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Abstract

A major achievement of mechanism design theory is a general method for the construction
of truthful mechanisms called VCG. When applying this method to complex problems such
as combinatorial auctions, a difficulty arises: VCG mechanisms are required to compute opti-
mal outcomes and are therefore computationally infeasible. However, if the optimal outcome
is replaced by the results of a sub-optimal algorithm, the resulting mechanism (termed VCG-
based) is no longer necessarily truthful. The first part of this paper studies this phenomenon in
depth and shows that it is near universal. Specifically, we prove that essentially all reasonable
approximations or heuristics for combinatorial auctions as well as a wide class of cost min-
imization problems yield non-truthful VCG-based mechanisms. We generalize these results
for affine maximizers.

The second part of this paper proposes a general method for circumventing the above
problem. We introduce a modification of VCG-based mechanisms in which the agents are
given a chance to improve the output of the underlying algorithm. When the agents behave
truthfully, the welfare obtained by the mechanism is at least as good as the one obtained by
the algorithm’s output. We provide a strong rationale for truth-telling behavior. Our method
satisfies individual rationality as well.

Keywords: Mechanism design, algorithms, complexity.

1 Introduction

Mechanism design is a sub-field of game theory and microeconomics which studies the design of
protocols for non-cooperative environments. In such environments the participating agents follow
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(EC’ 01). This version contains additional novel theorems, improved proofs, an overhaul of the second part, and
amended presentation.
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theirowngoals and not necessarily act as instructed by the mechanism. This theory has tradition-
ally been applied to economic applications such as auctions of various kinds. An introduction to
mechanism design can be found at [18, 21]. In recent years, problems on the border of mecha-
nism design and computer science have attracted the attention of many researchers, both within
and outside the Al community. In particular, mechanism design models were applied to multi-
agent systems (e.g. [26, 30, 28, 27]), decentralized resource and task allocations [20, 30, 9, 24],
economic and electronic commerce applications [10, 23], and communication networks [11, 1].

The canonical mechanism design problem can be described as follows: A set of rational agents
needs to collaboratively choose amtcome from a finite seO of possibilities. Each agentas a
privately knownvaluation function® : O — R quantifying the agent’s benefit from each possible
outcome. The agents are supposed to report their valuation funetibiigo some centralized
mechanism. The goal of the mechanism is to choose an outeamtech maximizes theotal
welfarey", v*(0). The main difficulty is that agents may choose to misreport their valuations in an
attempt to influence the outcome to their liking. Such manipulations are likely to severely damage
the resulting welfare (simulations that demonstrate this welfare loss can be found at [5]). The
tool which the mechanism uses to motivate the agents to reveal the truth is monetary payments.
These payments are to be designed in a way that ensures that rational agents always reveal their
true valuations. Mechanisms with this property are caitegbntive compatibler truthful (in
dominant strategies). To date, only one general method, called VCG [29, 6, 12] (or slightly more
general, affine maximization), is known for designing such a payment striictarsome settings,
it is known that this method is the sole available one [25, 16].

Many novel applications of mechanism design are intricate and require implementation on
computer systems. Cases in point include combinatorial auctions where multiple items are con-
currently sold in an auction [7], decentralized task and resource allocation problems [20, 30], and
networking applications [11, 1]. For many of these applications, the space of possible outcomes
is huge and even finding an outcome that maximizes the total welfare is NP-complete. Since for
such cases computing the optimal outcome is intractable, the VCG method cannot be applied.

Our contribution

A natural general approach for the development of mechanisms for complex mechanism de-
sign problems would be to use a sub-optimal polynomial time algorithm for computing the out-
come, and to calculate the payments by applying the VCG payment rule to the underlying algo-
rithm. We term such mechanistw€G-based

The starting point of this paper is the observation, noticed already by some researchers ([17,
20)]), that VCG-based mechanisms are not necessarily truthful. Thus, rational agents may lie,
taking advantage of quirks in the outcome determination algorithm. Such lies are likely to severely
damage the actual welfare obtained by the mechanism.

'Recently, a few truthful mechanisms which are not affine maximizers were obtained for combinatorial auctions
(e.g. [4]).



The first part of this paper examines this phenomenon in depth and shows that it is near uni-
versal: essentiallall reasonable VCG-based mechanisms rasetruthful. We first point our
attention to combinatorial auctions and characterize the class of truthful VCG-based mechanisms
for this problem. We say that an allocation algorithm for combinatorial auctiong®ésonable
if whenever an item is desired by a single agent only, that agent receives the item. The above
characterization leads into the following corollary:

Theorem: Any truthful VCG-based mechanism for combinatorial auctions is not reasonable (un-
less it uses the exponential optimal allocation algorithm).

Note that standard algorithmic technigues do not yield this anomaly. Thus, the above result sug-

gests that it might be difficult to develop allocation algorithms for combinatorial auctions which

can be plugged into truthful VCG mechanisms. We generalize this result to affine maximization.
We then study a family of problems termealst minimizatiorallocation problems. This family

contains many natural decentralized task allocation problems such as mechanism design versions

of the shortest path problem [26, 20, 9]. We call a mechanism for such a proleigemeratéf

there exist inputs that cause it to produce results which are arbitrarily far from the optimal.

Theorem: For any cost minimization allocation problem, any sub-optimal truthful VCG-based
mechanism is degenerate.

We generalize this result to affine maximization. It can also be applied to compensation and bonus
mechanisms [20] (these are non-VCG mechanisms which can be used when the mechanism has
the ability to partially verify the type of the agents ex-post.).

To date, affine maximization is thanly general method known for the construction of truthful
mechanisms. Therefore, the above results indicate that the construction of truthful mechanisms
for many complex mechanism design problems may be difficult if not impossible. Moreover,
in many cases, VCG mechanisms require from the agents infeasible amounts of communication
or deliberation efforts [7, Chapter 11]. In such cases, even optimal VCG mechanisms become
implicitly sub-optimal and thus lose their incentive compatibility.

The second part of this paper proposes a general method for circumventing the difficulty of
constructing truthful mechanisms. While VCG-based mechanisms lose their incentive compati-
bility, they still posses a very special property. Loosely speaking, in such a mechanism, the only
reason for an agent to misreport its valuation is to “help” the algorithm to compute a better out-
come. We would like to exploit this property to obtain mechanisms which are “almost” truthful.

Givenanyalgorithm for the corresponding optimization problem we definesétmnd-chance
mechanism based on it. This mechanism is a modification of the VCG-based mechanism where in
addition to their valuations, the agents are allowed to subppeal functionsAn appeal function

2The importance of combinatorial auctions is twofold. Firstly, they have direct applications such as FCC auctions
[10]. Secondly, they generalize many problems of resource allocation among self interested agents. A recent book on
combinatorial auctions can be found at [7].



allows the agent to give the algorithm an input (vector of declared valuations) which is different
from the original input but without misreporting its type. When the agents behave truthfully, the
welfare obtained by the mechanism is at least as good as the one obtained by the algorithm’s
output.

We then formulate the rationale for truthful behavior in our mechanism. Informally, our ar-
gumentation is as follows: Under reasonable assumptions, in any situation in which the agent
believes it is beneficial for it to lie to the mechanism, it is better for the agent to report its actual
type to the mechanism and ask its appeal to check whether this lie is indeed helpful. Thus, the
agent can construct a truthful strategy such that it is not awaa@ysituation in which another
strategy is better for it. We believe that this is a strong argument for truth-telling.

We construct a version of our mechanism which satisfies individual rationality as well. A
generalization of our results to affine maximization and to compensation and bonus mechanisms
is straightforward.

Other related work Several alternative approaches aimed at handling the difficulty of developing
truthful mechanisms were suggested in the past. One approach is the construction of mechanisms
which are computationally hard to manipulate (e.g. [15]). To the best of our knowledge such
manipulations are only hard in the worst case. Another possible approach is to consider other
equilibria of VCG [13, 14]. However, there is no apparent way of coordinating such equilibria.

It is possible to show that any tuple of such equilibrium strategies cannot be reasonable (in the
sense of Definition 10). Several recent works construct ascending mechanisms for combinatorial
auctions (e.g. [22]). Such mechanisms rely on assumptions on the agents which are very different
from ours.

A few multi-round mechanisms for combinatorial auctions which let the agents improve the
provisional allocation were proposed and tested in the past [3]. Our argumentation for truthfulness
in second-chance mechanisms may provide a partial explanation of the relative success reported
in these experiments.

2 Preliminaries

In this section we formally present our model. We attempt, as much as possible, to use the standard
notions of both, mechanism design and computational complexity theories.

2.1 Mechanism design problems

This subsection formulates the class of mechanism design problems that we study.

Definition 1 (utilitarian mechanism design problem)A (utilitarian) mechanism design problem
is described by:



1. Afinite seD of allowed outputs

2. Eachagent = (1,...,n) has areal function'(o € O) called itsvaluationor type. This is
a quantification of its benefit from each possible outputterms of some common currency.
v'(.) is privately known to agent.

3. If the mechanism’s output isand in addition the mechanism hands the aggntinits of
currency, then itsitility «* equals v*(0) 4 p’. This utility is what thegentaims to optimize.

4. The goal of thenechanismis to select an output € O that maximizes theotal welfare

9(v,0) = (o).

An example of such a problem can be found in Subsection 2.4.

Note that the goal in these problems is to maximize the total welfare but not necessarily the
revenue. This goal, also known as economic efficiency, is justified in many settings and is exten-
sively studied in economics.

In a direct revelation mechanism, the participants are simply asked to reveal their types to the
mechanism. Based on these declarations the mechanism computes the auipahe payment
p' for each of the agents.

Definition 2 (mechanism)A (direct revelation) mechanisia a pairm = (k, p) such that:

e Theoutput functionk accepts as input a vectar = (w',...,w") of declared valuation
functiong and returns an output(w) € O.

e Thepayment functiorp(w) = (p*(w),...,p"(w)) returns a real vector quantifying the
payment handed by the mechanism to each of the agents (€.g- if, the mechanism pays
two units of currency to ageri}.

The agents try to maximize their own utility and thus ntiayto the mechanism. As these lies
might severely reduce the total welfare, the mechanism should be carefully designed such that it
will be for the benefit of the agents to report their types truthfully.

Notation: We denote the tupléa!,...a’~!,a’*!, ..., a") by a%. We let(a’, ") denote the tuple
(at, ... a").

Definition 3 (truthful mechanism) A mechanism is callegtuthful if truth-telling is a dominant
strategy. l.e. for every agentbf typev’ and for every type declaratiom—* for the other agents,
the agent’s utility ismaximizedwhen it declares its real valuation functian.

3This assumption is called quasi-linearity and is very common in mechanism design.
“We do not consider the issue of how to represent the valuations.



As an example consider the famous Vickrey auction [29]: A seller wishes to sell one item in
an auction. There are buyers, each privately knowing its valuatiohfor this item. (The value
for not winning is assumed to be zero.) In a Vickrey auction each of the buyers is simply asked
for its valuation; The item is allocated to the buyer with the highest bid for the price of the second
highest. The reader may verify that this mechanism is truthful. Another example of a truthful
mechanism can be found in section 2.4.

In general, the communication protocol of a mechanism can be complicated. A simple obser-
vation known as theevelation principlefor dominant strategies (e.g. [18, pp. 871]) states that
for every mechanism where the agents have dominant strategies, there exists an equivalent truthful
mechanism. Thus, w.l.0.g. itis possible to focus on truthful mechanisms.

2.2 VCG-based mechanisms

This subsection presents the celebrated VCG mechanisms. Intuitively, these mechanisms solve
utilitarian problems byidentifying the utility of truthful agents with the declared total welfare.
We then generalize these mechanisms.

Definition 4 (VCG mechanism, (via [12]))A mechanismn = (k, p) belongs to th&/CG family
if:

e k(w) maximizes the total welfare according to. That is, for all w, k(w) €
arg max, g(w, o).

e The payment is calculated according to tEG formula p'(w) = >, w’ (k(w)) +
Rt (w™%) (h?(.) is an arbitrary function ofw—?).

The reader may verify that the Vickrey auction is a VCG mechanism. It is well known that
VCG mechanisms are truthful [12].

Unfortunately, for many applications, the task of finding an oufgut) that maximizes the
total welfare is computationally infeasible (e.g. NP-hard). In this paper we consider VCG mech-
anisms where the optimal algorithm is replaced by a sub-optimal but computationally feasible
one.

Definition 5 (VCG-based mechanism)Let k(w) be an algorithm that maps type declarations
into allowable outputs. We cath = (k(w),p(w)) a VCG mechanism based dt(.) if p(.) is
calculated according to theCG formula p(w) = >,; w? (k(w)) + h'(w™") (whereh’() is an
arbitrary function ofw™").

Obviously, a VCG-based mechanism that is based on an optimal algorithm is a VCG mechanism.
Note that the payment function of a VCG-based mechanismtisgdentical to the VCG payment



because the algorithi.) is plugged in to the payment formula. We now characterize the utility
of an agentin VCG-based mechanisms. We show that it is equivalent to the total welfare according
to thedeclaredtypes of the other agents and thetualtype of the agent.

Lemma 2.1 (VCG-based utility) Consider a VCG-based mechanism defined by the allocation
algorithm k(.), and the functiongh!(.),...,h"(.)). Suppose that thactual valuation of agent

i is v’, and the declarations arev = (w'(.),...,w™(.)). Then theutility of agenti equals
g((v, ™), k(w)) + ki (w™?).

Proof: The proof is immediate from the definitions. The agent’s utility equils(w)) +p’(w) =
v’(k:(w) + Zj;ﬁz U](k(’w)) -+ hl(w_l) = g((yi’ w_2)7 k(w)) + h’b(w—z) -

In other words VCG-basedentifies the utility of truthful agents with the total welfare. In par-
ticular whenk(.) is optimalg((v?, w=%), k(w)) is maximized when the agent is truthful and hence
the agent’s utility (a%(.) is independent of the agent’s declaration). Thus, VCG mechanisms are
truthful.

2.2.1 Example: Non Optimal Vickrey Auction

This subsection demonstrates the problems that might occur when the optimal algorithm in a VCG
mechanism is replaced by a sub-optimal one. Consider the sale of a single item. As we already
commented, the Vickrey auction is a VCG mechanism. Its algorithm allocates the item to the
agent with the highest declared value. The functiofw ") = — >°,,, w’(0) equals the negation

of the second highest value in case winning.

Consider the same mechanism where the optimal algorithm is replaced by an algorithm that
only chooses the second highest agent. The mechanism now will give the object to the agent with
the second highest declaration for a price of the third highest one.

Suppose that there are three agents. Alice who has a valé# rafllion, Bob with a value
of $1.7 million, and Carol who has a value 81 million. When the agents are truthful Bob wins
and pays$1 million. In this case it is for Alice’s benefit to reduce her declaration below Bob’s.
Similarly, if Alice wins, Bob would like to lower his declaration further, and so on. Note that there
are natural situations where Carol will win too.

It is not difficult to see that there are no dominant strategies in this game. The outcome of the
mechanism is highly unpredictable, depending heavily on the agents beliefs about the others, their
risk attitude, and their level of sophistication. Such a mechanism can yield inefficient outcomes.
The efficiency loss may get much worse when complex problems with inter-dependencies among
the agents are considered (see simulations done by [5]).



2.2.2 Affine based mechanisms

It is possible to slightly generalize the class of VCG mechanisms and obtain mechanisms called
affine maximizersSuch mechanisms maximize affine transformations of the valuations. When the
domain of valuations is unrestricted, affine maximizers are the sole truthful mechanisms [25, 16].
Similarly to VCG, we generalize these mechanisms to incorporate sub-optimal algorithms.

Notation: Leta = (ao,...,ay,) be ann + 1-tuple such thaty > 0, anday,...,a, are strictly
positive. We define thereighted welfarg, (w, o) of an outpub asag (o) + >, @i - wi(0) where
w is a vector of types andan output.

Definition 6 (affine-based mechanism)et k(w) be an algorithm that maps type declarations
into allowable outputsqg = (ay,...,a,) be ann + 1-tuple such thaty > 0, anday,...,a,
are strictly positive. We callh = (k(w), p(w)) a VCG mechanism based anif p is calculated
according to the formulap’(w) = (3, w’ (k(w)) + h'(w™")) (whereh’() is an arbitrary
function ofw ™).

Similarly to VCG we can characterize the agents’ utility in such mechanisms.

Lemma 2.2 (affine-based utility) Consider a affine-based mechanism defined by the allocation
algorithmk(.), a tuplea and the functiong!(.), ..., h"(.). Suppose that thactual valuation of
agenti is v*, and the declarations arer = (w!(.),...,w"(.)). Then theutility of agenti equals

o (Ga((v', w ™), k(w)) + K (w™)).
Proof: The proof is immediate from the definitions. The agent’s utility equilB(w) +p(w)) =
o (@i’ (k(w)) + p'(w) = - (ga((v',w ™), k(w)) + K (w™)). O

In other words, an affine-based mechanism identifies the agents’ utility with the affine transfor-
mation of the valuations it aims to optimize. In particular whgn) maximizesg,(w, .), the
mechanism is truthful.

2.3 Computational considerations in mechanism design

This subsection adopts standard notions of computational complexity to revelation mechanisms.

Definition 7 A mechanisnik, p) is called polynomial time computablé both k(w) and p(w)
run in polynomial time (using a standard encoding.9f

Note that a VCG-based mechanism is polynomial iff its output algorithm and the functions
R'(.) are polynomial. We sometimes call polynomial algorithms and mechanisms computationally
feasible.



Definition 8 A mechanism design problem is callddP-Completeif the problem of finding an
output that maximizes the total welfare\gP-Complete.

we use the ternfieasibleto denote “acceptable” computational time anfkasiblefor other-
wise. In particular NP-hard problems and exponential algorithms are considers infeasible, while
polynomial algorithms are considered feasible. We use these non-standard terms because most of
our results are not limited to specific complexity classes.

2.4 Example: Combinatorial auctions

The problem of combinatorial auctions has been extensively studied in recent years (a recent book
can be found at [7]). The importance of this problem is twofold. Firstly, several important ap-
plications rely on it (e.g. the FCC auction [10]). Secondly, it is a generalization of many other
problems of interest, in particular in the field of electronic commerce.

The problem: A seller wishes to sell a sét of items (radio spectra licenses, electronic devices,
etc.) to a group of agents who desire them. Each ageas for every subsetC S of the items, a
non-negative number:(s) that represents how muehis worth for it. v%(.) is privately known to
each agent. We make two standard additional assumptions on the type space of the agents:

No externalities The valuation of each agent depends only on the items allocated to her. l.e.
{v(s)]s C S)} completely represents the agent’s valuation.

Free disposal ltems have non-negative values. l.& i ¢ thenvi(s) < vi(t). Alsovi(¢) = 0.

Items can either be complementary, i.e’(SUT) > v*(S) + v(T), or substitutes, i.e.
VI (SUT) < v'(S) + v{(T) (for disjointed S, andT). For example, a buyer may be willing
to pay$200 for T.V set,$150 for a VCR, $450 for both and only$200 for two VCRs.

If agenti gets the set’ of items, and its payment j¢, its utility is v*(s?) +p’. (The payments
in combinatorial auctions are non-positive.) This utility is what each agent tries to optimize. For
example, an agent prefers to bug 00 valued VCR for$600 gaining$400 to buying a$1500
valued VCR for$1250.

In a VCG mechanism for a combinatorial auction, the participants are first required to reveal
their valuation functions to the mechanism.

The mechanism then computes, according to the declarations of the agents, an allocation
that maximizes the total welfare. The payment for each of the agents is calculated according to
the VCG formula. By Lemma 2.1, the utility’ = v*(s?) + p’ of each of the agents is maximized
when it reveals its true valuation to the mechanism. When all agents are truthful, the mechanism
maximizes the total welfare.

Consider however the computational task faced by such a mechanism. After the types are
declared, the mechanism needs to select, among all possible allocations, one that maximizes the

9



total welfare. This problem is known to be NP-Complete. Therefore, unless the number of agents
and items is small, such a mechanism is computationally infeasible. Note that even the problem
of finding an allocation that approximates the optimal allocation within a reasonable factor is

N P-Complete (under the common complexity assumption fhBt # Co — NP, see e.g. [7,
Chapter 12 ]). Nevertheless, various heuristics and tractable sub-cases have been analyzed in the
literature [7, Chapter 13]. We would like to find a way to turn these sub-optimal algorithms into
mechanisms.

3 Limitations of Truthful VCG-based Mechanisms

This section studies the limitations of truthful VCG-based mechanisms. Subsection 3.1 character-
izes these mechanisms for the important problem of combinatorial auctions (see Subsection 2.4).
This characterization precludes the possibility of obtaining truthfulness by applying VCG rules to
many of the proposed heuristics for combinatorial auctions, (e.g. the greedy algorithms in [17]
and [19]). Moreover, we show that any truthful non-optimal VCG-based mechanism for combina-
torial auctions suffers from abnormal behavior. Subsection 3.2 shows that for many natural cost
minimization problems, any truthful VCG-based mechanism is either optimal or produces results
which are arbitrarily far from the optimal. As a result, when such a problem is computationally
intractable, any truthful computationally feasible VCG-based mechanism have inputs that cause
it to produce degenerate results. Furthermore, since standard algorithmic techniques do not yield
such anomalies, it is may be difficult to develop algorithms which can be plugged into truthful
mechanisms. We generalize these results to affine-based mechanisms as well.

3.1 Truthful VCG-based Mechanisms for Combinatorial Auctions

This subsection characterizes the class of truthful VCG-based mechanisms for combinatorial auc-
tions.

Definition 9 (maximal in its range) Let k(w) be an algorithm that maps type declarations into

allowable outputs. LevZ [T, V* be the space of all possible types and 1€t C V be a
subspace o¥/. LetO denote the range df at V', i.e. O = {k(w)|w € V'}. We say thak is
maximal in its range at Vif for every typew € V', k(w) maximizeg over O. We say that is
maximal in its rangeif it is maximal in its range a¥’.

As an example consider an algorithm for combinatorial auctions that allocates all the items
(the setS) to the agent with the highest valuatiof(.S). Clearly, this polynomial time algorithm
is maximal in its range . The result of this algorithm is never worse thianand alsal /| S| times
the optimal result:{ denotes the number of agents).

10



Proposition 3.1 A VCG-based mechanism with an output algorithm that is maximal in its range
is truthful.

Proof: Such a mechanism is a VCG mechanism where the set of allowable outputs is the range of
its output algorithm. By Lemma 2.1 such a mechanism is truthful. 0

We will now show that the above proposition almost characterizes the class of truthful VCG-based
mechanisms for the combinatorial auction problem.

Notation: We letV denote the space of all types= (v',...,v™) such that for any two different
allocationsr andy, g(v, ) # g(v,y). (Recall thay(.) denotes the total welfare.)

It is not difficult to see that’ contains almost all the types, i.€.— V is zero measured.

Theorem 3.2 If a VCG-based mechanism for the combinatorial auction problem is truthful then
its output algorithm is maximal in its range &t.

Proof: Assume by contradiction that = (k, p) is truthful butk(.) is not maximal in its range at
V. Since the functions’(.) do not affect the truthfulness of the mechanism, we can assume that
they are all zero, i.e. we assume that forigl' (w) = 3 ;_; w’ (k(w)). According to Lemma 2.1,
the utility of each agentequalsv’ (k(w)) + 37, w’ (k(w)) = g((v*, w™"), k(w)).
Let O denote the range d@f(.) atV and letv € V' be a type such that(v) is not optimal over
O. Lety = argmax,co g(v, 0) be the optimal allocation amor@. Note that from the definition
of V, y is unique. Finally, letv € V be a type such that = k(w). Such a type exists singgeis
in the range of the algorithm.
Define a type vectot by
i v'(s) if s E
Z(S>:{ a( ) ifsgzi
wherea stands for a sufficiently large number. In other words, each aigeinbngly desires the
sety’. Apart from thatv’ andz‘ are identical. We assume thatc V. Otherwise we could add
sufficiently small “noise’¢(s) to z such that all the following claims remain true.
We will show thatz “forces” the algorithm to outpug. We will then show that if the algorithm
outputsy when the type ig, it must also outpuy when the type i® — a contradiction.

Lemma 3.3 y = k(z2).

Proof: Define a sequence of type vectors by:

wo = (w!,...,w")

wy = (2Lw?,.. . w")
we = (21, 22,w3,... w")
wy, = (24,...,2")

11



In other words every agent in its turn, moves frarnto 2’ . We assume that; € V forall 5. It
is not difficult to see that can be modified by adding small noise to it, in a way that guarantees
the above.

Claim 3.4 k(w;) = y.

Proof: Assume by contradiction that this is false. From the definitiori/ofve obtain that
g(wy, k(w1)) # g(w1, y).

Consider the case where agéisitype isz!' and the types of the others aué, ..., w". By
declaringw!, agentl can force the algorithm to decide gn Since the mechanism is truthful, it
must be thay(wi, k(w1)) > g(w1,y).

Since « is large, it must be thak!'(w;) D y' (i.e. agent 1 gets all the items it gets
when its type isw'). Thus, from the definition ot we obtain,a + >7_, w’(k(w1)) >
a+ X7 ,w’(y). As, due to the free disposal assumptiam,(k(w;)) > w'(y), we obtain
thatw! (k(w1)) + > j_g w? (k(w1)) > w'(y) + j—y w’ (y) (even when is perturbed). Thus,
g(wo, k(wr)) > g(wo, y).

Therefore when the type of agehts w!, it is better off declaring:!, forcing the mechanism
to outputk(wq). This contradicts the truthfulness of the mechanism. 0

Similarly, by induction oryj, we obtain thak(w;) = y for all j, and in particular fot,, = z. This
completes the proof of lemma 3.3. 0

We will now show that:(z) = y implies thatk(v) = y — a contradiction. Consider the following
sequence of type vectors:

vo= (vi,...,v")
vy (402, 0"
v = (24,...,2")

In other words every agent in its turn, moves frofito z*. Again we can choose such that all
vjs areinV.

Claim 3.5 For all v, y maximizeg; on O.

Proof: We will show this forv;. The proof forj > 1 follows from a similar induction. Assume
by contradiction that: # y maximizes the welfare for,. Sincea is arbitrarily large it must be
thatz! O y* so in both cases agent 1's valuation equals

Recall thaty uniquely maximizeg on O for vy. Thus, for every allocation # y, we have
v (y) + X 5_p v7 (y) > vl () + X5 v/ (). Thereforep+ 37, v/ (y) > a + > =2 v/ (x). But
the left hand side equadgv; , y) and the right hand side equal&;, z). Thus,g(vi,y) > g(v1, )
— contradiction. 0

12



Claim 3.6 k(vp—1) = y.

Proof: We showed thak(v,) = y. (Recall thatv, = 2.) We also showed thaj uniquely
maximizesg(v,,—1,.). Letz,_1 = k(v,—1). Assume by contradiction that,_; # y. According
to Lemma 2.1, the utility of agemtwhen itis truthful isg(v,,—1, z,,—1). Thus, when agent's type
isv™, itis better off declaring™ obtaining a utility ofg(v,—1, y). This contradicts the truthfulness
of the mechanism. 0

Similarly, by downward induction ofj, we obtain thak(vy) = y. Butvy = v and we assumed
thatk(v) # y — a contradiction. This completes the proof of theorem 3.2. 0

The above result characterizes the output algorithms that could be incorporated into a VCG-based
mechanisms on all but a zero measured subset of the types. We now complete the characterization.

Corollary 3.7 Consider a VCG-based mechanism for a combinatorial auction with an output
algorithmk. If the mechanism is truthful, there exists an output algorithmaximal in its range,
such that for every, g(v, k(v)) = g(v, k(v)).

Proof: Let © denote the range dfon V, and defing:(v) € arg max,co. Letgk(v)ﬁg(v, k(v)).
It is not difficult to see thay;(v) andg;(v) must be contiguous in. Since both algorithms are
equivalent on a dense sub-space, our corollary is proven. 0O

Remarks This characterization holds even when the set of possible types is discrete (under the
mild condition that the type vectar can be defined such that the agents are not indifferent be-
tween allocations). The theorem gives rise to several interesting algorithmic and combinatorial
qguestions. For example, given an approximation factor 1, what is the minimal size of a sub-
family O C O such that for every, max,co g(v,y) > ¢ - gopt(v)? A limited version of this
question was analyzed in [13, 14].

We now show that non-optimal truthful VCG-based mechanisms suffer from the following
disturbing abnormal behavior:

Definition 10 (reasonable mechanismA mechanism for combinatorial auctions is callesh-
sonabldf whenever there exists an itefrand an agent such that

e Forall S,if j ¢ Sthenvi(SU{j}) > v(9).
e Forevery agent # i, v'(S U {j}) = v*(9).
thenj is allocated to agent.

In other words, in situations where only one agent desires an item, that agent gets it.
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Theorem 3.8 Any non-optimal truthful VCG-based mechanism for combinatorial auctions is not
reasonable.

Proof: By theorem 3.7, leS = (S',...,S™) be an allocation which is not in the range of the
output algorithm. Define a type vectorby v*(X) = |X N S¢|. Clearly, each agentdesires
exactly the items irb*. As the allocationS is not allowed, there exists at least one item which is
not allocated to the “right” agent. 0

Corollary 3.9 UnlessP = RP, any polynomial time truthful VCG-based mechanism for combi-
natorial auctions is not reasonable.

Note that standard algorithmic techniques do not yield such anomalies. Thus, this corollary
suggests that it might be difficult to develop allocation algorithms which can be plugged into
truthful mechanisms.

We now show how to generalize our results to any affine-based mechanism. Given a tuple
a = (ag,...,an) We defineV to be the space of all types such that for any two different
allocationsr andy, g, (v, x) # ga(v,y).

Theorem 3.10 Consider an affine-based mechanism for the combinatorial auction problem de-
fined by an allocation algorithmk(.), an a tuplea = (ay, ..., a,). If the mechanism is truthful
thenk(.) maximizeg,(.,.) at V.

Proof:(sketch) The proof is similar to the proof of Theorem 3.2 and we thus only sketch it. Define
V and O similarly but w.r.t. the affine transformatiapn (.). Assume by contradiction that there
exist a type vectop such thatk(v) is not optimal inO. Lety be the optimal allocation in the
range®, andw € V such thatt(w) = y. According to Lemma 2.2 the utility of each agent is
maximized with the weighted welfarg, ((v*,w~%),.). Thus, it is possible to proceed similarly
to the proof of Theorem 3.2. Define a type vectosimilarly; then, start fromo and gradually
transform all agents to to get thatt(z) = y; then gradually transform all agents fronto v and
show thatt(v) = y — a contradiction. 0O

Open guestionsWe currently do not know whether theorems similar to Theorem 3.2 hold when
the valuations are bounded. We also do not know whether they hold when the allocation algorithm
is randomized or whether Bayesian versions of our theorems apply to the expected externality
mechanism [8] (an analog of VCG in the Bayesian model). We leave this to future research. We
conjecture that similar theorems apply to many other mechanism design problems.

3.2 Truthful VCG-based Mechanisms for Cost Minimization Problems

We now show that for many natural cost minimization problems, any truthful VCG-based mecha-
nism is either optimal or produces results which are arbitrarily far from the optimal. We start with
a sample problem.
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Multicast transmissions: A communication network is modelled by a directed graps (V, E).
Each edge is a privately owned link. The cost of sending a message along that edgeirgately
known to its owner. Given a soureec V and a sefl’ C V of terminals, the mechanism must
select a subtree rooted inthat covers all the terminals. The message is then broadcasted along
this tree. We assume that no agent owns a cut in the network.

Naturally, the goal of the mechanism is to select, among all possible trees, & titest
minimizes the total cost:}  .rt.. The goal of each agent is to maximize dsvn profit:
pt — Z(eeR owned byi) te. It is not difficult to see that this is a utilitarian mechanism design
problem.

This example was introduced in [11] (under a different model). It is motivated by the need to
broadcast long messages (e.g. movies) over the Internet. We now generalize this example.

Definition 11 (cost minimization allocation problem)
A cost minimization allocation problem (CMAR3 a mechanism design problem described

by:
Type space The type of each agenis described by a vectdw?, ..., vi ). We letm = 3, m;.

»Ymy

(In our multicast example’ corresponds to the negation of the cqs)

Allowable outputs Each  output is denoted by a bit vectorx =
(wd,.. . koot o2 ) € {0,1}™. We denote(xt, ...,z ) by x'. There

»¥mao s MMy, ? My

may be additional constraints on the s@t of allowable outputs. (In our example
corresponds to a tree in the network’s graph whegeequalsl iff the corresponding edge
is in the chosen tree.)

such that the following conditions are satisfied:

Unbounded costslf v' = (v,...,v" ;) describes a type for agentandw’ < v* (as vectors),
thenw' also describes a type.

Independence and monotonicityEach valuation! depends only ofis bitsz*. (In our example,
the agent valuation of a given tree depends only on its own edges in it.) If fﬂrzag'l < v;'-
then for every output, w'(z?) < v*(z?).

Forcing condition For every typey, an allowable output and a real numbet,
define a type[a] by

vlod; = { o otherwise

The forcing condition is satisfied if for every allowable outpyt #
limg—— o0 g(t(x),y) = —o0.
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Many natural decentralized task allocation problems in which the goal is to minimize the
total cost under given constraints belong to this class. In particular the reader may verify that our
multicast example is of this kind. Another example is the shortest path problem studied extensively
in recent years (e.g [26, 2, 9]).

Notation: For a typev we let g,,.(v) denote the optimal value ef. We denotey(v, k(v)) by
gr(v).

Definition 12 (degenerate algorithm)An output algorithmk is called degeneratéf the ratio

re(v) = % is unbounded. I.e. there exiss such thatr, (v) is arbitrarily large.

A degenerate algorithm is arbitrarily far from optimal both additively and multiplicatively.
Note that this should not be confused with the standard notion of an approximation ratio, as our
definition corresponds to a single problem. In particular the number of agents is fixed.

Theorem 3.11 If a VCG-based mechanism for a CMAP is truthful then its output algorithm is
either optimal or degenerate.

Before stating the proof let us illustrate it using the multicast transmission example. Suppose
that we start with a type vector that leads to a sub-optimal solution. If we raise the cost of an
edge, the utility of the owner cannot increase (due to the truthfulness and Lemma 2.1). We then
gradually raise the cost of all edges except the ones in the optimal tree. Still, the algorithm will
have to choose a sub-optimal tree. However, the cambtp$uboptimal tree is now arbitrarily high
while the optimal cost remains the same.

Proof: Letm = (k,p) be a non-optimal truthful VCG-based mechanism for a CMAP. Like in
Theorem 3.2 assume thgit(w) = P w!(k(w)). Letwv be a type vector such thatv) is not
optimal and lety = opt(v) be an optimal output.

We define a type by:

Zi' _ ’U;' |f y; = 1
J —a otherwise

whereq is arbitrarily large.
Consider the type sequence:

vo= (vi,...,v")
v = (24,0%,...,0")
v = (24...,2")

Claim 3.12 For all j, y = opt(v;).
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Proof: By definitiony is optimal forvg. Letx # y be an allocation. From the independence
condition, for allj, g(v;,y) = g(vo,y). From the monotonicityy(v;,z) < g(vo,z). Together,

9(vj, ) < gvo, z) < g(vo,y) = g(vj,y). O
Claim 3.13 g(v1, k(v1)) < g(v1,y)

Proof: Assume by contradiction that the claim is false. Sigcis optimal forwvq, this means
that g(v1, k(v1)) = g(v1,y). From independencey(vi,y) = g(vo,y). Recall thatk(vg) is
suboptimal sgj(vg,y) > g(vo, k(vp)). From monotonicity (we only worsen the type of agéht
g(vo, k(v1)) > g(v1, k(v1)). Thus, togetheg(vo, k(v1)) > g(v1, k(v1)) = g(v1,y) = g(vo, y) >
g(vo, k(vg)). In particular,g(vo, k(v1)) > g(vo, k(vg)).
Consider the case where agdrg type isv!' and the declarations of the other agents are

(v%,...,v™). According to Lemma 2.1, its utility when it is truthful equajévo, k(vg)). OnN

the other hand, when it falsely declarg's its utility equalsg(vo, k(v1)). Since we showed that
g(v1, k(v1)) > g(vo, k(vp)), this contradicts the truthfulness of the mechanism. 0O

Similarly, we obtain thatg(v,, k(v,)) < g(vn,y) = g(vo,y). By the forcing condition,
g(vn, k(vy,)) — —oo whena — oo. Thus, the algorithm is degenerate. 0

Corollary 3.14 UnlessP = NP, any polynomial time truthful VCG-based mechanism for an
NP-hard CAMP is degenerate.

O

Note that due to the revelation principle, the theorems in this section hold for any mechanism
where the agents have dominant strategies. Similarly to theorem 3.11, any mechanism which uses
VCG payments and has a non-optimal ex-post Nash equilibrium, also has equilibria which are
arbitrarily far from optimal.

We now show how to generalize this theorems in this section to affine based mechanisms.

Theorem 3.15 If an affine-based mechanisth, p) for a CMAP is truthful then its output algo-
rithm is either optimal or degenerate.

Proof:(sketch) The proof is almost identical to the proof of Theorem 3.11. +.bk a type such

that k(w) is not optimal w.r.t. to the corresponding affine transformatign We define a type
vector z similarly and consider a sequence of type vectors where each agent in turn changes its
type fromw’ to 2*. Due to the incentive compatibility and Lemma 2.2 , the utility of each agent
cannot increase meaning that the weighted welfgareemains sub-optimal. Due to the forcing
condition all outputs except the optimal have an arbitrarily high cost. This means that the algorithm
is degenerate. 0
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The compensation and bonus mechanism [20] identifies the utility of agents with the total welfare
similarly to VCG. l.e. the utility of an agent can be described similarly to Lemma 2.1. Thus, all
the theorems in this section can be applied to compensation and bonus mechanisms as well.

4 Second chance mechanisms

To date, affine maximization is the only known general method for the development of truthful
mechanisms. Therefore, the results in the previous section do not leave much hope for the devel-
opment of truthful mechanisms for many complex problems.

This section proposes a method for circumventing this problem. Consider a VCG-based mech-
anism. An immediate consequence of Lemma 2.1 is that the only reason for an agent to misreport
its type is to help the algorithm to improve the overall result. This leads to the intuition that if the
agentscannotimprove upon the underlying algorithm, they can do no better than being truthful.
We would like to exploit this special property of VCG-based mechanisms and construct mecha-
nisms which are “almost” truthful.

Givenanyalgorithm for the corresponding optimization problem we defines#w®nd-chance
mechanism based on it. This mechanism is a modification of the VCG-based mechanism where in
addition to their valuations, the agents are allowed to subpptal functionsAn appeal function
allows the agent to give the algorithm an input (vector of declared valuations) which is different
from the original input but without misreporting its type. When the agents behave truthfully, the
welfare obtained by the mechanism is at least as good as the one obtained by the algorithm’s
output.

We then formulate the rationale for truthfulness in second-chance mechanisms. Informally,
our argumentation is as follows: Under reasonable assumptions, in any situation in which the
agent believes it is beneficial for it to lie to the mechanism, it is better for it to report its actual type
to the mechanism and ask its appeatbh@ckwhether this lie is indeed helpful. Thus, the agent
can construct a truthful strategy such that it is not awamngfsituation in which another strategy
is better for it. We believe that this is a strong argument for truth-telling.

A generalization of our results to affine maximization and to compensation and bonus mecha-
nisms is straightforward .

4.1 The mechanism

In this section we formulate the second chance mechanism and its basic properties.

Definition 13 (appeal function)LetV = [], V; denote the type space of the agentsappeals
a partial functior? [ : V — V.

SAfunction f : D — R is calledpartial if Dom(f) C D.
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The semantics of an appéddl) is: “when the agents’ type vectoris= (v1,...,v,), | believe
that the output algorithrh(.) produces a better result (w.rd) if it is given the input (v) instead of
the actual input”. An appeal function gives the agent an opportunity of improving the algorithm’s
output. Ifv is not in the domain of(.), the semantics is that the agents does not know how to
cause the algorithm to compute a better result than).

The second chance mechanism is defined in Figure 4.1. It is a modification of VCG in which
the agents are allowed to submit appeal functions as well.

Before the execution The manager of the mechanism publishes the outcome determination algo-
rithm and a time limitl” on the computation time of each appeal.

Declaration Each agent submits a type declarationand an appeal functiofj(.) to the mecha;
nism. The appeals must adhere to the specified time limit.

Allocation Letw = (wj,...,w,). The mechanism computésw), k(I (w)), ..., k(l,(w)) and
chooses among these outputs the one that maximizes the total welfare (accordjng tg

Payment Let 6 denote the chosen output. The mechanism calculates the payments according to
the VCG formulaip; = 3-,; w;(6) + hi(w—i, ;) (whereh;(.) is any real function).

Figure 1: The second chance mechanism

Remarks The agents send programs that represent their appeal functions to the mechanism. These
programs are then executed by the mechanism. The mechanism can terminate the computation of
each appeal aftél’ units of computation (and refer to the vector of declaratiores if it is not in
the appeal’s domain). Thus, we can assume w.l.0.g. that all appeals adhere to the given time limit.
A discussion on the choice of the time limit and alternative representations of the appeal functions
appears in Subsection 4.3. We believe that it is possible to construct software tools and API’s that
will make the formulation of the appeals an easy task.

The functionsh?(.) do not play any role in the agents’ considerations as ekéy is inde-
pendent of’s actions. Until Subsection 4.4 it is possible to simply assume/ti{at = 0 for all 4.
In Section 4.4 we will use these functions in order to satisfy individual rationality.

Definition 14 (truthful action) Anactionin the second chance mechanism is a pait, ‘) where
w’ is a type declaration anét(.) is an appeal function. An action is callédithful if w® = v*.

The following observation is a key property of the mechanism.

Proposition 4.1 Consider a second-chance mechanism with an output algorithrRor every
type vecton = (vt ..., v"™), if all agents are truth-tellingg (v, 6) > g(w, k(v)).
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O

In other words, when the agents are truth-telling, the result of the mechanism is at least as good as
k(v). The proof is immediate from the definition of the mechanism. We now formulate an analog
of Lemma 2.1. The proof is similar to the lemma’s and is henceforth omitted.

Lemma 4.2 (second chance utilityConsider a second chance mechanism. dle¢ the chosen
output. Theutility of agenti equalsg((v?, w=?),6) + h*(w=%,17%).

O

Therefore, informally, it is beneficial for an agent to declafe# v* only if it either helps output
algorithmk(.) to compute a better result (w.r.t»?,w=")) or it helps one of the appeals of the
other agents.

Note that lying to a second-chance mechanism deyagean agent in two ways. First, it
can damage the output algorithiti). Second, it can cause the mechanism to measure the welfare
according to a wrong type vector and thus cause it to choose a lesser output.

Notation: We say that a second chance mechanisiftlisnited if the time limit it specifies is
T. Similarly, an algorithm is called@-limitedif its computational time never excee@sunits of
computation.

The following proposition is obvious.

Proposition 4.3 Consider al-limited second-chance mechanism. If the output algorithm of the
mechanism is als@-limited, the overall computational time of the mechanisi® (87").

4.1.1 Atoy example

Consider a combinatorial auction of two items. Suppose that dagahies the pair of items bj3

Million but values every single item by1 Million. Its type is therefore’ = {3,1,1}. Suppose

that the agent notices that the allocation algorithm often produces better allocations if it declares
w' = {3,0,0} (i.e. it hides its willingness to accept only one item). In a VCG-based mechanism
the agent may prefer to declaxé instead of its actual type. This might cause two problems:

1. Even when the others are truthful, there may be many type vectors the other agents,
for which declaringw’ damages the chosen allocation. 1g(v¢, w™), k((w', w™))) <

g((v',w™), k((v', w™))).

2. Even when this is not the case and every ageochooses a declaratiom’ such that
g((vh w0, k((wh,v™%)) > g((v*,w™?), k(w)), it may be that according to thactual
type vector the outputk(w) may be inferior tak(v) (i.e. g(v, k(w)) < g(v, k(v))).
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The second chance mechanism enables the ageinétikwhether declaring a falsified type would
yield a better result. Instead of declaring = {3, 0,0}, the agent can declare its actual type and
define its appeal aé(w’) = (w',w'~*). In this way the agent enjoy both worlds. In cases where
the falsified type is better, the mechanism will preféfw?, w=%)) over k((v',w~%)). In cases
where the truthful declaration is better, the mechanism will préfér’, w—?)). Note that the
mechanism allows an appeal to modify not only the declaration of the agent that submitted it but
the whole vector of declarations. This will allow us to provide a strong argument for truth-telling.

Possible variants of the second chance mechanisnOne alternative definition of the mecha-
nism is to let the agents submit outcome determination algorithms instead of appeals. Itis possible
to apply reasoning similar to ours to this variant. However, formulating such output algorithms
might be a demanding task for many applications. There are also some more delicate differences.

Another possibility is to define a multi-round variant of the mechanism: In the first round the
agents submit type declarations Then, at each round, each agent gets the chance to improve
the allocation found by the algorithi(w). The mechanism terminates when no agent improves
the current allocation. The strategy space of multi-round mechanisms is very complex. Yet, under
myopic behavior [23], arguments similar to ours can be used to justify truthful behavior. Such
arguments may explain the relative success of ad hoc mechanisms such as iterative VCG (IVG)
and AUSM reported in [3].

4.2 The rationale for truth-telling

This subsection formulates the rationale for truth-telling in second-chance mechanisms. We first
introduce the notion of feasibly dominant actiéisat takes into account the fact that the agents’
capabilities are limited. We then demonstrate that under reasonable assumptions on the agents,
truthful, polynomial time, feasibly dominant actions exist.

4.2.1 Feasible truthfulness

The basic models of equilibria in game theory are justified by the implicit assumption that the
agents are capable of computing their best response functions. In many games, however, the
action space is huge and this function is too complex to be computed, even approximately within
a reasonable amount of time. In such situations the above assumption seems no longer valid.

In this section we re-formulate the concept of dominant actions under the assumption that
agents have a limited capability of computing their best response. Our concept is meant to be used
in the context of one stage games, i.e. games in which the agents choose their actions without

5Both mechanisms are in the spirit of our second chance mechanism as they let the agents improve the allocation.
The actual rules of these mechanisms are complicated and are described in [3].
"We make a standard distinction between an action and a strategy — a mapping from the agent's type to its action.
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knowing anything about the choices of the others. The second chance mechanism is a one stage
game. In a nutshell, an action is feasibly dominant if the agent iswatre of any situation (a
vector of actions of the other agents) where another action is better for it.

Notation: We denote the action space of each agent A°. Given a tuplez = (a',...,a") of
actions chosen by the agents, we denote the utility of aigent.’(a).

Definition 15 (revision function) A revision functiorof agent: is any partial function of the form
bt A7 — Al

The semantics ob’(a~%) is “If | knew that the actions of the others ase?, | would choose
b'(a~") (instead ofa’)”. A revision function captures all the cases where the agent knows how it
would like to act if it knew the others’ actions. Note that optimal revision functions are standard
best response functions. When a vector of actiorisdoes not belong to the domain#f.), the
semantics is that the agent prefers to stick to its action.

Definition 16 (feasible non-regret)Leti be an agent)'(.) its revision function, and ~* a vector
of actions for the other agents. An actiahsatisfies théeasible non-regratondition (w.r.t.a "
andb’), if eithera " is not in the domain o’ or u*((b*(a~%),a™%)) < u'(a).

In other words, other actions may be better against but the agent is not aware of them or
cannot compute them when choosing its action.

When the revision function of the agent is optimal, a feasible non-regret is equivalent to the
standard non-regret (best response) condition.

Definition 17 (feasibly dominant action)Leti be an agentb?(.) its revision function. An action
a' is calledfeasibly dominanfw.r.t. b'(.)) if for everyvectora—* of the actions of the other agents,
a' satisfies the feasible non-regret condition (wa:t? andb?).

In other words, an action’ is feasibly dominant if (when choosing its action) the agent is not
aware of any action’* and any vector—* of the actions of the other agents, such that it is better
off choosinga’® when the others choose?. A dominant action is always feasibly dominant.
When the revision function is optimal, a feasibly dominant action is dominant.

Example In order to demonstrate the concept of feasibly dominant actions consider a chess
match in which Alice and Bob submit computer programs that play on their behalf. A pregram

is feasibly dominant for Alice if she is not aware of any possible program of Bob against which
she is better off submitting another program.

Definition 18 (feasibly truthful action) An actiona’ in the second-chance mechanism is called
feasibly truthfulif it is both, truthful and feasibly dominant.
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4.2.2 Natural revision functions which give rise to feasibly truthful actions

We showed that when the agents are truthful, the total welfare is atdéadt(v)). We also

argued that if a feasibly truthful action is available, the agent has a strong incentive to choose it.
This subsection demonstrates that under reasonable assumptions on the agents, polynomial time
feasibly truthful actions do exist.

Notation: We let L denote the empty appeal. Bw, 1) we denote an action vector where the
declaration of each agents w* and all the appeals are empty.

Definition 19 (appeal-independent revision function)A revision functiort’(.) is calledappeal
independenif every vector in its domain includes only empty appeals, i.e. fardlle dom(b?),
there exists a vectap—* such thata = = (w™¢, L).

We say that an appeal independent functiod #imited if its own computational time is
bounded byl" and so is every appeal function in its range.

The class of appeal-independent revision functions represents agents that only explore the
output algorithm (or alternatively, base their choice of action solely on the output algorithm). This
approach seems reasonable as the space of appeals of the other agents is huge with no apparent
structure. At least intuitively, it seems unreasonable that an agent will be able to lie in a way that
will improve the result of the appeals of the other agents with significant probability. Moreover,
as we commented, an agent has an obvious potential loss from misreporting its type.

Theorem 4.4 Consider a second-chance mechanism wiff+lmited output algorithm. Suppose
that an agent has d'-limited appeal independent revision function. For evéfy= Q(T), if the
mechanism i§”-limited, the agent has a feasibly truthful action.

Proof: Let b(.) be the agent's revision function. Define an appé@l) as follows. For ev-
ery vectorw™, let (w',7%) = b ((w™? 1)). Letw = (w’,w™"). Consider the outputs
01 = k(w) andos = k(7% (w)). We definel’(w) to be thebetter of the two outputs, i.e.,
l'(w) = argmax;j_1 2 g((v',w™?),0;). Intuitively, I’(.) checks whether declaring’ is helpful
for the agent.

Claim 4.5 o' = (v',1?) is feasibly truthful.

Proof: If not, there exists a vectar* = (w~*, 1) in the domain ob’(.) such thatu(a’,a~*) <
u(b(a=?),a™?). Letb'(a™?) = (w', 7). Recall that according to Lemma 4.2, the agent’s utility is
equivalent to the total welfarg((v¢, w~*), 0) of the chosen output (up to adding’(.) which is
independent of the agent’s actions).

Consider the case where the agent’s actioi(is~). Let 6 denote the chosen output in this
case. According to the definition of the mechanigns,taken from the sefto;, 02} and the welfare
is measured according to the declaratien

23



When the agent chooses the truthful actidnthe output (denoted) is chosen among the
outputsoy = k((v',w=%)) (from the definition of the mechanism), and both, o, (from the
definition of I?). This is asupersetof the set outputs of the first case. Moreover, the output is
chosen according to the “right” type vectar’, w—*). Thus,g((v},w™%),5) > g((v,w™?),0)
implying that the agent has a higher utility in the second case — a contradiction. 0

It remains to show thdt(.) is Q(7')-limited. This is obvious as bottk,.) and7?(.) areT-limited.
This completes the proof of the theorem. 0

Given the revision function of the agent, it is easy to construct the apfdepdefined above
(i.e. construct the program that computes it). Thus, if the agent has such an appeal independent
function, it can guaranteéself a feasibly dominant action.

A more general class of revision functions can be found in the Appendix. Interestingly, there
is a tradeoff between the generality of the class and the time limit which suffices for feasible
truthfulness.

4.3 Remarks on the choice of the time limit

Subsections 4.2.2 and A.1 demonstrate two natural classes of revision functions under which the
agents have polynomial time feasibly truthful actions. We do not claim that every revision function
in practice will fall into these categories. Yet, it is plausible that this will be the case in many
applications. In general, there exists a tradeoff between the generality of the class of the revision
functions and the time limit required for feasible truthfulness. In particular, without any time limit,
submitting an optimal appeal is dominant. On the other hand, it is plausible that small time limits
will suffice in practice. We leave a more comprehensive study of this tradeoff to future research.

An interesting future direction is to develop representations of the appeal functionsl#tat
the time limit imposed on each agent to its actual revision function. One possibility is to represent
the appeals by decision trees where the agents are required to supply for eaclalggfe vector
va, SUCh that the algorithm’s result is strictly improved when it is gigR) instead of the actual
inputv,. v, proves to the mechanism that computational time required to compute the ieaf
indeed needed in order to represent the agent’s revision function. A related possibility is to allow
the agent to purchase additional computational time.

Currently, we do not know whether every polynomial class of revision functions guarantees
the existence of polynomial feasibly truthful actions. If an agent has substantial knowledge of the
appeal space of the other agents, it may be able to find a falsified declaration that causes “typical”
appeals to produce better results. In such a case, it may be beneficial for an agent to lie. We do not
know whether such knowledge will exist in practice. If yes, it may be possible to overcome this
by allowing the agents to submit meta-appeals, i.e. functions that let the agents modify the input
of the appeals of the other agents. We leave this to future research.
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4.4 Obtaining individual rationality

A basic desirable property of mechanisms is that the utility of a truthful agent is guaranteed to
be non-negative (individual rationality). In this section we construct a variant of second-chance
mechanisms that satisfies this property.

Let gop:(v) denote the optimal welfare obtained when the type vector.i¥Ve shall assume
that for each agent there exists a type’ such that for every = (v!,...,v"), gopt((v?, v7%)) <
gopt(v). We call such a typéowest In a combinatorial auction for example, the lowest type is
defined by the zero valuatiari(s) = 0 for every combination of items.

The Clarke mechanism ([6]) is a VCG mechanism in whi¢hw ™) = —go: (v, w™). l.e.
pH(w) = > w! (opt(w)) — gopt (v, (w™")). In other words, each agent pays the welfare loss
it causes to the society. Thus, it is natural to define the payment of a VCG-based mechanism as
3w (opt(w)) — g((v',w ), k(2 w))).

Like truthfulness, individual rationality may not be preserved when the optimal algorithm in
the Clarke mechanism is replaced by a sub-optimal one. In order to fix this we need to ensure that
the result of the algorithm will not improve when the declaratidnis replaced by the lowest type

V"

Definition 20 (lowest type closure) Given an allocation algorithmk(w) we define its
lowest type closurek as the best allocation (according tas) among the outputs

(k(w), k(0" w™)), ... k(" w™))).

Since,k(.) callsk(.) n times, ifk is T-limited, thenk is O(nT)-limited.

Claim 4.6 For everyw, g(w, k(w)) > g((v*,w™), k((v', w™))).

v

Proof:  Since k(v', (w™")) is one of the candidate outputs that tests, g(w, k(w))
g(w, k((v', w=7))). Since by the definition o, g(w, k((v',w))) > g((vi,w?), k(v’,w ™))
the claim follows.

O

Definition 21 (second-chance-IR)Given an allocation algorithnk(w) and a time limitT" we
define the correspondingecond-chance-IR mechanisas the second chance mechanism with
output algorithmk(.), time limitT, and for every agent i (w™%) = —g((v*, w™?), k((v}, w™?))).

The utility of a truthful agent in the above mechanism equals = g(w,0) —
(', w8, k((v', w™))) > g(w, k(w)) — g((v, w™?), k((v*,w™?))) > 0. Therefore, the mech-
anism satisfies individual rationality.
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A d-bounded revision functions

The class otl-bounded revision functions represents agents which in addition to the output al-
gorithm explore a polynomial family of potential appeals of the other agents. This class is a
generalization ofi-limited appeal-independent functions.

Definition 22 (d-bounded revision function) We say that a revision functidi(.) is d-bounded
if the following hold:

1. The revision functioh(.) is O(n%)-limited.
2. Let
L={l;| 3" wst. (w™, (I, 17%77)) € Dom(b")} | {li |3 (w™",17%),w's.t. (w', 1) = b ((w™",17"))}

be the family of all appeals which appear in either the domain or rang# (©f. Then
L] = O(n?).

3. There exists a constaasuch that every appeale L is cn?-limited.

Theorem A.1 Consider a second-chance mechanism with((m?)-limited output algorithm.
Suppose that an agent hasiébounded revision function. For eveyf = Q(n?9), if the mecha-
nism isT”’-limited, the agent has a feasibly truthful action.

Proof: Leti be the agent and Iét be its revision function. We again use a simulation argument
in order to define the appe#l.). For every vectot—* we compute the following outputs

1. oy = k(w)

2. Similarly the the proof of Theorem 4.4, &t = {7, ... 71} be the family of all appeal
functions which are in the domain or the rangebbf for all j = 1,...|L| defineo; =

k(7j(w)))-

28



3. Definel(w) = argmaxg> ;> 9((v',w™"),0;) as the output with the maximum welfare
according tav?, w—*) among all the outputs defined above.

Claim A.2 [*(.) is n?-limited.

Proof: W.l.0.g. the running time of(.) is bounded by:n?. Otherwise, we will raise the constant.
According to the definitions the appéalperformsn? + 1 computations, each requires at most
cn® time units. Thus, the overall computation takes at nst>?). 0O

Claim A.3 o' = (v, 1") is feasibly truthful.

Proof: Assume by contradiction that there exists an action veetdrin dom(b?) such that
u((at,a=?) < u((b'(a?),a?).

Consider the case when the agent choé4es ) = (w', 7°). The mechanism takes the output
o6 that maximizes the welfare (accordinguad from the following setS of outputs:

1. op = k(w)
2. 0j = k(l;(w)) for everyj # 1, i.e. the result of the appeals of the other agents.

3. 0; = k(t"(w))

When the agent chooses the outputs are measured according to the “right” type vector
(vi,w™%). Moreover, it is taken from the followingupersetof the outputs inS:

1. o} = k((v;,w™?)) (from the definition of the mechanism).

2. 0 = k(1;((v;,w™?))) for everyj # i, i.e. the result of the appeals of the other agents.
(Also, from the definition of the mechanism.)

3. o} = k(7(w)) for everyr € L. Sincea™" is in the domain ob', this set includesll the
outputs of the formk(i;(w)) from the case wheréchoosed’(a~*). It also contains the
result of its own appeat’(w).

4. k(w) (from the definition of’(.)).

Let 6 be the chosen output in this case. Since the set of outputs in the second case is a superset of
the first,g((vi, w™*),8) > g((vi,w™?), o). According to Lemma 4.2 the utility of the agent when
choosinga’ is thus higher than when choositida—?) — a contradiction. 0O

This completes the proof of Theorem A.1. 0O

Like in the case of appeal-independent functions, the theorem gives a prescription for constructing
an appeal that guarantees the agent a feasibly dominant action.
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