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Communicated by A. Fiat technology function maps the outcomes of the individual tasks to the project’s outcome.

The principal induces a Nash equilibrium on the agents’ actions through payments which
are conditioned on the project’s outcome and the main challenge is that of determining the
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c?;rvliotrgzory Nash equilibrium that maximizes the principal’s net utility, namely, the optimal contract.
Mechanism design Babaioff, Feldman and Nisan study a basic combinatorial agency model for this setting,
Hidden action and provide a full analysis of the AND technology. Here, we concentrate mainly on

OR technologies that, surprisingly, turn out to be much more complex. We provide a
complete analysis of the computational complexity of the optimal contract problem in
OR technologies which resolves an open question and disproves a conjecture raised by
Babaioff et al. While the AND case admits a polynomial time algorithm, we show that
computing the optimal contract in an OR technology is NP-hard. On the positive side, we
devise an FPTAS for OR technologies. We also study series—parallel (SP) technologies, which
are constructed inductively from AND and OR technologies. We establish a scheme that
given any SP technology, provides a (1 + €)-approximation for all but an €-fraction of the
relevant instances in time polynomial in the size of the technology and in the reciprocals
of e and €.

© 2012 Elsevier B.V. All rights reserved.

1. Introduction

We consider the setting in which a principal motivates a team of rational agents to exert costly effort toward the success
of a joint project, where the actions of the agents are hidden from the principal. The outcome (usually, success or failure
of the project) is stochastically determined by the set of actions taken by the agents and is visible to all. As agents’ actions
are invisible, their compensation depends on the outcome and the principal’s challenge is to design contracts (conditional
payments to the agents) as to maximize her net utility, given the payoff that she obtains from a successful outcome.

The problem of hidden actions in production teams has been extensively studied in the economics literature [11,14,
19,12,20]. More recently, the problem has been examined from a computational perspective [9,1,4,2,13,6,3,5]. This line of
research complements the field of Algorithmic Mechanism Design (AMD) [16,15,18,8,17] that received much attention in
the past decade. While AMD studies the design of mechanisms in scenarios characterized by private information held by
the individual agents, our focus is on the complementary problem, that of hidden-action taken by the individual agents.

A preliminary version has appeared in the Workshop on Internet and Network Economics, 2009.
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The model. We use the model presented in [1] (which is an extension of the model devised in [21]). In this model, a principal
employs a set! N of agents in a joint project. Each agent i takes an action a; € {0, 1}, which is known only to him, and succeeds
or fails in his own task probabilistically and independently. The individual outcome of agent i is denoted by x; € {0, 1}. If the
agent shirks (a; = 0), he succeeds in his individual task (x; = 1) with probability 0 < j; < 1 and incurs no cost. If, however,
he decides to exert effort (q; = 1), he succeeds with probability 0 < §; < 1, where §; > y;, but incurs some positive real
cost ¢; > 0.

A key component of the model is the way in which the individual outcomes determine the outcome of the whole project.
We assume a monotone Boolean function ¢ : {0, 1}" — {0, 1} that determines whether the project succeeds as a function of
the individual outcomes of the n agents’ tasks (and is not determined by any set of n — 1 agents). Two fundamental examples
of such Boolean functions are AND and OR. The AND function is the logical conjunction of x; (@(x1, ..., X)) = Ny Xi),
representing the case in which the project succeeds only if all agents succeed in their tasks. In this case, we say that the
agents complement each other. The OR function represents the other extreme, in which the project succeeds if at least one
of the agents succeeds in his task. This function is the logical disjunction of x; (¢(x1, . .., X,) = \/,cy %i), and we say that the
agents substitute each other.

Given the action profile a = (ay,...,a,) € {0, 1}" and a monotone Boolean function ¢ : {0, 1}" — {0, 1}, the
effectiveness of the action profile a, denoted by f (a), is the probability that the whole project succeeds under a and ¢ according
to the distribution specified above. That is, the effectiveness f (a) is defined as the probability that ¢ (x4, ..., x,) = 1, where
x; € {0, 1} is determined probabilistically (and independently) by a;: if a; = 0, then x; = 1 with probability y;; ifa; = 1, then
x; = 1 with probability §;. The monotonicity of ¢ and the assumption that §; > y; for every i € N imply the monotonicity
of the effectiveness function f, i.e., if we denote by a_; € {0, 1}"~! the vector of actions taken by all agents excluding agent
i (namely, a_; = (ay, ..., ai_1, Gi+1, - - - , ay)), then the effectiveness function must satisfy f (1, a_;) > f(0, a_;) for every
i e Nanda_; € {0, 1}"!. Note that it is inherent to our model (in fact, the model of [ 1]) that the effectiveness f (a) consists
of a “probabilistic component” that determines the individual outcomes x4, ..., x, and a “deterministic component” that
maps these individual outcomes to success or failure of the whole project.

The agents’ success probabilities, the costs of exerting effort, and the monotone Boolean function that determines the
final outcome define the technology, formally defined as the five-tuple t = (N, {y;}I_;, {8i}\_;, {ci}[_;, @), where N is a (finite)
set of agents, y; (respectively, &;) is the probability that x; = 1 when agent i shirks (resp., when agent i exerts effort), where
8; > ¥, ¢ is the cost incurred on agent i for exerting effort, and ¢ : {0, 1}" — {0, 1} is the monotone Boolean function that
maps the individual outcomes x4, . . ., X, to the outcome of the whole project. We sometimes abuse notation and refer to
the Boolean function ¢ as the technology. It is important to emphasize that the technology is assumed to be known by the
principal and the agents.

Since exerting effort entails some positive cost, an agent will not exert effort unless induced to do so by appropriately
designed incentives. The principal can motivate the agents by offering them individual payments. However, due to the non-
visibility of the agents’ actions, the individual payments cannot be directly contingent on the actions of the agents, but rather
only on the success of the whole project. The conditional payment to agent i is thus given by areal value p; > 0 that is granted
to agent i by the principal if the project succeeds (otherwise, the agent receives 0 payment).?

The expected utility of agent i under the profile of actions a = (ay, ..., a,;) and the conditional payment p; is p; - f (a)
ifa; = 0,and p; - f(a) — ¢; if a; = 1. Given a real payoff v > 0 that the principal obtains from a successful outcome of
the project, the principal wishes to design the payments p; as to maximize her own expected utility defined as U,(v) =
f(a) - (v — D ien pi), where the action profile a is assumed to be at Nash-equilibrium with respect to the payments p; (i.e.,
no agent can improve his utility by a unilateral deviation). As multiple Nash equilibria may (and actually do) exist, we focus
on the one that maximizes the utility of the principal. This is as if we let the principal choose the desired Nash equilibrium,
and “suggest” it to the agents. The following observation is established in [1].

Observation. The best conditional payments (from the principal’s point of view) that induce the action profile a € {0, 1}" as
a Nash equilibrium are p; = 0 for agent i who shirks (a; = 0), and p; = ﬁ for agent i who exerts effort (a; = 1), where
Ai(a_;) = f(1,a_;) — f(0, a_;). (Note that the monotonicity of the effectiveness function guarantees that A;(a_;) is always
positive.)

The last observation implies that once the principal chooses the action profile a € {0, 1}", her (maximum) expected
utility is determined to be U,(v) = f(a) - (v — p(a)), where p(a) is the total payment (in the case of a successful outcome
of the project), given by p(a) = Zi|a,-:1 ﬁ Therefore the principal’s goal is merely to choose a subset S C N of agents
that exert effort (the rest of the agents shirk) so that her expected utility is maximized. The agent subset S is referred to as
a contract and we say that the principal contracts with agent i if i € S. We sometimes abuse notation and denote f(S), p(S)
and Us(v) instead of f (a), p(a) and U, (v), respectively, where ¢; = 1ifi € S and q; = 0if i ¢ S. Given the principal’s payoff
v > 0,acontract T C N is said to be optimal if Uy (v) > Us(v) for every contract S C N.

While finding the optimal set of payments that induces a particular set of agents to exert effort is a straightforward task
(and can be efficiently computed), finding an optimal contract for a given payoff v > 0 is the main challenge addressed in this

1 Unless stated otherwise, we assume that N = [n], where [n] denotes the set {1, ..., n}.
2 we impose the limited liability constraint, implying that the principal can pay the agents but not fine them. Thus, all payments must be non-negative.
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paper. Given a technology t = (N, {yi}lL, {8}, {ci}l;, @), we refer to the collection of contracts that can be obtained as
an optimal contract for some payoff as the orbit of t (ties between different contracts are broken according to a lexicographic
order?). Once the contract S C N is chosen, the expected utility of the principal Us(v) = f(S)(v — p(S)) becomes a linear
function of the payoff v. Therefore each contract S corresponds to some line in R?. It follows that computing the orbit of t is
equivalent to identifying the (positive) top envelope of the line collection {Us(-) | S € N} in R?.

It is easy to see that for sufficiently low payoffs, no agent will ever be contracted while for sufficiently high payoffs, all
agents will always be contracted. Therefore the trivial contracts ) and N are always in the orbit. Let v¥ = inf{lv > 0 |
N is optimal for v}. Clearly, the trivial contract N is optimal for every v > v* and the infinite interval (v*, o0) does not

exhibit any transitions in the orbit. We refer to the payoffs in the interval (0, v*] as the relevant payoffs.

Our results. Multi-agent projects may exhibit delicate combinatorial structures of dependencies between the agents’
actions, which can be represented by a wide range of monotone Boolean functions. In the two extremes of this range reside
two simple and natural functions, namely AND and OR, which correspond to the respective cases of pure complementarities
and pure substitutabilities. These are arguably the two most fundamental interrelations between agents’ actions.

The AND case was fully analyzed in [1]. In particular, it was (implicitly) shown that the optimal contract of any AND
technology can be computed in polynomial time. In contrast, the OR case was left unresolved to the most part. Specifically,
one of the main open questions raised in [ 1] asked whether the optimal contract problem on OR technologies can be solved
in polynomial time.

We provide a complete analysis of the computational complexity of the optimal contract problem on OR technologies.
Our first theorem, established in Section 2, addresses the hardness of this problem. Note that aside from establishing the
computational hardness of the problem, our analysis implies the existence of OR technologies which admit exponential-size
orbits, thus refuting a conjecture raised in [1].

Theorem 1. The problem of computing the optimal contract in OR technologies is NP-hard.* The problem remains NP-hard even
for the special case in which c; = 1and §; = 1 — y; for everyi € N.

This hardness result is complemented by an approximation scheme in Section 3.2.

Theorem 2. The problem of computing the optimal contract in OR technologies admits a fully polynomial-time approximation
scheme (FPTAS).

In fact, the FPTAS devised in Theorem 2 is based on a more general scheme, developed in Section 3.1. This scheme can be
applied to a generalization of AND and OR technologies, referred to as series—parallel (SP) technologies that we now turn to
define.

SP functions are monotone Boolean functions defined inductively as follows. The uni-argument identity function is
considered SP. Consider two SP functions ¢; : {0, 1} — {0, 1} and ¢, : {0, 1} — {0, 1}. The Boolean functions
o A @ {0, 1) — {0, 1}, defined as the logical conjunction of ¢; and ¢, and ¢; V ¢, : {0, 1}"+t" — {0, 1},
defined as the logical disjunction of ¢; and ¢;, are also considered SP. We refer to the former (respectively, the latter) as
a series composition (resp., a parallel composition) of ¢, and ¢,, hence the name series-parallel. Since series and parallel
compositions are associative, it follows that the class of SP Boolean functions is indeed a generalization of both AND and OR
Boolean functions. SP Boolean functions are of great interest to computer science. For instance, they play an important role
in combinatorial games due to their equivalence to game trees (AND-OR trees).

General SP technologies are considerably more involved and the approximability of the optimal contract problem on
such technologies remains an open question. However, an interesting insight into this question is provided by a scheme
that approximates all but a small fraction of the relevant payoffs. The following theorem is established in Section 3.3.

Theorem 3. Given an SP technology t and two real parameters 0 < €, € < 1, there exists a scheme that on input payoff v > 0,
either returns a (1 + €)-approximate solution for v or outputs a failure message, in time poly(|t|, 1/¢, 1/€). Assuming that
F C R. is the set of reals on which the scheme outputs a failure message, it is guaranteed that® f0°° 1p(v)dv < €v*, where 1f is
the characteristic function of F.

It may be the case that the hardness of the optimal contract problem on SP technologies is somehow “concentrated”
exactly in those payoffs which cannot be reached by the scheme of Theorem 3. However, if an instance of the problem
is chosen uniformly at random out of the “relevant instances”, then with high probability our scheme provides a good
approximation for this instance. (Recall that the trivial contract N is optimal for any non-relevant payoff.) In fact, the payoffs
v on which the scheme of Theorem 3 outputs a failure message belong to a small (polynomial) number of sub-intervals of
(0, v*]; by making the parameter € smaller, we decrease the guaranteed bound on the size of each such sub-interval.

It is interesting to contrast the aforementioned results with the observable-action case, where the agents’ actions are not
hidden and may be contracted on, which admits a polynomial time algorithm for SP technologies [7].

3 This implies that there are no two contracts with the same effectiveness in the orbit.

4 The hardness is established via a polynomial time Turing reduction.
5 Recall that v* = inf{v > 0 | N is optimal for v}.
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Finally, we obtain a positive result regarding the general case. Consider an arbitrary technology t and let § be a collection
of contracts. Given some real « > 1, we say that § is an a-approximation of t’s orbit if for every payoff v, there exists a
contract S € 4 such that Us(v) > UTT(”) where T is optimal for v. The following theorem, which guarantees the existence of
a polynomial size collection approximating t, is established in Section 3.4.

Theorem 4. For every technology t = (N, {y;}l_;, {8:}1_;, {ci}iLq, ) and for any € > 0, the orbit of t admits a (1 + €)-
approximation of size poly(|t|, 1/¢).

Unfortunately, in the case of arbitrary technologies (as opposed to OR technologies) we do not know how to construct
the approximating collection efficiently.

2. NP-hardness of OR technologies

In this section, we establish the NP-hardness of the optimal contract problem on OR technologies.
Theorem 1. The problem of computing the optimal contract in OR technologies is NP-hard.
We start with a high-level description.

Overview. We present a polynomial time Turing reduction from X3SAT (Problem LO4 in [10]) to the problem of computing
an optimal contract for an OR technology. A 3-CNF formula ¢ is solvable under X3SAT if there exists a truth assignment for
the variables of ¢ that assigns true to exactly one literal in every clause. The X3SAT problem is known to be NP-hard even
if the literals in ¢ are all positive. Given a 3-CNF formula ¢ with m clauses and n variables in which all literals are positive,
we construct an OR technology t = (N, {yj}f:f, {8]};’:15, {cj}f:f, ¢) such that (1) the agent set N contains n + 5 agents, (2)
the cost incurred on agent j for exerting effort is ¢; = 1for everyj € N,and (3) y; = 1 — §; for every j € N. The construction
is designed to guarantee that by performing O(n) queries, each revealing the optimal contract for some carefully chosen
payoff, we can decide whether ¢ is solvable under X3SAT. ' .

Let W = {0, 1,2, 3}™2 x {0, 1}2. Each agent j € N is assigned with a vector W = (u, ..., u}, ;) € W.The first n
agents correspond to the n variables of the 3-CNF formula ¢ and affect coordinates 1, ..., m in a manner that reflects the
appearance of their corresponding variables in the m clauses. The additional 5 agents affect coordinates 0, m+1, m+2, m+3
and are provided for the sake of analysis. We extend the assignment of vectors to sets of agents (a.k.a. contracts) in a natural
way: given a contract S € N, we define the vector u5 = Zjes w. (Note that different contracts may be assigned with the
same vector.) The assignment of vectors to contracts guarantees that the formula ¢ is solvable under X3SAT if and only if
there exists a contract S with vectoru® = (1, ..., 1).

The parameters of {y; ]'-‘;5 and {Sj}}‘:f are defined as follows. Consider the vector X = (X, ..., Xnt+3) in W. Let o (x) =
o (X
S 4! and fix o = 4°(™2)_ The evaluation of x is defined to be 7 (x) = (1 + i) ® - pme2 . 5%me3 Let e = %, where

K is a sufficiently large constant.

We would have wanted to fix y; = 1 —§; = 7(W) - € for every j € N. Unfortunately, the standard binary representation
of (W) may be much larger than the binary representation of ¢ for some j, and in particular, exponential in m. To overcome
this obstacle, we use a carefully chosen estimation of T (W), so that on the one hand, the desired properties of the evaluation
function are preserved, and on the other hand, the binary representation of y; (and §;) is polynomial in m. In particular,
the choice of{y,-};‘:f and {5;}}’:]5 guarantees that for every two contracts S, T C N, f(S) > f(T) if and only if |S| > |T| or
|S| = |T| and u® is lexicographically smaller than u’.

We argue that if some contracts S with uS = (1, ..., 1) exist, then at least one of them is in the orbit. This is done as
follows. A vector X = (xo, ..., Xmy3) is said to be protected if X;,.2 = X3 = 1. The key lemma of our proof asserts that
any contract assigned with a protected vector X cannot be dominated by any two contracts assigned with different vectors.
Following some standard geometric arguments, we conclude that the contracts assigned with X cannot be dominated by
any set of (other) contracts. More formally, for every 0 < k < n + 5, we denote ¥(x) = {S € N | u’ = xand |S| = k}, and
show that for any protected vector X, if ¥ (X) is not empty, then at least one contract in ¥ (x) is in the orbit. In particular,
assuming thatx = (1, ..., 1), if ¥, (X) # ¥, then there exist a contract S € W, (X) and a payoff v such that S is optimal for
vy

‘ Computing the payoff v; for every 1 < k < n + 5 remains our ultimate challenge. To achieve this goal, we define two
additional vectorsw = (2, 1,1,...,1) € Wandy = (0, 1, 1, ..., 1) € W. The choice of the additional vectors guarantees
that if ¥, (x) is not empty, then neither are ¥ (y) and ¥, (w). Suppose that ¥, (x) # ¢ and fix )L,‘{”’x = max{v[S,T] | S €
Y (w)and T € ¥ (x)} and )\z’y = min{v[S,T] | S € ¥(x) and T € ¥, (y)}, where v[S, T] is the intersection payoff of S
and T, i.e., Us(v[S, T]) = Ur(v[S, T]). We show that the optimal contract for every kkw"‘ <v < A;:’y must be in ¥, (x). The
analysis is completed by identifying some payoff )\}f‘x <y < AZ‘y such that the binary representation of v} is polynomial

inm.
The decision whether the formula ¢ is solvable under X3SAT is now carried out as follows.Fork = 1, ..., n+5, we query
on the optimal contract Sy for the payoff v;. If u’k is of the form (1, ..., 1) for some k, then ¢ must be solvable. Otherwise,

there does not exist any such contract and ¢ is not solvable.
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i o [1 ]2 ] | m [m+1][m+2][m+3]
wl,. w0 W =1 if i€l; and ul =0 otherwise 0 0 0

u*| 0 0 0 1

w0 0 0 0 1

ut| 0 0 1 0 0

uP| 1 0 1 0 0

uC| 2 0 1 0 0

Fig. 1. The n + 5 vectors representing the n + 5 agents of the technology. The first n agents correspond to the n variables of the 3-CNF formula ¢, and the
additional 5 agents are assigned with the vectors u®, u?, u#, u? and u€.

The reduction. We now turn to describe the reduction in detail. Let W = {0, 1, 2, 3)m+2 % {0, 1)%. Each agent j € N is
assigned with a vector W = (i}, ..., u’m+3) € W. The first n agents correspond to the n variables of the 3-CNF formula ¢.
Assuming that variable j appears in clauses I C {1, ..., m} (always as a positive literal), the vector W is defined so that
u, =1ifi € Ijandu, = 0ifi ¢ I}forevery0 <i <m+3(thusuy =u, , =w, , =u, 5 =0)

Agentsn +jforj=1,...,5 are provided for the sake of the analysis. To avoid cumbersome indexing, we denote n + 1
and n + 2 by o and g, respectively, and n 4+ 3, n + 4 and n + 5 by A, B and C, respectively. Agents « and § are assigned
with the vectorsu® = (0,...,0,1,0) € Wandu® = (0,...,0,0,1) € W, respectively. Agents A, B and C are assigned
with the vectors u® = (0,...,0,1,0,0) € w,uf = (1,0,0,...,0,1,0,0) € Wandu® = (2,0,0,...,0,1,0,0) € W,
respectively (see Fig. 1). Observe that the first n agents affect coordinates 1, . .., m, agents « and g affect coordinates m + 2
and m + 3, and agents A, B and C affect coordinates 0 and m + 1.

We extend the assignment of vectors to sets of agents (a.k.a. contracts) in a natural way. Given a contract S € N, we
define the vector u¥ = Zjes w. As each clause in ¢ contains (at most) three variables, and by the definition of the vectors
u?, uf, u?, uf and u, it follows that u> € ‘W for every contract S  N. Observe that different contracts may be assigned
with the same vector in ‘W.

The reduction relies on the following fact: the formula ¢ is solvable under X3SAT if and only if there exists a contract S

withvectoru® = (1, ..., 1) € 'W.Tojustify this fact, note that there exists a truth assignment that assigns true to exactly one
variable in every clause of ¢ if and only if there exists a contract S € [n] such thatu® = (ug, 1, 1, ..., 1ty q, Uy 5, Uy 3),

whereuy = w3, = u;, ., = u5,,; = 0. Agents «, B and B can be added to S, thus setting uy = u;,, = U5, , = w55 = 1,

without affecting any other coordinate. We will show that if such a contract exists, then it is optimal for some payoff v*
which will be determined later on.

Vector evaluations. We now turn to define the parameters y; and §; of the agents. For that purpose, we first have to define
a couple of functions that map the vectors in ‘W to the reals. Consider the vector X = (xo, . . ., Xm3) in 'W. Let

m+1

o(X) = Z x4l
i=0

and fix ;. = 4°™+2)_The partial evaluation of X is defined to be

1 o(X)
Tp(x) = (1 —+ ;)

and the full evaluation of X is defined to be
T(X) = 7p(X) - M2Xm+2 . M5Xm+3_

Observe that 7(X) = 17,(X) if X2 = Xjny3 = 0.

Let e = u™*, where « is a sufficiently large constant (independent of m and n) that will be determined later on. We
would have wanted to define the effectiveness factors of the OR technology by fixingy; =1—-6; =t (W) - € foreveryj € N.
Unfortunately, the standard binary representation of 7 (w) may be much larger than the binary representation of ¢ for some
Jj, and in particular, exponential in m. We handle this obstacle by estimating the vector evaluations as follows.

N5
Note that since x; < 3 forevery0 < i < m + 1, and since u > (Zf:gl 3. 4’) , it follows that © > (o (x))° for every

X € W. The partial evaluation of X can be rewritten as 7,(X) = Z]”:%) (”;")) w, thus

k—1

UEDD (UEX))“*j o) ()

=0

forany 0 < k < o (x). Moreover, t(x) < (14 0(u~*))u’. Fix x = 21’ (so that x > t(x) for every vector x € W).

Given a vector X = (xo, ..., Xm43) € W, let 5(x) = Y2047 (79) 5 = 7,0 — 0(™7) = 1,(0) — O(ep™)

and T(x) = 7,(x) - p2m2 . >n3 = (x) — O(e). Note that the size of the binary representation of T(x) is polynomial
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(linear actually) in m. The technology t is now determined by fixing

yi=1-8=7W)e = t(W)e — 0(e?) (2)
forallj € N.

Next, we establish some important properties of the vector evaluations. We impose a lexicographic order on the vectors in

W: the vector X = (Xo, . . . , Xm+3) is lexicographically greater than the vectory = (yo, .. ., Ym+3) if there exists a coordinate

0 <j <m+ 3suchthatx; = y; for everyi > jand x; > y;. Clearly, for any two vectors X, y € ‘W, the full evaluation of X is
greater than the full evaluation of y if and only if X is lexicographically greater thany.

Proposition 2.1. LetX = (g, ..., Xmy3) andy = (Yo, - - -, Ym+3) be two vectors in ‘W such that x is lexicographically greater

than y. The difference ©(x) — t(y) satisfies (i) if Xm2 7 Ym+2 OF Xmt3 7 Ym+3, then T(X) — T(y) = (1 + 0(1))p>m+2F5¥ms3,
and (i) if Xm42 = Ym+2 ANd Xmy3 = Y3, then pme2t5mes=1 < 7(x) — 7(y) < O(u>m+2H5m3=@/2)),

Proof. The bound in (i) follows immediately from the definition of full evaluation as the partial evaluation is 1 + o(1). To
establish (ii), note that since 7(x) > t(y) although x;,1» = Ym42 and X3 = Ym43, we must have 7,(x) > 7,(y). By the

definition of partial evaluation, it follows that zgi =(1+ M’l)g(x)ﬂ(w. hence 1+pu~! < 2’;—2;; < 1+ 0(u=*%). Therefore
T =nMA+pT =) < X -5y < WA +0w ) —1) < o)

The proof is completed as 7(X) — t(y) = /szm+2+5"T"+3(rp (x) —1p(y). O

Let S C N be some contract and assume that |S| = k > 0. Let v be the maximum among all constants hidden in the O
notation of (2), thatis, T (W)e — y; < ve? for every j € N. By the definition of OR technologies, we have

fo =1-TJa-& [Ta-w

jes jeN-S
=1-[]e(z@)—0@) [] (1-€(r@) —0e)))
Jjes jeN=s
) n+5 n4+ 5
— 1—fkl_['f(ul)_Z(_l)lfl<+l'o<le< | ))
Jjes 1=1

n+5
1— T(us)fk _ ;(_1)l€k+l .0 (UIX (n —;' 5)) .

2
Taking € < ( ) guarantees that

1

v (n+5)
fS) =1— @)k + 0 172), (3)

Following a similar line of arguments, we conclude that f (%) = O(e'/?). The next proposition can now be established.

Proposition 2.2. Let S, S’ C N be two contracts and let k = |S|, kK = |S’|. Then f(S) < f(S') if and only if (i) k < k’; or
(i) k = K and T (u®) > 7(u®).

Proof. The first claim follows immediately from (3) by taking € < x ~!. For the second claim, note that by (3), it is sufficient
to prove that T(u®) — 7(u%') = w(e'/?). This is guaranteed due to Proposition 2.1 by taking € < p©=2. O

Adirect consequence of Proposition 2.2 is that f (S) = f(S’) ifand only if |S| = |S’| and u’® = u®’. The conditional payment
to the agents in S, where |S| = k, can now be expressed as

1
PO =2 i)

Jjes

= [1- t@h)ek £ 0 D) — 14 r @)k £ (k1)

jes
= [t ekt £ ok V2)] ™
jes
1 1—k (3/2)—k
= e + O(e )
Jjes ‘L'(ll )

=Y 15 _el7k £ 0(e®/H7k),
: T(w)



62 Y. Emek, M. Feldman / Theoretical Computer Science 452 (2012) 56-74

where S —j denotes the contract S —{ j} and the last equation follows by taking € < (n45)~*. Define 7 (S) = ) ;. v~ ' (u*7),
so that

p(S) = 7 (S)e'™* + 0¥, .,

Note that 7 (S) < |S| for every contract S C N since each term in the sum is smaller than 1.
Let S C N be some contract and assume that |S| = k > 0. By plugging (3) and (4) into the definition of utility, we get

Us(v) = (1—1@)e" £ 0("1?)) (v — m(S)e' ™ £ 0P 7))
=v—7)e"F+0E®P*) — r(W®)vek + 7 (S)T(W)e £+ O(x (u¥)e>?)
+ 0(vekT /2y £ 0( (S)€*/?) + 0(7/%)
=v—7(S)e"F = r(u’)ve* £ 0(e®P7K) £ O(vekt1/2)y,
where the last equation is guaranteed by taking € < ((n 4+ 5)x)~*>. For the empty contract, we have p(¥) = 0 and
Uy(v) = v - 0(e'/?).
Consider two contracts S, T C N. Assuming that f(S) # f(T), we refer to the payoff on which the lines Us(-) and Ur(-)

intersect as the intersection payoff of S and T, denoted v[S, T], namely, Us(v[S, T]) = Ur(v[S, T]). The next lemma correlates
the intersection payoffs to the size of the contracts and to the vectors representing the contracts.

Lemma 2.3. LetS,S’ C N be two contracts such that f (S) # f(S'). Define k = |S| and k' = |S’|. The intersection payoff v[S, S']
satisfies (i) if 0 < k = K/, then

1ok T(S) — 7 (S) £0(?)

ST = ) — e £ o)

and (ii) ifk # k', k, k' > 0, then
9(6(5/4)7k—k’) <[s.5'] < 0(6(3/4)471().
(Observe that the case 0 = k = k' is irrelevant as there is only one empty contract.)

Proof. Assume without loss of generality that k < k'. Suppose first that k > 0. By comparing the utilities of S and S’ on
payoff v[S, §'], we get
() + r(W®)u[s, S'le* £ 0(e®VF) £ O[S, S'1e* /)
= 7(S)e' ¥ + T @[S, S'1e¥ £ 0(e®PK) £ 0(v[S, S'1K T2y |
hence

n(s/)el—k’ _ n(s)el—k + 0(6(5/4)4(’)
r(us)e" _ t(us/)e"’ + O(€k+(1/2))

v[S,S'] =

By setting k = K/, (i) is established. Otherwise, if 0 < k < K/, then, by taking ¢ < min{(n 4+ 5)72, x 2}, we get

m (SNl L0 (S £ 0

5,5 = _ TE)£0E€ ™)
VS Sl = S o 1)~ ¢ rd) £0E R

(3)
It remains to consider the case 0 = k < k’. Once again by comparing the utilities of S and S’ on payoff v[S, S’], we have
u[S, §'] = (e ™K — z (@ )uls, §'1eX £ 0(e®P7K) £ 0(v[S, S'1KTD) = u[s, '] 0("/?),
hence, by taking € < x 2, we get

()€K £ 0(e®/H7K)

U[S,S/] = 1= 0(61/2)

The bounds in (ii) are established by taking ¢ < (max{(n+5), x})™*. O
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Protected vectors. Let X = (X, ..., Xnt+3) be a vector in ‘W. We say that x is protected if X, 2 = xny3 = 1. For every
0<k<n+5let¥(x) ={S CN|u =xand|S| = k}. We argue that if x is a protected vector in ‘W, and if ¥ (x) # @,
then at least one contract in ¥ (X) is in the top envelope of the line collection {Us(-) | S € N}. We first establish some
bounds related to 7 (-).

Proposition 2.4. Let S C N be a contract. If u’ is protected, then 7w (S) = & (u~2) and in particular, T ' (W*=#) < 7 (S) <
(140t~ P). Ifu® is not protected, then 1 — o(1) < w(S) < |S|.

Proof. Suppose that u® is protected. First observe that since « € S — B, it follows that 7(uw>=#) = ©(u?). Therefore

if t7 W) < 7 (S) < (14 o(u=2)r~'(w*~#F), then 7 (S) is indeed @ (1 ~2). Recall that 7 (S) = Djes W) =
s tap T N@T) + 7@ ) 4 v (W) Forevery j € S — {oz, B}, we have 71:11((:55:;)) = Tf((':‘/;)) = 7”0(;’?4/5), and
% = iE:g; = M%.Therefore rlﬂ(l(nSS)*ﬂ) = (= 2)“10“‘_4/5)) + -5 4+ 1.Sincek —2 <n+3 < 3m+ 3 <K u, we have

7($) = (1+ %) @ 7).

Now suppose that u® is not protected. We choose agent j’ as follows. If @ € S or 8 € S, then let j’ be the (sole) agent in
SN {e, B}. (Recall that {«, B} ¢ S as S is not protected.) Otherwise, let j/ be any agent in S. Denote i = (ug, - .., Ups3).
Since u® is not protected, it follows that tuy 1, = upy3 = 0. Therefore t(u’7) = 7,(@7) = 1+ 0(u=*°), and
7)) >t W)y =1-0(1). O

Proposition 2.5. Let S, S’ € N be two contracts such that u® is protected and T (u®) > t(u®). Then 7 (S') — 7 (S) = 2(u3).

Proof. If u’’ is not protected, then Proposition 2.4 guarantees that 7 (S’) — 7 (S) = £2(1). Assume that us s protected.

r(uS—h) _ rp(us) 1 ..

W = e > 14 ™. By Proposition 2.4, we have
7(S) > '@ F)and 7 (S) < (1 + O(u=3)r~'(u¥~F). Therefore 7 (S') — 7(S) = t ' (W P)(1 + ' — 1 —0(u™3)).
As 71 (W5 #) = @ (u?), it follows that 7 (S') — 7 (S) = 2(n™3). O

. . . . !
Since coordinate m + 2 is set in both u® and u’, we have

Geometric interpretation. Consider the collection # of all continuous functions g : R — R. Let H be a finite subset of # and
let g be a function in #. We say that g is dominated by the functions in H if for every v € R, there exists a function g’ € H
such that g(v) < g’(v). Suppose that g and the functions in H are linear. Following some standard geometric arguments,
one can show that if g is not dominated by any two functions in H, then g is not dominated by all functions in H. Given a
contract S € N and a subset of contracts H € 2N, we say that S is dominated by the contracts in H if Us(-) is dominated by
the functions in {Ur(-) | T € H}.

We now turn to state the main lemma of this section, namely, that a contract assigned with a protected vector cannot be
dominated by any two contracts assigned with different vectors.

Lemma 2.6. Let S C N be a contract such that u® is protected and let k = |S|. Consider two contracts R, T ¢ W, (u®). Then there
exists a payoff v for which Us(v) > max{Ug(v), Ur(v)}.

Proof. Assume without loss of generality that f(R) < f(T). Proposition 2.2 implies that f (S) # f(R) and f (S) # f(T), hence
it is sufficient to consider the case f(R) < f(S) < f(T) (otherwise, S cannot be dominated by R and T). We prove that
v[R, S] < v[S, T]. This establishes the lemma as it implies that Us(v) > max{Ug(v), Ur(v)} for all v[R, S] < v < v[S, T].
Let k® = |R| and kT = |T|. We know, due to Proposition 2.2, that k* < k < kT. Lemma 2.3 is employed in order
to show that it is sufficient to consider the case k¢ = kT = k. First if kX < k < kT, then v[R,S] = 0(e®/4~¥~k) and

VIS, T] = (/%K thus ’v’{; g} 212K +KY 5, 1 50 the assertion holds. If k¥ < k = kT, then, by Proposition 2.2,

we have 7(u®) > (ul). By taking ¢ < 1+~ '2, Proposition 2.5 implies that v[S, T] = €' =22 (u~'"). Hence, taking e < =2

guarantees that v[S, T] = 2(e®/22%). As v[R, S] = 0(e¥/H~K k) we have E%}Sz Q 2(eB/M=kK"y 5 1, s0 the assertion

holds. If k* = k < k', then, by Proposmon 2.2, we have r(u®) > t(u®). By Propositions 2.4 and 2.1, it follows that
VR, S] = 0('=2%). As v[S, T] = £2(e /Y= k" \ve have z%fe g 2(eV/H=K'+k) 5 1 50 the assertion holds.

In what follows we assume that k® = kT = kand t(u?) > 7(u¥) > 7(u"). We have to show that %%
%ﬂ By taking € < x 4, it is sufficient to prove that (77 (T) — 7 (5))(z (uf) — T (u%)) — (7 (S) — 7 (R)) (t (u¥) —
7(u’)) > €'/8. Instead, we take ¢ < n~® and establish the stronger bound

(1) (r@®) — 7 (@) + 7 ®) (z(0’) — @) =7 () (r(u) — (@) = 2™ . (7)

Since w’ is protected, and since T (u®) > 7 (u®), we conclude that u® must be protected too. As foru’, we have to consider both
cases (protected or not). If u” is not protected, then we establish Eq. (7) by proving that 7z (T) (7 (uf) — 7 (u®)) — 7 (S) T (uf) =
£2(118). Propositions 2.4 and 2.1 guarantee that 77 (T)(z (uf) — 7 (v®)) = £2(®) and 7 (S) 7 (uF) = O(w>), thus the assertion
holds. In the remainder of this proof we assume that uf, us and u” are all protected.
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We will soon show that
) —7,@®) ') —7,@W) P -,

_ -3
,(u") 7, (uk) 7, (W) = 20, (®)

thus, by the definition of full evaluation, it follows that
W) — @) + '@ @) — r@h)) — @) (@) — ch) = 2.
As Proposition 2.1 guarantees that 7~ (u*=#) (z (u®) — r(u")) = o(>), we conclude that
) - @) + @) ) —r@h) - A+ o) @A) () — @) = 2w?).

Eq. (7) follows due to Proposition 2.4 and the assertion holds.
To establish Eq. (8), let a = o (uf) — o (u¥) and b = o (v®) — o (u"). Eq. (8) can be rewritten as

A+ )™+ A+ )+ A+ )T = +p )™ = A4 ) =+ p ) =207,
which is equivalent to

a+b
Z( “]Lb> *J+Z( 1)f<a+] l)/ﬁ+2( 1)f<b+j )u’j

j=0 j=0
00 ) b i—1 a b
- Z(—l)’<a+ J.“ ) ( ) Z( ) =2, 9)
Jj=0 j=0 Jj=0

due to the Taylor expansions
q

(1+2)9= Z (?)ZJ and (1+2) 9= i(—l)j(q +j: B l>zj

=0 =0

It is easy to verify that the j™ terms of the six sums on the left hand side of Eq. (9) cancel each other forj = 0, 1, 2. Forj = 3,
the terms on the left hand side of Eq. (9) sums up to

((F)-(2)-LT) 03 () mewn oo

It remains to show that the absolute value of the sums on the left hand side of Eq. (9) forj = 4, 5, ... is o(u~3). Instead
we bound the larger expression

e e S

j=4 j=4 j=4 J

+ i (a o )M‘j + Z (j)u‘j + Xb: (é)u‘f

=4 = = N
> b -1 .

<6. Z (a + +] )lfj-

j=4

As (“FPH) /(“tPH71) < a + b for every positive j, we have

Jj+1 J

e b+j—1\ _ b+3 e b\’

(07 s () () ol -
j=4 J 4 Jj=0 ®

where the equality in the middle follows from yu = £2 ((a + b)s). Therefore Eq. (9) is satisfied and the assertion holds. O

The next corollary follows.

Corollary 2.7. Ifx is a protected vector in ‘W, then for every 0 < k < n+5, either W, (x) = ) or there exist a contract S € Wy (X)
and a payoff v such that S is optimal for v.

Consider the vector X = (1, ..., 1) € 'W. Recall that our goal is to decide whether there exists a contract S with u® = x.
Note that S is of size at least 4 as it must contain agents «, 8, B and at least one more agent. For every 4 < k < n + 5,
Corollary 2.7 guarantees that if ¥ (X) is not empty, then such a contract S is optimal for some payoff v;. If we know the
payoffs vy for all 4 < k < n + 5, then we can query all of them, thus deciding whether or not there exists a contract S with

u =x
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w.X,

w,x

Fig. 2. The contracts X' € ¥(x) and W € W, (w) realize A, "*; the contracts X € ¥(x) and Y € W (y) realize A;”. For every payoff A,* < v < A}”, there

exists a contract in ¥ (x) which is optimal for v (bold llnes)

Consider some 4 < k < n + 5 and assume that ¥ (x) is not empty. Recall that ! = (0,...,0,1,0,0), u® =
(1,0,0,.. 0100)anduc 2,0,0,...,0,1,0,0). Letw = (2,1, 1,...,1) € Wandlety = (0,1, 1,...,1) € W.
Since u*, u? and u® determine the value of coordinates 0 and m + 1in ‘W without affecting any other coordinate, and since
B e SandA, C ¢ S for every contract S such that u’ = x, it follows that ¥, (w) # ¥ and ¥ (y) # ¥ (as ¥ (x) # ¢ and agent
B can be replaced by agent A or C in S).

Let A" = max{v[S,T] | S € ¥(w)andT € ¥ (x)} and let 1,7 = min{v[S,T] | S € W (X)and T € Wi (y)} (see

1-2k
£ 5, Where

Fig. 2). Note that A}:"X and ki’y are well defined as ¥ (w), ¥, (X) and ¥ (y) are not empty. Define v; = R

E=2- Zm“ 4/, Observe that the binary representation of vy is polynomial in m.
Lemma 2.8. The payoff v} satisfies ;" < vi < A
Proof. Definew = (2,1,1,...,1,0) € W, X = (1,...,1,0) € Wandy = (0,1,1, ,1,0) € W.By Lemma 2.3

1-2k (L0 Ne 160 e T WO g 1Y > 1= ok )= (0 o) - 0!’
T(W)—7(x)—0(e/2) T(®)—T(Y)+0(e!/2)

and by Proposition 2.4, we have )L,ﬁ””‘ <e€
Propositions 2.1 and 2.5 imply that

)le:),x < 1% ((1 +0(u 3Nt (X)) — (W) n 0(61/4)>
T(w) — 7(X)

and

Ai,y > 12k <T_1(y/) —(14+0(u )t 'x) _ 0(61/4)> '
T(X) — T(y)

Thy) o) ot otw) :
As T = W) Tt T = 14 p~1, it follows that

-1
e ( - (() T o) + 0(61/4)>

and
X 1o (T (X)) 2 1/4
A =€l ( W) (1—=0(u™?) —o(e" ))

Bythedeflmtlon of full evaluation, we have £ T(x) =14+ )€Yy and TT(;,’)‘) = (14+pH"E"D ;=9 thus taking
€ < p~* guarantees that A, < e!1=2(14 p=1)=¢+D ‘9(1+O(u‘2))andki‘y > el K14 H~E-D ‘9(1—O(u ).
Since ;> &£°, it follows that (1 + ™)t = A+ HA + &' +0w™2%) > 14+ HA + En™") and
A4+u T =14+E - D' +0u ™) <1+&u~" — pu~1/2, hence

M (4ERTHA+0W®) 140w
vg T (14 p=1)s+1 T 14 pt!

and
M Q4Ep A -0w™)  1+Ep""—0(u™?)
vy (14 p=1s-1 Tl+éEpt —ptl)2

The assertion follows. O

The analysis is completed with the following lemma, which together with Lemma 2.8 derives Theorem 1.

Lemma 2.9. The optimal contract for the payoff v is in W (x) for every 1" < v < A7,
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] Y Y I | Y r . ___ 1 1 ] |
T 1 A X X X K 1 !

0 A A(l+n) A(4+n)? AL+ 1 LAML+n)"  1-A0+7)? 1-A0+n) 1-A 1
Fig. 3. A scale of precision 1 + 7.

Proof. Consider an arbitrary payoff 1,* < < A}’ and suppose toward deriving contradiction that there exists a contract
T ¢ W, (x) such that T is optimal for v. Recall that Proposition 2.2 implies that f(S*) < f(§*) < f(§”) for every three
contracts S € ¥ (w), S* € ¥(x) and S¥ € ¥ (y). Therefore by the definition of ;" and A;”, it follows that T ¢ W (w)
and T ¢ W(y). Let R¥ € ¥, (w) and R* € W, (x) be the contracts that realize )L;:"X and let S* € Y (x) and S¥ € ¥, (y) be the
contracts that realize A;”, i.e, v[R”, R] = A" and v[S¥, $Y] = A}”.

We argue that T must satisfy f(RY) < f(T) < f(§8¥). This can be justified as follows. If f(T) < f(RY), then since
Ur(v) > Ugw (v), we have Ur(v) > Ugw(v) for every v < v. As Ugx(v) > Ugw (v) for every v > A}j"x, and since v > kkw‘x,
it follows that R” is dominated by T and R*, in contradiction to Lemma 2.6. The case where f(T) > f(§”) is analogous.
Proposition 2.2 implies that |T| = kand t(y) < t(u’) < 7(w) as otherwise, we get f(T) < f(R¥) or f(T) > f(S). But this
implies that u” = x, in contradiction to the assumption, as X is the only vector in ‘W which is lexicographically smaller than
w and greater than y. The assertion follows. O

3. Approximations

In this section we provide approximation results for the optimal contract problem. The section begins with Section 3.1,
which provides a general approximation scheme for arbitrary SP technologies. This scheme is carried through Algorithm
Calibrate, presented in this section. Based on the general scheme presented in Section 3.1, in Section 3.2, we construct
an FPTAS for arbitrary OR technologies. Another use of Algorithm Calibrate is presented in Section 3.3, where we provide
a scheme that approximates all but a small fraction of the relevant payoffs for any SP technology. Finally, Section 3.4 deals
with the most general case, and shows that every technology admits a polynomial size collection that approximates the
optimal contract.

3.1. A general scheme

Consider some technology t = (N, {yi}iL;, {8i}L;. {ci}L;, ) and let S € N be an arbitrary contract. We first observe
that if ¢ is the AND function, then the effectiveness of S is given by f(S) = [[;cs 8i [ [;cy_s ¥:- For the OR function, we have
f(S) =1 —[lics(1 = 8) [Lien_s(1 — 7). Therefore if all agents shirk, then the effectiveness under an AND technology is
[Licy vi- On the other hand, if all agents exert effort, then the effectiveness under an OR technology is 1 — [,y (1 — 8)).
Fix A = min {[T;cy ¥ [Lien(1 — 8)}. It is easy to verify that if ¢t is an AND technology or an OR technology, then
f(S) € [A, 1 — A]. The following lemma generalizes this property to the whole range of technologies.

Lemma 3.1. The effectiveness f(S) satisfies f(S) € [A, 1 — A] regardless of the choice of the monotone Boolean function
¢ : {0, 1}" — {0, 1}.

Proof. Consider the underlying n-variables truth table of the Boolean function ¢ (x4, ..., x,). Since ¢ is not a function of
any n — 1 variables, it cannot assign O to all rows of the table. Therefore, the minimum possible effectiveness is achieved
when ¢ assigns 1 to exactly one row (otherwise, it can achieve a lower value by replacing a single 1 value with 0). By the

monotonicity of ¢, this single row must correspond to x; = --- = X, = 1. (This is exactly the truth table of the AND
function.) Clearly, the minimum possible effectiveness is achieved when all agents shirk. Combined together, the minimum
possible effectivenessis simply P (xy = 1 A--- Ax, = 1] a=(0,...,0)) = [[;cy ¥:- The proof that the maximum possible
effectivenessisP(x; =1V ---vVx, =1]a=(1,...,1)) =1 —[[;,y(1 — &) is analogous. O

Our scheme is executed by an algorithm, referred to as Algorithm Calibrate, which we shall soon present. The
description of Algorithm Calibrate requires some preparation.
Consider an SP technology t = (N, {yi}_;, {8i}1_;, {ci}iL;, ) input to Algorithm Calibrate andlet0 < p < 1be the

3 2
performance parameter of the algorithm. Algorithm Calibrate generates a collection € of contracts in time O (%).

n

(Note that the binary representation of {y;}!' ; and {§;}]_, requires £2(log(1/A)) bits.) We will soon prove that for every

contract T C N, there exists a contract S € € such that f(S) > (’;Er—T;), and p(S) < (1 + p)p(T).
pln2

Letn = 222 and let r = max {k € Zo | A(1+n)* < 1}. Since r < logy, (55) = log 5% - log;,(2), and since
log,,,(2) < % we conclude that r < %log%. We partition the interval [A, 1 — A] into 2r + 3 smaller intervals
[A, A+ ), [AQ 4+ ), A0+, ..., [AQ+ )", AQ+ "), [A0+ )", 3). (3.5, G, 1= AQ +n)'], (1 —
AQ+, 1—AQ+n"",...,01—-A0+n)?1—A04+n)], (1 — A +7n), 1 — Al. The collection of these smaller
intervals is called the scale. Refer to Fig. 3 for an illustration of the scale. The precision of the scale is defined as 1 + n. We

say that contract S is calibrated to interval { in the scale if f(S) € J. (Recall that Lemma 3.1 implies that every contract is
calibrated to some interval in the scale.)
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Fig. 4. The composition tree of the SP Boolean function ¢ (X1, X2, X3, X4, X5) = ((X1 V X2) A (X3 V X4)) V Xs.

Observation 3.2. LetS, S’ € N be two contracts. The scale is designed to ensure that if S and S’ are calibrated to the same interval,
then £ < f(S) < (1 +mf (s and L < 1—-F(S) < (1 +m (1 —f(S).

Throughout the execution, Algorithm Calibrate maintains a collection € of contracts. The algorithm guarantees that
no two contracts in C are calibrated to the same interval, thus |G| < 2r 4 3 at any given moment.

Every SP function ¢ is constructed inductively from two simpler SP functions by either a series composition or by a
parallel composition. Therefore the function ¢ can be represented by a full binary tree 77, referred to as the composition tree
of ¢. The leaves of T represents the identity functions of ¢’s arguments. An internal node is said to be an A-node (respectively,
an V-node) if it represents a series (resp., parallel) composition of the functions represented by its children. (Refer to Fig. 4
for an illustration.)

Consider the SP technology t = (N, {y;}i_;, {§i}i_, {ci}[_,, ¢) and let T be the tree that represents the Boolean function
¢. Let x be some node in 7 and consider the subtree 7, of 7 rooted at x. The subtree 7, corresponds to some (SP)
subtechnology ty of t. Let Ny denote the set of agents in t, (corresponding to the leaves of 7) and let m, denote the number
of nodes in 7y (as 7 is a full binary tree, we have m, = 2|N,| — 1). Given some contract S € N, we denote the effectiveness
and payment of S under t, by f;(S) and p,(S), respectively.

Suppose that x is an internal node in 7 with left child [ and right child r. Let S = LUR be some contract in ty, where L C N;
and R C N,. Clearly, if x is an A-node, then f,(S) = fi(L) - f;(R), and if x is an V-node, then f,(S) = 1 — (1 — fi(L))(1 — f; (R)).
It is simple to verify that if x is an A-node, then p,(S) = }’r’((?) + ‘_'};((f)), and if x is an VV-node, then p,(S) = ]f’f(rL()R) + ]"jf(l'g).

With this we are ready to present Algorithm Calibrate.

Algorithm Calibrate traverses the composition tree 7 in a postorder fashion. Consider some leaf x in 7 that
corresponds to agenti € N. The algorithm calibrates the contracts J and {i} to a (fresh) scale according to their effectiveness
under the technology t,, that is, f, () = y; and f,({i}) = &;. If both @ and {i} are calibrated to the same interval {, then {i} is
removed from the scale. The resulting contract(s) in the scale constitutes the collection C,.

Now, consider some internal node x in 7 with left child | and right child r and suppose that the algorithm has already
constructed the collections ¢; and G, for the technologies t; and t,, respectively. The collection G, for the technology t, is
constructed as follows. Let § = {LUR | L € G;andR € G,}. (Note that § contains |G| - |G;| = O(r?) contracts of the
technology t,.) The contracts in 4§ are calibrated to a (fresh) scale according to the effectiveness function f,(-). Consequently,
there may exist some interval in the new scale to which two (or more) contracts are calibrated (a conflict).

Let 4 be an interval in the scale and suppose that Sy, ..., Sy € § were all calibrated to 4 (k > 1), thatis, f;(S;) € { for
every 1 < i < k. Assume without loss of generality that S; admits a minimum payment under t,, i.e., px(Sx) < px(S;) for
every 1 < i < k. The algorithm then resolves the conflict by removing the contracts Sy, ..., Sx—; from the scale so that
S, remains the only contract calibrated to {. In that case we say that the contracts Sy, ..., Sx_; were compensated by the
contract Sy. The contracts that remain in the scale constitutes the collection C,. Thus the new collection G, contains at most
one contract for every interval and we may proceed with the next stage of the algorithm. At the end of this postorder process,
when Algorithm Calibrate reaches the root z of 77, it returns the collection € = C,.

We turn to the analysis of Algorithm Calibrate. The running time of the algorithm is determined by the number of
nodes in 7 (which is 2n — 1) and by the size of the collection ¢, for every node x in the tree. The latter cannot exceed the

number of intervals in the scale which is O (% log %) In order to analyze the performance guarantee of the algorithm, we

first define the following notion. Given two contracts S, S’ C N and some real @ > 1, we say that S is an a-estimation of S’
under the technology t if the following three conditions hold:

I <15 = af (s a0

o =
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1_“5) _F(S) <a(l—f(S):; and (11)

(S) <ap(s). (12)

We say that a collection 4 of contracts is an a-estimation of the technology t if for every contract S C N there exists a
contract S € & such that S is an a-estimation of S’ under t. The following observation serves as a key ingredient in the proof
of Lemma 3.4, which is the main lemma in this section.

Observation 3.3. For any choice of reals 0 < a,b,d,b’ < landa,B > 1, if%/ <a < ad and% < b < Bb, then

W <1-(1-a(1->b)<ap(1—-(1-d)1-D")).

We are now ready to establish Lemma 3.4.
Lemma 3.4. The collection Cy is a (1 + n)™-estimation of the technology t, for every node x in the composition tree T

Proof. The proof is by induction on the height of x in 7. The assertion trivially holds if x is a leaf. (Recall that Observation 3.2
guarantees that if the contracts ¢ and {i} are calibrated to the same interval under t,, then @ is a (1 + n)-estimation of {i}.)
Consider some internal node x in 5 and assume that the assertion holds for x’s left child I and right child r. Let S’ = L' UR’
be some contract in ty, where L’ C N;and R’ C N;. By the inductive hypothesis, there exist some contracts L € ¢;andR € G,
such that Lis a (1 4+ n)™-estimation of L’ under t; and R is a (1 + 7)™ -estimation of R’ under t,.

We argue that the contract L U Ris a (1 + n)™*™r_estimation of S’ = L’ U R’ under the technology t,. If x is an A-node,
then f, (LUR) = fi(L) - f;(R) and Condition (10) holds trivially. Condition (11) holds by plugginga = 1 —fi(L), b = 1 — f;(R),
ad=1-fi(l'),and b = 1 — f(R) into Observation 3.3 witha = (1 4+ n)™ and 8 = (1 + n)™.If x is an Vv-node, then
fLUR) = 1—(1—fi(L))(1 —f:(R)) and Condition (11) holds trivially. Condition (10) holds by plugging a = fi(L), b = f;(R),
a = fi(l"),and b’ = f;(R’) into Observation 3.3 witha = (1+n)™ and 8 = (1 + n)™.

It remains to prove that Condition (12) holds. If x is an A-node, then

1 1
L (R
fr(R)p’( )+f(L)p R

_a + )™ a+mm
1 Mo (L) 4+ ————
< w +m"Mpil) + )

= (1+m)™ ™ p (L' UR).

On the other hand, if x is an Vv-node, then

px(L UR) =

(1+m"p:R)

1
(LUR) = —pi(L .
Px(LUR) 1_ﬁ(R)pz()wL f(L)p()
1+4pm™ 14 g™
< ED™ ey + EED Gy ®)

= 1-£(R) 1—fil)
=1+ p (L' UR)).

The argument follows.

The contract L U R is considered by the algorithm in the scale that corresponds to node x. If L U R survives and finds its
way to Gy, then the proof is completed. Assume that L U R is compensated by some contract S € C,. We prove that S is a
(1 + n)™-estimation of S’. Condition (12) holds as p,(S) < px(L U R). Conditions (10) and (11) follow from Observation 3.2
since LU Ris a (1 + n)™*™ _estimation of §’, and since my = m; +m, + 1. O

pln

2n—1
2n 1,wehave(]—i—n)“ <

Lemma 3.4 implies that € serves as a (1 + 7)?"~'-estimation of t. By the definition of n =
ePIn2 = 2 < 1+ p, which establishes the following corollary.

Corollary 3.5. Given an SP technology t = (N, {yi}lL;, {8i}iL;. {ci}y, @) and a performance parameter 0 < p < 1, it
is guaranteed that Algorithm Calibrate generates a collection ¢ C 2N that serves as a (1 + p)-estimation of t in time

3 1log?(1/4)
0 (%)

3.2. An FPTAS for OR technologies

In this section we establish an FPTAS for OR technologies.

Theorem 2. The problem of computing the optimal contract in OR technologies admits a fully polynomial-time approximation
scheme (FPTAS).
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The proof of Theorem 2 requires several preparations. We first establish several properties of OR technologies which will
be used to present the desired FPTAS starting with the sub-modularity of OR technologies. We say thata functionh : 2§ — R
is strictly sub-modular if h(S) + h(T) > h(SUT) + h(SNT) forevery S, T C N, where equality holds (ifand) only if S C T
orT CS.

Lemma 3.6. The effectiveness function of every OR technology is strictly sub-modular.

Proof. Consider an arbitrary OR technology t = (N, {y;}i_,, {i}iL{. ¢, ). We need to show that f(S) + f(T) > f(SUT) +

f(SNT) for every two contracts S, T € N suchthatS — T # @and T — S # (. By definition, we have
fO+rm=2-JJa-& [Ja-w-JJa-& [Ja-w
ieS ieN-S ieT ieN-T

and

feun+fsnn=2-[Ja-s& [] a-w-JJa-& ] a-w.

ieSUT ieN—(SUT) ieSNT ieEN—(SNT)
Dividing both equations by [ [;csnr (1 — 81) [ iy sur) (1 — %), we conclude that it is sufficient to prove that

[Ta-s [Ja-w+ JJa-& [Ja-w

ieS—-T ieT-S ieT-S ieS—-T

- [Ta-s& Jla-»-J[a-w][[a-w =<0

ieS—T ieT—-S ieS—T ieT—-S

The last inequality holds if and only if

1"[(1—6,-><]"[(1—yf>— 1"[(1—6,-))

ieS—T ieT—-S ieT—S
+ H(l—y,-)(l_[(l—ao— ]"[(1—%-)) <0,
ieS—T ieT—S ieT-S

which in turn, can be rewritten as

(H(l—m— ]"[(1—6:-))(]‘[(1—&)— H(l—y,->><o.

ieT-S ieT-S ieS—T ieS—T
The assertion follows as §; > y; foreveryi € N. O

Consider an arbitrary OR technology t = (N, {yi}l;, {&i}iL;, {ci}l,, ). Let T € N be some contract, [T| > 2, and
consider some partition T = R; U Ry, Ry N Ry = @, such that |Rq|, |Rz| > 1. A direct consequence of Lemma 3.6 is that
f(R1)+f(Ry) > f(T). Another consequence is that p;(R;) < p;(T) foreveryi = 1, 2 and every agentj € R; (this consequence
is derived by considering the sets R; and T — j), thus p(R;) + p(Ry) < p(T). These consequences of Lemma 3.6 are employed
to establish the following key property.

Lemma 3.7. Let v > 0 be some payoff and let T be an optimal contract for v under the OR technology t. If v < (1 + &)p(T) for
some positive real & < 1/n, then there exists some agent j € T such that f ({j}) > (1 — &)f(T).

Proof. The assertion trivially holds if |T| = 1. Assume that |T| > 2 and consider some partition T = R; UR,,R{ N Ry = 0,
such that |Rq|, |Rz| > 1. As T is optimal for v, we have f(T)(v — p(T)) > f(R;)(v — p(R;)), which can be rewritten as

(F(T) = fR))v + fFR)IPp(R) = f(T)p(T).

. v “ .
Since 5 < 1+ &, it follows that

(F(M) = fR)P(T)(1 +6) +FR)pR) > f(T)p(T),
hence

Gp(M(F(T) — fR)) +fR)p(Ry) > f(T)p(T).
By summing the last inequality for i = 1, 2, we obtain

ap(M2f(T) — F(R) +f(R2))) +f(ROPR1) + f(R)p(R2) > (f(R1) + f (R2))p(T).
Since f(T) < f(Ry) + f(Ry), it follows that

6f(Mp(T) + f(ROP(R1) + f(R2)p(R2) > (f(R1) + f (R2))p(T).
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Suppose toward deriving contradiction that p(R;) < (1 — &)p(T) for bothi = 1, 2. Therefore
Gf(Dp(T) + (fF(R1) +f(R))(1 — 6)p(T) > (f(R1) + f(R2))p(T)
and f(T) > f(Ry) + f(Ry), in contradiction to Lemma 3.6. We conclude that for everyj € T, either
p({jh > (1 —6)p(T) or p(T —{j}h) > (1—36)p(T).

Assume by way of contradiction that p(T — {j}) > (1 — &)p(T) for every j € T. Summing the last inequality forallj € T
yields

> p(T = {j) > m(1 —6)p(T),

Jjer

where m = |T|. Substituting for p(T — {j}), we get

Ck .
1-— 7).
2 Zlf(T—{J'})—f(T—{j}—{k}) > m(1=a)p(T)

jeT keT—{j

By Lemma 3.6, we obtain

Ci R
Z § : > m(1—0)p(]),
jer keTf{j}f(T) —f(T —{k})

which can be rewritten as

Ck _ _ A
(m—1) ;m = (m = Dp(T) > m(1 = 6)p(T).

Therefore m — 1 > m(1 — &), in contradiction to & < 1/n < 1/m. It follows that there exists some agent j € T such that

p({jh) > (1 —6)p(D).
As T is optimal for v, we have

f(M @ —pM) > f(T —{jH@—pT—{j})
and since f(T) < f({j}) + f(T — {j}), it follows that
fAH @ —pM) > f(T = {jH®T) —p(T — {j}).
By the assumption that v — p(T) < o p(T), we conclude that

af ({ihp(T) > f(T — {jH(p(T) — p(T — {j}H).
Lemma 3.6 implies that p({j}) < p(T) — p(T — {j}), thus

of ({ipp(T) > f(T = {iPp({iD.

By the choice of j, we have

6f({ih) > (1= (T = {jD.

Another application of Lemma 3.6 deduces that

af({ih) > A=) (M) = F{iD),
and hence f ({j}) > (1 — &)f (T), which completes the proof. O

We are now ready to establish an FPTAS for the optimal contract problem on OR technologies. Let ¢ > 0 be the
performance parameter of the FPTAS. (Recall that for every € > 0, the FPTAS returns a solution which is at most 1+ € times
worse than the optimal solution in time poly(|t|, 1/¢€).) Subsequently, we assume that € < 1/n at the price of incurring an
extra additive poly(|t|) term on the running time.

Fixoc = eand 6 = 15? and let € be the collection generated by Algorithm Calibrate when invoked on t with

ob

performance parameter p = 5 T35 The FPTAS will consider the contracts in € U {{j} | j € N}, namely, the contracts in C

and all the singleton contracts. Consider an arbitrary payoff v > 0 and let T C N be an optimal contract for v. In order to

establish Theorem 2, we have to prove that there exists a contract S € C U {{j} | j € N} such that Ur(v)/Us(v) < 1+ €.
Assume first that v < (1 + ¢)p(T). Since 6 < o < 1/n, we may apply Lemma 3.7 and conclude that there exists some

agentj € N such that f({j}) > (1 — &)f(T). By Lemma 3.6, we have p({j}) < p(T), hence [%)((”U)) = f(f{%;gjg;}))) < )% <

ﬁ. The assertion follows by the choice of 6 = .
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r(K) r(K) r(K") r(lK')
1+p 1+p

Fig. 5. Two lines in X and their shadows.

Now, assume that v > (1 + &)p(T). Let S be the contract in € that serves as a (1 + p)-estimation of T. Since
f(S) = f(T)/(1+ p) and p(S) < (1+ p)p(T), we have

Urw) _ fM@ = p(T)
Us) ~ F&)@ = p(S)

v—p(T
< (1 4+ p)¢
v—(1+ p)p(T)
14 0)p(T) — p(T 14 p)o
<(+p) (A )p(T) — p(T) :(A,O).
(1+0)p(T) — (1 + p)p(T) og—p
The requirement % < 1+ € = 1+ o is guaranteed by the choice of the performance parameter p = 11{3& as

0% <140 <=6 +p6 <6 +06 —p—pé < p(1+26) < 06.

3.3. Approximation for almost all relevant instances of SP technologies

Our goal in this section is to establish Theorem 3.

Theorem 3. Given an SP technology t and two real parameters 0 < €, € < 1, there exists a scheme that on input payoff v > 0,
either returns a (1 + ¢€)-approximate solution for v or outputs a failure message, in time poly(|t|, 1/¢, 1/€). Assuming that
F C R.g is the set of reals on which the scheme outputs a failure message, it is guaranteed that f0°° 1r(v)dv < év*, where 1f is
the characteristic function of F.

In order to prove Theorem 3, we shall develop some (general purpose) insights regarding the geometric representation of
combinatorial agency. Recall that the principal’s expected utility for contract S is an increasing linear function of the payoff
v € R.(.In the scope of this section we will often represent it as such by considering a linear function (or line) L that assigns
areal L(v) to every real v. We denote the (positive) slope of L by s(L) and the (unique) root of L by r(L). (Under combinatorial
agency terms, we have s(L) = f(S) and r(L) = p(S). Since p(S) > O for every contract S, our attention is restricted to lines
with non-negative roots).

Consider some (finite) line collection £. We denote the maximum real to which v is assigned under £ by £L(v) =
max{L(v) | L € £}. Aminimal subset £ of £ that satisfies £’ (v) = £(v) for every v € R is called an orbit of L. Clearly, the
upper envelope of £’ is identical to that of .£. Moreover, a line L € £ that minimizes r(L) and a line L € £ that maximizes
s(L) must be in the orbit. A typical real v € R.( admits a unique line L € £ that satisfies L(v) = £(v), but there is a finite
number of reals v € R.( that admit two such lines, and we refer to these reals as the transition numbers of £. (Actually, £
has exactly |£| — 1 transition numbers.) The largest transition number of £ is denoted by v*(L£).

Consider some SP technology t = (N, {yi}iL;, {8i}iL{, {Gi}[Lq, @). Let £ be the line collection which contains the line
corresponding to Us for every S € N.Fix A = min{] [,y ¥i, [ icy(1 — 87} and recall that Lemma 3.1 guarantees that
A <s(l) <1— Aforeverylinel € L.

Let0 < €, € < 1be the (real) parameters of Theorem 3. Fix 0 = ¢/3and 6 = €/(4nIn(1/A) + 6). We invoke Algorithm
Calibrate on t with performance parameter p = 75 generate the contract collection € and append the contracts ¢
and N to C (if they are not already there). Consider the line collection X which contains the line corresponding to Us for
every S € C. Given some line K € X, we define its shadow line K by setting s(K) = s(K) and r(K) = r(K)/(1 + p) (see
Fig. 5). The shadow line collection is defined to be X = {K | K € X}.

Corollary 3.5 guarantees that for every line L € £, there exists some line K € X such that s(K) > s(L)/(1 + p)
and r(K) < r(L)(1 + p). By the definition of X, we conclude that for every line L € .£, there exists some line K € X
such that s(K) > s(L)/(1 + p) and r(K) < r(L). It follows that K (v) > £(v)/(1 + p) for every v € R.,. Given
some v € R.g, if K(v) > K(@)/(1+ o), then X(v) > L(@)/((1+ p)(1 + 0)).Since p < o = €/3, we have
1+ p)(A+4+0)=1+p+ 0+ po <1+ ¢, which gives rise to the following corollary.
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r(IJO) r(IJI) v] r(Jl:)<1+6) r(IJZ) v
P

BI
Fig. 6. The lines Jo, J1, and J5.

Corollary 3.8. For every v € R, if X provides a (1 4+ o)-approximation for v with respect to X, then X provides a (1 + €)-
approximation for v with respect to L.

On payoff v € R. given as input, our algorithm works as follows. We first test whether X (v) > X (v)/(1 + o) (both
X and X are computed in time poly(|t|, 1/€, 1/€) and are available whenever we wish to perform this test). If this test is
positive, then we return the contract S € € which corresponds to a line K € X that realizes X (v). Corollary 3.8 guarantees
that Us(v) > Ur(v)/(1 + €) for any contract T € N as promised by Theorem 3. Otherwise (if the above test is negative),
we output a failure message. It remains to bound the fraction of payoffs v out of all relevant payoffs for which X does
not provide a (1 + o)-approximation with respect to X . Note that there may be some non-relevant payoffs on which our
algorithm outputs a failure message and we will account for them as well.

Let ¢ be an orbit of X. Let Jo, ..., Jkr1 be the lines in g ordered such that A < s(Jo) < -+ < s(fky1) < 1 (recall
that s(K) = s(K) for every K € X, hence the slopes in g are bounded between A and 1 — A). It is easy to verify that
0=r(o) < -+ < 1(ks1)-Fixv; = inf{v > 0 | J; realizes g(v)} for every 0 < i < k 4 1 (this is well defined since ¢ is an

orbit). Refer to Fig. 6 for illustration. Clearly, vy = 0. For 1 < i < k + 1, v; is actually the i transition real of ¢ and it is easy
to verify that

_ sUordi) —s(i—)r(i-1)
s{Ui) — sUi-1) '
Consider some v € R.g and let J;, 0 < i < k + 1, be a line that realizes §(v) = X (v). If v is not a transition real (which
means that v is neither v; nor v;1 1), then we say that J; is optimal for v. Ifi = 0 (i.e., if r(J;) = 0), then X (v) = g (v) since by
definition, there exists some line K € KX such thats(K) = s(Jo) and r(K) = r(Jo) = 0(K corresponds to the contract ). Now,

consider some v € R.gandletJ;, 1 <i < k+ 1, be an optimal line for v. We say that v is a bad real if v € (v;, r(J;)(1 + &));
otherwise, v is said to be a good real. The following proposition covers the good reals.

(13)

i

Proposition 3.9. Consider some line J;, 1 < i < k+ 1, and let v > r(J;)(1 4+ &) be some real such that J; is optimal for v. Then
Kw) > Kw)/(1+o0).

Proof. By definition, there exists some line K € X such that s(K) = s(J;) and r(K) = r(J;) (1 + p). We have

g _ S
K@) — K@)
o sUn —r()
T s(K) (v — r(K))
v—r()
v—r(J(1+p)

rgp(+a6) —rd
T rgn(+6) —rgp(+p)

0
= 5=,
By the choice of p = 1%7 we conclude that g(v)/ K (v) < (140) m = 1+ o0, thus establishing the proposition. O

We define the bad interval exhibited by the line J; to be 8; = (v;, min{r(;)(1 + &), viyq}) forevery 1 < i < k
and (v;, r(J;))(1 + 6)) fori = k + 1. By Corollary 3.8 and Proposition 3.9, it is sufficient to bound (from above) the ratio
D = Z{.‘;’f |Bil/v*. This is carried out in two stages: (1) bounding the ratio @; = Zﬁ;l |Bil/vgr1 > Z:‘zl |B;|/v* (this
inequality holds as vi41 = v*(§) = v*(K) < v*(K) < v*(L) = v*),and (2) bounding the ratio @, = |By+1|/v*. Eventually,
we will show that @; < €/2 fori = 1, 2, thus establishing Theorem 3.

Bounding @, is easy: we have @, < lﬁ’;ﬂ)‘ < r0k+1)(:(;<i)1;r0k+l) = ¢. By the choice of 4, it follows that @, < €/2.
The bound on @, is more involved and depends on the geometric insight established in Lemma 3.10. In the scope of this
lemma, we ignore the combinatorial agency interpretation of Jo, ..., Ji+1 and consider them merely as lines with slopes
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A <s(o) < -+ <S(kr1) < landroots 0 = r(Jp) < -+ < r(Jyr1). We write in short s(J;) = s; and r(J;) = r; for every
0 <i < k+ 1.0Observe that if k = 0 or if the bad intervals B; are empty for all 1 < i < k, then the bound ®; < €/2 holds
by definition. Therefore in what follows we assume that k > 0 and that there exist some 1 < i < k such that |B;| > 0.

Lemma 3.10. The lines Jg, .. ., Jy+1 must satisfy @, < 1 — e~0 @logkin(1/4)+3),

Proof. For the sake of the analysis, we modify the line collection {Jo, . . ., Jx+1} in @ manner that can only increase @;. First,
if the line J;, 1 < i < k, exhibits an empty bad interval, i.e,, if v; > r;(1 + &), then we remove it from the collection
{Jo, - - - Jr+1}- This is repeated until every remaining line J;, 1 < i < k, exhibits a non-empty bad interval. In attempt to
avoid cumbersome notation, we assume that the remaining lines are renamed Jy, . . ., Ji+1 from scratch with s;, r;, and v;
defined as before, after this step. (The parameter k may have decreased as a result of the above step, but this causes the
required bound 1 — e~¢ @logkIn(1/4)+3) 14 decrease, hence it is sufficient to prove the assertion for a smaller k.) By removing
those lines, we cannot decrease the ratio @ since good reals may have turned bad, but not vice versa. Note that vy, ; may
have decreased due to the removals, which causes the ratio @; to increase.

Next, we fix so, ..., Sgs1 and modify rq, ..., 1,1 so that eventually we have v;; < 1;(1+ &) forevery1 < i < k.
While doing so, we will ensure (in a manner specified below) that the ratio @; does not decrease. First, if vgy1 > (14 0),
then we fix rg, . . ., r, and multiply r, 1 by a factor of 1 — d for sufficiently small positive d. Consequently, the bad intervals
B, - .., By remain intact and vy is multiplied by a (positive) factor no greater than 1 — d (see Eq. (13)), hence the ratio
@1 can only increase. We choose d so that the newly obtained vy coincides with r,(1 + &).

The following step is repeated fori = k — 1, ..., 1. Assume by induction that vy < rj(1+4 &) foreveryi < j < k.If
vit1 > 1;(1+ &), then we fix ro, ..., r; and multiply all rjs, i < j < k + 1, by a factor of 1 — d for sufficiently small positive
d. Consequently, we get (i) the bad intervals 8j, ..., 8; remain intact, (ii) the size of the bad interval 8; is multiplied by
a factor of 1 — d for every i < j < k (see Eq. (13)), (iii) vk+1 is multiplied by a factor of 1 — d, and (iv) the assumption
vir1 < 1(1+ &) foreveryi < j < kis not violated. By (i) and (ii), we conclude that the numerator in the ratio @ is
multiplied by a factor no smaller than 1 — d, thus, combined with (iii), the ratio @ can only increase. Once again, we choose
d so that the newly obtained v;,; coincides with r;(1 4 &).

So, in what follows, we may assume without loss of generality thatr; < v; < vi.1 < r;(1406) forevery 1 < i < k, which
means that 8; = (v, vi11) forevery 1 < i < k and it remains to bound the ratio ®; = (vg+1 — v1)/vk+1. Instead, we will
bound the larger ratio (vi+1 — 1)/ Vg41-

By Eq. (13), the assumption vi1; < r;(1+ &) implies that r; > r’“%' Consider some integer 0 < g < logk. If
si > (1 —279s;,q, thenr; > ri+1ﬁ. How many indices 1 < i < k can satisfy the inequality s; < (1 — 27%)s;,1? Since

S1 > So > Aand s, < 1, it follows that if there exists m such indices i, then (1 — 279)™ > A. Thus e™™2 5 A and
m < 291n(1/A4).

We shall partition the indices 1, .. ., kinto [log k] 41 categories, denoted by Cy, . . ., Cliogk)+1. Forevery 1 < g < [logk],
the category C, consists of all indices 1 < i < ksuch that (1—2""9)s;;1 <'s; < (1—279s;,1.Recall that |C;| < 29In(1/4).
The category Cliogkj+1 consists of all indices 1 < i < ksuch that (1 — 27 Uek)s;., < ;. Clearly, |Cjiogj+1] < k. Therefore

llog k] +1 1 ICql
n = 1_[ (W) Tt

Llogk] 1 291n(1/4) 1 k
~ H (1+6/2q—1) '<1+6/2Llogu> Tt

~261n(1/4) | p=26 Test

> e—2rr(logkln(1/A)+]) Tkt
Since v < 1(1+6) < i1 (1+8) < 1, we have ry > =0 @1oskn(/4)4).
1— e—&(Z logkln(1/4)+3)

Vis1. Therefore % =1—11/Vks1 <

The proof is completed by showing that 1 — e~¢ @logkin(1/A)+3) < 2 /5 Thjs holds by the choice of & since

1-¢/2 < o—62logkIn(1/4)+3)

—¢/2 —6(2logkIn(1/A)+3)

—-ce
<= 06 <¢€/(4logklIn(1/A) + 6)

<e

and sincelogk <n. O



74 Y. Emek, M. Feldman / Theoretical Computer Science 452 (2012) 56-74

3.4. A note on arbitrary technologies

We conclude the paper with a note on arbitrary technologies. The following theorem shows that every technology admits
a collection of polynomial size that gives a (1 4 €)-approximation to the optimal contract.
Theorem 4. For every technology t = (N, {y;}i_;, {8i}_;, {ci}y, @) and for any € > 0, the orbit of t admits a (1 + €)-
approximation of size poly(|t|, 1/¢€).
Proof. Consider an arbitrary technology t = (N, {yi}i_;, {di}iL;, {ci}iL;, ¢) and some € > 0. The contract collection € is
constructed in a single stage of Algorithm Calibrate: we first calibrate all contracts in 2V into a scale of precision 1 + ¢
and then remove from each interval all contracts excluding the one with minimum payment (under t). More formally, the
collection € contains at most one contract S that is calibrated to the interval {, in this case p(S) < p(S’) for every contract
S’ C N such that S’ is calibrated to {. Following the line of arguments presented earlier in this section, we show that
|Gl =0 (5 log %) Moreover, if an arbitrary contract T C N is not in @, then it was compensated by some contract S € €

suchthatS and T are calibrated to the same interval. Therefore f (S) > % and since p(S) < p(T), it follows that Zz((z; < 14e€
for every payoffv > 0. O

4. Conclusions

The hidden action problem lies at the heart of economic theory and has been recently studied from an algorithmic
perspective. In this article, we continue the study initiated by Babaioff et al. [ 1] of the computational complexity of optimal
team incentives under hidden actions. Our contribution focuses on the OR technology, whose computational complexity
was raised as an open question in [1]. The importance of our results comes from the observation that OR technologies are
very common in real life since agents’ actions quite often serve as substitutions for each other. Indeed, the OR technology
is one of the most fundamental and common interrelations between agents’ tasks. We establish the NP-hardness of the
problem of computing an optimal contract in an OR technology, and we also show that there exist OR technologies with
exponentially large orbits (thus disproving a conjecture of [1]). On the positive side, we devise an FPTAS for OR technologies.

In addition, we consider the more general family of series—parallel (SP) technologies, which are constructed inductively
from AND and OR technologies. For SP technologies, we establish a scheme that provides a (1 + €)-approximation for all
but an €-fraction of the relevant instances in time polynomial in the size of the technology and in the reciprocals of € and
€. It remains as an open problem whether there exists an approximation scheme for SP technologies. This article makes a
significant step in understanding the computational complexity of the combinatorial agency model, which is an example of
the important interaction between game theory, economic theory, and computer science.
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