taken by R = N \ S. This value is
given by®

0 if R =0,
maxscr net(f, R) otherwise.

m(R) = {

8 Aumann and Maschler (1985), Section 6.
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Since the total value of the bankruptcy (flow sharing) situation is m(N),

the worst-case scenario for S is given by the value
v(8S) :=m(N) —m(N\ S).

It is easily checked that for a single-estate bankruptcy problem (E,d), we
have v(S) = (E —d(N\ S))+. The values of m and v are shown for Example
3.3.1 in Figure 3.4.

S m(S) wv(S)

1 20 0
2 100 30

3| 50 0
1 2 100 50

1 3| 70 0
2 3} 100 80
1 2 3] 100 100

Figure 3.4: The game v for Example 3.3.1

0

Theorem 3.5.1 The core of a flow sharing game'® is ezactly the set of

9The function m : 2V — R is sometimes referred to, e.g., in Megiddo (1974), as the
characteristic function of the network. The characteristic function m can also be related
to flow games where the players control edges of the network, as studied by Curiel et al.
(1989). In their model, the control over an edge e € A is modeled by a control game we,
where w.(S) = 1 if the coalition S controls e, and w,(S) = 0 otherwise. By extending our
network, and introducing control games for the edges, we can relate our network situation
to that studied in their paper. Let V' := V U {t} and A" := AU {(i,1) : i € N} be the
node and edge set that we get by adding the sink node t. Let the capacity of (i,5) € A

be given by
K. = k,‘j i,j €V,
h oo i1€N,j=t,

and the control game w;; be given by

1 ieNUSj=1t,
wij(S) =90 ieN\S,j=t,
1 otherwise.

The value m'(S) of the maximal flow from the sink s to the source ¢ in the network
(V',A',K'), when only the edges controlled by S are used, satisfies m'(S) = m(S). In
Curiel et al. (1989), this value is interpreted as a profit, as opposed to a cost, implying
that e.g. the core C(m) of our flow sharing game (see Theorem 3.5.1) is the anti-core
of their flow game, where the anti-core is the set of allocations obtained by reversing the
direction of the core inequalities. It is easily seen from e.g. (1.4) that the anti-core is
empty if and only if the core is nonempty.

10A similar result is shown for single-estate bankruptcy games in Theorem 2 of Curiel
et al. (1987).
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feasible allocations for the flow sharing problem, i.e.,

C(v) =C(m) = X".

Proof. The first equality follows from v(N) = m(N), and, for z € R" such
that z(N) =v(N),and PC N,

z(P) > v(P)
&z(P) > m(N) -m(N\ P)
&z(N\ P) <m(N\P).

In order to show the second equality'!, we assume that z € X*, and will
prove that z € C(m). First note that z(N) = m(N) follows from the
definition of X*. It then remains to show that (S) < m(S) for all § C N.
Since z € X*, we know that there exists f' € F* such that z; = net(f’,7)
for all € N. Then we must have

2(S) =) _met(f',) < rfng:{gnet(f, i) =m(S).

i€S

To complete the proof of the second equality, we assume that £ € C(m), and
will prove that £ € X*. Since z(N) = m(N), the proof can be completed
by constructing f € F* such that

a

z; = net(f,1) 1€ N.

In order to do this, form a new network (V’, A’,k’') by adding a new sink
node t, i.e., V' = V U {t}. We also add an edge from every i € N to ¢, i.e.,
A'=AU{(i,t) : i € N}. The new capacities are given by

, _Jzi ifi€Nandj=t,
Yoo ki if (4,5) € A

Let s and t be the single source and sink node, respectively, of the new
network.

" The remaining part of the proof is, with the exception of differences in notation,
almost identical to that of Lemma 4.1 of Megiddo (1974). For the sake of completeness
we repeat the proof here.



3.5 Flow sharing games 57

We will now show that (V, {t}) is a minimal cut separating s and ¢. In order
to do this, let P C V' be such that s € P and t € V' \ P. Then

K'(P,V'\ P) = K'(P,V\P)+K(PNN,{t})
=k(P,V\ P)+z(PNN)
>m(N\P)+z(PNN)
> z(N) = K(V,{t}).

In order to construct the flow f for the network (V, A, k), let f' be a maximal
flow for (V', A',¥'). Then, since (V, {t}) is a minimal cut, we have f}, = z;
for all i € N. Let f be the restriction of f’ to A. Then, for any i € N, we
have

net(f,4) = f'(V, {i}) - f'{i}, V)

=net(f,4) + fli,=fiy ==

Proposition 3.5.2 A flow sharing game v is

(i) monotonic:

SCT=vS) <v(T)

(i) convez'?:
v(SUT) > v(S)+v(T) —v(SNT)

Proof. Both statements follow from Lemma 3.2 in Megiddo (1974), where
it is shown that the characteristic function m is monotonic and concave.
That v is monotonic if, and only if, m is monotonic follows immediately
from the definition of v. That concavity of m is equivalent to convexity of
v is shown in Lemma 3.5.3 below. a

12Gee Curiel et al. (1987) for a similar result for single-estate bankruptcy games.
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3 ,*

Lemma 3.5.3 A game v is convez if and only if its dual game!® v* is

concave.

Proof. Concavity of v* means that, for any S,T C N,
v*(SUT) <v*(S) +2*(T) - v*(SNT) (3.6)
Letting P:= N\ S and Q := N\ T, we get

v (SUT) = v(N) —o(N\ S\ T)
=o(N) —v(PNQ),

and

v*(S) +v*(T) —v*(SNT)
=v(N) —v(N\S)+v(N)—v(N\T)—v(N)+v(N\(SNT))
=v(N) —v(P) —v(Q) +v(PUQ)

Hence (3.6) is equivalent to

v(PUQ) 2 v(P)+v(Q) —v(PNQ),

which means that v is convex. O

In Section 3.4, by specifying what is meant by fairness in the two-person
setting, we were able to develop a unique solution for the n-person flow
sharing problem. We characterized two such solutions, the CG-consistent
solution given by (3.4), and the CEA-consistent solution given by (3.5). Note
that these two solutions for the flow sharing problem were characterized
without any reference to game-theoretic concepts. However, as we show
below, they coincide with two well-known solutions for the flow sharing
game. We first state the results, and then go on to prove them.

The nucleolus' is defined via the excess values

e(v,S,z) =’U(S)—:E(S) SCN,

3For any S C N, the value of the dual game is v*(S) = v(N) — v(N \ S). Since
v*(N) = v(N), the relationship between the two games will be symmetric, i.e., the dual
of v* is v.

14Gee Section 1.3.
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and seeks to equalize these values by minimizing, in a lexicographical man-

ner, the vector of excess values.

Theorem 3.5.4 The CG-consistent solution for a flow sharing problem

coincides with the nucleolus of the corresponding flow sharing game.

The set of constrained egalitarian solutions, introduced by Dutta and Ray
(1989), assumes that equity is a desirable social goal, but recognizes that
private preferences may induce selfish behavior. In order to define this
solution concept, we need the Lorenz-ordering. Consider some set B C RF
such that Y°¥_ | = b for any z € B, where b is a constant. For any vector
z € B, let o, represent a non-decreasing order of z, i.e.,

1 <J = Toy (i) < Zou(h)-

Then, for z,y € B, we say that z Lorenz-dominates y, written z >rp y if
Y Tou) > YL Yo,y for all § = 1,... ,k, with strict inequality for at
least one j. The Lorenz map E picks the undominated elements of any set,

ie.,
EB := {z € B: there is no y € B such that y >;p z}. (3.7)

The set of constrained egalitarian solutions for a game v is defined by con-
structing, in a recursive way, the Lorenz core L(S) for any coalition S C N.
For a singleton coalition, this is the set L(%) := {v(¢)}. Consider some coali-
tion S C N, and suppose that the Lorenz cores for any coalition T such that
|T| < |S| has been defined. Then

L(S) := {z e RS : 2(8) = v(8), AT C S and y € EL(T) st. y > z1},
(3.8)
where y > T means y > z7 and y # zr. The set of constrained egalitarian
solutions is then EL(N). In general we may have EL(N) = (. However, as
shown by Dutta (1990), for convex games the set is nonempty and consists
of a unique point. This point is the unique core point that Lorenz-dominates
every other core point, denoted CES(v). As flow sharing games are convex,

we can use this property.

Theorem 3.5.5 The CEA-consistent solution for a flow sharing problem

coincides with the constrained egalitarian solution of the corresponding flow
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sharing game.

In order to prove Theorems 3.5.4 and 3.5.5, we will use the fact that both
these solution concepts satisfy the converse reduced game property.!® For a
game (N, v), the allocation z and the player subsets R C P C N, the value
of the reduced game (P,v™*) 4 la Davis and Maschler (1965) is given by

z(P) if R= P,
vPE(R):=¢ 0 if R=0, (3.9)
maxgc mp{v(RUQ) — z(Q)} otherwise.

A solution concept o satisfies the converse reduced game property if
zp € o(P,vP®) VP C Ns.t. |P| =2 = z € 6(N,v),

where zp is the restriction of z to P. In order to prove Theorems 3.5.4 and
3.5.5, we will first show that (3.9) takes a particularly simple form when v
is a flow sharing game.

Lemma 3.5.6 If v is a flow sharing game, and = i3 a core allocation, then,
for RCPCN,

Pz(R) = z(P) - t(f,P\ R).
v"*(R) = z(P) feﬁ?ﬁi‘p,z)"e(f \ R)

Proof.

vP*(R) = Qrélgs\cp{v(R uQ)—=(@Q)}
= max {m(N)-m(N\R\Q)-z(Q)}

QCEN\P

= max {z(N\Q)-m(N\R\Q)}

QCN\P
= z(P) — ch_nlsx\lp{m(N \R\Q)—-z(N\P\Q)},

'5Introduced by Peleg (1986). See Driessen (1991) for an overview of consistency (re-
duced game) properties in cooperative game theory.
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where the second last equality follows from z € C(v) = C(m) = z(N) =
m(N). Letting Q' := N \ P\ @, we can show that

vP*(R) = (P) ~ min {m(P\RUQ)~- =@}

QCN\P
= 2(P) - min maxinet(f, P\ F) + net(f, Q") - (@)}
=2(P)~ _max, wet(f,P\R)
where the last equality follows from Lemma 3.5.7 below. ]

Lemma 3.5.7 Let z € X*, and SC P C N. Then

Qrgnlggpl;lgg{net(f, S) + net(f,Q) — z(Q)} = P net(f,S5). (3.10)

Proof. In order to prove (3.10), it is sufficient to show that there exists an
optimal solution (Q, f) to the left-hand side problem such that

(3) net(f,i) = z; i€qQ,
(#) Q=N\P

In order to prove (i), let (@, f) be optimal. We will first show that this
solution must satisfy

net(f,1) < z; i€ Q. (3.11)
Suppose this is not the case, i.e., there exists some 7 € Q and
f' € arg max{net(f, 5) +net(f,Q \ {i}) : net(f, S UQ) = net(f,SUQ)} (3.12)
such that
net(f',1) > ;. (3.13)

Note that, since f is an optimal solution to the left-hand side of (3.10), the
maximal net flow into S U Q \ {i} cannot be larger than net(f, S UQ), and

we must therefore have

net(f', S) + net(f',Q \ {i}) = max{net(f, ) + net(f, Q\{ih}-
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Then, because of (3.13), we must have

max{net(f, ) + net(f, Q\{i)-=(@Q\{ihH} < max{net(f, ) + net(f, Q) -=z(Q)},

contradicting the optimality of Q. Now, since € X*, i.e., z corresponds
to a feasible flow, we can choose f such that the inequalities in (3.11) are
all satisfied as equalities.

In order to show (ii), we use (i) to rewrite the left-hand side of (3.10) as

min_ max net(f,S).
QCN\P feF(Q,x)
The value of the inner maximization problem will always decrease when we
add more players to @, since F(Q U {i},z) C F(Q,z) fori € N\ P\ Q.
Hence Q = N \ P will be an optimal solution. O

Now we are ready to prove Theorems 3.5.4 and 3.5.5. The proof will be
done by describing the nucleolus and the constrained egalitarian solution
for reduced games with two players, and showing that this description leads
exactly to the descriptions of the CG-consistent solution, i.e., (3.4), and
the CEA-consistent solution, i.e., (3.5). Let ({i,7},u) be a game with two
players ¢ and j. It is easily shown that the nucleolus for this game is the
standard solution.'® A solution (z;, ;) is the standard solution iff

u(i, §) — u(é) — u(f) (3.14)

z; = u(i) + 5

Under constrained egalitarianism, the allocation 1%"12 is seen as the ideal
solution, but one also has to make sure that ¢ does not get less than u(z),
and that j does not get less than u(j). This means that a solution (z;, ;)
will be the constrained egalitarian solution iff

g o 08X {u(i), 1‘%‘12} ifu(y) < 9%‘12,
u(s, 7) — u(j) otherwise

= min [ma.x {u(’i), ’#} ,uli, §) — u(j)] . (3.15)

8For two-player games, many other solutions, such as the Shapley value and the r-value,
also coincide with the standard solution.
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Proof. [Theorem 3.5.4] Peleg (1986) shows that the nucleolus satisfies the
converse reduced game property. For a generalized bankruptcy problem, let
z € C(v) = X*. For the players 7 and j, the characteristic function of their
reduced game is, from Lemma 3.5.6,

zi + Tj R ={i,j},

vl (R) = { 2+ ;- dji(z) R = {i}, (3.16)

z; +z;— d,'j(:L‘) R = {]}
Requiring that (z;, z;) should be the standard solution of the reduced game
gives the equation
Ti + =5 — [Ti + x5 — dji(z)] — [z5 + =5 — dij(z)]

z; = z; + 7; — dji(z) +

2
_ T +z;— ji(:L‘) +dj;(z)
2
& 2z; = z; + 5 — dji(z) + dij(z)
@ 7; — dij(7) = 25 — dji(2),
which, if imposed for every pair of players, is equivalent to (3.4). a

Proof. [Theorem 3.5.5] Dutta (1990) shows that the constrained egalitar-
ian solution satisfies the converse reduced game property for convex games.
Since the generalized bankruptcy game is convex (Proposition 3.5.2), we can
use this property. We insert the values of v{%7}% in (3.15), and get

;i = min [max{:v,- + z; — dji(z), = -;wj} adij(l‘)]

& 0 = min [max {a,-j — dji(z), ﬂ—;ﬁ} ,dij(z) - x,-] ,

which, if imposed for every pair of players, is equivalent to (3.5). |

3.6 Convergent transfer schemes

The equation systems (3.4) and (3.5) not only describes ideal'” solutions to
the allocation problem. They also immediately suggest methods to compute
the solutions, through bilateral transfers.

'7Given the respective views of fairness involved.
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where the first inequality follows from

zeX*
=z; — dji(z) < 0 < dyj(z) — =
&; — dji(z) — i + dij(z) < 2(dij(z) — 24)

z; — dji(z) ;zi + dij(2) < dij(z) — i,

and the second inequality follows from

z; —v(j) = z; —m(N) + m(N \ {j}) =m(N \ {s}) —=(N \ {s})
2 dij(z) +=(N\{i,5}) —=(N\{j}) = di;(z) — ;.
<m(N\{j})since z€C(m)=X"

Example 3.6.2 [Figure 3.5] In order to illustrate the convergence of the
sequences, we shall consider the example shown Figure 3.5(a). Given the
allocation vector in step ¢, denoted z*, we compute o*(z*) := max;; a;;(z*),
where the maximum occurs for the nodes * and j*. Likewise, we compute

B*(z*) := max;x; B;j(z*). The CG-consistent solution is
(16 2/3,10,46 2/3,76 2/3),
and the CEA-consistent solution is
(30, 20, 50, 50).
The a-sequence shown in Figure 3.5(b) does seem to converge to the CG-
consistent solution, as predicted by Theorem 3.6.1, although not in a finite

number of steps. The S-sequence shown in Figure 3.5(c), on the other hand,
finds the CEA-consistent solution in only four steps.!® q

It is easy to find examples for which also B-sequences need an infinite number of
iterations in order to reach the limit point.
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@ﬁ/@: 25 @\@

20
(a)
t x5 ez i | o*(=*) & §*
0 | 10.000 0.000 60.000 80.000 { 10000 1 3
1 | 20.000 0.000 50.000 80.000 | 10.000 2 1
2 | 10.000 10.000 50.000 80.000 5.000 1 3
3 | 15.000 10.000 45.000 80.000 2500 1 4
4 | 17500 10.000 45.000 77.500 1.250 3 1
5 | 16.250 10.000 46.250 77.500 0.625 1 4
6 | 16.875 10.000 46.250 76.875 0312 3 1
7} 16.562 10.000 46.562 76.875 0.156 1 4
8 | 16.719 10.000 46.562 76.719 0.078 3 1
9 | 16.641 10.000 46.641 76.719 0.039 1 4
10 | 16.680 10.000 46.641 76.680 0020 3 1
11 | 16.660 10.000 46.660 76.680 0.010 1 4
12 { 16.670 10.000 46.660 76.670 0.005 3 1
13 | 16.665 10.000 46.665 76.670 0.002 1 4
14 | 16.667 10.000 46.665 76.667 0.001 3 1
15 | 16.666 10.000 46.666 76.667 0.001 1 4
(b) a-sequence

t i 3 3 gy | B (@) & "
0 | 10.000 0.000 60.000 80.000 | 20000 1 3
1 | 30.000 0.000 40.000 80.000 | 20.000 2 3
2 | 30.000 20.000 20.000 80.000 | 30.000 3 4
3 | 30.000 20.000 50.000 50.000 0.000 - -

(c) B-sequence

Figure 3.5: Example 3.6.2
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3.7 Weighted generalization of the CEA-consistent
solution

In the previous sections we assumed that claimants are identical, except
with respect to the size of their claims. However, different claims may not
be considered equally important. Consider, e.g., the case where one claim is
put forward by a group of individuals, while another represent the claim of
one individual. In this case, the equity of various allocations could be judged
on a per-capita basis. In order to model such asymmetries, we introduce a
weight vector w € R’} . In this new setting, what is a fair allocation? We
shall follow the same line of thought as in Section 3.4, i.e., we shall first define
a fair allocation principle for two-person reduced flow sharing problems, and
show that this implies a unique allocation for the n-person problem.

Let £ € X*, i.e., z is a feasible allocation, and consider again the two-
person bankruptcy problem (z; + z;,d(z)) of Section 3.4. We assume that
a fair division of z; + z; between i and j is to give claimant i an amount
proportionate to his relative weight, i.e., the weighted constrained equal
award solution shown in Figure 3.6.

Case CEAY CEAY
S Cae) e g | el s
uu(:z++wf < dij(z) %‘l 2 dji(z) =i +z; —dji(z) dji(z)

wileite;) > gii(z)  “EEEL) < g (z) dij(z) Ti + z; — dij(z)

witwj witw;j

Figure 3.6: The weighted constrained equal award solution for the reduced
problem (z; + z;,d(z))

The generalization of (3.5) is easily shown to be

WiTj — WiTi

B (z) := min {ma.x {z,- - dji(z), 0 to:
i+ wj

},d.-,-(:c) - z-'} =0 {i,j}CcN. (317)

In order to relate the solution of (3.17) to the flow sharing game, we will
introduce the weighted constrained egalitarian solution, a natural general-
ization of the constrained egalitarian solution of Section 3.5. For a gener-
alization of the rather lengthy definition given in Section 3.5, we refer to
Hokari (1998) and Koster (1999). For the class of convex games, Hokari
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(1998) shows that this solution is the unique Lorenz-maximal core point,
denoted CESY¥(v), where the Lorenz ordering introduced in Section 3.5 is
generalized in order to take the weights of players into account as in Ebert
(1999). For z € R" take an ordering 0% of the players such that

Toy() o Toz(h)

1<j= < s
Wog(i)  Wou(j)

i.e., 0¥ sorts the weighted elements of = in a non-decreasing order. Then,
the points defining the piece-wise linear Lorenz curve LY : [0,1] — [0, 1] are
given by

.

v > =1 W (5) .= Y T i) i o
i\ "o )T e

i.e., L¥(p), for 0 < p < 1, is the fraction of the total amount z(/N) received
by the fraction p of the richest individuals.

In Example 3.3.1, suppose the weight vector w = (2, 3,1) is used. Compare
the allocations £ = (20,40,40) and y = (20,60,20). The vectors ¥ =
(10,13 1/3,40) and ¥ = (10,20,20) are obtained by dividing with the
weights, e.g. z§ = zp/wp = 13 1/3. Since the ranking of the elements
in neither vector changes as a result of this transformation, we have o¥ =
oy - The corresponding Lorenz curves are shown in Figure 3.7. Notice for
example that L¥(5/6) = 60/100 = 0.6, i.e., the vector z allocates 60% of
the amount to the two worst-off claimants, i.e., 1 and 2. On the other hand
we have Ly(5/6) = 80/100 = 0.8, i.e., y allocates 80% of the total amount
to 1 and 2. Since Ly/(p) > L3 (p) for all 0 < p < 1, and with strict inequality
for some p, y is considered a more egalitarian allocation than z.

In general, for z,y € RY such that z(N) = y(N), and for some weight
vector w € R4, we will say that y weakly w-Lorenz dominates z, denoted
y >%p <, if and only if LY(p) > L¥(p) for all 0 < p < 1. i z >¥;, y and
not y >Yp =, then we say that y strongly w-Lorenz dominates , written
z >%p y. Note that the Lorenz-ordering is not complete, i.e., it is not always
possible to rank allocations. E.g., the allocation z = (0,75,25), for which
the corresponding curve LY is shown in Figure 3.7, cannot be compared to

z, since we have neither £ >Y, z nor z >%, .
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1.0
,/
0.8 + S
’
s
w
0.6 T Ly ,,I//
/’ L
0.4 T ,’
S/
P, /
0.2 + // LY
/
0 « / } } +
0 1/3 2/3 1

Figure 3.7: Lorenz curves for Example 3.3.1

The Lorenz-ordering is related to the lexicographic ordering. Since the ele-

ments of z* represent the slope of the Lorenz-curve LY, we must have that
T>ipy=>2>%px y (3.18)

The lexicographic ordering imposed by >% is, in contrast to the Lorenz-
ordering, complete. In the example illustrated by Figure 3.7, we have
Y >Ygx ¢ >{gx 2. A maximal, with respect to the ordering imposed
by >{gx, element in X* will in the sequel be referred to as a lezicographi-
cally optimal solution with respect to the weight vector w. This solution is
studied by Megiddo (1974) and Megiddo (1977) for the special case where
w; = 1 for all 4 € N. Fujishige (1980) utilizes polymatroid theory to solve
the problem for general weight vectors. Algorithms for solving the problem
are provided in Megiddo (1977) and Fujishige (1980).

Theorem 3.7.1 The following statements are true with respect to the system
(3.17):

(i) The system has a unique solution, which coincides with the weighted
constrained egalitarian solution of the flow sharing game and the lexi-

cographically optimal solution of the flow sharing problem.

(ii) A B°-sequence {z'}2,, where 20 € X*, will converge to the solution.
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Proof. Hokari (1998) shows that, for convex games, the weighted con-
strained egalitarian solution satisfies the converse reduced game property.
Then, in order to show that (3.17) coincides with the weighted constrained
egalitarian solution of the flow sharing game, we need to show that (3.17) is
equivalent to the solution obtained by solving all two-person reduced games.
For a two-person game ({t,j},u), the amount allocated to player ¢ according
to the weighted constrained egalitarian solution is given by

o1 = min [max fu(), 250N o) -ui)| 019
where a special case is (3.15). Given an allocation z € C(v), the reduced
game for {i,5} is given by (3.16), and by applying the solution (3.19) to
every two-player reduced game, (3.17) easily results.

Koster (1999) shows that the weighted constrained egalitarian solution for
a convex game exists, and consists of the unique core point that w-Lorenz
dominates every other core point. Then, since the lexicographically optimal
solution of the flow sharing problem is also unique, and since C(v) = X*
from Theorem 3.5.1, coincidence of these two solutions follows from (3.18).

In order to show (ii), first, note that, because z° € X* and Lemma 3.4.1,
every element of the 8“-sequence will satisfy z! € X* = C(v). Suppose y
results from by transferring fj(z) > 0 from j to i. lLe., y; = z; + G (z)
and y; = z; — B§;(z), and yx = z for all k # 4,j. Then

iy o LU L Y ¥% (3.20)

wj  wj Wi wj wj  wj wj T w;
The first inequality implies that a “-transfer will always go from a relatively
rich individual to a poor one. To see this, note that since z € X* implies
z; < dji(z), we must have both
z; < dij(z) and WiT; > wjT; & % > %
in order to have §j(z) > 0. The next two inequalities of (3.20) says that i is
better off, and that j is worse off, after the transfer, and the last inequality
says that the ranking of 7 and j has not changed as a result of the transfer.
To see why this last inequality holds, let v := w—':{%’:ﬂ Note that 8¢ (z) >
0 = f¢;(z) = min {v,d;;(z) — =i}, hence y; < z; + v and y; > z; — 7. Then
wiyy — Wil o wil@ =) —wilzi +7) _ wigj —wisi _ witw;
witw; w; + wj w; + wj w; + wj

=0,
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from which the last inequality in (3.20) follows immediately. Since (3.20)
implies that y >{px z, convergence follows. o

3.8 Conclusion

The contribution of this chapter has been to relate two well-known problems.
We showed in Section 3.3 how the flow sharing problem may be seen as a
generalized bankruptcy problem, where there are more than one estate. In
Section 3.4 we formed two-person flow sharing problems, and showed that by
applying a particular principle of fairness to each two-person problem, we get
a unique solution to the n-person problem. One of the solutions studied, the
CEA-consistent solution, corresponds to the lexicographically optimal solu-
tion, which has been studied by other authors. The CG-consistent solution
is new, and offers a different view of fairness. These two solutions can also
be obtained from the flow sharing game of Section 3.5, as the constrained
egalitarian solution and the nucleolus, respectively. We also showed, in Sec-
tion 3.6, how the solutions can be computed via transfer schemes. In Section
3.7 we generalized the CEA-consistent solution by introducing a weight for
each player.

The CG-consistent solution, which corresponds to the nucleolus of the flow
sharing game, can also be given a weighted generalization, e.g., as in Hokari
and Thomson (2000). An interesting question is whether these weighted
generalizations exhaust the core, as was the case for the standard fixed tree
games of Chapter 2. Another interesting problem is, as in Chapter 2, how
we can find weights such that the weighted versions of the CG- and CEA-
consistent solutions coincides with a given core point. In the case of the
CEA-consistent solution, this problem has already been solved by Fujishige
(1980).



Chapter 4

Cost Allocation in a Bank
ATM Network!

4.1 Introduction

Through Automated Teller Machines (ATMs), financial organizations (here-
after called banks) provide service, e.g. cash withdrawals, to their customers.
For various reasons, networks of ATMs have formed, consisting of several
banks, where customers of one bank may use ATMs of any bank in the
network. In such a system, there is a difference between the costs that are
incurred by a bank, and the costs that are actually caused by that bank’s
customers. Such imbalances in network usage may be compensated for by
setting interchange fees.! Every time a customer of bank i uses an ATM of
bank j, bank i has to pay a fee f;; to bank j. Setting interchange fees is
equivalent to allocating the total cost arising in such a network, and the fee
structure will be the result of a negotiation process involving the participat-
ing banks.

The (transaction) costs arising in such a network depends on how transac-
tions are processed. If the ATMs of the network are not easily accessible for
the customers of the member banks, the customers will tend to use alter-
native means of processing their transactions, e.g. withdrawing cash over
the counter. Also, the cost of processing a transaction will be higher if the

tThis chapter is based on Bjgrndal, Hamers and Koster (1999).
1See Gow and Thomas (1998) for an example from the UK.
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processing involves linking computer systems of different institutions, than
if no such links are necessary. The availability, for a particular customer,
of ATMs belonging to the network to which his bank is affiliated, and in
particular, of ATMs belonging to his own bank, depends on the physical lo-
cation of the customer as well as of the various ATMs in the network, since
the customer need to be physically present at the site of an ATM in order
to be able to use it.

We model this cost allocation problem as a cooperative game with transfer-
able utility, and in doing so, we explicitly model the location of customers
(transactions) and ATMs. For examples of other applications of cooperative
game theory to cost allocation, see e.g. Littlechild (1977) and Nouweland
et al. (1996). A key question is whether there exist cost allocations that
insure against break-up of the network. Given such an allocation, it should
not be possible for any groups of banks to lower their costs by leaving the
network. This requirement is related to the core of the corresponding game.
Since finding a core allocation means checking a very large number of core
inequalities, we would like to be able to deduce such allocations directly
from the problem data, i.e., not explicitly conéidering the game. By relating
such ”natural” allocations to other solution concepts, such as the Shapley
value (Shapley (1953)), the nucleolus (Schmeidler (1969)), and the 7-value
(Tijs (1981)), we can learn something about e.g. the location of the alloca-
tion within the core. Another interesting question is the properties of the
allocation method in a dynamic context. Assuming that there are benefits
resulting from cooperation, i.e., the game has a nonempty core, we would
like the allocation methods to be such that it facilitates the enlargement
of the network. When a new bank wants to join the network, the existing
members should not loose by accepting it as a new member. This is re-

lated to the concept of population monotonic allocation schemes, Sprumont
(1990).

This chapter is similar in spirit to Gow and Thomas (1998), but our approach
differs from theirs in that they do not consider explicitly the location of
ATMs and transactions. Another difference is that we do not consider fixed

costs. In fact, our cost savings game would not be influenced by the inclusion
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of fixed costs in the manner of Gow and Thomas (1998).2

In Section 4.2, we introduce the ATM-game. This cost savings game is
defined by aggregating single-location games over the set of locations. In
Section 4.3 we show that the single-location games correspond to informa-
tion market games, as defined by Muto et al. (1989) and Potters and Tijs
(1989). This correspondence yields many useful results about these games,
and makes us able to study the more general ATM-games in Section 4.4. We
introduce two allocation rules, the equal-split rule and the transaction-based
rule. Both rules involve aggregating, over the set of locations, allocations
proposed for single-location games in Section 4.3, and they only differ with
respect to locations where only one bank have ATMs. The equal-split rule
yields a core element that coincides with the 7-value, but is not, in general,
a population monotonic allocation scheme. The transaction-based rule also
yields a core element, and moreover, is always population monotonic.

4.2 ATM-games

Let N denote the set of banks (players). We define a location to be a city
or parts thereof, and let L denote the set of locations. Let nf represent the
number of transactions of bank i € N in location £ € L. Let Af be the set of
banks that have ATMs in location I. Further, let L, := {£ € L : |Af| = 1} be
the set of locations where only one bank is represented, and let Lys := {£ €
L : |A® > 1} be the set of locations where multiple banks are represented.
We will assume that L = Ly U L)y, i.e., that there are ATMs in all locations.

With regard to the behaviour of customers, we assume that, if S C N have
formed a network:

Al Transactions in a particular location will be processed by an ATM if
one or more members of S have an ATM there.

A2 When a customer of bank i € § performs a transaction in a location
£, and if bank ¢ has ATMs in location £, the customer will use one of

*This would not be the case, however, if the number and location of ATMs were
endogenously determined in our model.
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the ATMs of bank .

The transaction costs are assumed to be the same for all banks. The trans-
action cost will be a if the customer uses an ATM of his own bank. If he
uses an ATM of another bank the transaction cost will be 8, where 8 > a.
The cost of non-ATM transactions is complex, since there exist several al-
ternatives to using ATMs, such as withdrawing money over the counter,
writing a check to a third person in exchange for cash, or using a cashback
facility. In the four-bank example of Gow and Thomas (1998), the cost of
cash withdrawal over the counter is used as an approximation of this cost.
We shall assume that the cost of a non-ATM transaction is 7y, where v > £.

Suppose S forms a network. Assumptions Al and A2 imply, for any location
£ € L, that the total amount of transaction costs in location £ is given by

Ct(S) = ZiGSnAl anf + ZiGS\At ﬂnf ifSn Al # m,
Lies yng otherwise.

S ({4} | {B} |{c} | {A,B} | {A,C} | {B,C} | N

ct(S) | 100 | 1500 | 200 | 400 300 500 | 600

Figure 4.1: The values for ¢! in Example 4.2.1

Example 4.2.1 [Figure 4.2] Consider a location ¢ where the three banks
A, B, and C, have customers. The numbers of customers of these banks at
£ are nfy = 100,n4 = 150, and nf, = 200. Banks A and C have ATMs
at £. The cost of an ATM transaction i8 @ = 1 for customers serviced by
their own bank, and 8 = 2 otherwise. Every non-ATM transaction involves
cost ¥ = 10. In the previous terminology we have A = {4,C}. Then
these parameters fix the coalitional cost game c¢f. The cost at which the
coalition {A} is able to service all its customers is ¢/({4}) = an = 100,
since A € A%, Similarly, we calculate c({C}) = an&, = 200. Since B ¢ AY,

we have c!({B}) = yn4 = 1500. The cost of serving the customers of A
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and B together are c‘({4,B}) = an + Bn§ = 100 + 300 = 400. The
customers of A and C are all serviced by the ATM of their own bank, hence
¢({4,C)) = a(n +n’c) = 300. In this way we compute the cost associated
with each coalition, as shown in Figure 4.2. <

In order to relate our game to existing literature, it will be convenient to
study the corresponding cost savings game v’. Let sf := (y—B8)n{ denote the
cost savings that occur if transactions of bank i € N \ A% can be processed
via an ATM of another bank. The single-location ATM-game v* is given by,
for any S C N,

'Ul(S) = 2cl({i}) _ cl(S) — { g:iES\Al Sf if S N At #0, 4.1)

£ otherwise.
€S

Since all the solution concepts that we will study are relatively invariant
under strategic equivalence?, all results for a cost savings game can easily
be translated into the setting of a cost game.

§ ({4} | {B} |{C} |{A,B} | {AC} |{B,C} | N

v(S)| 0 0 0 1200 0 1200 | 1200

Figure 4.2: The values for v¢ in Example 4.2.2

Example 4.2.2 [Figure 4.2] Now we return to Example 4.2.1. The coali-
tional cost savings for that example are specified in Figure 4.2. Notice that
the cost savings, i.e., the values of v¢, arise from transactions of banks that
do not have ATMs in location £, i.e., bank B in this case. Notice also the
zero values of single player coalitions. Single players save no costs, regardless
of whether they have ATMs or not. <

The ATM-game v is obtained by aggregating over the set of locations, i.e.,

3 A solution concept o is said to be relatively invariant under strategic equivalence iff,
whenever v is a game with o(v) # 0, a € RY, and b > 0, then o(a + bv) = a + bo(v). I ¢
is a cost game, and v is the corresponding cost savings game, then z € o(c) & y € o(v),
where y; = ¢({i}) — z; for all i € N. Note that in going from the cost game ¢ to the cost
savings game v, we also change the interpretation (sign) of the game, and the definition
of the solution concepts must be changed accordingly, cf. Section 1.3.

| Norges Handelshgyskole

i) Biblioteket
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let, for every S C N,

u(8) =) (S = D s(s\4H. (4.2)
£eL LeL:SNAY£D

where, for any R C N, sf(R) := Y icR sf. In order to study some properties
and solutions of single-location ATM-games, we recall the solution concepts
core, Shapley value, and the nucleolus, defined in Section 1.3. Here we
will use an alternative definition of the Shapley value as the average of the
marginal vectors of the game. In order to define this concept, consider a
game with characteristic function g and player set N. Let II be the set of
all orderings of the player set. Take a player ¢ € N and an order 7w € IL
The ith coordinate of the marginal vector m™(v) is given by

mi(g) :==g({r(1),... ,m(k — 1), m(k}}) — g({m(1),... ,m(k — 1)}),

where ¢ = m(k). The Shapley value is equal to the average, over the set II,
of the marginal vectors, i.e.,
o(g) = Z: m(g).
1r€1'I

If the game v is convex, then we know from Shapley (1971) that C(g) =
conv{m™(g) : 7 € I}, and hence that ®(g) € C(g).

We will also study the 7-value (Tijs (1981)), a compromise between the
minimum right vector m(g) and the utopia vector M(g). Note that player
i cannot get more than M;(g) := g(N) — g(N \ {¢}) in any core allocation,
since otherwise, the core inequality for N \ {:} would be violated. On the
other hand, he cannot get less than

mi(g) = max (g(s Y. M (g) (43)

jes\{i}
since, for z € C(g), and for any S such that i € S, we have z; = z(S) —
z(S\ {i}) > g9(S) - Zjes\{i} M;(g). The utopia vector and the minimum
rights vector form upper and lower bounds, respectively, for the core, i.e.,

z € C(g9) = m(g) <z < M(g). (4.4)

The 7-value of g is the (unique) convex combination of m(g) and M(g) that
satifies ) . n Ti(g9) = g(N).
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4.3 Properties and solutions of single-location games

Because of (4.2), an allocation z will satisfy = € C(v) if z; = 3y, zf for all
ie N, and zf € C(v’ ) for all £ € L. This, and the additivity of the Shapley
value, suggests that we study the games vf, £ € L, in order to learn more

about the properties of the game v.

Our game can be related to the class of information market games, see Muto
et al. (1989) and Potters et al. (1989). An information market game consists
of a set of players N, where a subset I C N possesses information about
a (patented) new technology, necessary for producing a new product. The
total market for this new product can be partitioned into sub-markets, and
the profit realized by a coalition depends on which sub-markets the coalition
has access to. Let M7 denote the set of sub-markets that the coalition T
has access to, and let r denote the profit that can be realized from these
sub-markets. A coalition S can realize the profit rr if it has at least one
member with access to the sub-markets M, i.e., SNT # @, as well as at
least one member with knowledge of the patented technology, i.e., SNI # @.
Therefore, the total profit that can be realized by the members of S is given
by

vr4(8) = { 2TTO540™T Lftfexmf,w (4.5)
thus defining the information market game (N,vr,). Muto et al. (1989)
show that, if |I| = 1, then the nucleolus and the 7T-value coincides. If |I| =1
and r7 = 0 for all T C N such that |T| > 2, then (N,vr,) is convex, and
the Shapley value coincides with the nucleolus and the 7-value. Potters and
Tijs (1989) show that, if |I| > 2, and if 7 = 0 for all T C N such that
|T| > 2, then the core consists of a single point.

Proposition 4.3.1 A single-location ATM-game is an information market

games.

Proof. We obtain v! = vy, by setting I := A and

s§ ifT={i} c N\A,
rT = .
0 otherwise.



80 Cost Allocation in a Bank ATM Network

4.3.1 Locations where only one bank has ATMs

Because of Proposition 4.3.1, and since |A¢| = 1, this case is covered by
Muto et al. (1989). Moreover, since rr = 0 for all T C N such that |T| > 2,
we get the following result.

Proposition 4.3.2 If £ € Ly, then the game vt is conves.
We denote the bank having ATMs in location £ by 3¢,
Theorem 4.3.3 If{ € L,, then
(i) C(v*) = conv{m™(+%) : 7 € IT}
(i) C(vt) = {z € RY : g(N) = v¥(N), 0 < z; < sf Vi € N\ {i}}

Proof.  The convexity of v¢ and Shapley (1971) imply (i), and (ii) follows
from Muto et al. (1989). m

Theorem 4.3.3(i) is useful here, because the vectors of marginal contributions
have a simple structure in our case. For any 7 € II, let

St:={ieN:x71() < v (9},
i.e., S is the set of players that precede i in the order .

Proposition 4.3.4 If¢ € L, then

0 ifi € S¢,
mI(vf) = $4Sh) ifi=4, (4.6)
st ifie N\SL

]

Proof. Consider an arbitrary player i € N. If i # ¢, and ¢ joins a coali-
tion S, then an additional cost saving of sf will be realized, but only if 3¢ is
already a member of S. If i = ¢, then ¢ will provide cost savings for all the
players that are already in S. |
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S | {A} | {B} | {C} | {A,B} | {A,C}|{B,C} | N

v{(5) | 0 0 0 400 1000 0 1400
(a) The game
m mi(v!) mph) mEh)
A,B,C 0 400 1000
A,C,B 0 400 1000
B,A,C | 400 0 1000
B,C,A | 1400 0 0
C,A,B | 1000 400 0
C,B,A | 1400 0 0
Average 700 200 500
(b) Marginal vectors
(0,0, 1400)
"
/7 \
/ \
II \\
(400,0,1000) , \ (0,400,1000)

(1400, 0,0) (1000, 400, 0) (0, 1400, 0)

(c) The core

Figure 4.3: Example 4.3.5
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Example 4.3.5 [Figure 4.3] Consider a situation where the banks A, B, and
C have customers in the location £. Let n4 = 200,n% = 50, and nf, = 125.
Also, as in Example 4.2.1, let @ = 1, 8 = 2, and v = 10. Only bank A has
ATMs in the location. The values of the game v are shown in Figure 4.3(a),
and the marginal vectors are shown in Figure 4.3(b). From the picture of
the core shown in Figure 4.3(c), the coincidence of the extreme points of
the core with the marginal vectors can indeed be verified. Observe that,
although there are six different orderings of the player set, there are only
four distinct marginal vectors. Both the marginal vectors for which bank
A comes first (last) coincides, as is easily seen from (4.6). The average of
the marginal vectors, i.e., the Shapley value, is a member of the core, which
follows from Proposition 4.3.2 and Theorem 4.3.3(i). q

Theorem 4.3.6 If £ € L,, then ®(vt) = w, where

N\{Z}) ifi =it
’ (4.7

w; =

ST

otherwz'se.

Proof. By taking the average, over the set of all orderings of the players,
of the marginal vectors given by (4.6), we get the Shapley value. Note that,
if i # ¢, the number of orderings such that i precedes i¢ equals the number
of orderings such that i comes after i¢, and the average payoff of i in the
marginals is iti On the other hand, a player j € N\ {i‘} will precede i
in half the ordermgs, and the avera.ge cost savings that ¢ will be rewarded
from the transactions of j will be J— The result could also have been found
by using Muto et al. (1989), and the fact that v¢ is a convex game. ]

By Theorem 4.3.3(i), the Shapley value is a core allocation of v!. Another
core allocation is the 7-value, which is is related to the core characterization
of Theorem 4.3.3(ii), and is a compromise between the utopia vector M (vf)

and the minimum rights vector m(vt). If i = i£, then the utopia payoff of i
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M;(v) = v'(N) = (N \ {i}) = s“(N \ (D) -0
= s" (N \ {i}),
i.e., bank 7 can not hope to get more than the total cost savings for banks

without ATMS. On the other hand, if ¢ # #¢, i.e., bank ¢ does not have an
ATM in location £, then

Mi(v') = ' (W \ i) = "V \ {4, 8}) = o,

i.e., bank i can not hope to get more than his own cost savings. If i = i,

then a lower bound on #’s share of the cost savings is

jes\{i}

= max [/(S\ {i}) - *(S\ {i})] =0,

mg(v )= ma.x l:ve(S) Z M; (vt)]

i.e., the worst-case scenario is that ¢ does not get any part of the cost savings
at all. If § # 4¢, then m;(vf) is the maximum of

max I:v‘(S) - Z M;(vh) — M;e (Ut)}

Sait jeS\{i.it}
max [s(5 \ {i*}) - s\ {i,i}) - o*(N \ {i*})]
Sait

=gt —s{(N\ {¢*}) = -s! (N \ {3,i*}) <0
and
max [v‘(s ¥ M@ ]—max[ —s‘(S\{i})] -0,
s;i‘ jeS\{i} sz

i.e., we have m;(vf) = 0. To sum up, we have

Mioh) = {s(N\{z}) if § = i 45)

sf otherwise, and
m;(v%) = 0. (4.9)

Theorem 4.3.7 If{€ Ly, then 7(vt) = %M(v‘) = w, where w is given by
4.7).
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Proof. The result follows from w = M (v*) = w(N) = v{(N). Note that
the result could have been proved by using Muto et al. (1989), but we have
included the proof here for the sake of completeness. m|

Theorem 4.3.8 If £ € Ly, then NU(v%) = w, where w is given by (4.7).

Proof. The result follows from Muto et al. (1989), but the proof provided

here is simpler, due to the special structure of ATM-games. Let
By :={S C N:|S| =1 and w(S) = v¥(S)},
and, for k > 1,
By:={SCN: e(vl, S,w) = ma.x[e(vl,T, w) : T & U;jBj]}.

Suppose there are p such sets, and let, for 1 < k < p, Dy := Uj<kBj.
Kohlberg (1971) proved that w is the nuceolus iff, for every 1 < k < p, there
exists a balanced collection C C Dy, i.e., there exists weights {A}secc such
that 3 sccAs =1foralli € N and As > 0 for all S € C. In order to show
that su&af)alanced collections exists for the allocation w, we will show that,
forall SC N,

e(w,v?,8) = e(w,v!, N \ S). (4.10)

Hence, for any 1 < k < p, a balanced collection is given by C = {S, N \ S}
for some S € Dy. To see that (4.10) holds, note that, if i € S, then

e(v4, S, w) = v¥(S) — wye — w(S\ {i¥})

oy gy SNAGY) S\ (1) _ VS (41D
=s(s\ (i) - T - S s

Ifi¢ ¢ S, then

e(vt, S,w) =0 - 8£(25) =— 8125) . (4.12)

Since i € S & i* ¢ N\ S, (4.10) follows. O
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4.3.2 Locations where multiple banks have ATMs

In order to investigate the structure of the core for this case, we compute the
utopia vector and the minimum rights vector, which form upper and lower
bounds, respectively, for core allocations. We will shown that the bounds

coincide, hence the core consists of a single point. For every i € N we have

(o8N BN f N J 0 ifie AL
M) =o' -\ ={ % HiEA ay
If i € N\ A%, then m;(v%) is the maximum of
Loy _ Ak
X [v (S) 'Z. M;(v )]
S3i jes\{i}
_ ¢ 6 _ L e\ ] —
= max [s45\ 4% -5\ 4\ ip)] =
NEL
and
£ ¢ _ ot ] —
Jmax [ )= 3 My )] ax [0-s(5\ )]
$3i jes\{i} Sa;
hence
mi(vt) = sf (4.14)
Ifi € A% then
my(v') = max { v(S) - Y M;(v%)
53 { jes\{i} (4.15)

= max{s’(§'\ A =S\ A\ {ip) =0

From (4.13)-(4.15) follows that M(v%) = m(v’). This gives us useful infor-
mation about the core, which in this case turns out to consist of a single
point.

Theorem 4.3.9 If £ € Ly, then C(v%) = {z}, where z is given by

op o l
<L‘i={0 ifi € A5, (4.16)

sf otherwise.
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Proof. Theorem 4.3.9 also follows from Proposition 4.3.1 and Potters and
Tijs (1989). In order to see that the core is nonempty, note that, for any
SCN,

(S) = s4(S\ 44 2 ¥/(8),

and that z(N) = s{(N \ A%) = v{(N). Hence z € C(v%).

Uniqueness follows from (4.4) and m(v%) = z = M(+%). O

Example 4.3.10 Recall the situation described in Example 4.2.1 and Ex-
ample 4.2.2. Bank B is the only one that does not have ATMs, so the only
cost savings are those involving B’s transactions. According to (4.16), B
will be allowed to keep the entire cost savings himself, and this yields the

unique core allocation (0,1200,0). The game v¢ is not convex, since
v!({4, B}) — v*({B}) = 1200 > v*({4, B,C}) - v/({B,C}) = 0,

and the Shapley value, given by ®(vf) = (200,800,200), is not a core

element. q

Theorem 4.3.11 If £ € Ly, then = M(v%) = 7(v%) = NU(vt), where ¢
is given by (4.16).

The result also follows from Proposition 4.3.1 and Potters and Tijs (1989).

Proof.  Since z(N) = v!(N), the second equality follows from m(vf) =
M (v%). The third equality follows since the nucleolus is always a core point,
if the core is nonempty. a

4.4 Two allocation rules for multiple-location games

Now we turn to the ATM-game v defined by (4.2). In Section 4.3 we pro-
posed allocation rules for single-location ATM-games. In the following we
will discuss two allocation rules for situations with multiple locations. These
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rules aggregate, over the set of locations, the allocation vectors proposed for
single locations. We shall relate the resulting solutions to solution concepts
such as the core and the 7-value. Also, we will investigate whether these
allocations rule correspond to population monotonic allocation schemes, as
defined by Sprumont (1990). Let P(N) denote the set of nonempty subsets
of N.

Definition 4.4.1 A vector d = (d;s)ics,sep(n) i8 a population monotonic
allocation scheme of the game v if and only if

Y dis =v(S) VS € P(N), (4.17)
i€S
dis < dir Vi e SCT € P(N). (4.18)

Hence, d specifies an allocation for every game corresponding to the popu-
lation S C N, where the characteristic function is given by the restriction
of v to the members of S. Condition (4.17) expresses that the entire cost
v(S) should be covered, and (4.18) that no player should be made worse off
as new players enter the games. In the ATM network situation, population
monotonicity ensures that members of an existing network will not object

to new banks joining the network.

4.4.1 The equal-split rule

We first propose an allocation rule that splits the cost savings equally be-
tween owners of transactions and the owner of the ATMs. Thus, for £ € I,
we use w’ given by (4.7), and for £ € Ly use z¢ given by (4.16). This yields
the allocation y given by, for every z € N,

yg:wa+ Za:f

{ely {eLyy

st st(N\ {i
= Z —2l+ Z AGAR0)] 2\{})+ Z sf.

LeLyig At LeL;ic At LeLyriig At

(4.19)

Since the equal-split rule adds core elements of the games v¢, the following
result is obvious.

Theorem 4.4.2 The equal-split rule gives a core element of the game v.



88 Cost Allocation in a Bank ATM Network

S | {4} | {B} |{C} | {4,B} | {AC} |{B,C} | N

v(S)| O 0 0 1600 1000 1200 | 2600

(a) The game
(0,0, 2600)
R
VRN
/7 0\
/ \
’ \
’ \
’ \
’ \
’ \
’ \
’ \
’ \
’ \
(1400, 200, 1000) z = (0, 1600, 1000)

() 7

U) sey=r()

\
(2600,0,0) d-mmmmmmm e e e % (0,2600,0)
(1400,1200,0) (1000, 1600, 0)

(b) The core (area enclosed by solid lines)

Figure 4.4: Example 4.4.3

Example 4.4.3 [Figure 4.4] Consider a situation with two locations, i.e.,
L := {1,2}, and three banks, i.e., N = {4, B,C}. In location 1 the banks
have 100, 150, and 200 transactions, respectively. Here, bank A and C
have ATMs. In location 2 the banks have 200, 50, and 125 transactions,
respectively, and only bank A has ATMs there. The locations correspond to
those described in Example 4.2.1 and 4.3.5, respectively. As before, a =1,
B =2, and v = 10. The values of the resulting game v are shown in
Figure 4.4(a), and a picture of the core in Figure 4.4(b). In location 1,
where both bank A and C have ATMs, the equal-split rule prescribes the
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allocation (0,1200,0), and in location 2, where only bank A has ATMs,
the allocation (700,200,500). Summing the allocation vectors, we get y =
(700, 1400,500). From Figure 4.4(b) it can be seen that this is a point
in the relative interior of the core. It coincides with the 7-value, but not
with the Shapley value or the nucleolus, given by the allocation vectors
(900, 1000, 700) and (950, 1150, 500), respectively. q

Theorem 4.4.4 If y results from the equal-split rule, then y = 7(v).

Proof. In general the 7-value is not additive, hence we must show that
7(v) = Y 4; 7(vf) holds. Theorem 4.3.7 states that T(vf) = IM(v?) for
£ € L, and Theorem 4.3.11 that 7(v%) = M(vf) for £ € Lys. Hence, the
7-values for single-location games depend only on the utopia vectors, for
which M (v) = ¥",.; M(v%) holds. o

The equal-split does not always satisfy population monotonicity, as the fol-
lowing example illustrates.

S |{A} | {B}|{C} |{4,B} | {AC} |{B,C}| N

v(S) 0 0 0 p qg+p q g+ 2p

Figure 4.5: The game v of Example 4.4.5

Example 4.4.5 [Figure 4.4.1] Consider a situation with two locations, i.e.,
L = {1,2}, and three banks, i.e., N = {4,B,C}. A has ATMs in both
locations, B in location 1, and C in neither location. Hence, A! = {A, B},
and A% = {A}. The number of transactions for each bank i € N and each
location £ € L is

e_ )4 ifi=Cand = 1,
p otherwise,

where p < ¢q. Let v+ — 3 = 1. The cost savings realized by the various
coalitions § C N, i.e., the values of the game v, are shown in Figure 4.4.1.
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Suppose that B and C have formed a network. The cost savings that they
realize are g, involving only the transactions of C in location 1, where B is
present. According to the equal-split rule, they will both get a payoff of

q

5.
Suppose that A wants to join the network. It will provide cost savings for
both B and C in location 2, where it is the only bank present, and the total

cost savings now increase to 2p+gq. The equal-split rule yields the allocation

P 2)
(p72,q+2 *

Hence, bank B, since p < ¢, will have its payoff reduced, and it is therefore
likely that it will oppose A being accepted as a new participant in the
network. <

However, there are situations in which even the equal-split rule satisfies

population monotonicity, as the next example shows.

Example 4.4.6 Consider Example 4.4.5 again, but now with the assump-
tion that p = g, i.e., all the banks have the same number of transactions,
in all locations £ € L. We will check that the allocation scheme (yis)secp(w)
corresponding to the equal-split rule is population monotonic. If a bank
operate on its own, i.e., if |S| = 1, no cost savings will be realized, and we
have y;5 = 0 for all i € N. If all the banks participate in the network, the
total cost savings will be 3p, and the equal-split rule yields the allocation

_(p2 2%
yN p’2’2 .

Since the equal-split rule always assigns positive payoffs to all banks, we
only need to check, for each S C N such that |S| = 2, that y;s < yin. The
equal-split rule, when applied to the network formed by S, gives bank ¢ € S
the payoff

’2_’ if S = {4, B},
yis=4p ifS={AC},
’2—’ if § = {B,C},

hence population monotonicity is satisfied. 4
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4.4.2 The transaction-based rule

Suppose that banks with ATMs are given no reward for the cost savings that
they provide for the banks without ATMs. The cost savings are rewarded to
the bank owning the transactions for which the savings are realized. Thus,
for every £ € L, we choose z! as defined by (4.16), and then we sum over
the set of locations. This yields the allocation vector z given by, for every
1€ N,

zi= Z zf = Z st. (4.20)

£eL LeL
ig Al

Theorem 4.4.7 The transaction-based rule gives a core element of v.

Proof. We know that zf € C(v?) for all £ € L, which follows from Theorem
(4.3.3)(ii) and Theorem 4.3.9. O

Example 4.4.8 We apply (4.16) to location 1 and 2, respectively, and get
the allocations vectors (0, 1200,0) and (0, 400, 1000). By summing these, we
get the allocation vector z = (0,1600, 1000). From Figure 4.4(b) we see that

this corresponds to one of the extreme points of the core.?

q
We saw in Section 4.4.1 that the equal-split rule is not necessarily population
monotonic. The transaction-based rule is better in this respect.

Theorem 4.4.9 The transaction-based rule is a population monotonic al-

location scheme.

Proof. Let LS := {¢£ € L : SN A* # 0}, and, for every i € S,

zis = Y ycps st Since sf > 0 for alli € N, S C T implies LS C LT,
ig Al

we have 2,6 < zisforie SCT. 0

“That this is not so in general can be verified by e.g. adding a location 3 to the example,
where n = 100 for all i € N, and A% = {B}.
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4.5 Conclusion

This chapter presents a simple model of a bank ATM network. Assumptions
Al and A2 of Section 4.2 imply that the single-location games studied in
Section 4.3 are information market games, which have a particularly simple
structure. In the case where only one bank has ATMs in a location, the
core is relatively large, and several important solution concepts coincide
with a central point in the core. In the case where more than one bank
has ATMs, the core consists of a single point. By combining allocations for
single-location games via the equal-split rule of Section 4.4, we were able to
obtain 7-value, which is a core point. The transaction-based rule also yields
a core point, and, in contrast to the equal-split rule, this rule is population-
mononotonic, i.e., no bank will lose as a result of a new bank entering the

network.

The simplistic assumptions with respect to the behaviour of the bank cus-
tomers may be responsible for the elegant results obtained, and should be
made more realistic, e.g., by introducing distances.



Chapter 5

Lower and Upper Bounds for
Linear Production Games

5.1 Introduction

We study a model of a production economy, in which the production tech-
nology is given by linear relationships, and where every group of agents have
access to the same technology. There is a set of resources R that can be
used to produce a set of products P. The production technology is given
by a matrix A, where a;; is the amount of resource i needed to produce one
unit of product j. It is assumed that an infinite amount of product 5 can
be sold at the price c;, giving the price vector c. The resources available
is given by a vector b, where b; is the amount available of resource 2. The

maximal profit that can be made from the resource bundle b is given by
max {c'z: Az < b, z € R}, (5.1)
where z; denotes the amount of product j that is produced.

The resources are owned by a set N of agents, and ownership of the resources
is shared among the agents. The agents may operate on their own, or they
may combine their resources in order to increase the total profit. Assuming
that cooperation leads to an increase in the total profit, the agents need to
agree on how to share this profit among themselves, and the way in which
they do this will influence the incentives for them to cooperate or not. It
may, for example, be the case that a group of agents receives so little of
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the total profit that they will be better off by forming their own production
facility than putting their resources into the joint production facility. The
problem of finding an allocation of the profit can be modeled as a TU-
game, such as in Owen (1975), providing us with solution concepts such as
the core. Generalizations, with respect to how resources are controlled by
various subsets (coalitions) of agents, have been studied by Granot (1986)
and Curiel et al. (1989).

To describe a solution to a TU-game, we need to know not only the profit
that can be made by N, but also the corresponding values for some or all
of the subsets S C N. Since there are 2" — 1 such subsets, the amount of
computational work involved can be prohibitive. In this chapter we present
a method that provides us with lower and upper bounds on v(S) for any
S C N, while requiring less computational effort than actually computing
v(S). Our method is related to aggregation of columns and rows in linear
programming problems, as in Zipkin (1980b) and Zipkin (1980a), respec-
tively.

In Section 5.2 we define linear production processes and linear production
games, as well as some concepts related to cooperative game theory. Section
5.3 describes how lower and upper bounds for linear production games can be
found by aggregating columns and rows, respectively, and in Section 5.4 we
give a method to find bounds on the error resulting from the aggregation.
The method involves solving a mixed integer programming problem, and
the solution from this problem also suggests how the weight matrix of the
aggregated game may be updated in order to improve the bound. Finally, in
Section 5.5, we investigate, using numerical examples, how the performance
of the aggregation approach depends on the structure of the problem data.

5.2 Linear production games

The set of agents (players) is denoted by N, the set of resources by R, and
the set of products by P, where n := |N|, r := |R|, and p := |P|. The
production technology is described by the matrix A € RE*F, where ai;
is the amount of resource 7 needed to produce one unit of product j. The
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profit per unit sold of product j is ¢;, making up the column' vector ¢ € RF.
The ownership of the resources is described by the vector-valued function?
b: 2N o RE, where b;(S) is the amount of resource i that the subset S C N
controls.

Definition 5.2.1 The triple (A, b,c) is a linear production process if

(i) ajj >0foralli € Rand j € P,
(ii) b;(S) >0 forallic R and S € 2V,

(iil) if ¢; > 0, then there exists some resource ¢ such that a;; > 0.

The above assumptions ensures that that the linear programs that we will
define below have finite optimal solutions. For a linear production process
(A,b,c), and for every S € 2V, the maximal profit that the agents in S can
obtain by pooling their resources is given by

vA4)(S) := max {c"z : Az < b(S), = € RE}. (5.2)

We will refer to the LP-problem given by (5.2) as LP(A4, b,¢, S), or, if this is
unambiguous, just LP(S). From the Duality Theorem of Linear Program-
ming follows that we can also compute the value of LP(S) from

v(4b€)(S) = min {uT6(S): ATu>c, ue R} (5.3)

For every linear production process (A,b,c) we define a linear production
game (N, v(4:<)), where N is the set of players, and v{4:b:<) : 2V _ R is the
characteristic function. We will mostly skip the superscript and just write
v for the characteristic function.

Several variations on linear production games, with respect to how the func-
tion b is defined, exist in the literature. Owen (1975) studies the situation
where the resources are controlled by individual players, where b;;, denotes
the amount of resource ¢ controlled by player k. Owen assumes that a group
of players can pool their resources by simply adding the individual amounts,
i.e., bi(S) = 3 xcg bik- In this case, an allocation in the core can be deduced

'If nothing else is stated, a vector is assumed to consist of one column.
2Let 2V denote the set of all subsets of N.
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from an optimal solution to the dual of LP(N). If u is such an optimal
dual solution then y is in the core of v, where yx := Y .. biru; for every
k € N. Gellekom et al. (1999) provide alternative characterizations of this
allocation rule.

Granot (1986) generalizes this model, and studies the core of the linear
production game (N, v{44:)) by looking at the resource games (N, b;), i €
R. If the cores of all the resource games are nonempty, then the core of
(N, v(4%¢)) ig also nonempty. Moreover, if t* is a core allocation for the
resource game (N, b;) for every i € R, and u is an optimal dual solution
to LP(N), then a core allocation for the game (N, v(4:49) is given by the
vector y, where the amount allocated to player k is yx := Y ;¢ Rt’}cu,-.

Curiel et al. (1989) assumes that each resource i € R is divided into d;
portions. The amount of resource ¢ belonging to portion ¢, 1 < ¢ < dj, is b].
Portion ¢ of resource ¢ is controlled by a committee R C N, meaning that
a coalition S C N can only use this portion if it contains R. Formally, this
is modeled using a simple game® (N, w{), where w{(S) = 1 only if R C S.
The amount of resource 7 € R controlled by coalition S is given by ;(S) :=
Z:‘zl biw?(S). Curiel et al. show that the core of a linear production game
is nonempty if all the games w], where i € R and ¢ € {1,... ,d;}, have
nonempty cores. Moreover, if 2] is in the core of the game (N, w]) for every
i€ Rand q € {1,... ,d;}, and if u is an optimal dual solution to LP(N),
then y is a core allocatin for (N, v(4:4)), where yx := ;g i Z‘;‘zl bi(27)x
for every k € N.

5.3 Aggregation of columns and rows

Reducing the size of (each of) the linear programs that must be solved in
order to compute v can be done by aggregating over columns or rows (or
both), as in Zipkin (1980b) and Zipkin (1980a), respectively.

In Zipkin (1980b), column aggregation is performed by specifying a partition
of the set of columns. The colurnns belonging to each partition member are
combined using a pre-specified weight vector. After the aggregated problem

A game (N, g) is simple if g(N) = 1 and g(S) € {0,1} for every S C N.
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has been solved, a feasible solution to the original problem can be obtained
by disaggregating using the same weight vectors. Our approach is a general-
ization? of that of Zipkin, and the aggregation is performed by multiplying
A and ¢ with the matrix G € Rf:xp , where P is the set of ”products” of the
resulting linear production process (AG,b,GTc). Our purpose is to reduce
the size of the LP-problems to be solved when computing the values of the
linear production game, so in most cases we will have § < p. The values
of the resulting linear production game, which we label €, is given by, for
every SCN,

v6(8) := vAGHETI(S) = max {TGX : AGX < b(S), X € RP}. (59)

The linear program to be solved by coalition S will be denoted LP%(S) =
LP(AG,b,GT¢,S). In order to distinguish between the solutions of the
original and the aggregated LP-problem, we will use uppercase letters to
G

denote solutions to the latter problem. In order to illustrate how v»“ is

constructed, we provide an example.

Example 5.3.1 [Figures 5.1 and 5.2] There are four products (p = 4) and
two resources (r = 2), and the production technology and the profits that
can be made are given by

2131 T
A_[l L3 1],a.ndc —[66 8 5].

The resources are controlled by three players (n = 3), and, as in Owen
(1975), we assume that b(S) := Be) for every S C N, where

9 0 6
B”[1 8 3]'

“In Zipkin (1980b), column aggregation is performed by specifying a partition o =
{P« : k=1,...,K} of P, and a weight vector g* for each member of this partition.
To illustrate how our approach relates to that of Zipkin, consider an example with four
products, where o = {{1,2},{3,4}}, and where g} = g} = g7 = g% = 0.5. In our case this
corresponds to the matrix

05 0
0.5 0
0 05
0 0.5

Note that our approach is more general than that of Zipkin, in that aggregation is done
with respect to coverings of the set of columns, since each row of G can have more than
one nonzero element (see Section 4 of Zipkin (1980b)).

G=
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The value of coalition S is computed as

v(S) = max 6z + 6z2 + 8z3 + 5z4
st. 271+ lzo + 3z3 + 124 + 81 = b1(S)
1z + 225 + 223 + 124 + 82 = b(S)
z; >0 for j=1,2,3,4
;>0fori=1,2

and the (unique) optimal solutions of the primal problems are shown in

Figure 5.1.
S Ty T2 T3 T4 31 82 ’U(S) 'UG (S) 'UG' (S)

1 1 0 0 0 7 O 6 5.25 6

2 0 0 0 o0 0 8 0 0 0

3|3 0 0 0 O0 0] 18 1575 18

1 2 0 0 0 9 0 O} 45 37.8 45

1 3|4 0 0 0 7 0} 24 21 24

2 3/0 5 0 1 0 0] 3 25.2 30

1 2 3/3 0 0 9 0 0 63 63 63

Figure 5.1: Optimal primal solutions for Example 5.3.1

Suppose now that we combine the columns of A using one of the solutions
shown in Figure 5.1. Choosing the solution corresponding to the grand

coalition, i.e.,

G=

o o w

9

gives the new linear production process (AG, b, GTc), where

15

AG = [ 12

] and ¢G = [ 63 ].

Since the aggregated game has a single column, its value for a particular
coalition can be computed by solving a continuous knapsack problem, e.g.,
for the grand coalition the value is

v®(N) = max{63X : 156X <15, 12X <12, X € R}

15 12} =63 = v(NV).

=63 xmln{-ﬁ,ﬁ
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Not surprisingly, for the grand coalition, from which we obtained the ag-

G coincides with v. For the other coalitions,

 gregation weights, the game v
having smaller amounts of resources than N, the value of the aggregated
game is obtained by scaling down the value of the grand coalition. E.g., for

coalition {1, 3},

v%(1,3) = max{63X : 156X <15, 12X <4, X e R.}
15 4

=63Xm.1n{1—5,ﬁ

} =21 < v(1,3) = 24.

We note that for all coalitions, the game v¢ forms a lower bound for v.

Had we instead chosen the weight matrix

G =

O OO0
o OO

i.e., the columns of G’ correspond to the optimal solutions of LP(1,2) and
LP(1,3), the game vC', also shown in Figure 5.1, would result. The games
v and v@ coincide for all but one coalition, namely {2,3}. An interesting
point is that coincidence occurs even for coalitions for which we did not
include the optimal solution in G’. We will show, in Proposition 5.3.2(iii)
that coincidence will occur for a coalition S if and only if the optimal solution
for LP(S) can be obtained as a linear combination of the columns of G'. In
the example, the optimal solution for the grand coalition can be obtained®

5In fact, the two problems LP(N) and LP(1,2) have the same optimal basis, hence the
solution of both problems could have been obtained using the corresponding basis matrix.
For any coalition S we can write the primal of LP(S) as

v(8)= max ¢’z
st Az + Is=b(S) (5.5)
220, 820,

where s is a vector of slack variables. Letting
d¥ = [T 07}, y:= [ Z’ ] and C:=[A ],

we can rewrite (5.5) as
max d7y
st Cy=5b(S) (5.6)
y20
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by combining the solutions for {1,2} and {1,3} as
[3 00 9]=§[4 0 00]+1-[0 00 9],

hence we will have v (N) = v(N). The weights in this expression corre-
spond to the optimal primal solution of LPG'(N ), e, X7 = % and X5 =1.
q

Proposition 5.3.2 Let (A, b,c) be a linear production process, and G €

Rf:xp . Then the following statements are true:

(i) (AG,b,GT¢) is a linear production process.
(ii) v4(8S) < v(S) for every SC N.

(iii) vC(S) = v(S) if and only if there exists X € R? such that GX is an
optimal primal solution of LP(S).

Proof. (i) Since A and G have non-negative elements, the elements of
AG must also be non-negative. Also, if (GTc)_,- = Y kep Ckgk;j > 0 for some
j € P, then there must exist some k € P such that ¢, > 0 and gx; > 0.
Then, since (A,b,c) € L, there must exist some 7 € R such that a; > 0,
and hence (AG);; = ZleP aigi; > Gikgr; > 0.

(ii) For S C N and an optimal solution X to the primal of LP%(S), we
have AGX < b(S), implying that GX is a feasible solution to the primal of
LP(S), hence we must have v(S) > ¢ GX = v4(S).

The optimal basis matrix B € R®*%, not to be confused with the matrix describing
ownership of the resources, determines the solutions of the primal and dual, respectively,
as

yn =B '5(S) and u* = (d5B~Y)T.
Hence, if B is an optimal basis also for some other coalition R # S, then B~'5(R) is an
optimal primal solution to LP(R).
In the example, an optimal basis for coalitions N and {1, 2} corresponds to columns 1
and 4 of the matrix A, i.e., the basis matrix

_l21 - -1 _ 1 -1
B-[l 2]audltsu:werseB —[_1 2].

The optimal solution for LP(N) and LP(1,2) are, respectively,

B"lb(N)=B'l[ ig ] = [ g ] and B'5(1,2) = B~ [ g ] = [ g].
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(iii) If GX is optimal in LP(S), then
v(8) = T GX <v4(S) < v(S) = vO(S) = v(S).

The optimality of GX in LP(S) implies AGX < b(S), i.e., X is feasible
in the primal of LP%(S), hence the first inequality. The second inequality
follows from (ii).

Suppose vG(S) = cTGX = v(S), where X € R? is an optimal primal solu-
tion to LP%(S). Then clearly, GX € RF is feasible in LP(S), since GX > 0
and AGX < b(S). Then, since v(S) = cf GX, the solution GX must be op-
timal in LP(S). O

(0,0,63)

(63,0,0) (0,63,0)

Figure 5.2: Core of v and v® in Example 5.3.1

From Proposition 5.3.2(iii), we know that by including in G an optimal
solution for the grand coalition, we can make v®(N) = v(N). Also, since
v® < v, by Proposition 5.3.2(ii), the core of v¢ will contain the core of v.
This is illustrated by Figure 5.2, where the solid lines represent the game v,

and the dashed lines the game v€.
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We may also aggregate over the rows (resource constraints) of the LP-
problem, as in Zipkin (1980a). Let R be the set of "resources” in the
aggregated problem. Then, take some H € R*® and define, for every
SCN,

vH(8) 1= vHAD ) (8) = max {cTz: HAz < b¥(S), z € RE}
= min {UTHY(S) : UTHA> ¢, U e RE},
where b%(S) := Hb(S) for every S C N. The linear program to be solved
by coalition S will be denoted LPH(S) = LP(HA,b¥ ¢, S).

Example 5.3.3 [Figures 5.3 and 5.4] There are two products (p = 2) and
four resources (r = 4), and the production technology and the profits that
can be made are given by

A= ,a.ndcT=[6 6].

— L = N
=N N =

The resources are controlled by three players (n = 3), and b(S) = BeY for
every S C N, where

9 0 3

1 8 3

B= 3 47

33 3

The value of coalition S can be obtained as

v(S) = min u;b1(S) + u2b2(S) + uzbs(S) + u4bs(S)
st. 2uo+luo+3us+1lugs—39, =6
lug +2up +2uz + 1lug — 39 =6
u; >0fori=1,2,3,4
s;j>0forj=1,2

and the optimal solutions of the dual problems are shown in Figure 5.3.

The weight matrix could e.g. be constructed from the dual solution for the
grand coalition, i.e.,
H=[0 15 15 0],
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v(S) vH(8) +H(S) +T'(9)

S U Uz U3 U4 81 99
1 0 15 15 0 0 0 6 6 6 6
0O 6 0 0 0 6
2 6 0 O 0 6 O 0 18 12 0
3|12 2 0 0 0 0] 12 15 15 15
1 2 O 0 3 0 3 0| 21 24 21 24
1 3/0 15 15 0 0 0| 21 21 21 21
2 3|6 0 0 0 6 o0/ 18 33 33 18
1 2 30 15 15 0 0 0 39 39 39 39

Figure 5.3: Optimal dual solutions for Example 5.3.3

which produces the new linear production process® (HA, Hb, c), where
HA=[6 6| and HB=[6 18 15].

The dual of LP¥(N) can now easily be solved as a continuous knapsack
problem

vH(N) = min{39U : 6U > 6, 6U >6, U € R}
6 6
= —_— = = N .
39 xma.x{6,6} 39 = v(N)
Again, as for column-aggregation, the value of v for the grand coalition,
which we used to generate H, coincides with the value of the original game.

For other coalitions we get an upper bound on v, e.g.,

v"(2) = min{18U : 6U > 6, 6U > 6, U € R}}

6 6
= - = = > v(2).
18xma.x{6,6} 18 > v(2)

Note also that, since the dual constraints are the same for all coalitions, and
they all have positive amounts of the single resource, U* = 1 will be the
optimal solution for all of them, and we have the additive structure given by
vH(S) = 31 cs(HB)j, ie., the value for a coalition S is given by the total
value of the resources owned by S, where the value is computed using the
price vector included in H.

SIt is not obvious that the aggregation actually yields a linear production process, since
we may use H such that for a product j for which ¢; > 0, we have (HA);; = 0 for all
i€R
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A slightly better bound is obtained by using

H’=[O 6 0 O]

00360

i.e., we use the dual solutions corresponding to the coalitions {1} and {1, 2}.
Note that we have v(N) = v#'(N), even though the optimal dual solution
for the grand coalition is not included in H'. However, as we shall prove
in Proposition 5.3.4(iii) below, coincidence follows from the fact that the
optimal dual solution of LP(N) can be written as a linear combination of
the two row vectors of H', i.e.,

[0 15 1.5 0]=-[0 6 0 0]+%[0 03 0].

| -

The weights correspond to the optimal dual solution of LPH'(N), i.e., Ut =
1/4 and U = 1/2. a

Proposition 5.3.4 Let (A,b,c) be a linear production process, and H €
REXE,

(i) If (HA,bY c) is a linear production process, then v (S) > v(S) for
every SCN.

(i) If, for some S C N, there exists U € R such that HTU is optimal in
the dual of LP(S), then (HA,bH c) is a linear production process.

(iii) v2(S) = v(S) if and only if there exists U € R® such that HTU is
optimal in the dual of LP(S).

Proof. (i) Take S C N and an optimal solution U to the dual of LPH(S).
Then, since the optimality of U implies UT HA > ¢, UT H must be feasible
in the dual of LP(S), which implies v¥(S) = UT Hb(S) > v(S).

(ii) Since the elements of A and H, as well as the values returned by the
function b, are non-negative, this must also be the case for the elements of
HA, as well as the values returned by 4. Also, since HTU is optimal in
the dual of LP(S), we must have ), s U;(HA);; > ¢; for all j € P. So if
¢j > 0, there must exist some ¢ € R such that (HA);; > 0.
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(iii) If HTU is optimal in the dual of LP(S), then
v(S) = UTHH(S) > v (S) > v(S) = vH(S) = v(S).

The optimality of HTU implies UTHA > ¢ and HTU > 0, hence U must
be feasible in the dual of LPH(S), which implies the first inequality. The
second inequality follows from (i).

Suppose v¥ (S) = UTHb(S) = v(S), where U € RE is optimal in the dual
of LPH(S). Then UTH > 0 and UTHA > cT implies that HTU is feasible
in the dual of LP(S), and optimality follows from v(S) = UT Hb(S). m|

(0,0,39)
[

[ ]
(39,0,0) (0,39,0)

Figure 5.4: Core of v and v¥ in Example 5.3.3

The cores of v and v¥ in Example 5.3.3 are illustrated in Figure 5.4, where
the solid (dashed) lines are hyperplanes corresponding to v (vf). Since v¥
is an upper bound for v, the core of v¥ is contained in the core of v. Note

that the core of v¥ consists of the single point

[6 18 15 ] =HB,
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i.e., the allocation where the resources of the players are valued at the price
vector corresponding to the dual solution of LP(N).

Proposition 5.3.5 Let u be an optimal dual solution to LP(Q) for some
Q C N such that v(Q) > 0. Then, if H=uT, we have v¥(S) = uTb(S) for
every SCN.

Proof.  Since the aggregated problem contains only one row, i.e., ¥ = 1,
the value of the game can be computed, for any S, as

v (S) := min{UuTb(S) UuTA>T, Ue R}}

_.T . Gj (5.7)
THS) - mex
uT Ai>0

Note that the feasibility of u, for any Q C N, implies that uT A7 > c; holds
for every j € P. Moreover, since v(Q) > 0, it must be optimal for the
coalition @ to produce at least one product, hence we must have u” A7 = ¢;
for at least one j € P. Then v7(S) = uTb(S) follows from (5.7). O

5.4 Error bounds and e-cores

The aggregated games presented in Section 5.3 enable us to analyze the orig-
inal game with less computational effort. However, aggregation introduces
a possible error, and the purpose of this section is to give an estimate of this

€ITor.

First, we need to make clear what we mean by "error”. Since the core is
one of the most widely used solution concepts for TU-games, it is natural
to discuss error bounds relative to it. Suppose we use the game vC as
an approximation to the game v, where we have chosen G, according to
Proposition 5.3.2, such that the core of v is contained in the core of €.
Knowing that a pre-imputation z belongs to C(v®) thus does not guarantee
that it also belongs to C(v), hence there might exist some coalition S that
receives less than its stand-alone value, ie., 2(S) < v(S). We shall use as a
”distance measure” the excess e(v, S, z) = v(S) — 2(S).
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Suppose we know that
C(v®) C Ce(v) = {z € I*(v) : e(v,S,z) < e VS C N}

for some €. Since z € C(v), we know that no coalition has an excess of more
than €, hence no coalition receives less than v(S) — . We would like to find

the smallest e-core containing C(v®), i.e., we need to solve
min{e : C(v®) C Ce(v)}. (5.8)

Since making € sufficiently high always makes C¢(v) nonempty, (5.8) always
has a solution.

Proposition 5.4.1 Let (A,b,c) be a linear production process, and v be
the corresponding linear production game. Let G be a matriz constructed
according to Proposition 5.3.2 such that C(v) C C(v%), and let

€:= 362119%,@}{1)(5) —v9(8)}. (5.9)

Then C(v®) C Cc(v).
Proof. If 2 € C(v®), and Q C N, then

z(Q) > v%(Q) = v(Q) — 2(Q) < v(Q) —v4(Q) <e.

In Example 5.3.1, (5.9) gives € = 9.8 = v(2,3) — v®({2,3}), and Figure 5.5
illustrates that C.(v) D C(v¥). The solid lines correspond to the sets

Hg(v) := {z € I*(v) : 2(S) =v(S) — €},

and C¢(v) is represented by the hatched area enclosed by these lines. The
cores of v and vC are given by the thick solid line and the shaded area,
respectively.

Likewise, consider the games v and v¥, and suppose we know that

C('UH) 2 Ce(v)
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o
(63,0,0) (0,63,0)

Figure 5.5: Cores of v and v, and the e-core for € = 12.4, in Example 5.3.1

for some €. By using v instead of v, we may exclude from consideration
some elements of the core of v. However, we are certain to include all the
points in C¢(v), i.e., those with an excess less than or equal to €. Of course,
for € = 0, we exclude no core imputations, and in this case it follows that
the cores of v and v coincide. We would like to find the largest e-core that
is contained in C(v%l), i.e., we solve

max{e : Ce(v) C C(v¥)}. (5.10)
Whereas (5.8) always has a solution, (5.10) does not, since C¢(v) is empty
for small enough values of e.

Proposition 5.4.2 Let (A,b,c) be a linear production process, and v the
corresponding linear production game. Let H be a matriz constructed ac-
cording to Proposition 5.3.4 such that C(vf) C C(v), and let

€:= Sezkn\i?N,m}{v(S) -vH(9)}. (5.11)

Then, if Cc(v) # 0, we have C.(v) C C(v).

Proof. 1If z € C(v), and Q C N, then

v(Q) — 2(Q) < € < v(Q) —v¥(Q) = 2(Q) > v¥(Q).
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In Example 5.3.3, if the weight matrix

H,,z[o 15 15 0]

6 0 0 O

is used, then (5.11) gives € = —3 = v(1,2) — v#'(1,2) = v(3) — v¥'(3). In
Figure 5.6 the cores of v and v¥" are given by the shaded area and the thick
solid line, respectively. The e-core of v is represented by the white solid line,
and we see that Ce(v) C C(vH"). Note that we deliberately chose H” here
in order to make the e-core of nonempty, given that e satisfies (5.11).

(0,0,39)
@

(39,0,0) (0,39,0)

Figure 5.6: Cores of v and vH” and the e-core, for Example 5.3.3

How can we find the error bounds given by (5.9) and (5.11) in practice? In
the general case, there is not much to say about this issue, and we therefore
choose to consider Owen’s (1975) model. Here, player k controls b;; units
of resource i, where b;; correspond to row 7 and column k of the matrix
Be Rf"N . The coalition S pool their resources by simply summing them,
i.e., they control the resource vector b(S) := BeY. In what follows, we will
let (A, B,c) denote a linear production process, where the matrix B has
replaced the function b.
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Problem (5.9) may be formulated as

€% := max ¢'z — uTBs (5.12)
T,u,3
subject to Az < Bs (5.13)
uTAG > TG (5.14)
>0 (5.15)
u>0 (5.16)
0<s<1 (5.17)
s integer (5.18)

In a solution (z,u, s) to (5.12)-(5.18), £ € RP is a solution to the primal
of LP(S), and u € R is a solution to the dual of LP®(S). The coalition
S corresponding to the solution is given by S = {k € N : sy = 1}. The
objective function (5.12) maximizes the difference between the optimal val-
ues of the two problems. Primal feasibility of LP(S) is ensured by (5.13)
and (5.15), and dual feasibility of LPC(S) by (5.14) and (5.16). Problem
(5.12)-(5.18) may be rewritten as:

max Z CiT; — Z Z bilcuisk (5.19)

jepP iERkEN

subject to Z ai;T; < Z birsk VieR (5.20)
JjeP keN
Z Uuj Zaijgjg > Z Cigej Vie P (5.21)
i€eR  jeP jepP
z; >0 YijeP (5.22)
u; >0 VieR (5.23)
0<s<1 VEeN (5.24)
s integer (5.25)

Finding a solution to (5.19)-(5.25) is made more difficult by the fact that
(5.19) is non-concave, and because of the integrality condition (5.25). Meth-
ods to linearize such problems are given by Petersen (1971), Glover (1975),
and Adams and Sherali (1990). In Petersen (1971) the product term u;sy, is
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replaced by the variable w;x, and the following constraints are added:

u; —uf (1 — sp) < wi, < ufsg VieR, keN (5.26)
wi >0 VieR, keN (5.27)
wig < U; VieR, keEN (5.28)

The constant u?’ is an upper bound on the value of the variable u;. If s =1,
then the first inequality of (5.26), together with (5.28) imply u; < wy < u;.
In the case where s; = 0, the second inequality of (5.26) together with (5.27)
imply 0 < w;; < 0. Hence the equality w;; = u;3; always holds, and we
may replace the objective function (5.19) by

max Z CjT; — Z Z bix wik.- (5.29)

jEP i€cRkeN
Problem (5.19)-(5.25) is equivalent to the mixed-integer programming prob-
lem given by (5.20)-(5.29), hereafter referred to as MIP¢. Note that in an

optimal solution, either we have u; = 0 for all : € R, or at least one of the
constraints (5.21) is binding. Hence the upper bounds for the variable u can

be set to
icp 9j£Cj .
u} = max max %G_’i—’-i,o Vi € R.
LeP icp 9j£0ij
Ejep 9jtaij#0 I€

Problem (5.11) may be formulated as

e := max Tz —uTBs (5.30)
T,u,8
subject to HAz < HBs (5.31)
uTA> L (5.32)
£>0 (5.33)
u>0 (5.34)
0<s<1 (5.35)
s integer, (5.36)

which, in a manner similar to that applied to (5.12)-(5.18), can be formulated
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as
max Z cjT; — Z Z birwik (5.37)
jepP i€ER keN
subject to Y _z; 3 hgai; < O sk D hubx VLER (5.38)
jEP  i€R keN ieR
Zuiaij > ¢; VjeP (5.39)
i€ER
z; >0 Vi €P (5.40)
u; >0 Vie R (5.41)
0<s <1 Vk e N (5.42)
s integer (5.43)
U — u;"(l - 8k) S wix < u;*'sk VieR, ke N (5.44)
wik > 0 VieR, ke N (5.45)
Wik < U; VieR, k€N, (5.46)
where
uf :=ma.x{ma.x—c—j—,0} Vi € R.
JEP aij
ai; #0

The mixed integer programming problem given by (5.37)-(5.46) will here-
after be referred to as MIPH,

Example 5.4.3 [Figure 5.7] The data of this example is given by n = 5,

p=2>5,r=10,
7 3
6 9
6 3
9 5
3 6
A=145
4 3
79
5 8
[ 2 6

5 2 17
9 5 10
3 4 3 53
4 2 1 e
10 2 41 _ |40, andB
1 3 8

34
4 2 3 1l
1 1 7
9 3 2
3 10 2|

T4 0 15
0 22 18
9 0 11
017 0

{19 0 o0

|l 01 o0
2 0 0
022 0
12 0 0
023 0

COoOOoOUNULInOo OO

o

d

p—
B OO OO0 O OO

p—t
o

The value of the grand coalition is v(N) = 241.046. We aggregate rows

using the matrix

H:=[00 00 00 00 00 00 190 00 00 00 ],
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.
|

*

L € L] L)

1 226.6 0 1 1 1 0 00 0.0 00 0.0 177 0.0 00 0.0 0.0 0.0
2 220.5 [] 1 1 [] 1 00 00 19.0 0.0 00 00 00 00 0.0 0.0
3 123.7 [] 1 0 1 1 00 0.0 00 00 00 00 00 00 0.0 26.5
4 88.5 1 [] 1 1 1 13.2 0.0 00 00 00 35 00 0.0 0.0 0.0
5 89.0 1 1 0o o0 1 00 00 0.0 3.2 29 3.2 00 00 00 1.2
8 46.3 1 1 1 [] 1 96 3.1 00 0.0 00 00 00 00 0.0 0.0
7 21.8 1 1 0 1 1 00 33 00 3.0 00 00 00 03 05 1.0
8 0.0

Figure 5.7: Solutions of MIPH for Example 5.4.3

corresponding to the optimal dual solution of LP(N). Solving MIPH yields
ell = 226.576, corresponding to the coalition {2, 3,4}. By adding the opti-
mal dual solution to LP(2, 3,4), which is available as u*, we obtain the new
weight matrix

e 00 00 00 00 0.0 00 19.0 0.0 0.0 0.0
100 00 0.0 0000 17.7 0.0 0.0 00 0.0 00 |’

and by solving MIPH again we obtain ¢ = 220.549, corresponding to the
coalition {2,3,5}. Continuing in this manner, new rows can be added to H
until the value of €¥ is small enough. In Figure 5.7, the solutions of MIPH,
as new rows are added, are shown. After nine rows have been added, we
have e/ = 0, implying that v# = v. <

5.5 Numerical results

The purpose of this section is to investigate how the performance of the
aggregation approach introduced in Section 5.3 depends on properties of the
problem data. The analysis will be based on Owen’s (1975) model, where
the ownership of the resources is given by the matrix B. In our analysis, we
will especially focus on the density of A, and the degree to which ownership
is concentrated /dispersed, i.e., the structure of B.

A number of data sets with n = 5 were generated in a random manner.
The nonzero elements of A were drawn from a uniform discrete distribution
in the interval 1, ... ,10. The density of A, ie., the probability that a
particular element A;; is nonzero, was set equal to the values 0.1, 0.4, 0.7,
or 1.0. After A had been determined, we set c; := ) ;g Aji; for all j € P.
jEP Aija which
was then distributed among the players according to the ownership profiles

The total amount of resource ¢ was initially set to bixy := )
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shown in Figure 5.8, where the z’s indicate’ which players are allocated
positive amounts of each resource. For resource i denote these players by
N;. Let B ~ U(0,1) be a random number corresponding to resource i and
player k. Then the amount of resource ¢ given to player k is given by

bin ——ﬂi—"
ZZEN'. ﬂil
Player Player
Rows 1 2 3 4 5 Rows 1 2 3 4 5

1 1-10 [x x x x X 1 1-10 | x b

2 11-20 }x x x x X 2 11-20 X x

3 21-30 |x x x x X 3 21-30 | x b

4 31-40 |x x x x x| 4 31-40 X X

5 4150 |x x x x X 5 41-50 | x b'¢

6 5160 | x x x x x || 6 51-60 b'¢ b'¢

7 61-70 {x x x x x{| 7 61-70 | x X

8 7180 |x x x x x || 8 71-80 b'¢ b
9 819 |x x x x Xx 9 81-90 | x X
10 91-100 |x x x x x || 10 91-100 b'¢ b

(a) Profile 1 (b) Profile 2
Player Player
Rows 1 2 3 4 5 Rows 1 2 3 4 5

1 1-10 [ x b'¢ 1 1-10 | x

2 11-20 X X 2 11-20 | x

3 2130 | x b 3 21-30 b'¢

4 3140 X X 4 31-40 b

5 41-50 | x b 5 41-50 X

6 51-60 b b 6 51-60 b'¢

7 61-70 | x 7 61-70 b'q

8 T71-80 b'q b 8 T71-80 b

9 81-90 | x b 9 81-90 b
10 91-100 b 10 91-100 b

(c) Profile 3 (d) Profile 4

Figure 5.8: Ownership distribution profiles

"Row numbers from 1-10 refer to data sets with 7 = 10, and row numbers 1-100 to
datasets with » = 100.
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Profile 1 implies a relatively even distribution of the resources among the
players, and may be seen as an extreme case. At the other extreme we
find profile 4, where the entire amount of each resource is given to a single
player. In the former case, the increased profits resulting from cooperation
are modest, while in the latter cooperation is essential. Profiles 2 and 3 are
located somewhere in between the two extremes. Note that according to
these profiles, the resource bundles of player 1 and 2 are complements, and
this is also the case for 3-5. Profile 3 differs from profile 2 in that player
4 does not own anything of resource 7 (61-70), and that player 4 does not
own anything of resource 10 (91-100). Hence, profile 3 should, a priori, give
greater benefits from cooperation than does profile 2.

Some properties/special cases regarding the data sets should be mentioned.
First, note that if the ownership of resources is highly concentrated, and the
density of A is high, we will have zero profits for many coalitions. In the
extreme case of profile 4, where each resource has a single owner, we will
have

v(S) =0 VS # N, (5.47)

if all entries of A are nonzero. Hence, positive profits can only be made if
all the players pool their resources. In Figures 5.9 and 5.11, a "x” after the
problem name indicates that (5.47) is satisfied.

On the other hand, in the case where A is sparse, the game v will in many
cases be additive, i.e.,

v(8) +v(T) = v(SUT) VS,TC Nst. SNT = 0. (5.48)

To see why this is the case, consider the special case where every column of
A has at most one nonzero entry. Then a unit of resource 7 should be used to
produce the product that gives the highest profit contribution per unit that
it consumes of resource i, i.e., the product, among those for which A;; > 0,
such that 2"7; is greatest. Assuming that there is at least on product such
that A;; > 0, the value of one unit of resource i is the constant



116 Lower and Upper Bounds for Linear Production Games

and this constant is independent of who the owner of resource ¢ is. Hence,
the total profit that can be made by a coalition S can be found by simply
summing the value of its resources, i.e.,
v(S) = wibi() =) Y wibg,
i€R icRkeS

which clearly satisfies (5.48). For additive games, the core consists of a
single point. If »* is an optimal solution to the dual of LP(N), we know
from Owen (1975) that the entire core is given by the point (u*)TB. In
Figures 5.9 and 5.11, a "o” after the problem name indicates that (5.47) is
satisfied.

For the data sets shown in Figure 5.9, where p = 100 and r = 10, column
aggregation was performed. Initially, the weight matrix G consists of a single
column corresponding to an optimal primal solution of LP(N), and new
columns were added by repeatedly solving MIPC, where p* is the number
of columns needed in order to have €€ = maxgcn, s20{?(S) —v¢(S)} =0,
i.e., in order for the games v and v® to coincide. Note that the number of
coalitions is 2" — 1 = 31, which is an upper bound on the number of columns
needed. In the table of Figure 5.9 is also reported &, the value of €€ /v(N)
when ¢ columns have been added to G.

The results in Figure 5.9 indicate that the effect on p* of varying the density
of A is ambiguous. If ownership is concentrated, as in profile 4, increasing
density has a negative effect on p*, whereas when ownership is dispersed,
the effect is positive. Figure 5.10 can help explain this phenomenon. Let
Q(G) denote the set of coalitions that correspond to an optimal solution of
MIPC at some stage in the formation of G. For four of the data sets, we
solved the aggregated problem LPS(S) for all S ¢ Q(G). Since v = v,
we know from Proposition 5.3.2(iii) that for any S € Q(G), it is possible to
express an optimal solution to LP(S) as a linear combination of the columns
of G. Each row in Figure 5.10 corresponds to a coalition, and the coalitions
have been sorted according to their size, as indicated by the numbers to
the left of the diagrams. The |’s indicate nonzero entries of (GX)T for each
S & Q(G), where X is an optimal primal solution to LP¢(S). Also, the o’s
indicate nonzero elements of each column of G, i.e., the primal solutions for
the coalitions in Q(G).
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Profile Problem d 1’)"l €1 Ep €10 E20 €30
P1IDI1I0A oo |01 (150361 0.180 0.122 0.000 0.000
P1D10B o 0.1 |14 | 0391 0.224 0.133 0.000 0.000
PID10C o { 0.1 17| 0418 0.151 0.069 0.000 0.000
PID40A o | 04|13 | 0394 0.306 0.137 0.000 0.000
P1D40B o | 0.4 | 18 | 0.348 0.212 0.130 0.000 0.000
1 PID4OC o (04 |11 0.339 0.172 0.069 0.000 0.000
P1D70A 0.7 16 | 0.237 0.154 0.122 0.000 0.000
P1D70B 0.7 | 18 | 0.333 0.159 0.086 0.000 0.000
P1D70C 0.7 121 | 0446 0.197 0.134 0.009 0.000
P1D100A 1.0} 31 | 0.456 0.180 0.131 0.068 0.003
P1D100B 1.0 | 30 { 0.367 0.199 0.104 0.042 0.000
P1D100C 1.0 26 | 0.281 0.151 0.088 0.018 0.000
P2D10A o [ 0.1 ] 23] 0.780 0.593 0.463 0.207 0.000
P2D10B o | 0.1 | 25 | 0.747 0.620 0.481 0.219 0.000
P2D10C o | 0.1 | 23 | 0.630 0.602 0.439 0.213 0.000
P2D40A 0426 ) 0715 0.575 0.456 0.147 0.000
P2D40B 04|26 | 0627 0.574 0435 0.127 0.000
2 P2D40C 04|27 (0704 0.596 0459 0.136 0.000
P2D70A 0.7 | 25 0.752 0.573 0.294 0.039 0.000
P2D70B 0726|0774 0.639 0418 0.080 0.000
P2D70C 0.7 {24 | 0679 0512 0.275 0.041 0.000
P2D100A 1.0 { 11 | 0.502 0.304 0.019 0.000 0.000
P2D100B 1.0] 7 {0606 0.107 0.000 0.000 0.000
P2D100C 1.0 |11 | 0.385 0.200 0.004 0.000 0.000
P3DI1GA o [ 0.1 250.713 0.639 0500 0.282 0.000
P3D10B o | 0.1 ] 25| 0.868 0.607 0.494 0.202 0.000
P3D10C o | 01| 25 (0.735 0.627 0.475 0.265 0.000
P3D40A 0429 (0838 0.652 0.547 0.299 0.000
P3D40B 04 )29 ) 0850 0.636 0.497 0.258 0.000
3 P3D40C 0430|0800 0671 0525 0.232 0.000
P3D70A 0.7 {21 ( 0.796 0.540 0.347 0.101 0.000
P3D70B 0.7 ] 22 |} 0.837 0.518 0.410 0.114 0.000
P3D70C 0.7 121 |0.707 0.483 0.271 0.039 0.000
P3D100A 10| 8 | 0.631 0.165 0.000 0.000 0.000
P3D100B 10} 5 | 0.58 0.000 0.000 0.000 0.000
P3D100C 104} 8 | 0.509 0.213 0.000 0.000 0.000
P4D10A 0.1]31 0880 0.721 0.619 0.405 0.042
P4D10B o { 0.1 ; 31 | 0.849 0.718 0.620 0.416 0.151
P4D10C o | 0.1 | 31 | 0.876 0.733 0.609 0.412 0.124
P4D40A 04| 3010812 0.792 0.596 0.360 0.000
P4D40B 0427|0832 0772 058 0.253 0.000
4 P4D40C 0.4 | 27| 0815 0.787 0.590 0.327 0.000
P4D70A 0.7 11} 0.789 0.660 0.203 0.000 0.000
P4D70B 0.7 {12 [ 0.813 0.689 0.276 0.000 0.000
P4D70C 07| 8 | 0819 0.649 0.000 0.000 0.000
P4D100A % 10| 1 | 0.000 0.000 0.000 0.000 0.000
P4D100B = (1.0 { 1 | 0.000 0.000 0.000 0.000 0.000
P4D100C = | 1.0 ] 1 | 0.000 0.000 0.000 0.000 0.000

Figure 5.9: Results for column aggregation, withn = 5, p = 100, and r = 10
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(a) P1ID10A

10 20 30 40 50 60 70 80 90 100

(b) P1D100A

v v v . v
..... TrrrrrT  RAREEE T TTITYTTTTTrY Y T T TTTTTY T T

10 20 30 40 50 60 70 80 90 100

(c) P3D10A

10 20 30 40 50 60 70 80 90 100

(d) P3D100A

Figure 5.10: Nonzero elements of primal solutions



5.5 Numerical results 119

We see that increased density

(i) leads to more variation among the production plans of the various

coalitions, and

(ii) makes it more difficult for small coalitions to produce anything at all,

i.e., there are fewer nonzero entries for small coalitions.

When ownership is dispersed, such as for profile 1, effect (i) is dominant.
Proposition 5.3.2(iii) indicates that greater variation among the primal so-
lutions of various coalitions makes the column aggregation approach less
successful. When ownership is relatively concentrated, as for profile 3, ef-
fect (ii) dominates. If a coalition S cannot produce anything, we will have
v(S) = 0, hence 0 < v¢(S) < v(S) = v4(S) = v(S) = 0 for any choice of
the weight matrix G € R_’: xP,

For the data sets of Figure 5.11, where n = 5, p = 10, and r = 100, row
aggregation was performed. Initially, H consisted of one row corresponding
to an optimal dual solution of LP(N), and new rows were added by repeat-
edly solving MIPH. The number r* indicates the number of rows that had
to be included in H in order to make v = vf/. We also report ¢;, the value
of e /u(N) when t rows have been added to H.

The results in Figure 5.11 indicate that increased density of A makes the row
aggregation approach more successful, i.e., r* decreases, except for profile 1,
where r* is close to or at the upper bound 2" — 1. In order to explain this
phenomenon, the problems LPH (S) were solved for all S ¢ QU(H) for four of
the datasets, where Q(H) is the set of coalitions corresponding to the rows
of H. In Figure 5.12, we indicate by |'s the nonzero values of UT H for each
coalition S ¢ Q(H), where U is an optimal dual solution to LPH(S). For
all coalitions in (H), the nonzero elements of the the corresponding row of
H are indicated by e’s. We see that increased density of A, for the examples
shown in Figure 5.12, has the effect of decreasing the number of nonzero
entries. To see why this is the case, note that a relatively dense A-matrix
makes decisions on different products/resources more interdependent. The
number of bottlenecks, and hence the number of positive dual prices, will
be fewer, as seen for dataset P2D100D and P4D100D. This makes it easier
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Profile Problem Density | r* €1 €5 £10 €30 £30
P1D10D 0.1 31 | 0.218 0.097 0.040 0.026 0.006
P1D10E 0.1 31 | 0.1563 0.088 0.050 0.020 0.001
Pi1D10F 0.1 31 | 0.155 0.085 0.043 0.020 0.003
P1D40D 0.4 31| 0.282 0.167 0.081 0.036 0.011
P1D40E 04 31| 0319 0.177 0.076 0.040 0.005

1 P1D40F 04 31| 0.337 0.197 0.094 0.039 0.003
P1D70D 0.7 31 | 0.303 0.186 0.083 0.047 0.017
P1D70E 0.7 310342 0.210 0.140 0.050 0.007
P1D70F 0.7 310382 0.202 0.141 0.046 0.009
P1D100D 1.0 30§ 0.328 0.239 0.141 0.065 0.000
P1D100E 1.0 310317 0.208 0.118 0.046 0.002
P1D100F 1.0 31 {0509 0.201 0.133 0.043 0.002
P2D10D 0.1 20 | 0.646 0.404 0.156 0.000 0.000
P2D10E 0.1 21 | 0.646 0.332 0.119 0.014 0.000
P2D10F 0.1 17 { 0.707 0.484 0.205 0.000 0.000
P2D40D 04 17 | 0.816 0.502 0.104 0.000 0.000
P2D40E 04 17 | 0.865 0.443 0.065 0.000 0.000

2 P2D40F 0.4 17 | 0.734 0.457 0.311 0.000 0.000
P2D70D 0.7 15 | 0.852 0.572 0.053 0.000 0.000
P2D70E 0.7 15 | 0.867 0.581 0.063 0.000 0.000
P2D70F 0.7 16 | 0.844 0.437 0.055 0.000 0.000
P2D100D 1.0 14 | 0.927 0492 0.010 0.000 0.000
P2D100E 1.0 14 | 0.791 0.713 0.015 0.000 0.000
P2D100F 1.0 12 | 0.942 0.397 0.002 0.000 0.000
P3D10D 0.1 17 | 0.715 0.246 0.111 0.000 0.000
P3D10E 0.1 18 | 0.639 0.403 0.135 0.000 0.000
P3D10F 0.1 18 | 0.725 0.275 0.178 0.000 0.000
P3D40D 04 11 | 0.743 0.540 0.017 0.000 0.000
P3D40E 04 10 | 0.869 0.481 0.000 0.000 0.000

3 P3D40F 0.4 16 | 0.811 0.390 0.257 0.000 0.000
P3D70D 0.7 9 | 0.880 0.464 0.000 0.000 0.000
P3D70E 0.7 9 (0889 0510 0.000 0.000 0.000
P3D70F 0.7 11 | 0.889 0.492 0.045 0.000 0.000
P3D100D 1.0 8 (0918 0.398 0.000 0.000 0.000
P3D100E 1.0 9 | 0959 0.589 0.000 0.000 0.000
P3D100F 1.0 10 | 0.857 0.563 0.000 0.000 0.000
P4D10D 0.1 12 | 1.000 0.337 0.060 0.000 0.000
P4D10E 0.1 9 (0928 0.460 0.000 0.000 0.000
P4D10F 0.1 10 | 0.935 0.388 0.000 0.000 0.000
P4D40D 04 6 | 1.000 0.507 0.000 0.000 0.000
P4D4OE 04 6 | 0.836 0.732 0.000 0.000 0.000

4 P4D40F 04 6 | 0.859 0.730 0.000 0.000 0.000
P4D70D « 0.7 6 | 1.000 0.521 0.000 0.000 0.000
P4AD70E  « 0.7 6 | 0950 0.527 0.000 0.000 0.000
PAD70F 0.7 6 | 1.000 0.383 0.000 0.000 0.000
P4D100D 1.0 6 | 0996 0.211 0.000 0.000 0.000
P4D100E =« 1.0 6 | 1.000 0.229 0.000 0.000 0.000
P4D100F 1.0 6 [ 0989 0.620 0.000 0.000 0.000

Figure 5.11: Results for row aggregation, with n =5, p =10, and r = 100
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to express the dual solutions of all coalitions as combinations of the dual

solutions of a relatively small subset of the coalitions.

More concentrated ownership seems to work in the same direction as in-
creased density of A, but we have no good explanation for this phenomenon

at present.

5.6 Conclusion

We have shown how the dimensions of linear production games may be
reduced by aggregating over columns or rows. In Section 5.3 we showed
that by choosing weights corresponding to optimal solutions of the primal
(dual) corresponding to particular coalitions, we can make the aggregated
games coincide with the original games for those coalitions. This can be
used to create a new game, easier to handle computationally, whose core
form a superset (subset) of the original core. This introduces a possible
error, and in Section 5.4 we provide a method, by solving a mixed integer
programming problem, for quantifying this error in the special case where
the players pool their resources by simply adding them. The solution of this
problem can also be used to improve the bound on the original game, by
adding a new column (row) to the weight matrix, and suggests a procedure
by which the bound can successively be improved. In section 5.5 we test this
procedure on a number of examples. The examples differ with respect to
how concentrated the ownership of the resources are, and the density of the
technology matrix A. The results indicate that for column aggregation, the
aggregation approach is suitable for problems where ownership is relatively
concentrated (dispersed) and A is dense (sparse). Row a.ggregé.tion seems
to be suitable for cases where ownership is relatively concentrated and A is
dense.

We know from Owen (1975) that some core points can be obtained from the
dual solution corresponding to the grand coalition. An interesting question
is, if we have constructed H such that v¥ = v, the dual solutions included
in H can be given an interpretation in relation to the core of the original
game.



Chapter 6

On the Computation of the
Pre-Nucleolus

6.1 Introduction

This chapter has a double purpose. First, in Section 6.2, we describe Kopelo-
witz’s (1967) procedure for computing the pre-nucleolus!, in which an LP-
problem is repeatedly solved, and where the excess values of some coalitions
are fixed in every iteration. A modified version of this procedure will also
be used in Chapter 7, where we compute a restricted nucleolus. Second,
in Section 6.3, we discuss how the coalitions whose excess values are to
be fixed in a particular iteration, corresponding to active constraints, can
be identified using the optimal dual prices of the LP-problem. If we solve
the LP-problems using a extreme-point method, we may not be able to
identify all the active constraints, since the dual may have multiple optimal
solutions. If, however, we use an interior-point method, we get all the active
constraints. This point is illustrated in Section 6.4 via an example, and
in Section 6.5 we show how the computational results change when the
constraints of the LP-problem have not been specified in advance.

1Gee Section 1.3 for a definition.
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6.2 Kopelowitz’s procedure

The procedure? is based on repeatedly solving an LP-problem until a unique
solution of the problem is found. The first problem, P(1), seeks to maximize
the smallest, with respect to the set of coalitions, of the excess values, i.e.,

max r
subject to z(S) +r < ¢(S) VS e x?
T(N) = c(N),

where £0 := {S C N : § # 0}. Problem P(1) has the optimal value r; and
the set of optimal solutions X!. If the solution is not unique, a new problem
is formed where we fix the excess values of those coalitions corresponding to
active constraints, i.e., the set £; := {S € X0 : z(S) = ¢(S) — rx ¥z € X'}.
The next problem to be solved, P(2), is

max r
subject to z(S) = ¢(S) — 1 VSex;
z(S) +r < ¢(S) vs e x!
z(N) = ¢(N),

where 3! := £%\ ;. The optimal value of P(2) is 2, and the set of optimal
solutions is X2. Again we identify X := {S € £ : 2(§) = ¢(8) — 2 Vz €
X?}, and the procedure continues in this manner until the LP-problem has
a unique solution. In iteration k, problem P(k) is given by

max r (6.1)
subject to z(S) = ¢(S) —r; VSeXji=1,..,k—-1 (6.2)
z(S) + r < ¢(S) VS € xk-1 (6.3)

z(N) = ¢(N), (6.4)

and the entire procedure is summarized as Algorithm 6.2.1 below.

>The procedure was introduced by Kopelowitz (1967), and its properties are discussed
by Maschler et al. (1979).
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Algorithm 6.2.1

Begin
$:={SCN:S#0,N}
k:=0
Repeat
=k+1
Solve P(k) and store the optimal value as 7y
Xk := {z € R": z is an optimal solution to P(k)}
T :={S € ZF-1: z(8) = ¢(S) — rx Vz € X*}
ok = Th-1\ 5,
until | X =1
end

6.3 On identifying the active constraints

In order to identify the active constraints in Algorithm 6.2.1, i.e., the set
Yk, we may use the dual solution. The dual to (6.1)-(6.4) is given by

min Y ps(S)+ Y, psle(§) - i) (6.5)
Sexk-1u{N} Sex;
j=l,..,k-1
st Y ps=0 Vie N (6.6)
Sai
Y ws=1 (6.7)
SeTk-1
ps >0 vSexk !l  (6.8)

A solution (z,r, 1) is optimal if and only if it satifies (6.1)-(6.4), (6.5)-(6.8),
as well as the complementarity condition

ps(e(S) —z(S)—r]=0 VS € ©k-1, (6.9)

Condition (6.9) implies® that if (z*,r*,u*) is optimal, then, for any S €
zk—l’

ps >0=>¢(S)—z(S)—r, =0 vz € XF.

3Suppose that the statement is not true, i.e., there exists some other optimal solution
(z',7', ') such that ¢(S) — z'(S) — ' > 0. Since the set of optimal solutions is convex,
the solution {(z*,r",p") + 1(z,r’, 4') must also be optimal. But this is a contradiction,
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Note that a positive dual price is a sufficient, but not necessary, condition
for a constraint to be active, i.e., we may have ug = 0 even though the
corresponding constraint is binding for all optimal solutions. Hence the set

Br={Sexkl:us>0}
will, if there are multiple optima in the dual, be a strict subset of X.

By imposing the additional restriction that the optimal solution should be
strictly complementary, i.e., it should satisfy

us + [c(S) —z(S) —r] >0 VS e xk1, (6.10)

we avoid this problem. For, if the solution (z*,r*, u*) satisfies (6.10), then
we must have, for any S € £*-1, that

ps>0<«<c(S)-z(S)—ry =0 v € X*.

Strictly complementary solutions can be obtained by interior-point meth-
ods.? The next section presents an example illustrating how the choice of
solution methods for the LP-problems can influence the number of iterations
needed in Algorithm 6.2.1.

6.4 An example — vehicle routing

The vehicle routing game was discussed by G6éthe-Lundgren et al. (1996),
and our example, illustrated by Figure 6.1, is identical to Example E2 in
their article. There are n customers, each with a demand of d; units, and
the customers must be served from a central depot by one or more vehicles.
The cost of making a trip from point ¢ to point j is c;j, where 0 <i,j <n,
and where point 0 is the location of the central depot. The total cost of the
transportation plan is to be minimized, subject to the restriction that the
entire demand of the customers should be met, and that the capacity of the
vehicle(s), given by the number ), should not be violated. Because of the
capacity constraints, the optimal plan may involve more than one vehicle.

since
% (e(8) = 2*(8) = "] +[&(S) — #'(8) — ']) > 0 and % (6% +s) >0

violates (6.9).
4See e.g. Wright (1997).
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(b) Optimal solution for the
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grand coalition
S ¢(S) c(S) S c(S)
{1} 48 [ {1,3} 75 | {45} 83
{2} 38 |{14} 96 | {46} 76
{3t 40 | {15} 76 | {56} 41
{4} 54 | {1,6} 59 |{14,5} 123
{5} 32 |{2,4} 75 |{14,6} 106
{6} 24 | {3,4} 62 | {456} 92

(c) Feasible coalitions/subroutes

Figure 6.1: Example E2 of Géthe-Lundgren et al. (1996)
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The data of our example, which involves n = 6 customers, are shown in
Figure 6.1(a), and the optimal plan for the grand coalition is shown in
6.1(b). The optimal route configuration has a total cost of

¢(N) =189 = ¢(1) + ¢(2) + ¢(3,4) + ¢(5,6) = 189,

and consists of four feasible subroutes, i.e., customer sets (coalitions) that
can be served by a single vehicle. All the feasible subroutes/coalitions are
listed in Figure 6.1(c). The vehicle routing problem may be seen as finding
the combination of feasible subroutes such that each customer is covered by
one subroute, i.e., solving the integer programming problem®

min{thyt ) pe=1VieN, y €{0,1} Vte T} , (6.11)

teT teT
where T is the set of feasible subroutes, and ¢; is the cost of subroute t € T'.
The parameter a;; is equal to 1 if customer 7 is covered by route ¢, and 0
otherwise. The stand-alone cost of any coalition § C N is the minimum

cost of covering the customers belonging to S, i.e., the value

¢(S) = min {Z Yt : Zytait =1VieSs, y. € {0,1} Vt € T} . (6.12)
teT teT

With n = 6, there are 2% — 1 = 63 nonempty coalitions, and the value of

all these coalitions must be computed in advance. The pre-nucleolus is the

vector®

3 33 33
and the computational details of Algorithm 6.2.1 are shown in Figure 6.2.
The dual of all the LP-problems solved had multiple optima, and therefore
an extreme-point method’ identifies only a few active constraints in every

(47l,38,261,352,291, 121) ,

iteration, and the algorithm terminates with a unique solution after 15 it-
erations. Using an interior-point method®, on the other hand, we are able
to identify all active constraints from one dual solution, and we use only 3
iterations.

8This is the formulation used by G the-Lundgren et al. (1996). For a discussion of
solution methods for the vehicle routing problem, see Laporte (1998).

8This is not the same solution as in Gothe-Lundgren et al. (1996), where only the
feasible coalitions were used. A sufficient condition for their procedure to yield the pre-
nucleolus is that the core is nonempty, cf. Huberman (1980). See also Chardaire (2001).

"The dual Simplex-algorithm of CPLEX 7.0.

8The barrier algorithm of CPLEX 7.0.
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k S e i Tk c(S)
1 /12345 47.3 38.0 25.0 37.0 29.3 123 -0.667 176
1234 6 159
56 41
2112 6 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 97
3456 103
331 6 47.3 38.0 25.0 37.0 29.3 123 -0.667 59
23456 141
4 (1 5 47.3 38.0 27.7 34.3 29.3 123 -0.667 76
5(1 345 47.3 38.0 27.7 34.3 29.3 123 -0.667 138
6 2 56 47.3 38.0 27.7 34.3 29.3 123 -0.667 79
7112 5 47.3 38.0 27.7 34.3 29.3 123 -0.667 114
811 34 6 47.3 38.0 25.0 37.0 29.3 123 -0.667 121
9|1 56 47.3 38.0 25.7 36.3 29.3 123 0.000 89
10 {1 3456 47.3 38.0 25.7 36.3 29.3 123 0.000 151
11 | 12 56 47.3 38.0 25.7 36.3 29.3 123 0.000 127
12 34 47.3 38.0 25.7 36.3 29.3 123 0.000 62
13 2 47.3 38.0 25.7 36.3 29.3 12.3 0.000 38
14 234 47.3 38.0 25.7 36.3 29.3 123 0.000 100
15/1 3 56 47.3 38.0 26.3 35.7 29.3 123 0.667 116
2 456 116

(a) Simplex-method
k SeX T3 Tk c(S)
111 5 47.3 38.0 26.7 35.3 29.3 123 -0.667 76
12 5 114
1 345 138
12345 176
1 6 59
12 6 97
1 34 6 121
1234 6 159
56 41
2 56 79
3456 103
23456 141
2 2 47.3 38.0 26.2 35.8 29.3 12.3 0.000 38
34 62
234 100
1 56 89
12 56 127
1 3456 151
311 47.3 38.0 26.3 35.7 29.3 12.3 0.667 48
12 86
1 34 110
1234 148
12 45 151
12 4 6 134
1 3 56 116
123 56 154
2 456 116

(b) Interior-point method

Figure 6.2: Results from algorithm 6.2.1
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6.5 Constraint generation

Problem P(k) has 2" — 1 constraints. Not only will the size of the problem
be prohibitive even for moderate values of n, but we also need to compute
¢(S) for every constraint (coalition). By using constraint generation®, we
can reduce the size of the LP-problems to be solved.

Let €2 be some subset of the coalitions. The first LP-problem, P(1,2), is

max r
subject to z(S) + r < ¢(S) VS e
z(N) = ¢(N)

Given an optimal solution (z*,r*), we need to check whether there are coali-
tions outside 2 whose constraints are violated, i.e., we compute!?

2= min {e(8)~2*(8)), (6.18)

and, if z* < r*, we should add the coalition $* corresponding to the optimal
solution of (6.18) to 2. Then we solve P(1,(2), now including an inequality
constraint for S*. The process of adding new constraints to P(1, ) continues
until 2* > r*, at which point we can proceed to stage 2 of Algorithm 6.2.1.
That is, we identify the active constraints, i.e., the set £,, and form the

new problem P(2,9Q). This procedure continues until the solution of the

°See Gilmore and Gomory (1962). Gothe-Lundgren et al. (1996) apply constraint
generation to the problem of computing the pre-nucleolus.

1%In general (6.18) is a difficult problem, but for our small example, for which all the
feasible coalitions have been listed in Figure 6.1(c), we use (6.13)-(6.17), where s; equals
one if i is a member of the optimal coalition S*, and zero otherwise. Constraint (6.14)
requires each member of S* to be covered by the selected routes, while (6.15) limits the
search to those coalitions that have not previously been included in the LP-problem.

min z::tyt - z z;8i (6.13)

teT iEN

subject to Za“ =8 Vie N (6.14)
teT
doai+d (1-s)21 VS € QU {N,0} (6.15)
igs i€s
s; € {0,1} VieN (6.16)

w € {0,1} VieT (6.17)
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LP-problem is unique. The constraint generation approach is summarized
as Algorithm 6.5.1 below.

Algorithm 6.5.1
Begin
20 :={SCN:S+#0,N}
k=1
Choose Q2 C X0
Repeat
Solve P(k,?) and store the optimal solution as (z*,*)
Solve PS(f2,z*) and store the optimal solution as (z*, S*)
Q:=0QuU{S*}
Ifz* > r* or ZF-1\ Q = 0 then
X* := {z € R" : £ is an optimal solution to P(k,)}
L= {S €Z*¥1nQ: z(S) = ¢(S) - rr Vz € X¥}

Ek’ = yk-1 \Ek
k:=k+1
endif

until | X*-1| =1

end

The LP-problem of the kth (major) iteration of the procedure, denoted
P(k,Q), is defined by (6.1), (6.2), (6.4), and

z(S) +r < ¢(S) VS exklng, (6.19)

and the sub-problem PS(f2, z*), to be solved in order to identify constraints
that are violated given the solution z*, is given by (6.18). Since, in most ap-
plications, the sub-problem PS(,z*) is hard to solve, we choose to include
the coalition S* in Q in every iteration, even for those where z* > r*.

Computational details from Algorithm 6.5.1 for our example are shown in
Figures 6.3 and 6.4. Initially, 2 was set equal to the set of feasible coalitions,
i.e., those shown in Figure 6.1(c). We see that the difference, with respect
to the number of iterations needed, between using an extreme-point method
and an interior-point method is still significant, although not as dramatic
as when all coalitions where included in the LP-problem initially.



132 On the Computation of the Pre-Nucleolus
Iteration S* z* r* z*

1 12345 47.1 38.3 25.3 37.0 29.1 12.1 -0.286 -0.857

2 23456 46.8 38.4 25.4 37.0 28.8 12.6 -0.400 -1.200

3 2 456 47.3 373 24.3 38.3 29.3 123 -0.667 -1.333

4 2 56 47.3 38.7 25.0 36.3 29.3 12.3 -0.667 -1.333

5 3456 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
z‘\:l = {{17 6}’ {1: 2,3,4, 5}, {273: 4,5, 6}}

6 1234 6 47.3 383 25.3 37.0 28.7 12.3 -0.333 -1.333

7 1 34 6 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
£ = {{1,5},{1,2,3,4,6}}

8 12 4 6 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
i3 = {{2’ 5, 6}’ {1) 37 4, 6}}

9 12 6 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
ﬁ‘* = {{57 6}}

10 12 45 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
ﬁ5 = {{1’ 2!6}}

11 1 345 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
26 = {{3»4, 516}}

12 12 5 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.667
f:7 = {{173, 4) 5}}

13 12 456 47.3 38.0 25.0 37.0 29.3 12.3 -0.667 -0.000
£s = {{1,2,5}}

14 234 47.3 38.0 25.7 36.3 29.3 12.3 0.000 0.000
£ = {{2}}

15 12 56 47.3 38.0 25.7 36.3 29.3 12.3 0.000 0.000
$10 = {{2,3,4}}

16 1 56 47.3 38.0 25.7 36.3 29.3 12.3 0.000 0.000
f:ll = {{11 2) 5)6}}

17 1 3456 47.3 38.0 25.7 36.3 29.3 12.3 0.000 0.000
12 = {{1,5,6}}

18 12 47.3 38.0 25.7 36.3 29.3 12.3 0.000 0.667
é13 = {{1’3,4:5,6}}

19 1234 47.3 38.0 25.7 36.3 29.3 12.3 0.000 0.667
1 = {{3,4}}

20 123 56 47.3 38.0 26.3 35.7 29.3 12.3 0.667 0.667
S5 = {{1,2,3,4}}

21 1 34 47.3 38.0 26.3 35.7 29.3 12.3 0.667 0.667

fhe = {{1» 2, 4; 5}) {1’ 2; 3) 51 6}}

Figure 6.3: Results for Algorithm 6.5.1 when the LP-problems are solved

using the Simplex-method
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Iteration S* z* r* z*
1 12345 47.1 383 27.8 345 29.1 12.1 -0.286 -0.857
2 23456 46.8 384 28.0 344 28.8 12.6 -0.400 -1.200
3 1234 6 47.3 384 27.9 344 286 12.3 -0.667 -1.358
4 3456 47.3 38.0 27.3 34.7 20.3 123 -0667 -0.691
5 2 56 47.3 38.2 27.1 34.7 293 123 -0.667 -0.835
6 12 6 47.3 38.0 26.9 351 20.3 123  -0.667 -0.667
¥, = {{1,5},{1,6},{5,6},{1,2,3,4,5},{2,3,4,5,6},
{1,2,3,4,6},{3,4,5,6}, {2,5,6}}

7 12 5 47.3 38.0 26.5 355 29.3 12.3 -0.667 -0.667
¥, = {{1,2,6}}

8 1 34 6 47.3 380 265 355 29.3 12.3 -0.667 -0.667
23 = {{1’2’ 5}}

9 1 345 47.3 380 26.5 355 29.3 12.3 -0.667 -0.667
3s = {{1,3,4,6}}

10 12 56 47.3 38.0 26.5 35,5 29.3 12.3  -0.667  0.000
25 - {{1’3’ 4, 5}}

11 234 47.3 380 26.7 35.3 29.3 12.3  0.000  0.000
%6 = {{2},{3,4},{1,2,5,6}}

12 1 56 47.3 38.0 26.7 35.3 20.3 12.3 _ 0.000  0.000
ﬁ7 = {{2’ 3, 4}}

13 1 3456 47.3 38.0 26.7 35.3 20.3 12.3 _ 0.000  0.000
¥ = {{1,5,6}}

14 123 56 47.3 380 26.8 352 29.3 12.3 _ 0.000  0.231
$o = {{1,3,4,5,6}}

15 12 4 6 47.3 380 26.0 36.0 290.3 12.3  0.667  0.350

16 2 456 47.3 38.0 26.3 35.7 29.3 123 0667  0.667

210 = {{1}h{

1,2,3,5,6},{1,2,4,6}}

Figure 6.4: Results for Algorithm 6.5.1 when the LP-problems are solved
using an interior-point method
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6.6 Conclusion

We have shown, via an example, that the number of iterations needed by
Kopelowitz’s (1967) procedure can be reduced by utilizing an interior-point
method instead of an extreme-point method. When, in Section 6.4, all the
coalition values were specified in advance, the difference in the number of
iterations needed was dramatic. In Section 6.5, when the constraints of
the LP-problem had to be generated in the course of the procedure, the
difference was less significant.

The pre-nucleolus is indeed an interior-point of the core, if such a point
exists. To illustrate this, note that P(1) is equivalent to finding the least

corell, i.e., finding the smallest nonempty e-core:

max{e : § # Ce(c) € C(c)}

The primal solutions from an interior-point method will probably be a better
”guess” as to what the final solution (the pre-nucleolus) will be. If we have to
resort to constraint generation, this may be useful, since having a solution
that is close to the final solution will probably prevent the generation of
some unnecessary constraints.

" Maschler et al. (1979).



Chapter 7

Allocation of Fixed
Transmission Costs in
Electricity Networks

7.1 Introduction

Prior to 1988, most countries had electric power systems characterized by
vertical integration and little competition. Under this regime, a single com-
pany controlled the entire production, transmission, and distribution system
for a fixed geographic area. Starting with the deregulation of the British
power system, many countries have created systems where production is
subject to competition, but where transmission and distribution are still
performed by monopoly entities. In order to facilitate competition in pro-
duction, methods for allocating the cost of the transmission and distribution
systems among the system users are needed.

We will in this chapter study the allocation of the cost of a transmission
system. The system, as well as providing basic transmission services, i.e.,
transporting power from producers to consumers, also needs to provide an-
cillary services, such as the provision of operating reserves in order to handle
generator failures, reactive support in order to maintain voltage levels within
acceptable limits, and congestion management. We will focus on the basic
transmission services, hence the most important part of the system cost is
the cost of installing the transmission capacity, e.g. the power lines.
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Existing and proposed allocation methods for allocating transmission costs
can' be classified as belonging to one of the following groups:

(i) Embedded cost methods.
(ii) Incremental/marginal cost methods.

(iii) Combinations of (i} and (ii).

The embedded cost methods? allocate the total cost among the nmetwork
users in proportion to some measure of the extent to which they make use
of the network. This measure may e.g. be the amount of power transacted
(the postage-stamp rate method), not taking into account the distance over
which the power travels in the network. This method, popular in practice be-
cause of its simplicity, thus may lead to cross-subsidization of long-distance
transactions by short-distance transactions. The contract path method also
considers distances, but in a very crude way, assuming that the power flow
follows the single shortest path between the seller and the buyer. Since
power does not flow over a single path3, the contract path method may
also result in cross-subsidization. To alleviate this problem, the MW-msile
method (Shirmohammadi et al. (1989).), measures the power flow that a
transaction causes on every line in the system. Multiplying this flow with
the length of the line, and summing over all lines, we get a measure of the
transaction’s use of the system.

While embedded cost methods allocate the system cost among all transac-
tions in the system, the incremental/marginal cost methods take the view
that a new transaction should cover the additional cost that it causes. An
incremental approach would then be to calculate the total cost with and
without the tramsaction, and let the transaction cover the difference. A
marginal approach would be to multiply the amount of transacted power by
the cost of an extra unit of power (e.g. the cost of an extra unit of power
injected at some location in the network, obtained as the dual from the so-
lution of a cost minimizing optimization problem). Note that, in contrast

!Marangon Lima (1996) and Shirmohammadi et al. (1996).
?See Pan et al. (2000) for an overview.
3This phenomenon is called "loop flow”, and is illustrated by Example 7.2.1.
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with the embedded cost methods, incremental/marginal methods may not
recover the total system cost.* Also, the resulting allocations may depend
on the ordering of the transactions.

Much of the literature on transmission cost allocation concentrates on pre-
senting new methodology, especially new methods designed to measure a
transaction’s extent of usage of the system. We do not present a cost al-
location method that returns a single-point solution. Rahter we present a
model that can be used to evaluate cost allocations resulting from existing
methods, using the core of a cooperative game. The network is given, i.e.,
we do not allow the construction of new lines or the closing down of ex-
isting lines. The transmission network connects a set of regional electricity
markets, and the producers and consumers of a region have a choice as to
whether they want to make use of the network or just trade in the local
market. Given that a subset of the regions trade with each other through
the network, equilibrium production and consumption quantities are deter-
mined from the demand and supply functions of the regions, as well as the
capacities of the network.

Due to loop flow and limited line capacities, the combined surplus of produc-
ers/consumers will sometimes decrease when the inhabitants of a regional
market (or several local markets) join the other markets via the network,
although this will never happen if we also take into account the capacity
charges collected by the network owner.> We will use the change in surplus
when a set (coalition) of regions join the network as an upper bound on the
amount that the network owner can charge these regions in order to cover the
transmission cost. In adding payments from several regions together, we are
assuming that sidepayments can be made between inhabitants of different
regions. In Section 7.3, we formulate a cooperative game with transferable
utility, and show that the core of this game is nonempty if there are no bind-
ing capacity constraints for the grand coalition. In Section 7.5, we illustrate,
using examples, how existing cost allocation methods (postage-stamp rate
methods and distribution factors 4 la Rudnick et al. (1995)) may fail to yield

4See e.g. Pérez-Arriaga et al. (1995) .

5This statement refers to (7.10), where it is assumed that the equilibrium corresponds
to an optimal solution of (7.6)-(7.9). In practice this may not be the case, e.g., if zonal
pricing (Bjgrndal and Jornsten (2001)) is used .
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core elements. By combining several cost allocation methods, however, we
may be able to produce core allocations, and in Section 7.6 we describe an
LP-based procedure for doing this.

7.2 Regional electricity markets

We consider an electric power network that supports alternating currents
(AC). The current follows a sinusoidal wave form, and the instantaneous

current (at some node in the network) at time ¢ is given by
i(t) = ez COS(wt),

where Ip;.. is the amplitude of the current, and w is its frequency measured
in radians per second. The voltage may lag/lead the current by some phase

angle 4, thus the instantaneous voltage is given by
v(t) = Vinag cos(wt + 6)
Instantaneous power is then given by the product

i(t)v(t)

We shall in this chapter be concerned with average (real) power flows in a
network with n nodes. Let V; and 6; be the voltage amplitude and voltage
angle, respectively, at node 7, measured relative to some reference node.
Also, let rj; and z;; be the resistance and reactance, respectively, of the line
between i and j, and define® G;; := —rgj/(r,?j+z,2j) and B;; := z,',-/(r,?j+z?j).
It can be shown’ that the average power flow from node ¢ to node j, by
applying Kirchoff’s laws, is given by

@ij = —Gi;VZ + Gi;ViV; cos(6; — 8;) + B;;V;V;sin(8; — ;). (7.1)

8G;; and Bi; are known as the conductance and susceptance, respectively, of the line
between ¢ and j, and determine the elements of the complex admittance matrix Y, where
Yij := Gi; + jBij, and where j = v/—1. The elements of the diagonal are determined by
setting Gy = Zj;éi —G.'j and B;; := Zj;f:i —B,'j.

"In Bergen and Vittal (1986), page 326, the average power injected into the system via
node 3 is written

D ViVi(Gij cos(6; — 6;) + Bi; sin(6; — 6;))

=1
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When modeling the effect of capacity constraints, as in Wu et al. (1996),
resistances are often assumed to be zero, resulting in G;; = 0. Note that
this assumption gives a lossless system, where g;; = —gj;;. Furthermore,
since the angle difference 8; — 6; is usually small, it is often assumed that
sin(f; — 0;) =~ 0; — 0;. Hence (7.1) reduces to the linear expression

gij = B;;(0; — 0;) (7.2)

where B;; = 1/z;;, and where we have assumed, without loss of generality,
that quantities are normalized® so that V; = V; = 1. The angles 6, ..., 0, are
unknowns, and can be determined from the power injections/withdrawals in
the nodes. Let the demand for power in node i be given by gf, the supply
by ¢f, and let ¢; := ¢f — qf. Then, assuming that (7.2) properly represents
line flows, the voltage angles can be determined? from

n n
=) a;= ) Bijl6i - 6;) 1<i<n. (7.3)
j=1 i=1

A large current flowing through a line will cause the temperature of the line
to rise. Since very high temperatures will damage the line, the line flow
cannot exceed a certain level, hereafter referred to as the (thermal) capacity
of the line. If the capacity of line (i, j) is CAP;;, this constraint is given by

g;j < CAP; 1<t,j5<n.

Example 7.2.1 [Figure 7.1] Here, n = 3, and all line reactances are equal
to onme, i.e., z;; = 1 for all ¢ and j. One MW of power is injected in node 1,
and the same amount of power is withdrawn in node 3, as indicated next to
the nodes. There is no net injection/withdrawal of power in node 2. From

In order to find line flows, we rewrite

V,-z(G.'.' COS(G-’ - 0-’) + Bi; sin(0.~ - 0.')) + z V.'V_-,'(G.'j 005(0.' - 0,-) + B.‘j sin(0.~ - 0,-))
J#i
=-V#Y Gij+)_ ViVi(Gi; cos(6i — 8;) + Bi; sin(6; — 6;)),
J¥i J#
where we have used cos(0) =1, sin(0) =0, and Gis = Y, ,; —Gyj-
8See Section 5.5 in Bergen and Vittal (1986).

°In fact, only angle differences matter, so we may arbitrarily fix any one of the voltage
angles, e.g. 6, = 0.
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Figure 7.1: Example 7.2.1

(7.3), and by using the fact that this is a lossless system, i.e., g;; = —gji, we
get the three equations of (7.4).

qg2+q3=1
—q12+4g3 =0 (7.4)
—q13 —q3 = —1

Since g2 = 01 - 02, Q23 = 02 - 03, and qi13 = 01 - 03, we also have

q13 = q12 + Q23. (7.5)

The equations in (7.4) correspond, in terms of power flows, to Kirchoff’s
junction rule, whereas (7.5) represents Kirchoff’s loop rule. Solving (7.4)
and (7.5) yields g2 = g23 = 1/3 and ¢13 = 2/3.

We see that the power flow over the path consisting of the lines (1,2) and
(2,3) cannot be determined independently of the flow over line (1,3). If there
is a capacity constraint limiting the flow over line (1,3) to 1/2, then the loop
rule will reduce the power flow over the route consisting of (1,2) and (2,3) to
1/4. After the introduction of the capacity constraint, we cannot transport
more than 1/2 + 1/4 = 3/4 units of power from node 1 to node 3. Hence,
even though there is surplus capacity over the lines (1,2) and (2,3), we are
not able to utilize this capacity due to the loop rule. <

In Example 7.2.1 the net injections/withdrawals of power were specified
exogenously. In the sequel we will assume that the demand for real (average)
power in node i is described by the (non-increasing) demand function p(g),
and the supply is likewise described by the (non-decreasing) supply function
p{(g). A market equilibrium can be determined by solving the following
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(convex) problem:

. a p %

maximize ) /0 pi(q)dg — /0 pi(g)dq (7.6)
i=1

subject to

n n
@ —¢f=) qj=) By6i—9;) 1<i<n (7.7)
j=1 ji=1

Bi;j(6; — 6;) < CAP; 1<i,j<n (7.8)

In all our examples, we will use the linear demand and supply functions
pf(q) = a; — b;q and p{(q) = ciq, where a;, bi,¢; > 0. Moreover, if nothing
else is stated explicitly in our examples, all reactances will be equal to one,
i.e., zjj = Bj; = 1 for all i # j.

We shall study situations in which only a subset of the nodes use the network.
Let N := {1,...,n}. When only the consumers and producers of S C N use
the network, we will assume that the inhabitants of the remaining nodes
N\ S trade only among themselves, i.e., (7.6) — (7.8) will be solved subject
to the additional constraint

¢ —qf=0 iEN\S. (7.9)

Let ¢f(S), ¢%(S), and p;(S) represent optimal values for node i in a solution
to (7.6) — (7.9), and let II(S) be the corresponding value of (7.6). Note that
because of the capacity constraints in (7.8), the equilibrium prices of two
different nodes may differ.

The total surplus will always be higher when more nodes use the network,
i.e., we have

II(R) < II(S) for all R, S such that RC S C N, (7.10)

since the only effect of adding node i to S is to remove one of the constraints
in (7.9). The structure of (7.6) allows us to define the surplus of each
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individual node ¢ as
I1;(S) := consumer surplus + producer surplus

a(8) a1(3)
= [ /0 p?(Q)dq—pe(S)Q?(S)J + |pi(S)gi (S) - fo pf(tz)dq]

24

‘J‘.’(s) d q,-(
= / pi(q)dg — /
0 0

The first two terms of (7.11) represent the area under the demand and

S)
pi(@)dg +pi(S) [(S) - (9] . (711)

supply curve, respectively, in node 7. The last term is the net income from
sale of surplus power, and may be negative. Hence the value of (7.6) may
be written as

I(S) = > TL(S) + Y pi(S) [a(8) — G{(8)] = D_ TH(S) + Mao(S)-
iEN iEN iEN
The number II,,,(S) is the merchandizing surplus, as defined by Wu et al.
(1996), and can be interpreted as short-term capacity charges collected by
the network owner. This interpretation becomes clearer from the following
relationships, as shown by Wu et al. (1996),

1 n n n n
Mno(S) = 2 ;; [p; (S) — pi(S)] i5(S) = ;;#ij(s)CAPz‘j, (7.12)
where p;;(S) is the dual price for line (i, j). It also follows!'® from Wu et al.
(1996) that H,(S) > O for all S C N.

Example 7.2.2 [Figure 7.2] In this example, the demand functions are
identical in all the three nodes, with a; = 20 and b; = 0.05. The parame-
ters of the supply functions (c;) are 0.1, 0.2, and 0.4 in node 1, 2, and 3,
respectively, as indicated next to the nodes in part (a) of the figure. Re-
actances are all equal to one, and the capacities of all three lines are 30.
In the equilibrium solution, there is a surplus of power in node 1, exactly
matched by deficits in nodes 2 and 3. This results in a power flow from node
1 to the other two nodes. The amount that can be exported is limited by
the capacity of line (1,3). Because of the binding capacity constraint, the
equilibrium prices varies over the set of nodes.

10T his is because the equilibrium solution (p(S), ¢%(S), ¢°(S)) is an optimal solution to
(7.6)-(7.9). In practice (see e.g. Bjgrndal and Jornsten (2001)) this may not be the case.
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(a) Market equilibrium when all nodes use the network.
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(b) Market equilibrium when only 2 and 3 use the network.

S m(S) TMy(S) My(S) D I(S) Mne(S) I(S)
iEN

1 1333.333 800.000 444.444  2577.778 0.000 2577.778
2 1333.333 800.000 444444  2577.778 0.000 2577.778
3 | 1333.333 800.000 444.444  2577.778 0.000 2577.778
1 2 1355.372 826.446 444.444  2626.263 0.000 2626.263
1 3 | 1367.083 800.000 489.444 2656.528 42.500 2699.028
2 3 (1333.333 808.864 454.294 2596.491 0.000 2596.491
1 2 3|1376.414 802.730 478.520 2657.664 45.420 2703.084

(c) Surpluses for node inhabitants and the network owner.

Figure 7.2: Example 7.2.2
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Although society as a whole, i.e., the node inhabitants and the network
owner combined, are always better off as more nodes start using the network,
this is not necessarily true for individual nodes. If node 1 stops using the
network, we get the equilibrium shown in part (b) of the figure. The surplus
of 1 drops from 1376.414 (= II;(1,2,3)) to 1333.333 (= II;(2,3)). Node
2 experiences an increase in surplus from 802.730 to 808.864, whereas the
inhabitants of node 3 see their surplus drop from 478.520 to 454.294. In total,
the surplus of all node inhabitants decreases from 2657.664 to 2596.491. The
network owner looses 45.420 when node 1 stops using the network, since the
network will no longer be congested. q

Example 7.2.3 [Figure 7.3] In Example 7.2.2, although the surplus of in-
dividual nodes in some cases increased when new users left the network, the
combined surplus of the node inhabitants (_;. y II;) always decreased. To
construct an example where this is not the case, let a; = 20 for all 7, and let
the other characteristics of the network as well as the node inhabitants be as
described in Figure 7.3(a). By comparing the situation in (a) and (b), we see
that node 3, by using the network, causes congestion on line (1,3). Hence,
if the inhabitants of node 3 does not use the network, the total surplus of
all node inhabitants increases from 2670.284 to 2953.488, i.e., an increase
of 283.204. Since the network owner looses 410.929, the effect on the total

surplus is negative. q

7.3 The cost allocation problem and its game

We will now consider the allocation of (fixed) transmission network costs
among the users of the network. Some of the network cost is covered
through short-term capacity charges, i.e., through the revenue that the net-
work owner gets from regulating the short-term flow of the network. This
revenue is given by Il,,(N) if the inhabitants of all nodes are using the net-
work. Typically!!, this income falls short of the total cost of the network,
and the residual C has to be covered through additional fees.

11 According to Pérez-Arriga et al. (1995), one should not expect more than 30% of total
network cost to be recovered from short-term capacity charges.



7.3 The cost allocation problem and its game

145

89.922 (100) / ng (100)

44 961 ( 50)

q

qf

bi

W N = e

28.443
143.263
115.868

146.707
56.737
84.132

17.066
14.326
11.587

(a) Market equilibrium when all nodes use the network.
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(b) Market equilibrium when only 1 and 2 use the network.
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(c) Surpluses for node inhabitants and the network owner.

Figure 7.3: Example 7.2.3
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By a cost allocation we will understand a vector z € RY, where z; is the
amount to be paid by the inhabitants of node i. Let z(S) = ) ;g i
represent the total cost allocated to the members of S. Because (7.10)
implies that total surplus is maximized when all node inhabitants use the
network, we would like the cost allocation to be such that all users are
encouraged to use the network. Suppose a cost allocation z is such that

z(S) > Y [M(N) - (N \ S)]. (7.13)
ieEN

The left-hand side of of (7.13) is the amount paid by the coalition S to
the network owner, while the right-hand side is the change in the total
surplus, excluding the surplus of the network owner, that would occur if the
members of S stopped using the network. We will in the sequel assume that
sidepayments are possible between the node inhabitants, but not between
the network owner and node inhabitants. Hence, (7.13) implies that it would
be better for society as a whole, except the network owner, if S left the
network, meaning that the inhabitants of the set of nodes S will buy and
sell power only in their local markets. Thus, a reasonable requirement for a
cost allocation is that

z(8) < Y [Li(NV) — (N \ 9)] VS C N. (7.14)
ieN
The owner of the network wants to recover the total cost of the network,

given by the number C, i.e., he seeks an allocation vector such that!2

z(N) =C. (7.15)

The requirements (7.14) and (7.15) corresponds to the core restrictions for
the (cost) game vC, where

[:(N) -T;(N\ S)] SCN,
v9(8) == {,EZA:, (7.16)
C S=N.

12We will in the following assume that
C < Y [IL(N) - Ii(8)].
tEN

If this was not the case, the grand coalition would prefer not to use the network when
faced with a cost allocation z that satisfies (7.15).
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In order to analyze the game vC, we shall split it into two parts. Let vC :=
v! 4+ v2, where, for any S C N,

v'(8) := 3 [IL(N) - (N \ S)]
i€S
and

v’(S) == ) [(N) - IL(N\S)].

iEN\S

The number v!(S) can be interpreted as the value, for the members of S, of
joining the network. Note that II;(N \ S) = II;(9) for all : € N \ S, since, if
node 7 does not use the network, the surplus that i gets does not depend on
which of the other nodes are currently using the network. Hence we have

v!(8) =Y [L(N) — L (9)],
icS
showing that v! corresponds to an additive game, with a unique core allo-

cation where player i € N is allocated the amount II;(N) — II;(9).

On the other hand, v?(S) measures the increased surplus that the members
of N\ S get when S joins. Note that v2(N) = 0.

The games of Example 7.2.2 and 7.2.3 are shown in Figure 7.4. For Example
7.2.2 we also show the excess values for the allocation!3

y = (54.545, 0.568, 24.773),

all of which are nonnegative, hence y is a member of the core. Thus, the
core is nonempty. For Example 7.2.3, the allocation

z = (177.703, 160, 10)

is not a core member, since some of the excess values are negative. If node
3 left the network, then node 1 and 2 would gain —v?(3) = 308.385, and
node 3 would loose v!(3) — 3 = 25.180 — 10 = 15.180, giving a total gain
of 308.385 — 15.180 = 293.205. Note that it would not be in the interest of
the network owner to have the users of node 3 leave the network, since the

13This is the nucleolus of the game, see Chapter 1.
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S v'(S)  v(S)  v“(S) e(S,y)
1 43.080 18.092 6L.I72  6.628
2 2.730 -1.594  1.136  0.568
3| 34.076 —2.675 31401  6.628
1 2 45.810  34.076  79.886  24.773

1 3 77.156 2.730  79.886 0.568
2 3 36.805  43.080 79.886  54.545
1 2 3 79.886 0.000  79.886 0.000

(a) Example 7.2.2

S v!(S) v*(S) vY(S) e(S, z)
1 135.351 212.353 347.703 170.000
2 187.172  —-34.529 152.643 ~7.357
3 25.180 -308.385 —283.204 —293.204
1 2 322.523 25.180 347.703 10.000

1 3 | 160.531 187.172 347.703 160.000
2 3| 212.353 135.351 347.703 177.703
1 2 3| 347.703 0.000 347.703 0.000

(b) Example 7.2.3

Figure 7.4: Examples of the game vC

network would no longer be congested. If the users of node 3 left, he would
loose II,o(N) + z3 = 410.929 + 10 = 510.929 in revenue. The loss of the
network owner caused by node 3 leaving thus more than outweighs the gain
of the node inhabitants.

In Example 7.2.3, the core is actually empty. To see this, note that if z is
to be a core allocation, we need

73 < v%(3) = —283.204 and z; + =2 + z3 = v°(N) = 347.703.
Combining these two conditions, we get
T1 + zo = 347.703 — =3 > 347.703 + 283.204 = 630.907,
which contradicts the core inequalities

z; < vE(1) = 347.703 and z, < v°(2) = 152.643.
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Theorem 7.3.1 Suppose C < v'(N). If, for S = N, an optimal solution
to (7.6)-(7.9) is still optimal when we remove the capacity constraints, i.e.,

when we set CAP;; = oo for all i,j € N, then the core of vC is nonempty.

Proof. Follows from Lemmas 7.3.2 and 7.3.3 below. O

Lemma 7.3.2 Suppose C < v'(N). If v> > 0, then the core of v°

nonempty.

Proof.  Since vC(S) = v!(S) + v2(S) > v!(S) for all S C N, and since
vC(N) = C < v'(N), we can find a core allocation z for v by scaling the
(unique) core allocation for »' down in the following manner:

c

z; := [I;(N) — TI;(0)] = (N

According to Lemma 7.3.2, if existing users of the network always welcome
new users, i.e., if v2(S) > 0 for every S C N, then the core of the game v€

is nonempty.

Lemma 7.3.3 If, for S = N, an optimal solution to (7.6)-(7.9) is still

optimal when we remove the capacity constraints, then v > 0.

Proof. The statement v > 0, by using the definition of v2, is equivalent

to
D Om(N) > T(S) for all S C N. (7.17)
i€S i€S
In order to prove 7.17, define TI(S) as the value of (7.6) subject to (7.7) and
(7.9), i.e., we remove all capacity constraints. Note that since g;; = —g;ji

and hence Y7, gi; = 0, condition (7.7) implies
Z(qt - qz - (718)
iEN

If ¢* and q¢ satisfy (7.18), we can always find a set of voltage angles that
satisfies (7.7), hence in the absence of capacity constraints we may replace
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(7.7) by (7.18). By substituting (7.9) in (7.18), we get, for any R C N,
II(R) = max {Z filgd,a®) ) _(af — ) } + Y TL(@), (7.19)
i€R i€R iEN\R
where

g? ¢
(% 0%} .= d —_ s
fildf,qi): /0 p;(q)dq /0 i (q)dgq

is the part of the objective function (7.6) corresponding to node ¢, and where
IT;(0) = max{fi(g},q?) : ¢} = ¢f} is the social surplus in node i when the
local market has to be cleared separately. Since

=) MRy + > M(0) +se(R),

i€ER iEN\R

and since I1,,,(R) = 0, by the absence of capacity constraints, we can write

2 Ti(R) = max {Z filg, )= ) (et —a) = 0}

icR i€R i€R
_mmma.x Zfz q; ,q +>‘Z i —q }
s {zeR o tER ' (7.20)
= min S max {fi(af, af) + A — o)}
i€ER "q'
r=min ) _ gi(})
i€R

The second equality of 7.20 follows from duality and, since demand (supply)
functions are non-increasing (non-decreasing), the function f; is concave.
Let A(R) be the optimal multiplier in (7.20).

In order to prove (7.17), we shall show that, for any S C N, we have

D ImN) = IL(N) > Y I1(S) > Y 10i(S). (7.21)

i€S €S i€S i€sS

The equality in (7.21) follows from the assumption in the lemma. The first
inequality follows from (7.20), which states that ) ;. ¢ I;(N) = Yies 9i(AN))
and Z,GSII (8) = Y ics 9i(A(S)). Note that

D g(AMI) =D g:i(MS))

i€S i€S
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follows from the fact that A(S) is the optimal multiplier with respect to the
coalition S.

The second inequality in (7.21) will be shown by noting that

I(S) =Y _TL(S) + D TL(0) +IIno(S) (7:22)
i€sS ieN\S

i(s) => M(S)+ > () (7.23)
i€S iEN\S

Since adding capacity constraints to (7.6)-(7.9) cannot increase the opti-
mal objective function value, we must have II(S) < II(S). Also note that
IT;(@) = I1;(P) for all i € N, thus the second term in (7.22) equals the second
term in (7.23). Then, since I1,,,(S) > 0, and since II(S) < II(S), we must
have 3 ;cs 1(8) 2 2ics i(S)- o

Note that it is possible to have ¥?(S) < 0 for some S C N, and still have
a nonempty core, as is illustrated by Example 7.2.2, for which the game is
shown in Figure 7.4.

Even though the assumption in Theorem 7.3.1 holds, i.e., the grand coali-
tion does not experience any capacity problems, this may not be the case for
the sub-coalitions. This is illustrated by the next example. This example
also illustrates the fact that, even though line capacities have been chosen
so as to satisfy the needs of the grand coalition, changes in the produc-
tion/consumption patterns may cause the core to become empty.

Example 7.3.4 [Figure 7.5] All the nodes have identical demand functions,
with a; := 20 and b; := 0.05 for all : € N. Cost parameters and line
capacities are indicated in part (a) of Figure 7.5, and the line flows for the
grand coalition in part (b). Line capacities have initially been set so as to
accomodate the network flow corresponding to the grand coalition'4, and
the cost of the network is C := v!(N) = 54.152. Then, since there are no
binding capacity constraints for the grand coalition, the core is nonempty, by
Theorem 7.3.1. This does not, however, mean that capacity constraints are
not binding for sub-coalitions, i.e., if the inhabitants of some nodes choose

14 Capacities have been set by rounding upwards (the absolute values of) the power flows
corresponding to unconstrained dispatch for the grand coalition.
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0.2 0.3 6.331
1 3 1 3
\ / \1407 y
19 9 18.505 8.279
/ \ v AAS lk\
5 4 5 4
0 4 0. 4 3.896
(a) Initial line capac- (b) Line flows for the
ities and production grand coalition with
costs. the initial parameter
values
0.2 7 (0.610) .3
@ —>(3) O----------- >()
Risu y
12.5 3.5 13.682 2.682
b) LN
3,7 9 o
b\ s J;D 0 90\\\
Y . Y v N X
O © Qe ©
4 (0) Y 4 (2.827) Y
(c) Line flows for the (d) Optimal power
coalition  {1,4,5} flows for the grand
with  the initial coalition when the
parameter values. cost of production in

node 4 is reduced.

Figure 7.5: Example 7.3.4
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S vI(S) v¥(8) vY(S) e(S, nucl)

1 20.949 12.266 33.215 13.594
2 6.086 5.616 11.702 4.497
3 0.003 0.879 0.882 -3.059

4 0220 -9.896 -9.676 -4.670

5( 9.115 11.020 20.135 9.858

1 2 27.034 6.889 33.924 7.099
1 3 20.951 12.972 33.924 10.363
2 3 6.089 6.807 12.896 1.750

1 4 21.169  6.022 27.191 12.577
2 4 6.306 2.060 8.366 6.168
3 4 0.223 1.381 1.604 2.669

1 5| 30.063 5.452 35.516 5.619
2 5| 15.201 10.782 25.983 8.502
3 5| 9.118 8.258 17.376 3.158

4 5| 9335 10.379 19.714 14.444

1 2 3 27.037 6.887 33.924 3.158
1 2 4 27.255 2.644 29.898 8.080
1 3 4 21.172 12.975 34.147 15.592
2 3 4 6.309 12.652 18.961 12.821

1 2 5| 36.149 -2.107 34.042 -3.059
1 3 5 { 30.066 5.521 35.588 1.750
2 3 5| 15.204 21.169 36.372 14.951

1 4 5130.284 1.673 31.957 7.066
2 4 5115421 13.815 29.236 16.761
3 4 5| 9.338 17.421 26.759 17.547

1 2 3 4 27.258 9.115 36.372 10.613
1 2 3 5| 36.152 0.220 36.372 -4.670
1 2 4 5136370 0.003 36.372 4.277
1 3 4 530286 6.086 36.372 7.541
2 3 4 515424 20.949 36.372 19.956

1 2 3 4 536372 0.000 36.036 0.000

Figure 7.6: The game, and excess values corresponding to the nucleolus, of
Example 7.3.4 when the cost of production in node 4 is reduced
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not to use the network, as is illustrated by part Figure 7.5(c), where the line
flows corresponding to the coaliton {1,4,5} are shown, and where we see
that the flows of the lines (2,4), (2,5), and (4,5) are at their upper limit, as
indicated by the dashed lines. Using the dual prices shown in parentheses,
we can calculate the merchandizing surplus, using (7.12), as

Tno(1,4,5) = 2- 2.253 + 6 - 2.454 = 19.23.

After line capacities have been chosen, changes in the production and/or
consumption pattern may take place. Suppose that ¢4 drops from 0.4 to
0.2, i.e., production in node 4 becomes cheaper. After the change, the line
flows are as shown in Figure 7.5(c), where the binding line capacities are
indicated by dashed lines, and dual prices are shown in parentheses. If the
grand coalition forms, the network owner will be able to collect

Mpo(N)=7-0.610+2-1.269 + 4 - 2.827 = 18.116

in short-term capacity charges. Assuming that C is the residual amount
that needs to be covered after the short-term charges have been collected,
his claim will now be reduced to 36.036 (= 54.152 - 18.116). Note that the
reduced claim is smaller than v!(N) = 36.372, i.e., the value for the grand
coalition of using the network is larger than the network owner’s claim. The
resulting game vC is shown in Figure 7.6. The nucleolus is given by the
allocation vector

(19.620, 7.204, 3.941, —5.006, 10.276),

and the corresponding excess values are shown in Figure 7.6. Since the
nucleolus is always a core element if the core is nonempty, and since some

of the excess values are negative, the core must be empty. q

7.4 Possible responses to the problem of an empty
core

When the core of v© is empty, the network owner may find it difficult to

allocate the entire cost C in such a way that no subset of network users will
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find it profitable to discontinue using the network. In this section we will

discuss briefly how the network owner could handle such a situation.

One option for the network owner is to reduce his claim C in order to make
the core of vC nonempty. In order to find the maximal value of C that
guarantees a nonempty core, he needs to solve the LP-problem:

max z(N) (7.24)
subject to z(S) < v°(S) foral SC N (7.25)

In Example 7.3.4, the solution of (7.24)-(7.25) is given by the allocation
vector

z = (33.042, 0.000, 0.882, —9.676, 1.000),
which corresponds to a total claim of 25.249.

Another approach would be to punish those players that leave. The punish-
ment can e.g. be in the form of a tax that those that choose not to join the
network have to pay. Suppose, in Example 7.3.4, that such a tax is based
on the amount of power produced/consumed in nodes that do not connect
themselves to the network. If all the node markets are cleared separately,
the following quantities will be observed:

4 = (86.473, 34.876,57.195, 80.664, 22.372)

If a tax of € is charged per unit of power, each node that chooses not to
use the network will have to pay an amount of e¢§;. Thus the increased
payment from the node inhabitants to the network owner when node % joins
the network is

T — 661'1

where z is the allocation of the network cost. For the node inhabitants as a
collective, it will be profitable to include the coalition S in the network if

2(S) - €4(S) < v°(S).

What is the lowest tax rate that makes it profitable for all node inhabitants
to use the network, and at the same time allows the network owner to cover
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the network cost C? This is the solution to the LP-problem:

min ¢ (7.26)
subject to z(S) — €4(S) < v°(S) foral SC N (7.27)
z(N) = vC(N) (7.28)

The solution to (7.26)-(7.28) is given by the allocation vector
z = (36.355, 1.336, 3.073, —6.585, 1.857)

and the tax rate ¢ = 0.038311. The approach followed here is similar to that
of Tijs and Driessen (1986).

7.5 Other cost allocation methods and the core

The practical implementation of a tariff systemm must satisfy additional re-

quirements such as:

(i) The cost allocation must be based on information that is available to

all participants, i.e., both the network users and the network owner.

(ii) The procedure used to compute the cost allocation must not involve
excessive computational costs.

(iii) The participants may have mental barriers excluding certain types of
tariff systems from consideration. Negative contributions from any
participants may e.g. be unacceptable.

An example of information that is private, i.e., not satisfying requirement
(1), are the cost and demand parameters of producers and consumers. Here
we will assume that the only information that satisfies requirement (i) are

e production and consumption quantities
e line flows

e physical characteristics of the network
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Denote the observed production and consumption quantities of node ¢ by g}

and g, respectively, and the power flow over line (3, ) by Gij-

So-called postage-stamp rate methods allocates the fixed cost in proportion
to nodal (production and consumption) quantities. If the cost is allocated in
proportion to gross production in the nodes, we obtain the allocation vector

z°, where
* — q C
: ZzEN qz
If gross consumption is used, we obtain z%, where
C

d._ ~d
i =6 = -
' " ien @
Another approach would be to allocate the cost on basis of net quantities.
Let, for node ¢, net injection/withdrawal of energy be denoted by

~+

¢;" = max(gf — (jf, 0) and ¢ := max(&f -¢,0).

Allocating costs in proportion to net injection/withdrawal gives the alloca-
tions z+ and z~, respectively, where

C
+ . 5t

T =@ ————— and z; :=¢;

! ' EieN(ji+ ' ! Zzequ

In e.g. the tariff system of the Norwegian central network, a combination of

d

z°, 2%, z1, and z~ is used.!®

Alternatively, a cost allocation method may use information on how the
power flows over the lines. This is the approach suggested by Rudnick et al.
(1995). From the linear DC approximation we can find the (traditional) dis-
tribution factors, where a T is the flow over line (7, j) caused by injecting one
unit of power in node k and withdrawing one unit of power in (the reference)
node r. These distribution factors depend on the choice of reference node,
i.e., we have to specify the withdrawal as well as the injection node. Rud-
nick et al. (1995) suggest a cost allocation method that is independent of the

15The production quantities used are actually available production capacities, and are
in the hydropower-based Norwegian system based on average inflow of water registered
over a number of years. The consumption quantities used are based on registered mazimal
consumption, usually corresponding to the coldest day of the year. See Statnett (2000)
and Statnett (2002).
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choice of reference node, using Generalized Generation (Load) Distribution
Factors, first defined by Ng (1981).

For the case where network costs are to be allocated among producers (gen-
erators), let ﬂfj denote the amount of flow over line (3, ) caused by injecting
one unit of power in node k. These distribution factors can be determined

by solving the linear equation system'®

@ii= Y BYa 1<i<j<n, (7.29)
keN
Bt = ol + g, 1<i<j<n keN\{r} (7.30)

While (7.29) requires that the distribution factors should explain the actual
flow over the lines, (7.30) expresses the following: Injecting one unit of power
in node k, which causes the flow ﬂ over line (i, 5), is equivalent to

(1) injecting one unit of power in node k, to be withdrawn in node r (afj’),

(ii) end injecting one unit of power in node r (8f;).

When using these factors to allocate costs, Rudnick et al. (1995) propose to
charge a producer for the use of a line only if that producer contributes to
the positive flow over the line, i.e., using the modified distribution factors

ﬂ*:cj — {ﬂ;] ﬂ.JqU

0 otherwxse.

If the cost of line (3, j) is ¢;;, then the amount to be paid by the producers

in node k is ot
Bi;d%
ZzeN Bt J‘Iz

18The system (7.29)-(7.30) implies that if the production in node r changes by Ag?,
then the change AQ}’ in the consumption of any node j € N will satisfy

sz _ o
-a # H
where §* := 3,y @i, i.e., the relative change in consumption will be the same in all
nodes. A proof can be found in Ng (1981). A similar result holds for the load distribution
factors defined by (7.31)-(7.32), i.e., if consumption in node r changes by Ag?, then the
change Ag;j in the production in node j € N will satisfy
Ag _ AZ

g G’

where §¢ := dken Gl
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The total amount to be paid by the producers in node k& is then
k ~i
gGDF+ . Z Biidx
Tk G 27 8
i<j ZtEN ,H ]qt

If producers that creates counterflows are credited accordingly, we get an
allocation where producers in node k are charged the amount

GDF Z cij qi:

i<j ZlEN ij ql

Distribution factors for consumers (load) are defined in a similar manner,
i.e., using the equation system!?

=Y hat 1<i<j<n, (7.31)
keN
vE =%+ off 1<i<j<n keN\{r}. (7.32)

The equation system (7.32) says that withdrawing one unit of power in node
k, thereby creating the flow % over line (i, j), is equivalent to

(i) withdrawing one unit of power in node r (v;),

(ii) and injecting one unit of power in node r, to be withdrawn in node &

(oz}']"c )

In the case where consumers are not given credit for flows going in the
opposite direction of the observed line flow, we use the modified distribution
factors

4k = v G >0,
v 0 otherwise.

The total amount to be paid by consumers in node & will then be

) BT
P Pl S

or, if credit for counterflows is given,

ZLDF . Z cij '7uqd '
i<j ZlEN’Ytz]qg
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by =0.04
c2 =02

17/( \605 (19)
>(3

16.279 (
©)

i g P pi
S 1| 83.721 | 32.558 | 16.744
34884 (35), - 2 | 83.721 | 81.395 | 16.744
by =01 bs = 0.04 3 | 27.907 | 81.395 | 16.744
e =02 cs = 0.6

(a) Market equilibrium when all nodes use the network

© @ ®
Biz = 0.417 0 0.250 0.333 0.083 0.333
Lo, b IS

(b) Generalized Generation Distribution Factors

+ - +
7%1=0.33?1/ \0.095 0.333/ >Y}.zss 0/ N)Azs
-— —_— —
_® 0.238 ®+ +® 0.095 ®+ +® 0.429 ®_
(c) Generalized Load Distribution Factors

i 13;’; 1:: z: x:{ z:"DF"" I?DF TiLDF-}- zj!;DF'
1 134.859 0.000 60.424 23.498 89.566 141.840 3.080 —31.662
2 6.130 0.000 60.424 58.745 49.313 27.091 46.394 32.406
3 0.000 140.988  20.141  58.745 2.110 —27.942  91.514  140.244

(d) Cost allocations

S v°(S)

1 112.221

2 5.520

3 | 108.476

1 2 140.989

1 3 | 140.989

2 3| 140.989

1 2 3| 140.989
(e) The game

Figure 7.7: Example 7.5.1
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(o,14o}§0)

\ {1,2}

@ pGDF

(b) The e-core, where ¢ =
—10.327

Figure 7.8: Example 7.5.1



162 Allocation of Fixed Transmission Costs in Electricity Networks

Example 7.5.1 [Figures 7.7 and 7.8.] In this three-node example (see
Figure 7.7(a)), production is cheapest in node 1 and 2. Different slopes
(b;) of the demand functions can be interpreted as markets of different size,
where a steep demand curve corresponds to a relatively small market, hence
the largest markets are in node 2 and 3. Line capacities have been set by
rounding upwards the line flows corresponding to unconstrained dispatch
for the grand coalition. In the cost allocation problem, we assume that
C = v(N). The line costs are assumed to be proportional to line capacities,

ie.,

CAP;;

Zk,teN:kd CAPy
In a situation where all the three markets are connected via the network,

cj:=C

node 1 (3) will have a considerable net export (import) of power. If net
injection is used as a basis for cost allocation, i.e., the allocation z* in
Figure 7.7(d), that node 1 will be paying a large share of the total cost. In
net withdrawals (z~) is used, node 3 will be paying the entire cost, since
this node is the only one that has a net import of power. The use of gross
production/consumption as basis for cost allocation give allocations that are

less extreme.

The distribution factors ﬁfj, satisfying (7.29)-(7.30), are shown in Figure
7.7(b), where +’s indicate node k, i.e., the node for which production is
increased. The heavy lines indicate whether ﬁ}} have the same sign as §;;.
For line (1,2), the contributions to the total line flow G2 = 16.279 from
producers 1, 2, and 3, respectively, are

iy = Blod; = 0.417 - 83.721 ~ 34.884,
@ = %43 = —0.250 - 83.721 ~ —20.930, and
G = B33 = 0.083 - 27.907 ~ 2.326.

The cost of line (1,2) is

CAP12 _ 17 B

If no credit for counterflows is given, the producers in 1 and 3 will pay for

012=C

this line alone, i.e., they will pay
34.884 2.326

17Note that a,f}‘ = —af‘j'.
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GDF+ node 1 pays most of the total cost, since

respectively. According to
it is contributing heavily to the flow on line (1,2) and (1,3). Node 3 is only
contributing to the flow along line (1,2), so it pays a small share of the total
cost. If credit for counterflows is given, as in the allocation GPF, node 3
will in fact be paid to use the network, since it contributes negatively to
flows along some lines! For allocations zUPF+ and zPF
the distribution factors determined by (7.31)-(7.32) and shown in Figure

7.7(c), the situation is reversed. The consumers in node 3, which has the

, corresponding to

largest net import of power, pays most of the total cost.

The game v® is shown in Figure 7.7(c), and the core is illustrated in Figure
7.8(a) (the hatched area). We see that none of the eight cost allocations
belong to the core. However, by combining some of them, core points may
be obtained. E.g. the allocation

1 1
Zgt 4 Z—
21‘ +2:z:

belongs to the core. It is easily seen from Figure 7.8 that, in order to obtain

core allocations, we need to combine = with z+ and/or £¢PF. q

7.6 Composite methods

Even though, as in Example 7.6.1, allocation methods based on a single
measure (e.g. net injections) does not give a core allocation, it may be pos-
sible to find allocations that are in, or at least closer to, the core by allowing
combinations of measures. An interesting question is then, how close to the
core can we get, given the cost measures that we are considering? In Exam-
ple 7.5.1, if we want to cover network costs solely by charging consumers,
we may e.g. consider the four measures corresponding to the allocations z—,
z¢, £PF+ and £PF, By allowing combinations, we can obtain all cost
allocations that belong to the convex hull of these four allocations, shown
as the grey area in Figure 7.8(b). Since the intersection of this area and the
core (the black area) is empty, it is not possible to find a core allocation us-

ing only these four measures. However, we can find allocations in the strong



164 Allocation of Fixed Transmission Costs in Electricity Networks

e-core of v€, given by

C.(v°) = {:1: € I*(v°) : Zzi +e<v9(8) VS C N} ,
icS

by making € small enough. If € = 0, then C,(v®) is just the usual core of

vC. Also, if Cc(v®) # 0 for some € > 0, then the core is nonempty. What is

the largest value of ¢ for which

C.(v®) N conv(z ™, z¢, £*PF+ LDF) £ g7

For Example 7.5.1, by setting ¢ := —10.327, the intersection consists of only
one point, namely
0.73z~ + 0.27z¢

Le., 73% of the cost should be covered through a charge on net withdrawals,
and 27% through a charge on gross consumption.

In order to find an ”optimal” combination of various cost measures in the
general case, denote the set of available measures by A, and let 3/ be the
allocation vector corresponding to measure j € A. We seek a convex combi-
nation of the vectors in A that is in (or as close as possible to) the core of v°,
i.e., we solve the following LP-problem, which is similar to the LP-problems
of Algorithm 6.2.1.

maximize € (7.33)
subject to € < v°(S) - Za:,- 0#£SCN (7.34)
i€S
zi=Y wyl ieN (7.35)
jJEA
> wi=1 (7.36)
jeA
w; >0 jEA (7.37)

In the same manner as when computing the pre-nucleolus, we maximize
the smallest excess value, given by (7.33) and (7.34). The only difference
between (7.33)-(7.37) and problem P(1) of Algorithm 6.2.1 is that the re-

striction

Dz =vO(N) (7.38)

iEN
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has been replaced by (7.35)-(7.37). Note that (7.38) is implied by (7.35)-
(7.37), since each of the allocation vectors y/ satisfies 3,y y! = vC(IV).
We will therefore refer to allocation vectors resulting from (7.33)-(7.37) as
restricted nucleoli. If (7.33)-(7.37) does not have a unique solution, we fix
the value of the coalition(s) corresponding to the lowest excess value and
solve the problem again. In the same manner as in Algorithm 6.2.1, we
continue fixing the excess value of coalitions until the problem has a unique

solution.

Note that the number of constraints in (7.34) would be 2" — 2, a very large
number even for moderate values of n. In order to overcome the compu-
tational difficulties, a solution method could use constraint generation, as
described in Section 6.5.%

Example 7.6.1 [Figures 7.9-7.11] For all five nodes, the constant terms of
the demand functions are equal to 20. The largest market is that of node 5,
while the smallest market is in node 1. Production is most expensive in node
5, and least expensive in node 1. Line capacities and costs have been set in
the same manner as in Example 7.5.1. We assume that the grand coalition
has formed, i.e., all the nodes are currently using the network, hence the
line flows and nodal quantities shown in part (b) and (c) of Figure 7.9 will
be used for computing the allocations presented earlier in this section. The
values of these allocations are presented in part (d) of Figure 7.9. Since node
1 and 5 in some sense are extreme cases, where node 1 has a relatively large
production and node 5 a large consumption, the various allocations differ
especially in the way that these two nodes are treated. If cost allocation is
based on net injection, gross production, or generation distribution factors,
node 1 pays a relatively large share of the total cost, while if it is based on
net withdrawal, gross consumption, or load distribution factors, node 5 pays
a relatively large share.

The game v€ is shown in Figure 7.10, and since there are no binding capacity

18Replace (7.34) by

e<v9(8) =Y m Seq, (7.39)
€S

where §2 i3 a subset of the set of possible coalitions. Suppose (¢*,z",w") is an optimal
solution of (7.33), (7.35)-(7.37) and (7.39). In order to check whether any of the constraints
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constraints for the grand coalition, we know from Theorem 7.3.1 that the
core is nonempty. To see whether the allocations presented in Figure 7.9(d)
belong to the core, we compute the excess values shown in Figure 7.10. It
turns out that none of the computed allocations belong to the core, since

corresponding to coalitions not in Q violates (7.34), we need to solve

smu{m}[ (S) - Zz.] <e.

i€S

By the definition of v€ in (7.16), this is equivalent to solving

B o [ZH (N) - STI(N\S) - Zz.]

1EN ics
_;vnt( ) - sgnu{N 9} [Z IL(N\S) + ;:,] (7.40)

Since
I(N\S) =) I(N\S)+Mwo(N\S)

iEN

where I1;,(N'\ S) > 0, an upper bound to the maximization problem in (7.40) is given by

n(N\S)+Zz:],

max
SgOAU{N,0} [ ies

which, by (7.6)-(7.9), can be written as

senu{)v 0} [Z filad,af) + Z""] (7.41)

%8 =1 €S
subject to ¢ — ¢f = ZB;,’(B.' - 6;) 1<i<n (7.42)
j=1
B;j(8: — 6;) < CAP; 1<i,j<n (7.43)
g —qf =0 ies§ (7.44)

By letting s;, ¢ € N, be binary variables indicating whether i is included in S or not, we
can formulate this as a nonlinear integer problem by replacing (7.41) and (7.44) by

s, d Z f‘ (ql ' qi ) + Z 312‘ (745)
a # i=1 i€cs
-M(1-8)<q —q¢f <M(1-s) i€N, (7.46)

respectively, where M is a sufficiently large number. We also add the constraints

dos+ D (1-s)21 SeQU{N,®} (7.47)
€S iEN\S
si € {0,1} i€N, (7.48)

where constraint (7.47) eliminates coalitions already in 2 from consideration.



7.7 Conclusion 167

there is at least one negative excess value for each of them.

Some results from the procedure based on (7.33)-(7.37) are shown in Fig-
ure 7.11, where we combine some or all of the eight cost allocation meth-
ods presented in Section 7.5. For example, as shown in (a), if we re-
strict the attention to combinations of the four postage-stamp rate methods
(zt,z~,z%,a%), it is possible to obtain the core allocation z!, where 35.1%
of the cost is recovered through a charge based on net injections (z*), and
64.9% through a charge based on net withdrawals (z7). Of course, if we
include more candidates for combination, we get better core allocations, i.e.,
higher excess values (lexicographically). The allocation z°, where combina-
tions of all 8 methods were allowed, has the same minimal excess value as
z! (0.557), but the second lowest excess value (5.355) is higher than the
second lowest value for z! (0.764). Note that it is not possible to obtain
core allocations solely based on distribution factors (z2), nor by considering

only production-oriented (z®) or consumption-oriented (z*) measures. <

7.7 Conclusion

Our model takes into account both the behaviour of humans, i.e., the pro-
ducers and consumers, and the electrons flowing through the electricity net-
work, as described in Section 7.2. The cost allocation problem is modeled
using a game-theoretic framework in Section 7.3, where the consumer and
producer surpluses of the nodes are used to form an upper bound on the
amount that the network owner can charge a coalition. Qur game differs
from other cost sharing games in that the characteristic function does not
measure the stand-alone cost of coalitions. In forming the game, we also
made the assumption that sidepayments can be made between all players,
not only those forming part of a coalition. The main result of Section 7.3 is
that the core is nonempty whenever the line capacities does not constrain
the grand coalition. In Section 7.4 we show how the network owner may
handle the problem of an empty core, either by lowering the total payments
collected, or by taxing individuals that choose not to make use of the net-
work. Section 7.5 illustrates, using a numerical example, how commonly
used cost allocation methods, such as the postage-stamp rate methods, may
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fail to yield core elements. However, by combining several methods, core
points may be obtained, as is shown in Section 7.6. An LP-based procedure
for computing core points, given that the points must be a combination of
existing cost allocation methods, is presented.

The model could be made more realistic by introducing uncertainty, e.g.,
with respect to demand variations or line failures. Also, the optimization
problem (7.6)-(7.8) may not be a realistic description of the market for

t19

electricity. E.g., in the Norwegian spot market®, a zonal pricing system is

used, where a sub-optimal solution of (7.6)-(7.8) is chosen.

Problem instances of a more realistic size would be difficult to handle com-
putationally, and the LP-based procedure described in Section 7.6 could be
revised by introducing constraint generation (see footnote 18 on page 165).

See Bjgrndal and Jornsten (2001).
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(c) Nodal equilibrium quanti-
ties for the grand coalition.

2 2 A of apiry  gfPF  g0MF apPF

92.743  0.000 36515  14.906  57.716  92.602  2.146 —22.89
0.000 14082  14.606  17.887  11.059 —4.847 18503  23.823
8517 0000 24.343  22.350 22910  39.010 11049 —13.471
1590  0.000 18257  17.887  10.361 —4.550  21.695  22.345
0.000  88.768  9.120  29.812  0.804 —19.364  49.457  93.049

Tl W N | e

(d) Postage-stamp rate allocations and allocations based on distribution
factors.

Figure 7.9: Example 7.6.1
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Candidates

Solution

zt,z-, 2%, 29
gGDF+ yGDF G LDF+ L LDF
z+, z°, zGDF+ ¢GDF

z! = 0.351zF + 0.649z~

z2 = 0.572¢6DF | 0.428gLDF

z3 = 0.686z+ + 0.056z° + 0.258xGDF+

Figure 7.11: The nucleolus and restricted nucleoli for Example 7.6.1

2
z~, g4, gLDF+ LLDF z* = 0.485z~ + 0.515¢9
all 8 28 = 0.383z% + 0.557z~ + 0.015zFPF+ 4 0.045:GPF
(a)
i nucl; z! z? z3 z; z?
1 53.959 32.517 43.181 80.549 7.684 40.546
2 11.110 9.145 7.421 3.674 16.043 7.665
3 5.355 2.986 16.554 13.121 11.526 10.153
4 0.557 0.557 6.958 4,788 9.220 0.557
5 31.868 57.645 28.736 0.718 58.377 43.929
(b)
S e(nud) e(z') e(z*) e(z>) e(z*) e(z5)
1 32.144 53.587 42.922 5.554 78.420 45.558
2 13.758 15.724 17.448 21.194 8.825 17.077
3 5.355 7724 -5.843 -2.410 -0.815 5.355
4 0.557 0.557 -5.8483 -38.673 -8.106 0.557
5 33.702 7.925 36.835 64.853 7.194 16.970
1 2 25.902 49.311 40.369 6.748 67.244 42.634
1 3 31.454 55.266 31.033 -2.902 71.559 44.867
2 3 10.759 15.094 3.251 10.430 -0.344 14.078
1 4 27.147 48.590 31.524 -3.673 64.760 40.561
2 4 13.372 15.337 10.661 16.577 -0.225 16.690
3 4 15.715 18.084 -1.884 3.719 0.881 15.715
1 5 15.170 10.835 29.079 19.730 34936 11.851
2 5 41.063 17.250 47.884 79.649 9.621 27.649
3 5 24.173 0.764 16.106 47.557 -8.508 7.441
4 5 33.577 7.799 30.308 60.496 -1.595 16.845
1 2 3 24.173  49.950 27.441 -2.747 59.344  40.905
1 2 4 26.822 50.230 34.888 3.437 59.501 43.554
1 3 4 34.913 58.725 28.091 -3.673 66.355 48.326
2 3 4 11.260 15.595 -2.649 6.700 -8.5086 14.579
1 2 5 5.806 3.436 23.405 17.802 20.639 5.806
1 3 5 10.759 8.794 13.470 7.554 24.356 7.441
2 3 5 39.839 18.396 35.463 70.660 2.227 26.426
1 4 5 14.695 10.360 22.204 15.024 25.798 11.376
2 4 5 45.434 21.622 45.855 79.790 5.329 32.021
3 4 5 38.686 15.277 24.219 57.840 -2.656 21.954
1 2 3 4 31.868 57.646 28.736 0.718 58.377 48.600
1 2 3 5 0.557 0.557 6.958 4.788 9.220 0.557
1 2 4 5 5.355 2.986 16.554 13.121 11.526 5.355
1 3 4 5 11.110 9.145 7.421 3.674 16.043 7.791
2 3 4 5 53.959 32.516 43.182 80.549 7.684 40.546
()
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