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Abstract

This paper addresses several basic problems inspired by the adaptation of economic mechanisms,
and auctions in particular, to the Internet. Computational environments such as the Internet offer
a high degree of flexibility in auctions’ rules. This makes the study of optimal auctions especially
interesting in such environments. We present an upper bound on the revenue obtained by a seller in
any auction with a fixed number of participants, and we show that this bound may be a least upper
bound in some setups. We further show that the revenue obtained by standard auctions (e.g., English
auctions) approaches the theoretical bound, when the number of participants is large. Our results
heavily rely on the risk-aversion assumption made in the economics literature. We further show that
without this assumption, the seller’s revenue (for a fixed number of participants) may significantly
exceed the upper bound if the participants are sufficiently risk-seekiB§00 Elsevier Science B.V.

All rights reserved.
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1. Introduction

The Internet exhibits forms of interactions which are not captured by current studies and
theories in Economics. The highly distributed nature of the Internet, the relatively easy
access to trades carried out in remote locations, and the ability of defining various types
of Internet trades by individual users, lead to new kind of settings for which new theories
should be developed and evaluated.

The Internet is a distributed environment where self-interested parties may interact. The
strategic interaction among agents is a major topic of study in microeconomics [8] and
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gametheory [5]. In particular, the design of protocols for strategic interactions is the subject
of the field termednechanism desigb,8,16]. Research on strategic aspects of multi-agent
activity in Artificial Intelligence has grown rapidly in the recent years. Work in Al has
mostly concentrated on the design of protocols for agents’ interaction. Hence, work in Al
shares much in common with work on mechanism design in Economics (see, e.qg., [2—4,7,
18,20]). In addition, the idea of using microeconomic tools for problem solving has also
been the subject of market-oriented approaches to distributed planning [22]. Many basic
principles and ideas for the design of multi-agent Al systems grew up from the mechanism
design literature. Much of the research in mechanism design has been devoted to the study
of auctions [10,12,15,17,23]. There are two reasons for that. One is the popularity of
auctions as selling mechanisms, and the other is the understanding that many of the features
studied in the auctions literature shed light on other economic mechanisms [5]. Evidently,
auctions have turned to be most popular mechanisms in electronic commerce as well, and
the number of different auctions carried out in the Internet is huge.

In an auction a good is sold to a single buyer taken from a set of potential buyers (or
more generally, several goods are sold to a set of agents), according to some bidding
rules and rules for determining the auction’s outcome (i.e., the winner and the prices
to be paid). There are several auctions that have been found to be representative ones,
and which are most widely used in Economic trades. Basic theories regarding these
auctions have been developed and few basic results on the seller’s revenue in different
types of auctions have been obtained (e.g., [12,15]). Some preliminaries regarding basic
auction theory will be presented in the next section. Given the popularity of auctions in
the Internet, and their fundamental role in Economic theories, the adaptation of auction
theory to computational settings becomes a task of considerable importance. Naturally,
when one considers trade in computational settings, he may wish to consider the effects
of computational bounds on agents’ behavior in auctions. This is the approach taken for
example in [19]. However, as we show, the computational setting also suggests the need
for a careful study of basic issues in economics that have (somewhat surprisingly) been
neglected.

The Internetis a computational setting, with flexible software which is used by relatively
sophisticated users. This makes the study of optimal auctions (e.g., [9,16,17]) highly
relevant to this setting. In an optimal auction the seller chooses an auction mechanism
that maximizes her revenue in equilibrium. A major claim against using optimal (non-
standard) auctions is that they are hard to handle, but given the computational environment
this task becomes much more reasonable and doable. All that is needed in order to
define and manage a new kind of auction is a simple software; typical Internet users
will have little problem in participating in such auctions. Indeed, the reader may easily
find in the Internet various novel modifications of existing auctions. This leads to the
following central questions. What is an upper bound on the revenue one can obtain by
an optimal auction, can it be obtained in certain cases, and can it be obtained by classical
auctions?

We show:

(1) The expected highest valuation of an object from the point of view of the participants

is an upper bound on the expected gain a seller can obtain in any auction with risk-
averse (and in particular with risk-neutral) agents. This result is not obvious given
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that the bids of agents in equilibria (in some relatively standard auctions) may be
higher than their actual valuation for the good. This result solves a basic problem in
the theory of optimal auctions.

(2) There are cases (information structures) in which the above-mentioned upper
bounded is a least upper bound.

(3) If the number of participants is large, the seller’s expected revenue in an English
auction approaches the upper bound.

Another basic characteristic of electronic commerce is the relatively high risk for the
buyers, and in particular the doubtful commitment power of the seller. This suggests that
one may wish to relax the assumption that the buyers are risk-averse (or risk-neutral)
agents, that is (always) taken in economics. How does the expected revenue of the seller
(in relatively standard auctions) change when we remove the risk-aversion assumption?
We show:

(4) Without the risk-aversion assumption, there exists an auction mechanism (a third-
price auction) in which the seller can obtain a revenue that is higher than the
expected highest valuation for the good.

In Section 2 we introduce some preliminaries. In particular, we describe the classical
model of auctions. In Section 3 we present an upper bound on the revenue obtained by
the seller in any auction for risk-averse (or risk-neutral) agents. We also show that there
are cases where the above-mentioned upper bounded is a least upper bound. In Section 4
we also show that this upper bound can be almost matched in English auctions when
the number of agents is large enough. In Section 5 we discuss the potential need for
modeling agents as having a risk-seeking attitude, and show that in this case a third-price
auction can lead to a seller’s revenue that is higher than the previously mentioned upper
bound.

2. Preliminaries

Consider a seller who wishes to sell a particular good, where thereagents denoted
by 1, 2, ..., n who wish to buy this good. An auction is a procedure in which participants
submit messages (typically monetary bids) for the gddbhe auction’s rules specify the
type of messages, and as a function of the messages submitted by the participants they
determine the winner and the payments to be made by the participants (to the auction
organizer). Formally, armuction procedurgor an auction mechanisjnfor n potential
participants with the namegd, 2, ..., n} is characterized by four parametess, g, c, d,
where M is a set of messageg, = (g1,...,g,) With g;: M" — [0, 1] for all i and
Yorqgi(m)<1lforallm,andc=(c1,...,cn);d = (d1,...,dy) With ¢;,dj: M" — R
forall i, j. Participant submits a message; € M. Letm = (m1,mo, ..., m,) be avector
of messages, then the organizer conducts a lottery to determine the winner, in which the
probability thati is the winner equalg; (m). The winner, sayj, paysc;(m) and every

2These messages can also refer to complete strategies. Hence, the analysis does not refer only to one-shot
interactions.
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other participant paysd; (m). It is assumed tha¥ contains the null messagewhich is
interpreted as non-participation. It is further assumed that i ¢, theng; (m) = ¢; (m) =
d;(m) = 0. An auction procedure snonymoud its rules do not depend on the names of
the players. More precisely, for every one-to-one functiofl, 2, ..., n} — {1, 2, ..., n},

Jitmz@y, Mz, ..., Mgw)) = fr@(mi, mz, ... ,my),

where f stands forg, ¢, or d. In this paper we deal only with anonymous auction
procedures.

Classical auction theory associates a (Bayesian) game with each auction procedure
and analyzes the behavior of the agents under the equilibrium assumption. In order to
associate a game with an auction procedure we have to define two additional parameters,
the information structure and the utility functions of the players in the game. In this paper
the information structure is given by a vectBr= (F)i_, of distribution functions on
R. Let (v;)?_, be mutually independent non-negative random variables such that the
distribution of v; is Fj, that is, F;(v) = Prol(v; < v). If v; = v;, v; is interpreted as
the maximal willingness to pay of Agentand it is called the type of.2 The unique
probability measure induced b, on R, is denoted byP;. Let P denote the product
probability measure ofP;)!_; onR’; and letP_; denote the product probability measure
defined by(P)) jen\iy on RV whereN = {1,2, ..., n}. The utility structure is given
by a vectoru = (u;)7_,; of utility functions for money. Agent has the utility function
u; :R — R, normalized withy; (0) = 0. It is assumed that; is increasing and that Agent
is an expected utility maximizer. It is further assumed that if Agentith the typev;
receives the item and pays, his utility is u; (v; — x;). Agenti is risk-averseif u; is a
concave function. A risk-averse agent weakly prefers a certain amount to a lottery whose
expected payoff equals this amount. Agers risk-neutralif u«; is linear. Such an agent
is indifferent between a lottery and its expected payofigenti is risk-seekingf u; is
convex. Astrategyfor agenti is a measurable functian : R, — M, whereb; (v;) is the
message submitted bywhen his type ig;. We identify two strategies afthat coincide
almost surely with respect tg;.

Let b = (b1, b2, ...,b,) be ann-tuple of strategiess is in equilibrium if for every
agenti and for almost every; (with respect toP;), the expected utility of agent
given that his type is; and given that each agepf j # i, usesb; is maximized over
m; € M atm; = b; (v;). Before expressing the above verbal description with the appropriate
formulas we remark that this definition makes sense only if certain technical conditions are
imposed on all functions under discussion. For simplicity we do not explicitly present

SWe use the independent-private-value model of information. There exist more complicated information
models in which an agent does not know his own type, and/or the agents’ types are correlated [12]. We believe
that the independence assumption is the right one in the Internet auctions setup where there are many anonymous
participants.

4 Notice that a risk-neutral agent is a specific instance of a risk-averse agent. A risk-neutral agent has (up to an
increasing linear transformation) a specific utility functian(f) = x), while the set of concave utility functions
that represent risk-averse agents is huge. In fact, the standard assumption in Economics is that agents/buyers are
risk-averse, and the assumption of risk-neutral agents is taken only as an approximation to risk-averse agents, for
mathematical convenience.
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these conditions. For a vector of strategied = (b;)icy We denoteb_; = (b)) =i,
for v e Rﬁ we denoteb(v) = (b1(v1), b2(v2), ..., b,(v,)) and for agent we denote
b_i(v_;) = (bj(v)))j=i- Thus,bis in equilibrium if for every agentand for almost every
typev; (with respect tap;),

WTE% Ep_; (ui(vi — ci(mi, b_))gi(mi, b_i) 4+ ui (—di(mi, b)) (1 — gi(mi, b_)))
is attained atn; = b; (v;), whereE p_, denotes the expected value operator with respect to
P_;. Some pathological auction games do not possess equilibrium strategies. In this paper
we do not deal with auction games that are over complicated in the sense that they do
not possess an equilibrium. To summarizeaaation games a 4-tupleG = (n, A, F, i),
wheren > 2, A is an anonymous auction procedure fopotential participantsF is an
information structure, andis a utility structureG is calledinformation-symmetrit there
exists a distribution functio&” such thatF; = F for all i. G is calledutility-symmetricif
u; =u; foralli, j.

Under the equilibrium assumption (i.e., the assumption that economic agents use
equilibrium strategies), if the auction ganse= G (n, A, u, F) has a unique equilibrium
profile b = (b1, bo, ..., b,), then the seller expected revenue in equilibrium is denoted by
Rg. Thatis,

n
RG=Ep (Z (8 ()ci(B) + (L= gi(b))d; (b>)>.
i=1
When the auction game has more than one equilibrium profile, we denof;bihe
revenue of the seller in the worst case, that is the greatest lower bound of the revenues
obtained in some equilibrium. As we said, we do not consider auction games that are over
complicated in the sense that they do not have an equilibrium. Consider a fixed number
of participants:, a fixed information structur&, and a fixed vector of utility functions

with u; = u for all i andu(x) = x for all x. Myerson [15] solved the optimality problem
maxs Rg and in addition he showed that if the distribution functions are the uniform
distributions on bounded intervals, an optimal auction procedure is a second-price auction
with an appropriate reservation price determined by the information structure. Maskin and
Riley [9] investigated the optimality problem with a fixed symmetric information structure
and a fixed symmetric utility structure in whialy = u for all i, andu is a concave
function. Their results indicate, that if an optimal solution exists, it should involve a very
sophisticated auction procedure.

2.1. Classical auction mechanisms

In this section we discuss some classical auction mechanisms and show how they can be
described in the framework mentioned above.

5 For example, no problem arise if we assume a discrete model in which the messag¥f spéicéte and each
v; takes only finitely many values. In the economic literature it is common to deal with a continuous setup and to
require smoothness conditions. In particular, it is assumed that the utility functions and the distribution functions
are twice continuously differentiable.
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First-price auctions

One of the most popular auction mechanisms is the first-price auction. In such an
auction, each participant submits a bid in a sealed envelop. The agent with the highest
bid wins the object and pays his bid, all other participants pay nothing. Ties are broken
with some lottery mechanism. In a first-price auctidfi,= R, U {¢}, and forx e RY,
gi(x) =0, if x; <w)=maxx;: j e N}, andg;(x) = 1/k(x) if x; =w(x) andk(x)
denotes the number of agent$or whichx; = w(x). Also, ¢; (x) = x; andd; (x) = 0.5 1n
the next section we will use the standard equilibrium analysis of first-price auctions that
we now present: We assume that all agents are symmetrie u) and F; = F for all i,
and thatF is supported in the intervdD, 1] in the sense tha¥'(0) =0, F(1) =1, and
F’(x) > 0 for all x € [0, 1]. It can be shown that i is twice continuously differentiable,
u'(x) > 0 for all x, andu/u’ is increasing, then there exists a unique equilibrium,
(b1,b2,...,by) = (s,s,...,5), wheres is the unique solution of the differential equation
defined o0, 1] by (see [17]):

u—s@)F'(v)
w'(—s@)F)’

In particular, if the agents are risk-neutral afdx) = x is the uniform distribution on
[0, 1], thens(v) = ((n — 1)/n)v for all v € [0, 1].

sS)y=m-1) s(0)=0.

k-price auctions

In ak-price auction each participant submits a bid in a sealed envelop, the winner is the
one with the highest bid and he pays #highest bid in the vector of bids. For example,
in a second-price auction if the three highest bids wer® Hnhd 8, then the winner is the
one whose bid was 10, and he pays 9. However, if the highest bids were 10, 10, 9, then
the winner is selected with a probability 0.5 from the two agents with the bid of 10, and
he pays 10. It can be easily verified (and it is well known) that in a second-price auction,
the strategie®; (v;) = v; are in equilibrium for every information and utility structures.
k-price auctionsk > 3 have the interesting feature that in equilibrium the agents overbid
(See [6,13,14,23]) That iﬁi(vi) > ;.

English auctions (ascending auctions)

The English auction is the most popular open auction. In such an auction, there is an
initial reservation price (which can be zero) and at each time every player can increase the
bid publicly. The auction is over if for a certain (fixed in advanced) time period no one
increases the bid. The agent with the last bid wins the object and pays the last bid. Such
an auction, like all other open auctions, is analyzed in the framework described above
by defining the message spakk to be the set of strategies (protocols) in the dynamic
game induced by the mechanism. Though formally, participants do not actually have to
submit a protocol, it is obvious that had they have to do it, they will submit their true

61f the seller announces a participation fee-of 0, thenc; (x) = x; 4 ¢ andd; (x) = c.
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protocol, because this protocol is optimal with respect to their beliefs concerning the
behavior of the other participants. The precise formulation of the dynamic game associated
with the auction procedure is not an easy task. Milgrom and Weber [12] provided one
such formulation for a modification of the Japanese variant of the English autctibis.
interesting to note that English auctions (at least in the variant (and setup) discussed in [12])
are equivalent to second-price auctions in the sense that for every vector of types, both
auctions yield the same winner and the same payoffs to the organizer. In particular, the
seller’s revenue in both auctions is identiéal.

Dutch auctions (descending auctions)

In a Dutch auction, the auctioneer initially calls for a very high price, and then
continuously lowers the price until some bidder stops the auction and claims the good
for that price. Dutch auctions are strategically equivalent to first-price auctions, and in
particular, the expected revenue of the seller in both auctions coincide.

3. An upper bound on the seller’'s expected revenue

In this section we supply an upper bound on the expected revenue obtained by the
seller in any auction for risk-averse agents. We will be able to show that no matter how
sophisticated an auction mechanism is, although agents may have bids that are higher than
their actual evaluation of a goddthe seller’s revenue cannot be higher than the expected
highest valuation for this good of the auction’s participants. We further show that there
exists an information structure for which our bound is a least upper bound.

Theorem 1. Let G = (n, A, F, ) be an auction game with risk-averse participants that
possesses an equilibrium. Then for every equilibrium strategy ptofil€b1, bo, ..., b,),

the expected revenue of the seller from the auction is bounded by the expected highest type.
Thatis,

Rg <Ep (max(ﬁl,ﬁz, . ,’l'f,,)).

Proof. Consider agent who participates in the auction, and denote the expected revenue
from agenti by R;. If agenti is of typewv;, then his expected utility; (v;) when bidding
b(v;), while the bidding strategies of the other agentsiarg # i, is given by:

Bi(v)) = Ep_, (ui (vi — i (bi(vi), b—;))gi(bi (vi), b—i)
+ ui (—d; (bi(vi). b—i)) (1 = gi (bi (vi), b—;))).

7In the Japanese variant, the price is raised continuously, and a bidder who wishes to be active at the current
price presses a button. When he releases the button, he has withdrawn from the auction. We do not know the
source of the term “Japanese” used in [12].

8 This equivalence principle does not hold if we do not assume the independence of types (see [12]).

9 See the discussion &fprice auctions in the previous section.
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As i can always choose not to participate we conclude thét;) > 0. Becausay; is
concave (i.e.y; (ax + (L — ay) > au; (x) + (1 — a)u; (y)), we have that
Ep_; (ui ((vi — ci(bi (i), b—i))gi (bi(vi), b;)
+ (—=di (bi (vi), b—i) (1 — gi (bi (vi), b—;)))) =
Becausey; is concave, Jensen inequality (i.e.(E(-)) >
ui(Ep_; ((vi — ci(bi(vi), b-i))gi (bi(vi), b—;)
+ (=di (bi(vi), b—i) (1 — gi (bi(vi), b-i))))) = 0.
Becausey; is increasing and; (0) =0,
Ep_;((vi — ci(bi (i), b—i))gi (bi(vi), b—;)
+ (—=di (bi (vi), b—i) (1= gi (bi(vi), b—;)))) = O.

Let R;(v;) be the expected revenue from Agengiven that his type i;. The last
inequality yields

Ri=Ep,(R) < Ep(Tigi(h)).

0
E(u;(+))) implies that:

Therefore
n n
RG=> Ri<Ep (Z Vigi (b)) < Ep(max()l,),
i=1 i=1
becaus§ ! ;5 (b)) <1. O

We now show that when eadf; is the uniform distribution on a given bounded interval,
then the upper bound of Theorem 1 is a least upper bound (l.u.b.).

Proposition 1. Letn > 2. Let A be the first-price auction mechanism feparticipants.
Let0< A < B < o0, and letF = (F;)?_; be the symmetric information structure in which
F; is the uniform distribution ovefA, B] for all i. Then

SUPR, 4 7z = Ep(Max(0)}_y).
u
whereu ranges over all utility structures of risk-averse agents for which the associated
auction game possesses equilibrium.
Proof. By Theorem 1,
SUPR(, s 7y S EP (max(0)}_y)-
u
We show that equality holds in the above inequality when there are two participants
(n = 2), and eachF;, i =1, 2, is the uniform distribution ovel0, 1]. The proof of the

general case is similar. For every> 2 consider the auction gangg,, in which the utility
functions satisfyt; = u,,, i =1, 2, where

up(x)=1—e "™ foreveryx e R.
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We will show that whenn approaches infinity the expected gain in the auction gé&ipe
approache# p (max(v1, v2)). From the equilibrium equation for first price auction given
in Section 2 we can deduce that the auction gamgepossesses a unique equilibrium
(b1, bo) such that; = s, for all i and

1 — @ mw=sm(v))

1
Sm (U) = mve_m(v—smv) ’
Therefore,
, anv _ el"Sm(U)
Sm(U) = mve’"sm(v) s
or
(vgmsmy — v,
As s, (0) =0,
1 enr—1
sm(v):—ln( ) O<v<l.
m mv

Let omax= max{v1, 2}, then the expected revenue of the selleRjs= E (s, (Vmax)). AS
the distribution ofomax is G (v) = v2, we have that

1

R, = /sm (v)2v dv.
0

Using standard calculus techniques, it can be shown @) < v and that liny,— oo s;, (v)
=v for all v € [0, 1]. Therefore, by the Lebesque’s convergence theorem,

1
lim Rm Z/ZUZdU = E(’U\max)

m—>00
0

Hence, SUPR, 4 Fry = E(Vmay). O

4. Almost optimal auctions

Consider a seller who wishes to conduct an auction in a setup with many potential buyers
(e.g., the Internet). The seller knows the number of potential participmts well as the
symmetric information structure. That is he knowsuch thatF; = F for all i. However,
he cannot possibly know the utility structure. In order to maximize his revenue, the seller
may behave as a Bayesian agent, that is he can assign a probability to each possible vector
of utility functions and compute his expected revenue for each possible auction procedure.
Even if the seller can assign a “reasonable” probability distribution over utility structures,
the Bayesian approach cannot be considered as a practical solution because of the very high
level of computational complexity. Another possible solution is to assume that all agents

100ur results can be extended to the case of random number of participants. See Section 7.
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are risk-neutral in their relation to money in the relevant range and to use Myerson'’s result
mentioned in Section 2. That is, to conduct a second-price auction with an appropriate
reservation price. In this section we show that wheis supported in a bounded interval,
this approach makes sense, not only because it is the best the seller can do in the risk-
neutral case, but rather because the second-price auction procedure is almost optimal for
every utility structure of risk-averse agents if the number of participants is sufficiently
large.

Assume that the distribution functignsatisfiesF (A) = 0, F(B) = 1, F is continuously
differentiable in[A, B], andF'(x) > O for everyx € (A, B). Let (v;)?2, be a sequence of
i.i.d. random variables, where ea¢his distributed according t&". We denote by},
the first-order statistics (that is, the highest type) @f)!_;, and we denote byz,, the
second-order statistics (that is, the second-highest type)rRkgt= E (v,a,) denote the
expected value of the first-order statistics amori@st!_,, and letRg, .= E (vis) denote
the expected value of the second-order statistics. It can be shown that for every utility
structure(u;);_,, the second-price auction game with the symmetric information structure
given by F' has a unique equilibrium in whidhy (v;) = v; for everyv; € [A, B]. Therefore
the expected revenue of the seller in this game eqR@ls Thus, the expected revenue of
the seller in a second-price auction game does not depend on the utility structure.

Theorem 2. Let0 < A < B < oo. Let F be a distribution function oR. that satisfies
F(A)=0, F(B) =1, and F'(x) > 0 for everyA < x < B. Let (v;)?2, be a sequence
of independent and identically-distributed random variables. For every> 2, let A,
be the second-price auction mechanismifqrarticipants, letF (n) = (Fi, ..., F,) be the
information structure fom participants in whichF; = F for everyl <i < n, and let
u(n) = (u;n);_, be asequence of utility functions.

Then

whereG,, is the second-price auction game A,, F(n), u(n)).

Proof. As Rg, = R%., we have to show that

n

jim see _ g

n—00 Rﬁlax
Without loss of generality we can assume that B] = [0, 1]. We will prove that both,
liMm;, o0 Rmax =1 and lim,—. o Riec= 1. By the Lebesque’s dominance convergence
theorem it suffices to show that ljm o vf,4 = 1 almost surely and that limn, o vigc= 1
almost surely. It can be easily deduced from Theorem 1 [21, p. 251], that a sequence of
random variablegX,);° ; converges to a random variabteif for every 0< ¢ < 1,

oo
> Proff|X — X,| > ) < oo.
n=1
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It can be easily verified that the distribution function g, is F(x)", and that the
distribution function ofv.is nF (x)"~1 — (n — 1) F(x)" (see, e.g., [1]). Therefore, for
O<e<l1

oo oo
ZProdl— Umax = €) = ZF(l—e)" < 00,

n=1
and

D Probl—vlec>e) =) (nF(l—e)" ' —(n—DF(L—e)") < oo,
" n=1

becausd(1—¢) <1. O

As English auctions are equivalent to second-price auctions, Theorem 2 (combined with
Theorem 1) shows that in the information-symmetric independent-private-value model,
when agents are risk-averse, the optimal expected revenue can be almost obtained in an
English auction, when the number of agents is large enough (which one may expect in
Internet auctions). Moreover, this result holds uniformly for all utility structures, in the
sense that the number of participants that is needed to guaraogtEmality does not
depend on the utility functions of the participants.

Our results have also an interpretation which is somewhat complementary to the famous
revenue equivalence principle [15]. The famous revenue equivalence theorem implies that
we can not improve upon the revenue obtained in classical auctions when the agents are
risk-neutral. Our results tell us that this implication is almost true in a setup with many
participants (e.g., Internet auctions) and arbitrary utility structures of risk-averse agents
(which is the most general case discussed in the literature).

5. Risk-seeking agents

The number of Internet auctions grow relatively fast, and various modifications for
the classical auctions are considered. However, as we have shown, under the classical
assumptions made in Economics one can not go far in optimizing the seller’s revenue.
In this part of the paper we wish to consider a different kind of setting that may explain
some of the phenomena that occur in the Internet setting, and which explore the potential
of obtaining a revenue that is higher than the highest participants’ valuation.

Indeed, most of the Internet auctions are English auctions, which are known to be
strategically equivalent to second-price auctions. There used to be some Dutch auctions
(which are strategically equivalent to first-price auctions) but they seem to disappear. On
the other hand, a central theorem of auction theory is that the expected revenue obtained
by the seller in first-price auctions is greater than her expected revenue in second-price
auctions, assuming the agents are risk-averse [9,17]. So, how can one explain this situation?
One way of explaining the related phenomena is by considering participants that are risk-
seeking rather than risk-averse. Although this assumption does not appear in classical work
in Economics, it may make sense in the Internet setting. Indeed, in the Internet setting
agents attempt to buy items that they can not really see, and that are sold by an unknown
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seller, and with no real commitment of the seller. On the other hand, the buyers need to
reveal their credit card information. Although we do not formally argue for this point,
we believe that the modeling of agents as having a risk-seeking attitude rather than risk-
aversion attitude should be treated carefully and seriously. In another paper [13] we discuss
the risk-seeking assumption and show that if the agents are risk-seeking then second-price
auctions lead to higher revenue to the seller than first-price auctions. We wish now to
re-consider our upper bound on the seller’'s revenue in view of this different modeling
perspective. Technically, the only difference from the previously mentioned setting, is that
in the case of risk-seeking agents the utility function will be convex rather than concave.

It is well known that a risk-neutral seller can sell lottery tickets with negative expected
gainto a risk-seeking agent and obtain as a result very high gains. Our aim here is different.
We wish to show that a value that is higher than the upper bound obtained, can be achieved
in what can be considered as standard auctions. In particular, we consider the third-price
auction, which is another (less studied) instanck-pfice auctions [6,14,23].

We will discuss the equilibrium set of a third-price auction with three participants
(n = 3) in which F; = F for all 1 <i < 3, whereF is the uniform distribution on
[0, 1]. We assume that each participant uses the utility funatjog w,, « > 1, where
we (x) = x whenx <0, andwgy (x) = ax for x > 0. By a slight modification in the proof
of Theorem AT in [14]! it can be shown that a continuous functigndefined on0, 1]
constitutes a symmetric equilibrium strategy in the auction game if and osjydj = 0,
s¢ Is increasing, and

v

/ wa(v — sa(t)) dr=0

t=0
for everyv € [0, 1]. Solving this integral equation yields the unique solution:
se() =1+ Ja)v, vel0,1].

Because of the simple structure of the utility functions, it can be showr(&hah,, b3) =
(Sa» So» S¢) IS @lso the unique continuous equilibrium in this game. We do not know whether
there exists non-continuous equilibrium in this game. Hence we have:

Theorem 3. A third-price auction for risk-seeking agents can lead to an expected revenue
which is higher than the expected highest participant’s valuation for the good.

Proof. Assuming that the participants use continuous strategies, we have shown above that
the expected revenue of the seller in the third-price auction described above is
Ry = (1+Va) - E(vg),

where E (vf3)) is the expected value of the third-order statistics (i.e., the expected value
of the type of the agent with the third-highest evaluation). As,lim, R, = oo, for
sufficiently largex, R, > E(max(v1, v2,03)). O

11This theorem is proved under the assumption that the utility functions are twice continuously differentiable.
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Actually, in our case the expected first-order statistics /4, 3vhile the third-order
statistics is 14. Hence, ifa > 4 we get the desired result. Notice that if the agents are
extremely risk-seekingy is big), then the seller can extract a very high expected revenue
in this game.

6. Remarks and conclusion

Other information structures. Theorem 1 can be extended to the general information
structure case, where the players’ types are correlated, and a player does not necessarily
know his own type. We don’t know under which conditions Theorem 2 remains valid in
this case.

Random number of participantslt is not reasonable to model Internet auctions under
the assumption that the number of participants is fixed and commonly known. However,
since we use the independent-private-value model of information, all our results can be
easily extended to the case in which the number of participants is randomly determined
(see [11]).

Conclusion. This paper has addressed several basic issues in the adaptation of economic
mechanisms to computational and artificial environments, such as the Internet. There is
much left to be done. Our upper bound can be refined in order to discuss particular classes
of auctions and utility functions, and our result about risk-seeking agents can be further
elaborated in order to find the optimal auction for risk-seeking agents. We believe that the
introduction of the related issues, which have led to non-trivial and somewhat unpredictable
results, clarify the importance and necessity of the related studies, and serve as essential
steps in the adaptation of economic mechanisms to computational environments.
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