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Foreword

Game theory is now recognized as an indispensable tool to describe and analyse real-world
problems of interdependent decision making in many fields, not limited to social sciences but
also biology, engineering, computer sciences, and so on. One of the most important fields is
that of inspection games. Game theory has been greatly successful in modelling problems and
finding practical solutions related to this field. This monograph is written by two experts on
the subject, including Rudolf Avenhaus, who has been an active leading researcher in this field
for decades. It explains the basic concepts and analytical methodologies of inspection games,
and extends them to more advanced problems.

Specifically, this monograph presents an overview of the fundamental models and approaches
related to inspection games over time. It also provides useful guidance for practitioners to decide
on the models that they could apply to their inspection problems. To accomplish these two
purposes, the authors develop a hierarchy of assumptions regarding inspection philosophy, time,
planning, and sampling, for all game theoretic models in review, and ascertain equivalences,
relationships, and differences between these models and their equilibria. More importantly,
beyond the review of existing models, the monograph presents new inspection models that fill
the gaps in the existing ones.

The basic structure of an inspection game is as follows. There are two players called an In-
spectorate and an Operator. The purpose of the Inspectorate is to prevent the Operator from
violating certain rules such as those related to law, treaty, agreement, contract, or promise.
On the other hand, the Operator has an economic, political, and/or military incentive to vio-
late these rules. The Inspectorate cannot observe and has only imperfect information on the
Operator’s behaviour while the Operator strategically tries to conceal his violation. Given the
Inspectorate’s limited resources, only partial verification is possible.

There are many real-world problems that can be described as inspection games. A serious
case is the Nuclear Non-Proliferation Treaty. The International Atomic Energy Agency (IAEA)
performs inspections to prevent member countries from diverting nuclear material for military
use. Arms control and disarmament, accounting and auditing, and environmental control are
major applications of inspection games. In everyday life, inspection games arise in traffic control
on roads, ticket inspection on public trains and buses, custom control in airports, and so on.
Among many applied fields of game theory, the uniqueness of inspection games is that its
theory has developed in response to problems raised by practitioners. Indeed, theorists and
practitioners have interacted fruitfully to describe and solve real inspection problems.

In general, an Inspectorate has to decide whether or not an Operator has behaved legally based
on imperfect information that is obtained by random sampling procedures. In the terminology
of a classical testing hypothesis problem, the Inspectorate has to decide between the null



hypothesis (Hy: legal behaviour) and alternative hypothesis (H;: illegal behaviour) about the
distribution of a random variable Z, based on the observation z of Z. The Inspectorate may
sound an alarm (rejecting Hy) or no alarm (accepting Hp). In such an uncertain situation,
an Inspectorate may make two kinds of errors. An error of the first kind is a false alarm, i.e.
rejecting Hy when the Operator has behaved legally. An error of the second kind is one of
no-detection, i.e. accepting Hy when the Operator has behaved illegally.

This monograph consists of three parts: discrete, continuous, and critical time inspection games.
Each part begins by clarifying general model assumptions and proceeds to analyse the four
classes of the models, depending on whether an Inspectorate and an Operator behave either
sequentially or non-sequentially. In the case of zero-sum games and under the presumption
that the Operator behaves illegally, the Inspectorate and the Operator want to minimize and
maximize the detection time, i.e. the time between start and detection of the illegal activity,
respectively. The optimal strategies for an Inspectorate and an Operator are characterized in
the most complete way for each class of zero-sum inspection games through knowledge updates.
Readers would find it mathematically challenging to derive an explicit formula of the optimal
strategies in many inspection games over time. The optimal strategies depend only on technical
parameters such as detection probabilities. This is very important for practical applications. If
the question of illegal behaviour deterrence is raised, political parameters, in the form of utility
functions, should be introduced, and inspection problems should be formulated as non-zero-sum
games. After all, it is often the case that a false alarm inflicts costs on both the Inspectorate
and the Operator.

Providing well-organized materials from the fundamentals to the state of the art, this monograph
serves as an invaluable resource for experts, practitioners, and theoreticians who are working
on real-world inspection problems for inspection authorities. The collected materials benefit
'modellers” who wish to learn the art of modelling for application to their own problems. Game
theorists who are keen to apply the theory to determine convincing solutions to real-world
problems would also greatly benefit and be inspired by the authors’ work. Moreover, the
monograph can form a basis for academic lectures geared towards advanced students who are
interested in inspection problems and/or in successful applications of game theory to a special
but important class of real-world problems. Indeed, the authors are to be warmly congratulated
for this excellent monograph.

| first met Rudolf Avenhaus in 1988 at the Center for Interdisciplinary Research (Zentrum fiir
interdisziplinire Forschung, ZiF) at the University of Bielefeld, Germany. Both of us were invited
to participate in the one-year research project titled, 'Game Theory in the Behavioral Sciences’
organized by Reinhard Selten, a 1994 Nobel laureate in economics who passed away two years
ago. Lively interactions took place among interdisciplinary participants comprising economists,
biologists, mathematicians, political scientists, psychologists, and even a philosopher. Given
Selten's profound influence on the thinking of many participants, the research project was
highly productive. Specifically, he taught us many invaluable things related to and beyond game
theory, and encouraged us to collaborate on inspection games; see Avenhaus et al. (1991). Our
research benefited considerably from his continued advice and personal thoughtfulness. It is my
great pleasure and honour to pen a foreword to this monograph, which Avenhaus also considers
an homage to Reinhard Selten.

Akira Okada
Tokyo, April 2018



Preface

Having worked for so many years in the field of modelling inspections, in particular in inspections
over time, we felt a need for writing a monograph on this subject for basically two reasons.

In the last thirty years a large number of game theoretical models have been developed and
analysed, which describe similar or related inspection problems. As a consequence it has become
increasingly difficult to maintain an overview on what exists already, how these models are
related to each other and where possible gaps might exist.

More than that are in many cases the assumptions for these models not documented very well,
to say the least, which means that in particular for practitioners, who wants to use the results
of the analyses of these models, it is very difficult to decide whether or not they describe their
inspection problems and procedures properly.

This monograph tries to solve these two kinds of problems. Most of the inspection models
presented here, but not all of them, have been published already elsewhere, sometimes in con-
ference proceedings, sometimes as PhD dissertations or just as technical reports which means,
not easily accessible. Also, as indicated above, underlying assumptions were not complete or
lacking at all, and references to related work was missing. But of course there are also publica-
tions in which assumptions, analyses and results are so carefully described that we simply, with
due reference, used their wording.

Beyond the collection of published inspection models over time we present nine new inspection
models which close obvious gaps and — this we consider most important — we structure the
material: We develop a hierarchy of assumptions for all models, and we describe equivalences,
relations and differences between game theoretical models and their solutions.

When talking about mathematical models, the question of their applicability will be raised
immediately. Without discussing this issue here in detail — this will be done in the main text —
it should be answered already here that indeed most of the inspection models have their origin
in a practical problem, but that they range from those which lend themselves to immediate
application to those which have been developed primarily for theoretical purposes. In the
introductory first chapter we will say more about this central issue. Here we just express our
hope that both practitioners and theoreticians will become interested into our work which we
performed with so much enthusiasm for the subject.

Rudolf Avenhaus and Thomas Krieger
Miinchen and Jiilich 2020
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Chapter 1

Introduction

An inspection game is a mathematical model of a situation where a person or an organisation, in
the following called Inspectorate, verifies that another party, maybe a person, an organisation or
even a State, and in the following called Operator, adheres to certain agreed or legal rules. This
agreed or legal behaviour may be defined, for example by some code of conduct, by some formal
agreement or even by an international treaty. The Operator may, however, have an interest
in violating these agreed or legal rules. Typically, the Inspectorate’s resources are limited so
that verification can only be partial. A mathematical analysis helps in designing an optimal
inspection scheme, where it must be assumed that an illegal activity is executed strategically.
This defines a game theoretical problem, usually with two players, Inspectorate and Operator.
In some cases, several Operators are considered as individual players.

The principal objective of the Inspectorate is, let us use a wording different from that given
above and which has been taken from an international treaty, to deter the Operator from
behaving illegally "by the risk of early detection"; see IAEA (1972). This means that an illegal
activity, once started, shall be detected with as high a probability and as early as possible. But
what does the latter postulate mean? There are various ways to model the timeliness capability
of routine inspection regimes. For instance one can choose objective functions which depend on
the time between the start of the illegal activity and its detection, or objective functions which
are simple dichotomies that are based on some imposed critical detection goal. In addition, one
can assume unobservable inspections such as might be associated with instrumental or remote
surveillance, or alternatively, that the inspections are observable (in the sense of inspections on
site) so that the Operator can make his decisions conditional on the inspection time points of
the Inspectorate. Furthermore, statistical errors may or may not be taken into account.

Before elaborating on this in Section 1.1, two remarks, the first one on related subjects: In-
spection games should be distinguished from inspections for quality control, or for prevention
of other kinds of random accidents, for which there is no adversary who acts strategically; and
inspections that are search problems, where an adversary attempts to escape a searcher with
well-defined and legitimate strategies, like a submarine escaping a destroyer in war. Neither
situation is described by an inspection game in the sense of this monograph; here, let us repeat
this, the salient feature is that the Inspectorate tries to prevent the Operator from behaving
illegally in terms of the rules of conduct, or agreement, or treaty. Nevertheless, it will be shown
that in some cases, e.g., in quality control, models are used which are related to inspection
games considered in this monograph; see Diamond’s inspection game in Chapter 9.
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The second remark deals with this monograph’s specialization to inspection games over time:
There are books, e.g., Avenhaus and Canty (1996), and review articles, e.g., Avenhaus et al.
(1996) and Avenhaus et al. (2002), on inspection games in general. During the last 15 years,
however, so many inspection games over time have been published, all of them based on similar,
partly similar or different assumptions such that it became increasingly difficult to maintain an
overview. Therefore we felt the need to organize this wealth of models and to present it in a
way as coherent as possible.

1.1 Classification of assumptions for inspection models over
time

Since there exist so many game theoretical models for inspections over time, it is one of the
objectives of this monograph to classify these inspection models, in other words, to list all
assumptions which define these models. Figure 1.1 represents the classification of assumptions
for the inspection games over time treated in this monograph.

Quite generally a reference time interval, e.g., a calendar year, is considered within which the
Inspectorate performs k interim inspections. Let us mention that at first sight this description of
an interim inspection over time may look very special, but that in fact it covers, with appropriate
interpretations, all inspection problems over time considered in this monograph.

The four dimensions in Figure 1.1 have the following meaning:

e Inspection philosophy: The objective of the Inspectorate is to detect any illegal activity
of the Operator, if he intends to do so, as early as possible — playing for time, or to detect
it within a given time interval — critical time. In Chapter 17 inspection problems are
considered which are formally equivalent to critical time games even though their context
is totally different.

e Time: The Inspectorate can perform its interim inspections at any point of time during
the (open) reference time interval, and the Operator can start the illegal activity at any
point of time during the (open) reference time interval — continuous time, or the interim
inspections are performed only at discrete and equidistant points of time during the
reference time interval, and the illegal activity can start only at discrete and equidistant
points of time during the reference time interval — discrete time.

e Planning: The Operator may plan the illegal activity, if he intends to do so, non-
sequentially (No) at the beginning of the reference time interval, or sequentially (Se)
during the reference time interval. The same possibilities exist for the Inspectorate.
Thus, four variants are distinguished (in the order: Operator-Inspectorate): No-No, No-
Se, Se-No and Se-Se.

e Sampling: Interim inspections may be performed without committing any statistical error
(e = B =0), or with committing only errors of the second kind (no detection of illegal
behaviour, a = 0, 3 > 0), or with committing both errors of the first (false alarms) and
second kind (a > 0, 3 > 0).

Four remarks on this classification of assumptions, see also Krieger and Avenhaus (2018a) and
Krieger and Avenhaus (2018b):
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Figure 1.1 Classification of assumptions for inspection models over time.
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4 Chapter 1: Introduction

First, the inspection philosophies are derived from the International Atomic Energy Agency’s
objective of safeguards: "The Agreement should provide that the objective of safeguards is the
timely detection of diversion of significant quantities of nuclear material from peaceful nuclear
activities to the manufacture of nuclear weapons or of other nuclear explosive devices or for
purposes unknown, and deterrence of such diversion by the risk of early detection"; see IAEA
(1972) and p. 1. While the playing for time concept is related to the "early detection" objective,
the critical time concept is related to the "timely detection" objective and has its origin in the
so-called conversion time introduced by the IAEA; see IAEA (2002). The conversion time is
the time required to convert different forms of nuclear material to the metallic components
of a nuclear explosive device. Using this definition it appears to be natural to assume that
the Inspectorate has "won" the game if any illegal activity is detected within some "critical"
time, otherwise it has "lost" it. In practical applications, which are quite different from IAEA
safeguards and which of course are considered in this monograph as well, the critical time may
have quite different meanings: Whereas for example in the context of the Non-Proliferation
Treaty it means the conversion time for nuclear material, in the case of the control of waterways
by Customs it may mean a night during which Smugglers have a chance to cross the water
without being detected; see Chapter 17. Note that inspection games based on other objective
functions, such as the overall non-detection probability as payoff to the Operator if nuclear
material can be diverted from several strata, have been analysed, e.g., in Avenhaus (1986),
Avenhaus and Canty (1996) or Avenhaus and Krieger (2011a), but do not fit in this monograph
because of its different objective function.

Second, the advantage of discrete time inspection games is that any kind of time resolution
can be modelled, e.g., years, month, weeks, days, hours, and seconds. Thus, these games
seem to be appropriate for applications as boundary conditions and organizational aspects such
as working days could be taken into account. Because in continuous time inspection games
the interim inspections can be performed at any time point during the reference time interval,
the disadvantage of these games is that the implementation of the game theoretical results in
practice becomes difficult because access might not be granted or even impossible at any time
point, e.g., Sunday at 2:17 a.m. The advantage of continuous time inspection games is that
they are easier to be analysed even in case first and second kind errors are taken into account.

Third, the sequential inspection planning requires quite a flexibility on the Inspectorate’s part.

Fourth, considering the sampling dimension, the second case is relevant, if items are counted
on a random sampling basis, i.e., if Attribute Sampling Procedures are used. The third case is
given when quantitative measurements are performed, i.e., when Variable Sampling Procedures
are used, where correct data or behaviour may be declared as wrong ones. We do not consider
the first and second case as specializations of the third one since inspections games with errors
of the first kind and their Nash equilibria are much more complicated than those without first
kind errors, in other words, one would never start with the complicated form and then specialize
to the simpler one. A finer argument shows that one cannot simply change the error first kind
probability o without changing that of the error second kind /3: In general 8 tends towards one
if o tends towards zero; see Chapter 20.

According to Figure 1.1 there exist 3 x 4 x 3 = 36 inspection models over time. Not all of
them have been, or will be analysed, but on the other hand, even more assumptions will have
to be made in some cases; see, e.g., the "General Assumptions" Chapters 2, 8 and 14 or the
assumption if the Operator decides to behave legally or illegally during the course of the game
or at the beginning of the game. The structure of Parts | — Il will be deduced from Figure 1.1.
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1.2 Applications

Since, according to Heraklit (520 - 460 bC), war is the father of all things, it is not surprising that
the first game theoretical models of inspections after the path breaking work by von Neumann
and Morgenstern (1947) were developed during the time of the Cold War and in the context of
arms control and disarmament studies. Probably the first genuine inspection game published in
the open literature was the recursive game developed by Dresher (1962) which will be discussed
in detail in the Chapter 16. Dresher himself suggested several possible arms control problems
as applications for his model, in particular verification of a test ban treaty.

In a survey on inspection games in Arms Control by Avenhaus et al. (1996), it was pointed out
that three phases of development in the application of inspection models to arms control and
disarmament may be identified: In the first of these, roughly from 1961 to 1968, studies that
focused on inspecting a nuclear test ban treaty emphasized game theory, with less considera-
tion given to statistical aspects associated with data acquisition and measurement uncertainty.
The second phase, from 1968 to about 1985, involves work stimulated by the Treaty on the
Non-Proliferation of Nuclear Weapons (NPT). Here, the verification principle of material ac-
countancy came to the fore, along with the need to include the formalism of statistical decision
theory within the inspection models. The third phase, 1985 to the present, has been dominated
by challenges posed by such far-reaching verification agreements as the Intermediate Range
Nuclear Forces Agreement (INF), the Treaty on Conventional Forces in Europe (CFE) and the
Chemical Weapons Convention (CWC), as well as perceived failures of the NPT system in Iraq
and North Korea. The Comprehensive Test Ban Treaty (CTBT) has been agreed upon by a
UN resolution in 1996, but it is not yet in force because not enough States have ratified it.

In particular in the context of the NPT and the verification system of the International Atomic
Energy Agency (IAEA) a wealth of inspection games has been developed and studied. Since
the mid-nineteens, when the Additional Protocol, see IAEA (1997), has been agreed upon, the
importance of interim inspections in nuclear facilities has been emphasized and consequently,
game theoretical models have been developed with the aim to determine the optimal timing
and intensity of these inspections. These models represent best the idea of inspection games
over time therefore, the concept of interim inspections will be used as a general metaphor, with
appropriate interpretations whenever necessary.

Because of the importance of this application, let us add two remarks. First, both inspection
philosophies are relevant here: On one hand, the playing for time concept meets, as mentioned
on p. 1, one of the IAEA safeguards criteria "...by the risk of early detection"; see IAEA (1972).
On the other, and since the purification of nuclear material and subsequent manufacture of
a nuclear weapon takes time, the IAEA has explicitly defined critical times for all forms of
fissionable material that can arise in commercial nuclear activities. These range from seven
days for metallic plutonium to one year for low enriched uranium; see IAEA (2002).

Second, in order to avoid the wrong impression that interim inspections cover the whole area of
nuclear safeguards, two other areas are mentioned here. The one is the verification of the mea-
surement of data reported by the Operator/States with the help of independent measurements
performed by an Inspectorate. In Statistics this wide area is known under the technical term
stratified variable sampling. The other area is nuclear material accountancy which represents
the core of nuclear material safeguards: With the help of the Operator's declared data, book
and physical inventories are compared at the end of some material balance period for a so-called
material balance area in order to decide whether the difference between these two inventories
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can be justified by the statistical measurement errors or else, can only be explained by loss or
hidden inventories or diversion of nuclear material.

Until today the verification system for the NPT is the most elaborate international one, in fact,
it has served as a model for the verification of the CWC and others; see Avenhaus et al. (2006).
In particular the concepts of on-site and interim inspections have been adapted and elaborated
for other Arms Control and Disarmament Treaties; see Melamud et al. (2014). It is, however,
just fair to mention that for the description and analysis of verification systems other than that
for the NPT, inspection games over time have not yet been used to that degree they would
deserve.

The control of straits or waterways is another widely studied area of application: It is assumed
that Smugglers will try to cross a strait with boats, and that customs officers try to catch them.
Most of the analyses are based on, or are variations of Dresher's model, and we will describe
them in detail in Part Ill. It has to be admitted, however, that to our best knowledge so far we
have found no real applications in the open literature even though we assume that there are
some which may not have been published for reasons of confidentiality.

Quite a different application is given by reliability and production control problems: Even
though, as mentioned on p. 1, there is no adversary who may behave illegally, one assumes
in the sense of a pessimistic approach that the technical equipment will produce failures which
are most disastrous, and that one has to optimize inspection procedures under this assumption.
We will discuss the seminal paper by Diamond (1982) in major detail in Chapter 9.

There are other applications, e.g., in the environmental control area, but a word of caution is
just fair: What is an application? Theorists claim that an application is the next lower level
of a theory. In that sense, e.g., in Probability Theory the De Moivre-Laplace Theorem is just
an application of the Central Limit Theorem. An engineer, on the other hand, may consider
an application of a theory something which helps him to construct a better device or to reduce
production costs. Inspection games over time are somewhere between these two extremes: In
some cases they give concrete advice, as we shall see, but in other cases problems are analysed
in an idealized way, and real applications are not known to us.

In fact the same may be said about the application of game theory in general: Even though there
is a continuing enthusiasm that this theory is uniquely suited for the description and analysis
of rational behaviour in human interaction, especially in conflict situations, serious applications
like those of inspection games are still rare, probably more time and patience is needed. Even
Leibniz's and Newton's calculus needed more than a century for becoming an indispensable tool
of natural sciences, technology and economy.

1.3 The art of modelling

When analysts who have a reasonable background in Statistics, Game Theory and Operations
Research in general, and who have some experience with applied work, are asked for answers
by practitioners who know their problems but not the difficulties of quantitative modelling,
the following frequently happens: Either analysts arrive at formal models and their solutions
which are satisfying from a mathematical, not to say aesthetic point of view, but not so much
from a practical one, or the problem and its so solutions is so special, that it is interesting
only for that single case, or the analysts have to work with approximations and present second
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best solutions which may answer the practitioners’ questions but are not satisfying analysts’
standards of rigorousness and non-triviality.

Only at rare occasions — lucky moments in their lives — analysts come across problems and their
solutions which are satisfying both from the practical and theoretical points of view and beyond,
they are of more general interest, in other words, these analysts have found some interesting
general structure.

In this monograph, in some sense we have come across all these situations: As an example,
let us take the continuous time inspection game by Diamond (1982) which is presented in
Chapter 9. There, in Theorem 9.1 optimal strategies for any number of interim inspections
during the reference time interval are derived, and its proof is by no means trivial. More than
that, the optimal strategies of the Inspectorate can be used as approximations for the discrete
time inspection game discussed in Chapter 3, where for large numbers of possible time points
and for more than one interim inspections during the reference time optimal strategies have
not yet been found. But there are also other cases where optimal strategies so far have only be
found for limited parameter values, for example in Chapter 6, even though optimal strategies
for more general cases would be interesting from a practical point of view.

If the practitioner, or more generally the person or organization which proposes to analysts a
study of a problem, formulates the problem in form of very precise assumptions, then it is just
good luck or bad luck whether or not the analysis will become interesting from the analysts’
point of view. The real situation, however, is different in general. The practitioner may not
know so precisely which assumptions are required for the quantitative analysis, or he may not
be so certain about all assumptions required, or he may change his opinions in the course of
the analysts’ work. This, in turn gives room to the latter one to formulate assumptions himself
and ask for their confirmation. This way both the practitioner and the analyst can guide the
work in directions which renders the analysis feasible and convincing for both sides: Sometimes
the model itself may be justified by an interesting solution which, by the way, requires that the
analyst is able to explain this solution in a way which convinces the practitioner.

All this shows that modelling is a kind of art which cannot be taught and learned with the
help of textbooks and courses alone. It has to be practised for long times under favourable
circumstances; a key word for those who have or want to encourage studies of the kind an
example for which is presented here, is capacity building for both sides, the practitioner and the
analyst.

In this sense, and also having in mind that the application of game theoretical methods is one of
the main objectives of this monograph, let us conclude these considerations with a statement by
the eminent game theorist and first Director of the International Institute for Applied Systems
Analysis (IIASA) in Laxenburg near Vienna, Howard Raiffa, which he made in the context of
a justification of and an advertisement for formal analyses of international negotiations, see
Raiffa (2002):

Not enough research on the processes of international negotiations is being
done. What is being done is not adequately coordinated and disseminated. Present
research efforts are not cross-fertilized: across disciplines, between practitioners
and researchers, and across national boundaries. Regrettably, a lot of profound
theorizing by economists, mathematicians, philosophers, and game theorists on
topics related to negotiation analysis has had little or no impact on practice.

... An important reason is clearly the lack of effective communication and dissem-
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ination of theoretical research results. Such communication could be improved if
there were more intermediaries who are comfortable in both worlds and who could
act as inventive go-betweens to facilitate the transfer of information that shows how
theory can influence practice and how practice can influence the research agendas
of theorists. The information must flow in both directions: many practitioners have
developed valid, extremely useful, and often profound insights and analyses, which
should help to guide the agenda of researchers in this field.

It goes without saying that these memorable thoughts of someone who lived indeed in both
worlds hold in the area of inspection games as well.

1.4 Structure of the monograph

Looking again at the classification in Figure 1.1 one realizes that there is no royal way for
structuring the inspection models over time. Using the inspection philosophy and the time
aspect in the classification, we arrive at three main classes of inspection games which are the
subjects of the three parts: First, discrete time playing for time games. Second, continuous
time playing for time games. And third, discrete time critical time games. Within these three
classes, four variants are considered which describe the planning both of the Operator and the
Inspectorate: Both plan their activities at the beginning of the reference time interval (No-No),
or both proceeds sequentially (Se-Se), or only the Inspectorate proceeds sequentially (No-Se),
or only the Operator proceed sequentially (Se-No). It should be mentioned already here, that
only in a few cases and under rather limiting assumptions in regards to the possible interim
inspection time points and the number of interim inspections all four variants have been studied.
The same holds for the consideration of statistical errors of the first and second kind: Since in
the most general case the analyses get very complicated, only in a few cases satisfying solutions
have been obtained.

There is an issue the analysis of which represents another important objective of this monograph:
In Parts | and 11, where the payoff to the Operator is the detection time, i.e., the time between
start and detection of the illegal activity — the payoff to the Inspectorate being its negative value
— it is assumed that the Operator behaves illegally. This means that only technical parameters
like detection probabilities, inspection costs and others enter the models, and that optimal
inspection strategies can be determined which depend only on these parameters. Obviously
this is very important for practical applications. If, however, the question of deterring the
Operator from illegal behaviour is raised which is, as stated on p. 1, so important for the whole
area of inspections, then this procedure is no longer sufficient: In addition, so-called political
parameters in form of utility functions have to be introduced which describe the gains and
losses of the Operator in case of undetected and detected illegal behaviour; the analysis will
lead to conditions, e.g., concerning inspection costs, for legal behaviour of the Operator.

There is another aspect of this issue. In case of variable sampling procedures false alarms may
happen, and they cause problems, at least costs, to both the Operator and the Inspectorate.
Thus, the zero-sum assumption does not hold any more. This means that also in these cases,
independently of the question of legal or illegal behaviour of the Operator, payoff parameters
have to be introduced.

In Part Il idealized payoffs, in technical terms utilities, — in contrast to the detection time in
Parts | and Il which has a physical meaning — have to be taken into account from the very
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beginning of the analysis. They describe the gains or losses of both players in case of detected
or undetected illegal behaviour, or legal behaviour, of the Operator. There is another difference
between Part Ill and Parts | and II: So far, we used the concept of interim inspections within
some reference time interval as metaphor for all kinds of inspections over time. If we consider,
however, for example the control of waterways by customs officers, then the terms critical time
and interim inspections do not make any sense even though the mathematical models are the
same. Therefore, Chapter 17 in Part Il is devoted to these and related inspection problems.

There are a number of additional structural aspects which deserve attention at this place:
First, in contrast to abstract game theoretical analyses the pure strategies of the Operator and
Inspectorate in Parts | and Il are the time points for the start of the illegal activity and for
the interim inspections, respectively. Thus, they have a physical meaning. Therefore, beside of
the game theoretical results it is also interesting to determine and to analyse system quantities
because they are intuitively appealing and therefore used by practitioners; see Table 1.1.

Table 1.1 Overview of system parameters, results of the game theoretical analysis and system
quantities used in Parts | and II.

results of the game

. . system quantities
theoretical analysis ¥ g

system parameters

cut-off value/time, optimal
expected detection time,
optimal expected start of the
illegal activity, optimal
expected interim inspection
time point(s)

time points, number of
interim inspections,
number of facilities,
non-detection
probabilities, false alarm
probabilities

optimal strategies and
optimal expected
detection time,

equilibrium strategies

and respective payoffs

Second, in Parts | and Il frequently inspection problems are considered which are modelled as
zero-sum games which means in general that we are looking only for one optimal strategy of each
player. In those games in which we are able to present more than one optimal strategy, selection
procedures are discussed which take into account practical needs and differ fundamentally from
those proposed, e.g., by van Damme (1987) or Harsanyi and Selten (1988). Also, it is admitted
that in case of non-zero-sum games we did not always pay attention to the uniqueness of
equilibria: Even though we have reasons to assume that the equilibria presented are indeed
unique, e.g., on the basis of special cases, there is room for further work.

Third, the contents of this monograph described so far looks like a compilation of existing
inspection games over time. There is, however, more and this should be stressed already here:
Nine new inspection models are developed which are published in this monograph for the first
time:

e discrete time playing for time No-Se inspection game; see Lemma 4.1,
e discrete time playing for time Se-No inspection game; see Theorem 4.1 and Lemma 4.4,

e discrete time playing for time Se-Se inspection game; see all Lemmata and Theorems of
Chapter 5,
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e discrete time playing for time No-No inspection game with errors of the second kind; see
Theorem 6.1,

e continuous time playing for time Se-No inspection game with any number of interim
inspections and with facility-independent errors of the second kind; see Theorem 11.2
and Lemma 11.3,

e critical time No-No inspection game with errors of the first and second kind; see Theorem
15.2,

e critical time Se-Se inspection game with errors of the second kind; see Theorem 16.2,

e generalized Thomas-Nisgav inspection game; see Theorem 17.1 with Lemmata 17.1 and
17.2,

e critical time Se-No inspection game with an expected number of inspections; see Lemma
24.1.

Furthermore, the Conjectures 5.1, 9.1, 17.1 and 24.1 are novel. Also surprising relations be-
tween different game theoretical models and their Nash equilibria are discussed extensively, and
considerations on the choice of the optimal false alarm probability in Sections 9.5, 12.4, 15.5
and 16.4 are presented.

Fourth, there are inspection problems and issues which have to be described by models which
do not fit into the classification in Figure 1.1. Let us only mention the inspector leadership
idea, according to which the Inspectorate announces its inspection strategy to the Operator in
a credible way and thus, may induce him to legal behaviour. This kind of model is discussed in
Sections 9.5, 12.4, 15.5 and 16.4.

Fifth, a word on notation: Throughout this monograph we have spent an effort to develop a
consistent and convincing set of symbols for the more important quantities and concepts which
are used. This was necessary since in contrast to areas as Probability Theory, Mathematical
Statistics and others this consistency of notation has not yet been achieved properly in Game
Theory; see Myerson (1991), Fudenberg and Tirole (1991), Peters and Vrieze (1992), Aumann
and Hart (1992) or Osborne and Rubinstein (1994).

Finally, a remark on the references collected at the end of this monograph: Game theoretical
inspection problems are widely distributed in the published literature, and there are approaches
which differ considerably from the ones presented in this monograph, let us mention as examples
Pradiptyo (2007), Friehe (2008), Rauhut (2009), Andreozzi (2010), Deutsch et al. (2011),
Jiang et al. (2013), Kolokoltsov et al. (2013), Delle Fave et al. (2014), Zhang and Luo (2014),
Katsikas et al. (2016), Rossiter and Hester (2017) and Kolokoltsov and Malafeyev (2019).
Thus, even though we have spent a major effort to collect most of the important publications,
we do not guarantee their completeness.

1.5 Who is the client?

We think that there may be at least four categories of clients to this monograph.

First, there are experts dealing with problems where inspections serve the purpose to deter
people, organisations or States from illegal behaviour in the sense of some agreement or treaty,
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or to say it positively, to induce them to legal behaviour. These experts may be practitioners who
are looking for applications of the solutions of the inspection models, e.g., optimal distribution
of given inspection resources on different locations, or optimal amount of resources for the
indicated objectives. In other words these practitioners want help for their problem to organize
inspections effectively and efficiently. But these experts may also be theoreticians, who are
working for inspection authorities and who have to study these inspection models in order to
adapt them to the authorities’ needs, or to develop new models.

In this context the subtitle of this monograph may be explained: If one tries to describe a
real inspection problem with the help of a game theoretical model, then one detects always
special features which have to be taken into account and which require new assumptions.
Also the mathematical models may get too complicated for a rigorous analysis. Therefore, we
present in this monograph only what we deemed to be fundamental models and approaches,
and considered only in a few cases extensions which go beyond analytical feasibility, see, e.g.,
Sections 9.4 and 16.3, in order to demonstrate their complexity.

Second, there are "modellers" who work in related or different areas, and who might want to
learn what has been achieved in the admittedly special field dealt within this monograph in
order to find out if they can use the models for their somewhat different inspection problems —
see, e.g., Chapter 17 — or even for other problems where adversaries are involved as well which,
however, act also legally, e.g., battleships searching for submarines.

Third, there might be theoreticians, e.g., game theorists, who are primarily interested in genuine
mathematical problems and their solutions, but who might also be interested in applications in
the sense explained in Section 1.2. Indeed, let us repeat this, game theory is until now not so
rich in convincing applications.

And last but not least, we address the younger generation. In order that students are not
frightened by the longer and more demanding proofs of some Theorems and Lemmata they —
as well as other clients — may skip them at first reading and instead, try to familiarize with the
inspection models and their game theoretical solutions. More importantly, we hope that this
monograph may serve as a basis for academic lectures for those students who are interested
in this special but important field, and also for those students who simply want to learn what
abstract concepts like non-cooperative extensive form games and Nash equilibria mean when
they are confronted with real world problems.
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Part |

Playing for Time: Discrete Time

The three main parts of this monograph differ essentially by their inspection philosophy and by
their treatment of time. In Part | the objective of the Inspectorate is to detect with the help
of interim inspections the illegal activity as early as possible whereas that of the Operator is
to start the illegal activity at a time point in such a way that it is detected as late as possible.
Furthermore, it is assumed that the interim inspections and the start of the illegal activity can
take place only at discrete points of time during the reference time interval.

Since one important goal of this monograph is to formulate the assumptions for the inspection
games as complete and as clear as possible, in Chapter 2 a qualitative description and a list of
assumptions is given. Even though these assumptions hold for all inspection games described
and analysed in Part |, later on more assumptions are given which hold only for those games
considered then.

The inspection games treated in Chapters 3 — 5 differ by the planning of the interim inspec-
tions and by the planning of the start of the illegal activity. Some models are treated in full
generality and some are only solved for special cases. Throughout Part I, various relations be-
tween the inspection games analysed in Part | and relations to the continuous time inspection
games treated in Part Il, such as optimal/equilibrium strategies, optimal/equilibrium payoffs
and system quantities given in Table 1.1, are discussed.

In Chapter 6 errors of the second kind are taken into account and all four variants of the
inspection game (No-No, No-Se, Se-No and Se-Se) are analysed for the case of three possible
time points for two interim inspections. Also the cases of five possible time points for one or
two interim inspections are treated for illustration for the No-No and Se-No inspection game.
The case of any number of possible time points for one interim inspection is solved completely
for the No-No and the Se-No inspection game.

Chapter 7 finally deals with legal behaviour, the concepts of effectiveness and efficiency, utilities
for variable sampling inspection schemes, i.e., when false alarms are taking into account, and
extensions such as leadership considerations.

13
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Chapter 2

General assumptions

We consider a simple inspected object, for example a production line, or a nuclear or chemical
facility (for short: facility) which is subject to inspections in the framework of agreed rules,
formal agreements or an international treaty, and a reference time interval of one time unit,
e.g., a week, a month, or a calender year. As announced on p. 1, we call the person, or
organisation or even the State which is responsible for the object or facility, the Operator?, and
the person or organisation which is responsible for the inspections, the Inspectorate.

In order to separate the timeliness aspect of routine inspections from the overall goal of detecting
failures or an illegal activity, it is assumed that a thorough and unambiguous inspection takes
place at the beginning and end of the reference time interval with the help of which failures or
an illegal activity will be detected with certainty once they have occurred. Such an inspection
is called, according to some agreed wording, Physical Inventory Verification (PIV); see IAEA
(2002) and Figure 2.1.

Figure 2.1 Time line for the discrete time inspection models.

PIV PIV
— - pooee- tooeo- e
0 1 2 N -1 N N +1

In addition, it is assumed that by agreement k less intrusive interim inspections are strategically
placed during the reference time interval to reduce the time between start and detection of
failures or the illegal activity below the length of the reference time interval. We assume that
for natural or technical reasons interim inspections can only take place at N equally distant
time points 1,2,..., N. Thus, we have kK < N. Thereafter, at the end of the reference time
interval, i.e., at time point IV + 1, the above mentioned PIV takes place; see Figure 2.1. At an
interim inspection a preceding failure or illegal activity will eventually be detected with some
probability lower or equal than one.

For reasons to be discussed subsequently, see below, it is assumed that the Operator will start
the illegal activity at one of the N +1 time points 0,1,..., N with certainty; see Figure 2.1. Of

'Frequently, the Operator is called inspectee, but this will not be done in this monograph in order to avoid
confusion between the similar words inspectee and inspector.
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course, the highest priority of the Inspectorate is to deter the Operator from illegal behaviour,
or to say it positively, to induce the Operator to legal behaviour. These two aspects, that
seem to contradict each other at first sight, cannot be addressed in purely technical terms like
number of interim inspections, detection probabilities etc. Instead, so-called utilities have to
be introduced which describe the gains and losses of both players in case of legal and illegal
behaviour of the Operator. We discuss this important issue in Section 7.2.

Since the Operator is assumed to behave illegally during the reference time interval, and even
may plan this strategically, and since the Inspectorate is assumed to place the interim inspec-
tions strategically, this inspection problem is described by a non-cooperative two-person game
between an Operator and the Inspectorate. In this Part |, the objective of the Operator is to
place the start of the illegal activity such that the detection time — the time between the start
of the illegal activity and its detection — is as long as possible. This is the reason, see above,
why we assume that an illegal activity is started immediately after an interim inspection. The
objective of the Inspectorate is to place its interim inspections such that the detection time
is as short as possible. This means that we consider a two-person zero-sum game with the
detection time as payoff to the Operator. Note that the zero-sum assumption simplifies the
analysis considerably since we need not care for the uniqueness of game theoretical solutions to
be developed subsequently; see the interchangeability property on p. 399.

It should be mentioned already here that in cases, where, e.g., failures in production lines
have to be detected, the term illegal activity is misleading, and that those failures cannot be
assumed to be planned strategically by somebody. Nevertheless we will see that these cases
will be covered by the following analyses as well.

At first sight, having read the description of the inspection game so far, one might assume that
it specifies the problem completely and one may start immediately the formal analysis. It turns
out, however, that more assumptions have to be made. Since it is a general major objective of
this monograph to classify the many inspection games which have been developed so far and
since in the literature necessary assumptions are frequently not explicitly mentioned, we will
now list and number all assumptions which are necessary for the analysis of the formal models
in this part. We will not repeat them for any specific model. More than that, in subsequent
chapters we will refer to this list of assumptions and eventually add more or change some of
the ones presented here. Thus, we consider this list of assumptions to be central for this whole
part.

(i) There are two players: the Operator of the facility under consideration and the Inspec-
torate.

(ii) The Inspectorate performs k interim inspections at N possible time points 1,2,..., N.

(iii) The Inspectorate performs at the beginning and at the end of the reference time interval a
regular inspection (Physical Inventory Verification, PIV) at which the illegal activity of the
Operator is detected with certainty if it is not detected at a previous interim inspection.

(iv) The Operator starts once at one of the N + 1 time points 0,1,..., N an illegal activity.
In Chapter 7 legal behaviour of the Operator will also be considered.

(v) During an interim inspection the Inspectorate may commit an error of the second kind
with probability 3, i.e., the illegal activity, see assumption (iv), is not detected during the
next interim inspection with probability 8. Note that if there is no interim inspection left,
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then it is detected with certainty at the final PIV; see assumption (iii). This non-detection
probability is the same for all k interim inspections. Errors of the second kind are only
considered in Chapter 6. Note that game theoretical models taking errors of the first kind
into account are only considered in Parts Il and Ill.

(vi) The number k of interim inspections is known to the Operator.

(vii) The Operator decides at the beginning of the reference time interval, i.e., at time point
0, when to start the illegal activity, or he only decides whether to start the illegal activity
immediately at time point 0 or to postpone the start; in the latter case he decides again
after the first interim inspection; and so on.

The Inspectorate decides at the beginning of the reference time interval when to perform
its interim inspections, or it decides only when to perform the first interim inspection,
and after the first one when to perform the second interim inspection; and so on.

(viii) Both players decide independently of each other, i.e., no binding agreements are made.

(ix) The payoff to the Operator is the detection time, i.e., the time between start and detection
of the illegal activity. The payoff to the Inspectorate is the negative one (zero-sum game).
In Chapter 7 this assumption is generalized such that the payoffs to both players are linear
functions of the detection time.

(x) An (interim) inspection does not consume time. In case of the coincidence of the start of
the illegal activity and the interim inspection, the illegal activity may be detected at the
occasion of the next interim inspection or, with certainty, at the final PIV. In this sense
the wording "... right after an interim inspection ..." is equivalent to "... at an interim
inspection ...".

(xi) The game ends either at the interim inspection at which the illegal activity is detected or
at the final PIV; see (iii).

Let us comment some of these assumptions. First, assumption (iii) represents an idealization:
In practice even at the occasion of a PIV the illegal activity may not be detected with certainty.
The idea here is that the PIV is much more accurate than any interim inspection, i.e., the
detection probability at the PIV is usually higher than 1 — 3.

Second, assumption (iv) sounds strange at first sight, since an inspected party in general, and
in particular in international treaties, voluntarily submits to inspections. However, the raison
d'étre (reason for existence) of any inspection authority must be the assumption that the
inspected party has a real incentive to violate its commitments. Let us quote Grimm (1983):
"This diversion hypothesis should not been understood — and in general is not understood —
as an expression of distrust directed against States in general or any State in particular. Any
misunderstanding might be dispelled by comparing diversion hypothesis with the philosophy of
airport control. In order to be effective, airport control has to assume a priori and without any
suspicion against a particular passenger that each handbag might contain prohibited goods". A
different view of this problem is given by the famous saying Trust but verify which is attributed
to V. I. Lenin. Finally, the less emotional view of the scientific modeller will be discussed in
detail at the end of Section 7.3.

Third, assumption (v) typically describes Attribute Sampling schemes; see Thyregod (1988).
They usually occur when random sampling schemes are used, where items are counted, and
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where errors arise only when falsified or wrong items are not contained in the sample. As
indicated, inspection models which take into account errors of the first kind, i.e., false alarms,
are not considered here since so far practitioners did not ask for them. They will, however, be
taken into account in Parts Il and Ill.

Fourth, assumption (vi) deserves some justification: Is it appropriate to assume that the Op-
erator knows the number k of interim inspections? We distinguish two cases. First, if the
"agreed rules" or "formal agreements", see p. 15, directly refer to a single inspected object,
and if they specify the number k of interim inspections, then & is known to the Operator of
the inspected object. Second, if the "agreed rules", "formal agreements" or the "international
treaty" refer to a State, then the State knows k. In contrast, the Operator of a single inspected
object can find out the number k, e.g., via observations or asking colleagues about the number
of interim inspections in the remaining facilities of the State. Although, even if he knows k, he
does not know how k is distributed to the single facilities, i.e., he knows only that not more
than k interim inspections are performed in his facility. That means in this second case, that
the Operator is faced with a random number of interim inspections for his facility; see p. 146
and Chapter 11. In this case one has to consider a larger game where the choice of the single
facility and the number of interim inspections in that facility represent just a part of a pure
strategy of the Inspectorate. As a result, the latter number may be randomized.

Note that in the inspection games between Customs and Smuggler in Chapter 17 it is also
assumed that the number of controls is known to the Smuggler. In these conflict situations,
however, there exists no agreed rules, formal agreements or international treaties the Smuggler
has to adhere. Nevertheless, since Customs has to obey rules given by its State, one may justify
this assumption by the Smugglers’ long term observation of Customs’ activities.

Also, in assumption (vi) the number k is implicitly assumed to be a deterministically fixed
integer 1,2, .... The possibility that an expected, eventually non-integer number of inspections
for one facility is fixed and known to the Operator is addressed only in Chapter 24, where a
Se-No critical time inspection game with an expected number of inspections in one facility is
analysed.

There are two reasons why in this monograph — except of Chapter 24 — only inspection games
with a fixed number of interim inspections resp. controls are considered. First, these inspection
games were in the focus of research interests from the very beginning, when models with only a
few parameters and assumptions and unique solutions — fundamental models — were asked for
and analysed. Second, practitioners, not familiar with game theory, got only interested, if at
all, in this type of inspection games. Only recently expected numbers of inspections for single
facilities gained the attention of representatives of responsible organizations. For this reason,
Chapter 24 has been added to this monograph, last but not least in order to give an example
for further research directions.

Finally, calling the behaviour of a player non-sequential if the player only decides at the beginning
of the reference time interval, and sequential if the player also decides during the reference time
interval, assumption (vii) implies four variants: No-No, No-Se, Se-No and Se-Se as indicated
in Table 2.1.

It should be mentioned that for k = 1 interim inspection and any number N of possible time
points, the No-No and No-Se inspection games on one hand and the Se-No and Se-Se inspection
games on the other lead to the same game theoretical results due to the fact that for k = 1
there is no difference between sequential and non-sequential behaviour of the Inspectorate.



Chapter 2: General assumptions 19

Table 2.1 Four variants of the general inspection game and their abbreviations.

Inspectorate . .
P Non-sequential Sequential
Operator
Non-sequential No-No No-Se
Sequential Se-No Se-Se

Of course, it can not be decided without more information about the real situation to be
described which of the four variants is the appropriate one. Nevertheless, it will turn out, that
for those cases which have been analysed in the literature for a given behaviour of the Operator,
No or Se, the behaviour of the Inspectorate does not influence the optimal expected detection
time.

Let us repeat: Assumptions (i) to (xi) will be used in all chapters of this part. Only those
assumptions which for some reason or other deserve special attention will be mentioned again,
but of course all assumptions together represent the basis of the game theoretical models to
be developed and analysed subsequently.
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Chapter 3

No-No inspection game

We analyse in this chapter the first of the four variants presented in Table 2.1, where assumptions
(v) and (vii) of Chapter 2 are specified as follows:

(v') During an interim inspection the Inspectorate does not commit an error of the second
kind, i.e., the illegal activity, see assumption (iv), is detected with certainty during the
next interim inspection or with certainty during the final PIV; see assumption (jii).

(vii") The Operator decides at the beginning of the reference time interval, i.e., at time point
0, at which of the possible time points 0,1,..., N he will start the illegal activity.

The Inspectorate decides at the beginning of the reference time interval at which of the
possible time points 1,..., N it will perform its k interim inspection(s).

The remaining assumptions of Chapter 2 hold throughout this chapter. Note that in Section
6.1, the No-No inspection game with uncertain detection of an illegal activity at an interim
inspection, i.e., 3 > 0, is considered.

In Section 3.1 we analyse the case of any number N of possible time points for £ = 1 interim
inspection for which a game theoretical solution exists; see Krieger (2007) and Krieger (2008).
Also in Section 3.1 properties of the optimal payoff and its relations to system quantities, see
Table 1.1, as well as the asymptotic behaviour of the optimal strategies and the optimal payoff
are examined. Section 3.2 presents game theoretical solutions for the case of k = 2 interim
inspections and those number N of possible time points which have been treated analytically
or numerically. Again, the relation between the optimal payoff and system quantities as well as
the asymptotic behaviour of the optimal payoff are investigated.

3.1 Any number of inspection opportunities and one interim
inspection

Since this is a first place in this monograph where game theoretical models for inspection
problems are developed and analysed, we present some general concepts and solution techniques
which will be used in subsequent chapters. To those readers who are not familiar with normal
form games we recommend to study Section 19.1 first.

21



22 Chapter 3: No-No inspection game

Let for the purpose of illustration N be equal to 3, i.e., we consider 3 possible time points and
of course, according to assumption (iii) of Chapter 2, the two inspection time points 0 and 4
for the initial and final PIV. This means that there remain the three time points 1, 2 and 3 for
scheduling the interim inspection. Therefore, the set .J5 1 of pure strategies of the Inspectorate
is given by!

J3’1 = {1, 2, 3} 5 (31)

i.e., the set of time points at which it can perform its interim inspection. Note that in order to
be consistent with subsequent sections and chapters in which inspection games with more than
one interim inspection are considered, we subscript the Inspectorate’s set of pure strategies
J3,1, where the first index indicates the number of possible time points and the second one the
number of interim inspection(s).

The Operator can start the illegal activity potentially at any time point of the reference time
interval. However, he will start the illegal activity only at the time points 0,1,2 and 3, since
otherwise the time elapsed between the start of the illegal activity and its detection would
become shorter. Therefore, the set I3 of pure strategies of the Operator is given by

I3 :={0,1,2,3}, (3.2)

i.e., the set of time points at which he can start the illegal activity. Note that this notation — in
contrast to the Inspectorate’s one in (3.1) — does only depend on the number of possible time
points and not on the number of interim inspections, because the Operator’s pure strategies in
the No-No inspection game (and also in the No-Se inspection game; see Section 4.1) are not
influenced by the number of interim inspections.

What do the players gain in case the Operator starts the illegal activity at time point i and the
Inspectorate inspects at time point j?2 According to assumption (ix) of Chapter 2, the payoff
Ops,1(i, j) to the Operator is the time elapsed between the start and the detection of the illegal
activity: Itis j—i for j > i and 4—i for j < 4, where it should be kept in mind that for instance
in case i = j the illegal activity is only detected at the next occasion; see assumption (x) of
Chapter 2. If this assumption is violated, i.e., if the illegal activity is detected immediately, then
Ops,1(i,3) = 0 for all i = 1,2,3, and a different No-No inspection game is considered; see p.
25. Furthermore, a second illegal activity is not allowed to be started (for instance in case of
i = 0 and j = 1 another one could be started at, say, ¢ = 2) according to assumption (iv).
Because of assumption (ix) the payoff to the Inspectorate is Ins3 (i, j) := —Ops1(1,7), i.e.,
we are dealing with a zero-sum game.

This conflict situation is depicted in Table 3.1. In the first column the pure strategies of the
Operator are given, namely starting the illegal activity at time point 0, 1, 2 or 3. In the first
row the pure strategies of the Inspectorate are shown, i.e., the time at which it will perform its
interim inspection. An entry in this payoff matrix means that if the Operator starts the illegal
activity at time point i and the Inspectorate performs its interim inspection at time point 7,
then the entry in the matrix indicates the detection time. Note that the pure strategy "starting
the illegal activity at time point 3" is a strictly dominated strategy, and can thus be eliminated,;
see the comment on p. 24.

YIn order to discern definitions from equations, we use throughout this monograph defining double points,
i.e., A := B means that A is defined by B.

2Although in this part the interim inspection time points are denoted by ji, ..., ji1, we write in this section
7 instead of j1 because only the case of k = 1 interim inspection is treated.
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Table 3.1 Payoff matrix of the No-No inspection game with N = 3 possible time points for
k =1 interim inspection.

[

Wi | = | O
=N W=
N NN
=N W W

We first want to answer the question, if there is a pure strategy combination which leads to
a stable situation of this game, i.e., a pair of pure strategies from which no player has an
incentive to deviate. The answer is no. Formally, we are looking for a pair (i*,j*) of optimal
pure strategies, i.e., a pair of pure strategies which fulfils the so-called saddle point property
for pure strategies, see (19.10),

Op3,1(i,7") < Op31(i*, %) < Op31 (3%, 4) (3.3)

for any ¢ € I3 and any j € J3 ;. The left hand inequality specifies the Operator's goal of
maximizing his payoff, i.e., the time elapsed between the start and the detection of the illegal
activity, while the right hand inequality specifies the Inspectorate’s goal of minimizing that time.
Suppose there exists a pair (i*,5*) of optimal pure strategies. Then we would obtain, using
Table 3.1,

Op3(i%,j%) = max Ops(i,j*) = max{j", 4 = j"} > 2

=0,

and
Op3,1(7‘/*7j*) = mln OpB,I(i*mj) = 17
Jj=123

i.e., (3.3) cannot be fulfilled. This argumentation shows, that in this game no stable situation,
i.e., optimal pure strategies, exists. Therefore, we have to introduce the concept of mixed
strategies. Let p;, i = 0,...,3, denote the probability that the illegal activity is started at time
point i and g;, j = 1,2,3, denote the probability to perform the interim inspection at time
point j. A mixed strategy of a player is a probability distribution over his set of pure strategies.
Thus, the Operator’s set of mixed strategies is given by

3
Py = {p = (po,p1,p2,03)" €[0,1]*: ) pi = 1} (34)
i=0
and that for the Inspectorate by
3
Qs1:=14q:=(q1,q2,03)" €[0,1°: > =17 . (3:5)

Jj=1
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If the players decide to play the mixed strategy combination (p,q), then the Operator’s (ex-
pected) payoff, i.e., the expected detection time, is, using Table 3.1, given by

Op31(P,q) ==po(q1 +2q2+3¢3) +p1 Bq1 + g2 +2¢3)
(3.6)
+p2(2q1 +2q2+g3) + 3,

see (19.3) in the Annex. According to assumption (ix) of Chapter 2, the Inspectorate’s payoff
is Inz1(p,q) = —Op31(p, Q).

In analogy to the saddle point criterion (3.3) for pure strategies, the mixed strategy combination
(p*,q*) is a pair of optimal strategies, if and only if (p*, q*) fulfils the a saddle point criterion

Op31(P,9") < Op31(P*,q*) < Op3,1(p*, q) (3.7)

for any p € P3 and any q € Q31; see also (19.10). It is well-known, that any matrix game
possesses a saddle point in mixed strategies, i.e., the existence of an optimal mixed strategy
for each player can be ensured. A pair of optimal strategies together with the optimal payoff
constitutes the game theoretical solution of the game.

There may, however, exist different optimal strategies in a matrix game. Fortunately, these
optimal strategies are interchangeable; see p. 399. This property is used for arguing that
presenting one pair of optimal strategies is sufficient, i.e., a selection of optimal strategies is
not necessary. Therefore, we are in general only interested in finding one instead of all optimal
strategies for each player. We will show in Section 4.2, however, that a selection of optimal
strategies based on practical considerations may be useful.

It has been mentioned on p. 22 that the pure strategy "starting the illegal activity at time
point 3", i.e., p1 := (0,0,0,1)T, is a strictly dominated strategy. Indeed, using (3.6) and the
mixed strategy ps := (0,1/2,1/2,0)T, we get for any q € Q31

1 1 1
Ops,1(p2,9) = B <5(I1 +3(q2 +QS)> =3 <5q1 +3(1 —(h)) =5 (2q1 +3>
3
> 3> 1=0p31(p1,9),

i.e., p1 is a strictly dominated strategy. Note that strictly dominated pure strategies are never
used in an optimal strategy, i.e., p5 = 0 for any optimal strategy p*; see Myerson (1991) or
Morris (1994).

The game theoretical solution of this inspection game, see Krieger (2007) and Krieger (2008),
is presented in

Lemma 3.1. Given the No-No inspection game with N = 3 possible time points for k = 1
interim inspection. The sets of mixed strategies are given by (3.4) and (3.5), and the payoff to
the Operator by (3.6).

Then an optimal strategy of the Operator is given by

e (111 r
pi 376?27 3

and an optimal strategy of the Inspectorate by

. /11 1\"
q = <§7§76) . (3.8)
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The optimal payoff to the Operator is

Ops = Op3a (P, Q") = .

Proof. In order to prove that (p*, q*) constitutes a saddle point of the game, we have to show
that the inequalities

Op3.1(i,9") < Ops1(P*, q*) < Op31(p*, 4) (3.9)

are fulfilled for any ¢ € I3 and any j € J3i; see (19.11). Indeed, using (3.6), we get
Ops1(i,q*) = 11/6 for all i = 0,1,2 and Ops1(3,9*) =1 < 11/6, and Ops1(p*,j) = 11/6
for all j =1,2,3, i.e., (3.9) is fulfilled as equality. O

In general, and there will be found many examples in this monograph, it is much easier to prove
that proposed strategies indeed fulfil the saddle point criterion, than to find them. A useful
techniques for the constructive determination of optimal strategies is provided by the best-
response criterion or indifference principle, see Theorem 19.1: Roughly speaking the saddle
point criterion is satisfied if the optimal strategy of one player is determined in such a way
that the adversary is rendered indifferent as regards to his pure strategies which he plays with
positive probability.

Note that in the case of N = 3 possible time points for £ = 1 interim inspection common sense
would propose to place the interim inspection into the middle of the reference time interval
which would lead to the payoff 2. Lemma 3.1 and in particular (3.8), however, indicates
that the Inspectorate can slightly do better. Also, the appealing Inspectorate’s strategy q =
(1/3,1/3,1/3)T is — because Op31(0,q) = 2 > Op3 ; contradicts (3.9) — not an optimal
strategy although Ops1(p*,q) = 11/6 = Op3 ;.

We mentioned on p. 22 that a violation of assumption (x) leads to a different No-No inspection
game. The game theoretical solution of that game — the proof of which goes along the same
lines as that of Lemma 3.1 — is given by

Lo (2 1\ .21\ . 4
P = <§70,§70> ) q = <§7§70) and Op3,1 - 57

i.e., the optimal strategies and the optimal payoff are sensitive regarding the modelling assump-
tion. This is the reason why we put so much emphasize on modelling aspects. The fact that a

slight change of a modelling assumption leads to a considerable change in the game theoretical
solutions is also demonstrated in Section 15.4 and Sections 16.1 and 17.1; see p. 327.

Let us now turn to the general case of N possible time points. Let in line with the case N = 3
Iy :={0,1,...,N} and Ing={1,...,N} (3.10)

be the sets of pure strategies of the Operator and the Inspectorate, i.e., the sets of time points
where they either start the illegal activity or perform the interim inspection. If i is the time
point for the start of the illegal activity, and j the time point of the interim inspection, then
we obtain — according to the model assumptions of Chapter 2 as well as assumptions (v') and
(vii") on p. 21 — for the detection time

j—i for 0<i<j<N+1

Opn,i(i, j) = . (3.11)
N+1—i for 1<j<i<N+1
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Explicitly, the payoff matrix A := (Opn,1(%, ))i=o,....n,j=1,....~ of this inspection game is shown
in Table 3.2. As already pointed out, the pure strategies of the Operator resp. the Inspectorate
are depicted the first column resp. the first row of the payoff matrix and the entries are the
payoffs to the Operator as given by (3.11).

Table 3.2 Payoff matrix A of the No-No inspection game with N possible time points for
k =1 interim inspection.

\ [ 1 2 3 || n [err]] N2 N
0 1 2 3 n n+1 |- N -1 N
1 N 1 2 n—1 n N -2 N -1
2 N -1 N -1 1 n—2 n—11]:.-- N -3 N-2
n N-n+1|N-n+1|N—-n+1|--+ | N—n+1 1 oo [ N=—mn—1 N—n
n+1 N —n N—n N-—n N-—n N-n|-+ | N-n—2|N-n-1
N -1 2 2 2 2 2 2 1
N 1 1 1 1 1 1 1

Proceeding as on p. 23, we first investigate if there exists a pair of pure strategies from which
no player has an incentive to deviate, i.e., a pure strategy combination (i*, j*) that fulfils the
saddle point condition, see (19.10),

Opn1(i, %) < Opna(i*, 5%) < Opna(i™, 7) (3.12)

for any ¢ € Iy and any j € Jy 1. With such a strategy combination we would obtain, using
Table 3.2,

N+1
Opyali*,5%) = max_Opya(i,*) = max{j", N +1=j'} = =

and

OPN,I(i*7j*):jI{11n OPNI(Z a])fl

e., (3.12) cannot be fulfilled for N > 2, i.e., it exists no pair (i*, j*) of optimal pure strategies.
Agam let p;, i = 0,..., N, denote the probability that the illegal activity is started at time
point i and ¢;, j =1,..., N, denote the probability to perform the interim inspection at time
point j. Then the set of mixed strategies of the Operator is given by

N
Py = {p = (po,p1,...,pn)" €0, 1]V Z pi = 1} (3.13)

=0

and for the Inspectorate by

QN,I = q = (qlv"' 7QN e [0 1 (314)

H'Mz
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The i-th resp. the j-th pure strategy of the Operator resp. the Inspectorate corresponds to the
(i + 1)-th resp. the j-th unit vector. In order to avoid problems with the enumeration we will
write — although mathematical slightly incorrect — i instead of €;1 and j instead of e;. If the
players decide to play the mixed strategy combination (p, q), the Operator’s (expected) payoff,
i.e., the expected detection time, defined on the set Py x Qn 1 is, using (19.3), given by

N N

Opna(p, @) :=p" Aa=Y_ > pigjOpna(i,j). (3.15)
i=0 j=1

According to assumption (ix) of Chapter 2, the Inspectorate’s payoff is given by Iny 1 (p,q) =
—Opn,1(p, q). Because the existence of optimal strategies in matrix games can be guaranteed,
we are looking in analogy to (3.7) for a pair (p*,q") € Py x Qn,1 with

Opn,1(p,d*) < Opni(P*,q") < Opn,1(P*,q)

for any p € Py and any q € Qn1, see (19.10), where Opy 1(p, q) is given by (3.15).

The game theoretical solution of this inspection game, see Krieger (2007) and Krieger (2008),
is presented in

Theorem 3.1. Given the No-No inspection game with N > 1 possible time points for k = 1
interim inspection. The sets of mixed strategies are given by (3.13) and (3.14), and the payoff
to the Operator by (3.15) using (3.11). Define the cut-off value n* by*

n
. 1
n*:=minsn:ne{l,...,N} with ; i1 2 1 (3.16)
Then an optimal strategy of the Operator is given by
1
N(N—l—l—n*) for 1=0
. _ (N+1—-n%) .
pi = for i=1,....n* =1 > (3.17)
‘ (NF1_)(N—q) o' hn
0 for i=n*...,N
and an optimal strategy of the Inspectorate by
1
m for j:17...,n*71
* n*—1 1 (3 18)
; N1 or j=mn
0 for j=n*+1,....N
The optimal payoff to the Operator is
Opiet = Opn1(p* *)—iN“’”* (3.19)
PN = UPN1P 4 _j:1 Nti—j - .

3Nagell (1923) has proven — in the notation used here — that S (N—j+ 1)~ ¢ N for any N > 1 and
allm=1,...,N, i.e., the > sign in (3.16) can be replaced by the > sign.
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Proof. The proof is presented in several steps. For the sake of brevity we write Op(p, q)
instead of Opy,1(p, Q).

1. We first show that for any p = (po,p1...,pn)" € Py and any q = (q1,...,qn)7 € QN

the following recursive relations hold: For any j € {1,..., N — 1} we have
J
Op(p,j+1)=0p(p,j) = (N+1-j)pj + > pi> (3.20)
i=0

and for any i € {0,..., N — 1} we get
Op(i+1,q) =Op(i,q) + (N — 1) git1 — 1. (3.21)

This can be seen as follows: Using (3.11), we get for any p = (po,p1 . ..,pn)T € Py and any
je{l,...,N}

j-1 N
Op(pj) =Y (G —)pi+ > (N+1—1i)p;. (3.22)
=0 i=j
Let us fix an index j € {1,...,N — 1} and a p € Py. Then we obtain from (3.22)

J N
Op(P,j+1)=> (G+1-i)pi+ Y, (N+1-i)p
i=j+1

=0
J j N

=Y G=Dpi+Y pi+Yy (N+1-i)p;—(N+1-j)p
- -

i i=0

i
= 0p(p,j) = (N+1=j)p;i+>_ i
i=0

i.e., recursive relation (3.20). For the proof of (3.21) we first get from (3.11) for any q =
(q1,---,an)" € Qna

N
quj for i=0
j=1
Op(i,q) = i N . (323
P ) (N+1-i)Y g+ > (—i)g for i=1,..,N-1 (3:23)
j=1 j=i+1
1 for i=N

Using (3.23), we obtain

N
Op(,a)=Nagi+Y_ (j—1)g =O0p(0,a) + Np1 — 1,
j=2
and
N N-1
Op(N,@)=>_ ¢;=2> ¢+2qv—1=0p(N—1,q) +qn—1,
=1 i=1
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i.e., (3.21) for i =0 and ¢ = N — 1. For a fixed index ¢ € {1,..., N — 2} we get again from
(3.23)

i+1 N
Op(i+1,q) =(N—i Z% > G-(+1)g
Jj=i+2
:(N+17i)z%'+( Q1+1 ZQJ+Z(J*L Z’]]
j=1 j=i+1 Jj=i+1

=Op(i,q) + (N —4) giy1 — 1,
ie, (3.21) forie {1,...,N —2}.

2. From (3.17) and (3.18) it can be directly seen that the components of p* and g* are greater
or equal to 0 and that both vectors are correctly normalized, i.e., p* and q* are probability
distributions over Iy resp. Jy 1.

3. Saddle point inequalities: Using (3.17), we have for a fixed index j € {1,...,n* — 1}

i ; 1 1
; (N+1—n)(N+Z< N N+1z)> (N+1=n")

i=1

and hence

1
J (N+1fn*)N77j=(N+lfj)p; for j=1,....,n" =1

This leads together with recursive relation (3.20) to
Op(p",1) = Op(p",2) = ... = Op(p*,n") (3.25)
and
Op(p*,N) > Op(p*,N —1) > ... > Op(p*,n* + 1) > Op(p*,n*).
On the other hand we obtain, using (3.18) and (3.21),
Op(0,9") = Op(1,q%) = ... = Op(n* — 1,q") (3-26)
and
Op(N,q") <Op(N —1,9") < ... < Op(n* —1,q%). (3.27)
Combining (3.25) and (3.26) gives us
Op(p*,q") = (p")" Aq"
= Op(p",1) = Op(p",2) = ... = Op(p*,n")

= Op(0,q*) = Op(1,q*) = ... =Op(n* —1,9%). (3.28)
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Now, (3.25) — (3.27) together with (3.28) imply

Op(i,q*) < Op(p*,q") < Op(p*, j)

forany i € Iy and any j € Jy 1. Making use of (19.11) we see that (p*, q*) is a saddle point

of the game.
4. The optimal payoff to the Operator: (3.11) and (3.28) imply

n*—1

Op(p*,q*) = Op(n* —1,q*) = (N +2 — n%) qj + ap-

[
Il
—

n*—1

(N +1—n%) Z 4 +1,

i.e., (3.19), which completes the proof.

O

Before discussing the results of Theorem 3.1 — see p. 34 — we derive in Lemma 3.2, see Krieger
(2007) and Krieger (2008), lower and upper bounds of n*(N) and Op}; ;, and discuss in Lemma
3.3 the behaviour of the normalized cut-off value n*(N)/(N + 1) and the normalized optimal
payoff Opj /(N + 1). Note that in order to indicate the dependence on N, we write now

n*(N).

Lemma 3.2. Given the No-No inspection game with N > 1 possible time points for k = 1

interim inspection analysed in Theorem 3.1.

Then the following bounds hold for the cut-off value n*(N) and for the optimal expected

detection time Oply, ;:

(1—1) N < n*(N) < (1-%) (N+1)+1
and

N+1-n"<Opy; <N+2-n".

Proof. For any n € {1,...,N — 1} we have

n+1 1 n 1 n+1 1
<> - < -y
/1 N+2—xl_;N+1—j_/1 N+1_z7

which is equivalent to

From (3.16) we obtain, using the footnote on p. 27, the inequalities

n* n*—1

1 1
—>1 d — < 1.
;N“—J o ; N+1-j

(3.29)

(3.30)

(3.31)

(3.32)
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Thus, (3.31) yields

1<ln|:

and ln[ N+1 ]

N —
N —n* N +2—n*
Combining both inequalities we get (3.29). To prove (3.30), note that (3.32) is equivalent to

n
1 1
1<y —— 14—
;Nﬂ—j TNrLw

Multiplying these two inequalities by NV + 1 — n* and making use of (3.19) leads immediately
to (3.30). O

In order to get an idea of the behaviour of the cut-off value n*(IN) and the optimal payoff
Op}y ; to the Operator, we present in Table 3.3 these quantities together with the corresponding
normalized quantities n*(N)/(N + 1) and Opy /(N +1).

Table 3.3 Behaviour of the cut-off value n*(IV), the optimal payoff Opj, ; to the Operator,
and its normalized values relative to N + 1 (rounded).

N || n*(N) | n*(N)/(N+1) || Opy, | Opy,/(N+1)
2 2 0.666667 1.5 0.5

3 3 0.75 1.83333 0.458333
4 3 0.6 2.16667 0.433333
5 4 0.666667 2.56667 0.427778
6 5 0.714286 2.9 0.414286
7 ) 0.625 3.27857 0.409821
8 6 0.666667 3.65357 0.405952
10 7 0.636364 4.38254 0.398413
12 8 0.615385 5.09939 0.392261
13 9 0.642857 5.484 0.391714
14 10 0.666667 5.84114 0.38941
20 13 0.619048 8.03906 0.382812
30 20 0.645161 11.7262 0.378265
40 26 0.634146 15.4047 0.375725
100 64 0.633663 37.4743 0.371032

It can be seen in Table 3.3, that the normalized cut-off value n*(N)/(N + 1) is neither an
increasing nor a decreasing function of N. In the Lemma 3.3, see Krieger (2007) and Krieger
(2008), we show, that n*(NN) and Op};; are increasing functions of N, while Op}, /(N 4 1)
is a decreasing function of N. 7 '
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Lemma 3.3. Given the No-No inspection game with N > 1 possible time points for k = 1
interim inspection analysed in Theorem 3.1.

Then we obtain for n*(N), Opyy and Op}y; /(N + 1):
n*(N) <n*(N+1)<n*"(N)+1 (3.33)

as well as
1 k.

1
Nii Opna > N2 OpN1,1- (3.34)

OpN1 < Opyi1a and

Proof. According to the four asserted inequalities we proceed in four steps.
1. The inequality n*(N) < n*(N +1) follows immediately from the definition (3.16) of n*(V).
2. Next we consider the inequality n*(N + 1) < n*(NN) + 1. We obtain from (3.16)

)
> v 2!
Pl

and therewith

n*(N) 1 1 1
—— >1 — . 3.35
g;(N+U+Lj_ TNFL Nyl (3:35)

Let us suppose that there exists a natural number N with n*(N +1) > n*(N)+ 1. This leads,
using (3.16) applied to n*(N + 1) and (3.35), to

n*(N+1)—1 1 n*(N) 1 n*(N+1)—1 1
1> > =) =t >
& WNHnHl-j & NHDwl-j 0 4 (NHD 4T
n* (N+1)—1
1 1 1
> 1+ — —t Y e,
N+1 N+1-—n*N) Py (N+1)+1—3
which implies
1 RN ”*Wf)’l 1
N+1-n*(N) N+1 j:n*(N)+1(N+1)+17]

In case of n*(N) +1 =n*(N+1) — 1 resp. n*(N)+1 < n*(IN + 1) — 1 we obtain the
inequalities
1 1 n*(N+1)—1 1

>0 resp. — > Z —_
N+1 N+1 N+1 1—3°
+ + j=n*(N)+2 (N+1)+ J

which both cannot be fulfilled. So we conclude that n*(N + 1) < n*(N) + 1 for all N > 2.
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3. In order to prove OpN+11 Opy > 0 we consider — because of (3.33) - the two cases
n*(N +1) = n*(N) = n* and n*(N + 1) = n*(N) + 1 = n* + 1 separately. In the first case
we have from (3.19)

ot
N+2-n* N+1-n*

O’* 70/* — — .

PN+1.1 PN ;(N+2—j N+1—j>

Now it can be seen with the help of simple manipulations that the terms in the sum are greater
than zero for j = 1,...,n* — 1 and zero for j = n*, thus we have Op}; ., ; — Opj, > 0.

In the second case, (3.19) implies

n*+1
1
=(N+1+1- 1)) _
OpNs11 — Opyi=(N+1+ (n*+1)) ;N—&-l—(g—l) Opna
n
=(N+1-n") ZN 1—] —Opya
7=0
o 1
N+1-— — Opi
=(N+ n* ;N+1f]+N+1 PN 1
_N+1-n" S0,
T N+1

4. We consider the difference (N +2) Op}y ; — (N + 1) Opjy 4 but only present the results
which are obtained after some lengthy calculations. Again we distinguish the two mentioned
cases and apply (3.19) and (3.30). For the first case we obtain

(N +2)Opxg — (N +1)Opyi1a

n* 1
=(N+2)Opy;—(N+1)(N+1+1-n" _
( ) PN, ( )( n);Nﬁ»l*(]*l)
—ni*(fO* +N+2-n*)>0
TNl PN :
and for the second case
(N +2)Opxg — (N +1)Opyi1a
n*+1 1
=(N+2)Opy1— (N+1D)(N+1-n" —_—
( ) PN, ( )( n); N+1*(]*1)
=0py1—(N+1-n")>0,
which completes the proof. O

Let us comment the results of Lemma 3.3: Whereas the left hand inequality for n* in (3.33) is
intuitive, the right hand one is not; it is, however, illustrated very well by Table 3.3. Also, the
left hand inequality for Op}, ; in (3.34) was to be expected, but not the right hand one, and
again, it is illustrated convin’cingly by Table 3.3. More than that, this inequality will be used
subsequently.
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Let us now discuss the results of Theorem 3.1 and Lemma 3.2: First, the optimal strategies
p* and q* have an interesting property: We see that the pure strategies n* ..., N for the
Operator, and n*+1,..., N for the Inspectorate are cut-off and are never played. That means
that the Operator will never perform an illegal activity after time point n* and the Inspectorate
will never inspect after time point n* + 1. This makes sense since detection is guaranteed to
occur at the end of the reference time interval and the Operator will not wish to wait too long
before starting the illegal activity. This property is unique to discrete time and continuous time
No-No inspection games; see also Section 3.2 and Chapter 9, and Tables 13.1 and 13.2. (3.29)
shows another interesting property of n*: Because of 1 — 1/e ~ 0.63, for large N only about
63% of the N possible time points are eventually used for the interim inspection. Note that
the results in Theorem 3.1 can be extended to the situation in which the illegal activity is only
detected with probability 1 — 3 at the interim inspection; see Theorem 6.1.

Second, in Figure 3.1 the optimal strategies of both players are depicted for the case of N = 20
possible time points. Note that n*(20) = 13; see also Table 3.3.

Figure 3.1 Optimal strategies p* and q* for N = 20 possible time points.
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For any N > 3 we obtain from (3.17)
po>pi and pp <ps<...<ppey.

The relation between pfj and p._;, however, is not so obvious. A lengthy calculation, using
(3.29), shows that p§j > p%._; for N > 10. An examination of the cases N = 6,...,9,
however, shows that we get for N = 6 the equality p§ = pi._; = 1/3, and for N > 7 the
result pj > pr_1.

Furthermore, we get, using (3.18),

G <@G<..<qn_q.

In general nothing can be said about the ratio between ¢. and ¢, j=1...,n" —1: In case
of N =4 possible time points we have n*(4) = 3 and
115 \"
s\ 1T . *
qa’ = (419 a,01) = (Z’ﬁ’ﬁ’()) ,o e, gl < <g,

while in case of N =5 possible time points we have n*(5) = 4 and

(11113

T
* * % % % x\T . * * * *
9 =(a,6,6 9% %) = 5717?@70) , e, gy <qp<¢ <g3.
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For large N, see (3.30), the optimal expected detection time is the time between N + 1 and

n*, in other words, the time remaining after the Inspectorate does not inspect any more, except
the final PIV. We will come back to this point on p. 41 and also in Chapter 9.

Third, it has been mentioned after Lemma 3.1 that for the case N = 3 possible time points the
equal distribution is not an optimal strategy of the Inspectorate. This holds here even more:
Were q = (1/N,...,1/N)T an optimal strategy, then according to (19.11) the inequality
(N +1)/2=0pn:1(0,q) < Opj;, needed to hold. With the right inequality of (3.34) we get

! 1

THOPNJ <N Opn_11 < 7= O0PN21<... < §0P2,1 =3

N—-1 2’
see also Table 3.3, which is a contradiction to (N +1)/2 = Opn,1(0,q) < Opyy ;.

Finally, as mentioned in Section 1.4, the interpretation of the pure strategies makes it possible
to determine the optimal expected time point for the start of the illegal activity Ep«(S) and
the optimal expected interim inspection time point Eq-(77). Using (3.17) we get

N n*—1 n*—1 .
.k ] * ¢
[Ep*(S)::Zzpi:Zzpi:(NJrlfn)Z(N+1_7,)(N_7,)
i=0 i=1 i=1 ) )
n* n*—1 1
(N+1—n)<—1+N+1_n*—;N_’_l_i), (3.36)
or, using (3.19),
Ep(S) = n" — Opy., - (3.37)

Figure 3.2 illustrates the relation between (3.30) and (3.37).

Figure 3.2 lllustration of (3.30) and (3.37).

PIV =Opi, ~ Opy PIV
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Note that a similar relation like (3.37) will be shown for the continuous time No-No inspection
game; see (9.15). For k > 2 interim inspections an expression similar to (3.37) does not exist
for the discrete time No-No inspection game, see the discussion in Section 3.2, and can only
be conjectured for the continuous time No-No inspection game; see (9.37). Let us note that
all discrete and continuous time Se-No inspection games discussed in Sections 4.2 and Chapter
10 lead to simple expressions for the expected value of S; see also Table 13.2.

Also, using (3.11) (only the first line applies for i = 0) and (3.26), we get

N

Eq:(T1) ==Y jq} = Opna(0,q") = Opi, (3.38)
j=1
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and, using (3.37),
Epe(S) + Eqe (T1) = n*. (3.39)

Relation (3.38) establishes a close relation between the optimal expected interim inspection
time point and the optimal payoff. This relation holds for all No-No inspection games in Parts
| and Il. Note that if more than one interim inspection is performed, then the first interim
inspection time point T}, seems — in analogy to (3.38) - to fulfil the relation Eq-(T%) = Op} ;.
in the No-No inspection game; see p. 47. Surely this relation is true in the context of the
discrete and continuous time Se-No inspection games; see Table 13.2.

Finally, let us mention that the optimal expected time point for the start of the illegal activity is
smaller than the optimal expected interim inspection time point. This can be seen with (3.37)
and (3.38): Ep:(S) < Eq+(T1) is equivalent to n* < 20p} ;. which is — according to Table
3.3 and the results in Lemma 3.2 — fulfilled for all N = 2,3, L

Up to now the zero-sum game with payoff matrix A = (Opn,1(4, j))i=o,..., N,j=1,...,N» See p. 26,
is analysed. If N increases, the reference time interval is getting longer and longer. However,
from a practical point of view the reference time interval has a fixed length, e.g., one year.
For that reason we consider the zero-sum game with the same pure strategy sets I and
Jn,1. see (3.10), but now with the payoff matrix A/(N + 1). The start of the illegal activity
resp. the interim inspection take place at the time points 0,1/(N +1),...,N/(N + 1) resp.
1/(N+1),...,N/(N+1). Because we have only multiplied the payoffs with a positive constant,
this game has the same saddle point(s) like the original game; see Karlin (1959a). Let *(NV)
resp. évpj\“ be the cut-off value resp. the optimal payoff to the Operator for the zero-sum
game with the payoff matrix A/(N + 1). Then

1

* A* 1 *

" (N): m PN -

Note that in order to indicate the dependence on N, we write in the remainder of this section
p; () instead of p, and ¢} (V) instead of g;.

We now investigate the asymptotic behaviour of n(V), ONp*N1 and the saddle point strategies
for the zero-sum game with payoff matrix A/(N +1). Let s € [0,1] be given. Then there exists
a number £(s,N) € {0,...,N+1} and 6(s,N) € [0,1/(N +1)) with s = £(s, N)/(N +1) +
0(s, N). We define

£(s,N)

Pi(s) = Y_ pi(N). (3.41)

=0

The cumulative distribution function P (s) of p* is the probability that in the game with
payoff matrix A/(IN + 1) the start of the illegal activity is performed at time point s or earlier.
The cumulative distribution function Q3 (¢) of q* can be defined in a similar way: For a given
t € [0,1] there exists a number ¢(t, N) € {0,...,N + 1} and §(¢,N) € [0,1/(N + 1)) with
t=4L(t,N)/(N+1)+6(t,N). We define

0 for 0<t<

Qn(t) = ¢ 1D 1 : (3.42)

H(N) A <t<l1
]Z::lq]() o yriSts




Chapter 3: No-No inspection game 37

Q7 () is the probability that in the game with payoff matrix A/(N + 1) the interim inspection
is performed at time point ¢ or earlier.

The next Theorem, see Krieger (2007) and Krieger (2008), deals with the behaviour of the
functions n*(N), Opjv’l, P;(s) and Q% (t) as given by (3.40) — (3.42).

Theorem 3.2. Given the No-No inspection game with N > 1 possible time points for k = 1

interim inspection, and with the payoff matrix A/(N + 1), where the matrix A is given in Table
3.2.

Then we obtain for the cut-off value n*(N) and the optimal payoffOijm to the Operator the
following asymptotic behaviour

1 1
lim #*(N) = li F(N) =1 — = ~ 0.632121 4
and
lim Opy, = li L oopt, = L ~ 0367879
Ngnoo pN’liNgnoo N-I—l pN’lieN ’ ’

Furthermore, Py;(s) and Q% (t) are for any s,t € [0,1] pointwise convergence with the limits

1 1 { 1)
- se (0,1 ——
. ) . el—s e
P*(s) := A}l_r)noo Py (s) = 1 (3.44)
1 s € {1 - -, 1}
e
and
(=1)In[1 —¢] te {O, 1-— %)
Q'(1) = Jim Qi(t)= L )
1 te [1 — 2

Proof. From (3.29) we get

N N 1 | 1
-1 (V) < (1-1) + 21—
( e>N+1<N+1”()<( e)+N+r

and with the Sandwich Theorem*

1 1

lim — n*(N)=1— -
Ng)noo N+1 " ( ) e’
as required. Because (3.43) implies
. N+1-—n*(N) . N4+2—-n"(N) 1
lim —m= lm —mmMm = —,
N—o0 N+1 N—o0 N+1 e

we obtain, using (3.30),

N+1—n*(N)< 1 N N +2—n*(N)
N+1 N+1

4let (ak)ken, (br)rew and (ck)ken be sequences of real numbers such that a, < by < ¢ at least for all
k> ko. f limg_oo ar = limg_oo ck =: @, then limg_ oo by = a.
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which leads — applying the Sandwich Theorem again — to

. (N
N N1 PN =g

We first show the asymptotic behaviour Py (s). Define for any s € [0,1 —1/e)

S

Then we have ¢(s, N) < n*(N) — 1 for all N > Ni(s). This can be seen as follows: Because
Ni(s) > 0, we obtain for all N > Ny(s)

(63>

and therewith, using (3.29) and (s, N) > 0,

Ni(s) = (3.46)

n*(N) > (1 - é) N>s(N+1)>(s—d(s,N)) (N +1) = (s, N),

i.e., {(s,N) <n*(N)—1forall N > Ni(s), as required. Therefore, we get, using (3.24) and
(3.41), for all N > Ny (s)

£(s,N) o
P(s) = Z:pﬂN%:ﬁ%%H;§¥u (3.47)
i=0 ’

(3.47) illustrates the necessity of the requirement N > Nj(s): In case of N = 12 and any
s € (8/13,1 — 1/e) we have, using Table 3.3, £(s,12) = n* = 8. Thus, (3.47) would yield a
number larger than one. Indeed, Ni(s) > 37 for any s € (8/13,1 —1/e).

Because of (3.43) and limy_, 4(s, N)/N = s, (3.47) leads to

, _ N+1-n*(N) 1 11
lim Ph(s) = 1 _1
Mim_ Pr(s) = Jim N (s,N) el—_s

for any s € [0,1 — 1/e). In case of s € (1 —1/e, 1] we define

Nofs) = — 4 (3.48)

SN

which implies £(s, N) > n*(N) for all N > Ny(s): Because Na(s) > 0 we get for all N >

Na(s)
() v

(g_%ﬂ) (N+1)> (1-%) (N+1).

which is equivalent to
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Thus, (3.29) and d(s, N) < 1/(IN + 1) leads to

0(s,N) = (s — 8(s, N)) (N + 1) > <S*ﬁ> (N+1)> (172) (N +1)

>n*(N)—-1,
i.e., {(s,N)>n*(N) for all N > Ny(s), as required. Thus, (3.41) yields for all N > Ny(s)

£(s,N)

Pi(s)= Y pi(N)=1.

i=0

Thus, we have shown that limy_,o, P5(s) = P*(s) holds forany s € [0,1—1/e)U(1—1/e, 1].
Furthermore, we have

1 1 1
1 = lim P* (1—7—e> < P* (1—7) < lim P* (1—74-6) =1,
e—0 e e e—0 e
i.e., (3.44) is proven.

To show (3.45) let us assume t € (0,1 —1/e). If N > 1/t — 1 then the second line in (3.42)
implies

£(t,N) 2(t,N)+1
YN =Qn1 < DY g(N). (3.49)
j=1 j=1

The right hand sum in (3.49) is less than one if and only if £(t, N)+1 < n*(NN) —1; see (3.18)
and footnote 3 on p. 27. Modifying (3.46), we define

t+1
1 )
(1-1)-
e

and obtain £(t, N) +1 < n*(N) — 1 for all N > N3(t); the proof goes along the same lines as
that below (3.46). Then (3.49) implies for all N > max(1/t — 1, N3(¢))

N3(t) =

ot,N) 1 0(t,N)+1 1
Y NI oS Y v
o N+1—j o N+1—j
and, using (3.31),
N+1 N
In|——— | < Q% <Ihnh|l——m—
§ {Nfe(t,zvm} < QnH <ln [N—at,N) 71] ’

which is equivalent to

1+1/N
. [1 —((t,N)/N + 1/N

} <Qn(t) <hn [1 _g(LN)l/N— 1/N} ’

Because limy_,o £(t, N)/N =t we get

. 1+1/N . 1 1
lim = lim =
Nooo 1 —L4(t,N)/N+1/N N—oo 1 —L(t,N)/N—-1/N 1—t
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and therefore — using the Sandwich Theorem — limy_,oo Q3 () = Q*(¢) = (—1) In[1 — ¢] for
any t € (0,1 —1/e). Because Q% (0) = 0 for any N, (3.45) holds also for ¢ = 0.
Finally, let us consider the cases ¢ € (1 — 1/e, 1]. Define, in analogy to (3.48),
2

1 .
t— (1 - 7) ~1

e
Then we obtain — like in the derivations after (3.48) — that £(t, N) > n*(N) + 1 for all
N > Ny(t), which implies, using (3.18),

N4(t) =

L(t,N)

Qv = > ¢(N)=1.

=1

Thus, the relation limy_,o Q% (t) = Q*(t) for any t € [0,1 —1/e) U (1 — 1/e, 1] is shown.
For the limiting case we get

1 1 1
1:limQ*(1—f—e)SQ*(l—f)glimQ*(l—f—}—e)
e—0 e e e—0 e

which proves (3.45). O

L,

In Figure 3.3 the dependence of Op}; /(N +1) on N is represented using the data from Table
3.3. We see that it is indeed monotone decreasing in N, see also the right hand side of (3.34),
and that it rapidly reaches the asymptotic value 1/e &~ 0.367879.

Figure 3.3 The normalized optimal payoff Op};, /(N +1) to the Operator as a function of N.
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Result (3.43) underpins of what has already been said on p. 34: Only 63% of the possible
inspections time points are eventually used for the interim inspection. Also, we observe again
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the property that

—~ %
lim O =1- lim 2"V
N—o0 PN N—o0 ( )7
i.e., the optimal expected detection time is the time remaining after the Inspectorate does not
inspect any more, except the final PIV.

Considering a large number N of possible time points for the interim inspection in a finite
reference time interval means to approach continuous time. Models with continuous time are
considered in Part Il and it is no surprise that we will find corresponding results; see Lemma
9.1.

According to assumption (iv) of Chapter 2 we have considered here only the illegal game, i.e.,
the game, where legal behaviour of the Operator is a priori excluded. Including legal behaviour
and introducing losses and gains for legal behaviour and for performing an illegal activity will
lead to a formal condition for legal behaviour of the Operator. This condition then allows to
determine that ratio of sanctions in case of detected and gains in case of undetected illegal
behaviour of the Operator that induces the Operator to legal behaviour. We will demonstrate
this in Section 7.2 for the case of N = 3 possible time points for kK = 1 interim inspection.

3.2 Special numbers of inspection opportunities and two in-
terim inspections

Looking at Theorem 3.1 it is obvious that a game theoretical solution of the No-No inspection
game for any number N of possible time points for any number & of interim inspections will
neither be obtained easily nor will it look simple. In fact so far it has not been possible even to
find a game theoretical solution for any number N and k& = 2 interim inspections. Therefore,
in the following special cases of N will be considered. They show why the general case, even
for k = 2 interim inspections, poses so many technical difficulties, but they also show how the
structure for cases k > 1 evolve and more so — important for practical applications — how the
asymptotic case N — oo looks like.

In the following we omit the case of N = 3 possible time points for £ = 2 interim inspections,
because it will be considered in Chapter 6, where in addition errors of the second kind are taken
into account. We formulate Lemmata for the cases N = 4,5,6 and N = 11, the latter one
being selected for historical reasons, as will be explained then. At the end of this section we
present some observations for N > 11 and we consider the asymptotic case N — oo.

Therefore, for any number N of possible time points the set of pure strategies Iy of the
Operator is given by (3.10) and the set of pure strategies Jy 2 of the Inspectorate by

Ing = {(j2,51) EN?:0< jo < ji < N+1}. (3.50)

Note that here the interim inspection time points are numbered backwards: The first interim
inspection takes place at time point j3 and the second one at time point j;. Even though this
could have been avoided in this section, it will turn out in Section 4.2 and Chapter 5, i.e., for
the Se-No and the Se-Se inspection games, that backward numbering is mandatory. Thus, we
apply the backward numbering for consistency reasons already here.
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The payoff to the Operator, i.e., the detection time, is given by
jo—i for 0<i<jo<ji<N+1
Opn2(i, (j2,J1)) = j1— i for 1<ja<i<ji<N+1 . (3.51)
N+1-i for 1<jo<j<i<N+1

A few comments on (3.51): The Operator can choose his time point i for the start of the
illegal activity between zero and N, and the detection time depends on the position of ¢, i.e.,
before the first, between the first and the second, or after the second interim inspection. Also
remember that according to assumption (x) of Chapter 2, in case that the start of the illegal
activity coincides with an interim inspection it is detected only at the occasion of the next
interim inspection or the PIV.

The payoff matrix of the No-No inspection game with N = 4 possible time points for k = 2
interim inspections is represented in Table 3.4.

Table 3.4 Payoff matrix of the No-No inspection game with N = 4 possible time points for
k = 2 interim inspections.

| |y [ w3y | ey | @23 | @9 | 69 |
0 1 1 1 2 2 3
1 1 2 3 1 1 2
2 3 1 2 1 2 1
3 2 2 1 2 1 1
4 1 1 1 1 1 1

Because of the results in the last section, it is not surprising that there exist again no optimal
pure strategies. Consequently we have to consider mixed strategies again: The set of mixed
strategies of the Operator Py is given by (3.13) and that for the Inspectorate, using (3.50), by

N
N
Qn2=1a:=(qu2)- - an-1,5)" €10, 1)) - >

-1 N
. g =1p (352
j2=1 ji=j2+

1

The (expected) payoff to the Operator, i.e., the expected detection time, is defined in analogy
to (3.15), where p € Py, q € Qn2 and the matrix A is defined by (3.51).

The game theoretical solution of this inspection game for N = 4,5 and 6, see Tschoche (2010),
is presented in

Lemma 3.4. Given the No-No inspection game with N = 4,5, 6 possible time points for k = 2
interim inspections. The sets of mixed strategies are given by (3.13) and (3.52), and the payoff
to the Operator by (3.15) using (3.51) for N = 4,5, 6, respectively.

Then an optimal strategy of the Operator and an optimal strategy of the Inspectorate together
with the optimal payoff to the Operator is given in Table 3.5.
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Table 3.5 Optimal strategies of the Operator (left column) and optimal strategies of the
Inspectorate (middle column; the rows represent the first inspection time point jo and the
columns the second one ji), system quantities Ep(S), Eq+(T2), Eq+(71) and the optimal
payoff Op% 5 (right column) of the No-No inspection game with N = 4,5,6 possible time
points (frorﬁ top to bottom) for k = 2 interim inspections.

-2 3 4 Ep+(S) = 13/10
01 2 3 4 110 3 0 Eq(T2) = 3/2
L 2|- 0 3 Eq+ (T1) = 7/2
3/- -0 Opi o =3/2
-2 3 4 5
A Ep+(S) = 75/34
1o &£ & o p* () /
0 1 2 3 4 5 Eq-(T3) = 59/34
2(- 0 ¥ £
A 2 3 5 U ; o s Eq-(T1) = 137/34
- T 34
Op: o = 59/34
4l _ _ 0 5,2
-2 3 4 5 6
110 % B o0 o Ep~(S) = 127/51
0 1 2 3 4 5 6 21- 0 £ 2 o0 Eq- (T2) = 98/51
4 7 4 7 —
£ 2 £ & £ £ 0 30- - 0 & &% Eq-(T1) = 233/51
40- - - 0 0 Opj; = 98/51
5/- - - - 0

Proof. Using the results in Table 3.5, it can be shown that Op42(p*, (j2,1)) = Opj, for
any (jz,j1) with qf;, > 0 and Opaa(i,q*) = Opjj, for all i = 0,...,3, and furthermore
Opa2(P", (j2,j1)) > Opj 5 for any (j2,j1) with qf;, ;= 0 and Opa2(4,q") =1 < Opj,.
Therefore, the saddle point criterion (19.11) is fulfilled and thus, p* and q* are optimal strate-

gies with the optimal payoff Opj .
The proof for the cases N = 5 and N = 6 goes along the same lines. O

Let us comment the results of Lemma 3.4 and Table 3.5: First, a kind of step structure can be
observed in the Inspectorate’s optimal strategies. Because the pairs (2,4), (3,5) and (3,6) for
N = 4,5, 6, respectively, are played with positive probability, the existence of a cut-off value n*
like for the case of one interim inspection can not (yet) be observed. Therefore, an equation
similar to (3.37) can also not be seen; see p. 46.

Second, as in (3.38), the relation Eq+(72) = Op} 5 holds for N' =4, 5,6 (and also for N = 11;
see Table 3.6), and it seems to be true for any number N of possible time points for any
number k > 2 of interim inspections; see p. 47. Note that the optimal expected time point for
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the two interim inspections are not given by Eq+(Ty,) = (3 —n) (N +1)/3, n = 1,2, as one
might have expected according to the results for the Se-No and Se-Se inspection games; see
Lemma 4.4 and Chapter 5.

Before continuing, we include, strangely enough, a fable published by Canty and Avenhaus
(1991c), and which was designed to help to explain to a larger audience of practitioners the
advantage of randomized interim inspection schemes.

A Fable: The Inspector who got Something for Nothing

Once upon a time there was a safeguards inspector who wanted to spend more
time with his family. The inspector was responsible for a power reactor in a far
away land, and had to journey there once every year when the reactor was refuelled
as well as three times in between because of his timeliness goal.®

One day, during a refuelling inspection, the inspector went to the reactor boss
and said that he would like, in future, to be allowed to perform his interim inspec-
tions on the last day of every month, instead of once every three months as had
been the case up until then. The reactor boss frowned and asked the inspector if
this was absolutely necessary. The inspector replied that it was, in the interest of
increased safeguards effectiveness and efficiency. Upon hearing these words, the re-
actor boss sighed wearily and agreed to the inspector’s request. The inspector then
asked the reactor boss if he would be offended if he, the inspector, didn’t show up
for some of the eleven interim inspections. The reactor boss was puzzled, but said
he would most certainly not be offended. The inspector then left the power reactor,
rejoicing inwardly, saying ,Now I shall only have to make two interim inspections
per year, rather than three. | will still attain my timeliness goal and will be able to
spend more time with my family!”.

Upon arriving back at headquarters, the inspector went to his safeguards bosses
and told them of the deal he made at the reactor, and how he intended to save one
interim inspection per year. At first the safeguards bosses were very angry, saying
that the inspector was mad to think that he could get something for nothing and
that his calculations must be incorrect. But then they consulted the literature and
found a paper by two obscure but reputable safeguards experts Canty and Avenhaus
(1991a) which confirmed exactly the calculations of the inspector. The safeguards
bosses laughed and said that the inspector was very wise, and if he got much wiser
he wouldn't have to work at all. They rewarded him by making him responsible for
a second power reactor.

Thus end the sad tale of the inspector who got something for nothing, but was
not able to spend more time with his family.

What did the inspector in the fable do? He considered, in the language of this monograph, the
No-No inspection game with N = 11 possible time points for k = 2 interim inspections. Thus,
the Inspectorate’s set of pure strategy consists now of 55 pairs (jz2, j1).

The game theoretical solution of this inspection game, see Canty and Avenhaus (1991a) and
Tschoche (2010), is presented in

5The IAEA timeliness detection goal is defined as "the target detection times applicable to specific nuclear
material categories. These goals are used for establishing the frequency of inspections and safeguards activities
at a facility or a location outside facilities during a calendar year, in order to verify that no abrupt diversion has
occurred"; see IAEA (2002).
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Lemma 3.5. Given the No-No inspection game with N = 11 possible time points for k = 2
interim inspections. The sets of mixed strategies are given by (3.13) and (3.52), and the payoff
to the Operator by (3.15) using (3.51) for N = 11.

Then an optimal strategy of the Operator and an optimal strategy of the Inspectorate is given
in Table 3.6.

The optimal payoff to the Operator is

. 15143

P11,2 5100 969

Table 3.6 Optimal strategies of the Operator (top) and of the Inspectorate (bottom) of the
No-No inspection game with N = 11 possible time points for k = 2 interim inspections.

-lo1 2 3 4 5 6 7 8 9 10 11
-/234 5 6 7 8 9 10 1
110 0 0 388 1 2 0 0 0 0
2/- 00 0 0 2 L 0 0 0
3/- -0 0 0 0 %t o0 0 0
41- - - 0 0 0 I A 0 0
5/- - - - 0 0 0 ZFF 85 o0
6 /- - - - - 0 0 0 0 0
70- - - - - - 0 0 0o 0
8- - - - - - - 0 0o 0
9 |- - - - - - - - 0o 0
00- - - - - - - - -0

Proof. The results in Table 3.6 imply that Op112(p*, (j2,51)) = Opiyo for any (ja,j1)
with qz‘j2 i >0 and Op112(i,9") = Opj;, for all i = 0,...,9. Furthermore, we have
Op112(P", (J2, 1)) > Opiy 5 for any (ja,1) with q;, ;) = 0 and Opu12(i,q7) < Opiy , for
i =10, 11. Therefore, using the saddle point criterion (19.11), p* and q* are optimal strategies

with the optimal payoff Opj; ,. O

Returning once more to the fable we see that the timeliness goal of three months is met —
at least in expectation — by the optimal strategy of the Inspectorate thus, it saves indeed one
interim inspection. If the Inspectorate implements the new strategy with only two interim
inspections or if it stays with the three fixed interim inspections every three month, depends
for instance on the risk aversion of the Inspectorate. Why? Because the probability that the
detection time is larger than 3 month — in this case the timeliness goal is not met — is, using
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the optimal strategies in Table 3.6, given by

589631
P(detection ti is I than 3 th)= ——— ~ 0.34
(detection time is larger than 3 month) 1734000 ,
i.e., although one interim inspection is saved (cost aspect), the probability of not meeting the

timeliness goal is about 34% (risk aspect).

In Figure 3.4 the ratio Op}y; , /(N +1) is presented as a function of N. We see that it approaches
rather rapidly an asymptotic value which is given by

. Opy, 1
lim = =

= ——— =~0.2141,
Noco N+1 e(e—1) ’

as will be shown in Chapter 9.

Figure 3.4 The normalized optimal payoff Op}; ,/(V + 1) to the Operator as a function of N.

Opj2
N+1

04 -

0.2

0.1

Table 3.6 shows that the step structure of the optimal strategy of the Inspectorate is even more
pronounced than in the previous cases, but now a step may comprise three possibilities for the
first interim inspection. Also, it is interesting that pure strategies (jo, j2 + 1), (ji2, j2 + 2) and
(j2,jo +3) for jo =0, ..., 8 are not played. Beyond that it is interesting that the first possible
time point for the second interim inspection (j; = 5 in Table 3.6) is the last possible time
point for the first interim inspection (jo = 5). The same holds for N = 5 and 6; see Table 3.5.
Finally, the last possibility for the second interim inspection is time point 10; this indicates that
there exists a cut-off value n*, here n*(11) = 10, like for the case of one interim inspection.
However, (3.37) does not hold: Ep-(S) = 22357/5100 # 10 — Opy; 5 = 35857/5100.

Numerically, the following No-No inspection games have been considered additionally to the
ones already discussed in this section: N = 8,10,12,...,24,30 and 41. At least two ob-
servations are worth being reported: First, for all these N the Inspectorate plays at least a
combination (ja,71) with positive probability which places the first interim inspection at time
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point 1, i.e., jo = 1. Second, the optimal strategies of the Inspectorate have a step structure
which makes the first step downward at time point (1, [(N — 1)/2] 4 2), where the floor func-
tion | | maps z to the greatest integer less than or equal to x. It remains an open problem if
these observations are true for any number N of possible time points.

For practical applications these results are very helpful: For moderate N, optimal strate-
gies and the optimal expected detection times can be obtained with the help of M. Canty’s
Mathematica® programs; see Canty (2003). For larger N the continuous time version of this
No-No inspection game, which will be discussed in Chapter 9, can be used. This holds, as one
may expect, even for k > 2 interim inspections.

Let us conclude this section with a remark on more general cases than treated here. The
complexity of the optimal strategies and optimal payoffs for k = 2 interim inspections and
N > 10 possible time points indicates that it will be very difficult to get analytical solutions
for these and even more general cases, i.e., any k with 2 < k < N. Nevertheless, properties of
their solutions can still be obtained as demonstrated by the following example.

According to (3.38) and also to the cases considered in this section let us answer the question,
if in the No-No inspection game with NV possible time points for 2 < k < N interim inspections
the relation Eq-(T}) = Opy 1 holds, i.e., if the optimal expected interim inspection time
point T}, of the first interim inspection is equal to the optimal expected detection time. The
answer is yes, which can be seen as follows: Let qz}kwm denote the Inspectorate’s optimal
probability to choose the time points ji < ... < ji for its k interim inspections. Under the
assumption® that p§ > 0, the indifference principle, see Theorem 19.1, implies, making use of

Opj\[,k(o7 (]k> C ,jl)) = jk, that

Eq (Tk) := Z Jk qzjk,---,.il)
ko seesJ1):
0< i SN+

= > Opx k0, (ks -2 31)) €.y

(ksenadn):
0<jp<...<j1<N+1

= Opni(0,9") = Opy . - (3.53)

Note that for the derivation of (3.53) the optimal strategies needed not be known.

Sps > 0 is fulfilled for k = 1 and any N > 2, see Theorem 3.1, and for k = 2 and at least all cases of N
considered in this section.
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Chapter 4

No-Se and Se-No inspection
games

In this chapter the No-Se and Se-No inspection games with discrete time and the playing
for time inspection philosophy are considered. Recall that in the No-Se inspection game the
Inspectorate behaves sequentially and the Operator does not, whereas in the Se-No inspection
game the Operator behaves sequentially and the Inspectorate does not.

In this chapter, assumption (v) of Chapter 2 is specified as follows:

(v') During an interim inspection the Inspectorate does not commit an error of the second
kind, i.e., the illegal activity, see assumption (iv), is detected with certainty during the
next interim inspection or with certainty during the final PIV; see assumption (jii).

Assumptions (vii) will be specified in the following sections, while the remaining assumptions
of Chapter 2 hold throughout this chapter. Note that the No-Se and Se-No inspection games
with uncertain detection of an illegal activity at an interim inspection, i.e., § > 0, are treated
in Sections 6.2 and 6.3.

The reason why the No-Se and Se-No inspection games are treated in this chapter together is
that so far the No-Se inspection game has not been analysed for any number NV of possible time
points and for k interim inspection(s). From the application point of view, there was obviously
no interest so far, and theoreticians were much more interested in the No-No, the Se-No and
the Se-Se inspection games. Nevertheless, in Section 4.1 some special cases will be considered
which lead to the same optimal expected detection times and the same optimal strategies of
the Operator as the corresponding cases of the No-No inspection game.

In Section 4.2 the Se-No inspection game will be analysed comprehensively, where the cases of
k =1 and k = 2 interim inspection(s) are based on Krieger and Avenhaus (2014). Furthermore,
important properties of the optimal strategies, the optimal expected detection time, and system
quantities as well as the relations between them will be investigated. On p. 74 system quantities
of the No-No and Se-No inspection games of Sections 3.1, 4.2 and 6.3 are compared.

49
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4.1 No-Se for special numbers of inspection opportunities and
interim inspections

The inspection game analysed in this section is based on the following specification:

(vii') The Operator decides at the beginning of the reference time interval, i.e., at time point
0, when to start the illegal activity.

The Inspectorate decides at the beginning of the reference time interval when to perform
its first interim inspection. At the time point of its first interim inspection, it decides
when to perform the second interim inspection.

Let us start with the fact that for any number N of possible time points for k = 1 interim
inspection there is no difference between the No-No and the No-Se inspection game thus,
Theorems 3.1 and 3.2 hold as well in that case. Therefore, the No-Se inspection game with
N = 3 possible time points for k = 2 interim inspections should be studied next. Because this
game is a special case of the No-Se inspection game analysed in Section 6.2, we consider now
the case with N = 4 possible time points for k¥ = 2 interim inspections. Before doing that
let us just mention that in Sections 6.1 and 6.2 we will show that in case of N = 3 possible
time points for k = 2 interim inspections and even for non-vanishing errors of the second kind,
i.e., B >0, the game theoretical solutions of the No-No and the No-Se inspection games are
the same in the sense that the optimal strategies of the Operator and the optimal expected
detection times coincide, and that the optimal strategies of the Inspectorate can be transformed
uniquely into each other.

As announced we consider now the case with N = 4 possible time points for & = 2 interim
inspections. The extensive form of this inspection game is represented in Figure 4.1.

The extensive form games in this monograph are represented according to the following rule:
The extensive form games of the No-Se and Se-No inspection games always start with that
player that behaves non-sequentially, because this player decides only once. In extensive form
games for the No-No (only considered in Section 6.1) and the Se-Se inspection games always
the Operator starts. Note that in all extensive form games treated in this monograph chance
moves are not explicitly named, but can be identified via the probabilities 1 — 3 and 3, and
1 — « and «, respectively.

The Operator decides at time point 0 at which of the time points 0, 1, 2 or 3 he will start the
illegal activity. The possibility that he starts it at 4 is excluded here for the sake of transparency
and due to the fact that it leads to the minimum possible detection time 1; see also the comment
on p. 114, Formally, we deal here with a strictly dominated strategy, see the comment on p.
52, which is not played in any optimal strategy; see Myerson (1991) or Morris (1994).

Also at time point 0, the Inspectorate decides to perform its first interim inspection at time
point 1, 2 or 3, not knowing the Operator’'s decision at time point 0. This is indicated by the
first information set. In case the illegal activity is not started prior to the first interim inspection,
the Inspectorate decides after the first interim inspection when to perform the second interim
inspection. In case the first interim inspection takes place at 1, the Inspectorate has to choose
the time point 2, 3 or 4 for its second interim inspection, and in case the first interim inspection
takes place at 2, it has to choose the time point 3 or 4, in both cases not knowing what the
Operator does. This leads to the second and third information set of the Inspectorate.
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Figure 4.1 Extensive form of the No-Se inspection game with N = 4 possible time points for
k = 2 interim inspections.

Operator at 0

1 3 3 3 3
2 2
2 2
1 1 1
1 2 3 1 2 1 1
(  Inspectorateat2 &)
3 4 3 4
1 2 2 1
({  Inspectorateat1 & .
2 4 2 4 2 4
3 3 3
1 2 3 3 1 2 2 2 1
PIV PIV
0 1 2 3 4 5

Note that here the first time in this monograph information — or the lack of information — is
modelled using information sets. In subsequent sections and chapters we will use this important
game theoretical concept many more times.

Like in the previous chapter, the set of pure strategies of the Operator is I4 as given by (3.10)
for N = 4 and thus, his set of mixed strategies is P4 as given by (3.13) for N = 4. For the
Inspectorate, the set of pure strategies is more complicated than that given by (3.10). Since
we do not make use of it here, we consider immediately the Inspectorate’s set of behavioural
strategies; see van Damme (1987) and Section 19.2. Formally, we have to identify for any
information set a probability distribution over the branches leaving this information set: Let
h3(j2) be the probability that the Inspectorate decides at the beginning of the reference time
interval to perform the first interim inspection at time point jo with jo = 1,2, 3. Furthermore,
let ha(ji1|je) for j2 = 1,2 and j; = jo + 1,...,4, be the probability that the Inspectorate
decides at time point j to perform the second interim inspection at time point j;. Note that
in case the time point jo = 3 is chosen for the first interim inspection, necessarily j; has to be 4,
i.e., ha(4]3) = 1. Thus, ho(4]3) is not a strategic variable and is omitted in the Inspectorate’s
set of behavioural strategies, which is given by
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H472 = {h = (h37h2 S [0 1 ]Zl h3 ]2 =1 and
2

4
> halitlia) =1 for ja=1,2}. (41)
J1=j2+1

Note that the comment made after (3.50) on backward numbering holds here as well. Also note,
that we use here and in Chapter 5 the notation (j1|j2) indicating a kind of conditional event:
the choice of time point j; under the condition that the first interim inspection is performed at
time point jo. This notation is due to the sequential nature of the Inspectorate’s behaviour. In
(4.3) and also in Section 4.2, however, we will apply the notation (ja,j1) which indicates the
Inspectorate’s non-sequential behaviour.

The (expected) payoff to the Operator, i.e., the expected detection time, is, for any p € Py
and any h € Hy, using Figure 4.1, given by

Opaz(p,h) := po [h3(1) + 2 h3(2) + 3 hs(3)] (4.2)
+ 1 [h3(1) (ha(2]1) + 2 ha(3[1) + 3 ha(4]1)) + hs(2) + 2 h3(3)]

+pa2 [hs(1) (3ha(2]1) + ha(3[1) + 2 ha(4]1)) + h3(2) (ha(3]2) + 2 ha(4]2)) + ha(3)]
+p3 [h3(1) (2h2(2]1) + 2 h2(3[1) + ha(4]1)) + h3(2) (2ha(3]2) + ha(4]2)) + hs(3)]

+pa.

It was mentioned on p. 50 that "starting the illegal activity at time point 4" is a strictly
dominated strategy. To confirm this, we consider the Operator’s strategies p; := (0,0,0,0,1)”
and py := (0,1/3,1/3,1/3,0)T. Using (4.2), we get

Opiz2(p2,h) = é (ha(1) [6h2(201) + 5 ha(311) + 6 ha(4[1)] + 4 hg(2) + 4 hs(3))

:1)) <5h3( )+4h3(2) +4h3(3)> > % >1= Op4,2(p1,h)

for any h = (hs, ha) € Hypg, i.e., p; is a strictly dominated strategy.

Now let us consider the corresponding No-No inspection game the normal form of which, i.e., the
payoff matrix A, has already been given in Table 3.4. This time, however, we present the formula
of the expected detection time explicitly and call it Opno—no(P,q). because the notation
Opap(-,-) is reserved for the payoff to the Operator in the No-Se inspection game of this
section. We get for any p := (po, p1,p2,p3. p4)” € Py and any q := (qa,2)s- - - 7Q(3,4))T € Qa2

Opno-no(p,a) == P" Aq
=po (91,2) + 4(1,3) + 91,4) +292,3) +29024) +3934)
+p1(qa,2) + 2003 +3490.4) F 92,3) T d2.4) T 243,4)) (4.3)
+p2(3qu,2) + 01,3 29014 T a23) T 24924 + 43.4))

+13(2q01,2) +2901,3) + 9a4) +292,3) T q24) T 43,4)) T Pa-
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Again, the last pure strategy of the Operator is dropped as it is a strictly dominated strat-
egy: Using the strategies p; and py defined above, we get Opno—no(P2,q) > 4/3 > 1 =
OpNo-No(P1,q) for any q € Q4.

Let us look again at the extensive form of the No-Se inspection game given in Figure 4.1. The
probabilities g(;, ;) that the Inspectorate chooses time points j2 for the first, and j; for the
second interim inspection are given as follows:

qa2) = ha(1) ha(2[1), qa,3) = ha(1) h2(3]1), qe1a) = ha(1) ha(4]1),
q(2,3) = h3(2) h2(3|2) s q(2,4) = h3(2) h2(4|2) ) (4-4)

q3,4) = ha(3).

Due to the normalization of the h = (hg, h2), see (4.1), we see that q is a mixed strategy of
the Inspectorate. Therefore, if we replace in (4.3) the probabilities q(;, j,) by (4.4), then we
obtain the expected detection time Op42(p, h) as given by (4.2).

If one defines on the other hand, provided the appropriate ratios exist,

h3(1) = qu2) +aa3) +q1,4), h3(2) = qez) + a4, h33) =qsa

912 4(1,3) 914

ma(2) = 3EE M = . he) = U (5)
M) = 355 mR) = 55

then one easily sees that h = (hg, ho) is a behavioural strategy of the Inspectorate. If we
replace in (4.2) the probabilities (hs, ho) by (4.5), we arrive at (4.3), i.e., we get the expected
detection time Opno—no(P,q)-

Since we have the same number of five free variables in the strategy sets of the Inspectorate,
see Hy o and (42, we can determine the behavioural strategies of the Inspectorate of the No-Se
inspection game with the help of those of the No-No inspection game. Thus, and following
from the result we just have obtained, we have shown that any optimal strategy of the No-Se
inspection game is also an optimal strategy of the No-No inspection game and vice versa.

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Lemma 4.1. Given the No-Se inspection game with N = 4 possible time points for k = 2
interim inspections. The sets of mixed resp. behavioural strategies are given by (3.13) for
N =4 and (4.1), and the payoff to the Operator by (4.2).

Then an optimal strategy of the Operator is given by

T
(2113
55710710’ ’
and an optimal strategy of the Inspectorate by
1 for (j27j1) € {(173)7(274)}

h3(1) = h3(2) = _
0 otherwise

N =

h3(3) =0 and h5(jilj2) = {
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The optimal payoff to the Operator is

Opi 2 = Opaa(p™, 0") = 5.
Proof. We apply the results of Lemma 3.4: According to what has been said before, the
optimal strategy of the Operator and the optimal payoff are taken from Table 3.5. The optimal
strategy of the Inspectorate is determined with the help of Table 3.5 and (4.5). O

It may not be too difficult to extend this consideration to the case of any number N of possible
time points for £k = 2 interim inspections, because there seem to exist a payoff equivalent
transformation in analogy to (4.4) and (4.5) between the elements of both Inspectorate’s
strategy sets, i.e., between Q2 defined by (3.52) and the Inspectorate’s set of behavioural
strategies, as generalization of (4.1),

Hys = {h = (h, ha) € 0,1]% : ]21 hs(j2) = 1 and
2

N

3 he(iiljz) = 1 for all jg:l,...,N72}, (4.6)
J1=j2+1

where the case (j2,71) = (N — 1, N) leading to ho(N|N — 1) = 1 is — in analogy to the
explanations on p. 51 — excluded from the Inspectorate’s strategy set. Also note that the
Inspectorate’s strategy sets have the same number of free variables in both inspection games:
Qn 2 has (g) — 1 free variables, and Hy 2 has

N—-2

(N—2)+Z[(N—(j2+1)+1)—1]=(N—2)$:<];>_1

Je=1

free variables. Thus, and in sum, the optimal strategies obtained in Section 3.2 for N =
4,5,6,11 for the No-No inspection game can be used here to obtain optimal strategies for No-
Se inspection game, provided that the payoff transformation between Inspectorate’s strategies
can be proven to be valid; see also p. 81.

At present it looks infeasible to prove — or to disprove — that these results hold also for any
number N of possible time points and & < N interim inspections, and eventually also for
B > 0. Since, however, there exist at present no game theoretical solutions for these general
cases either for the No-No nor for the No-Se inspection game, this does not mean very much.
We discuss the question of the equivalence of the Se-No and the Se-Se inspection games in
Chapter 5 and of all four variants of the inspection game in the Chapter 6.

4.2 Se-No for any number of inspection opportunities and
interim inspections: Krieger-Avenhaus model

We saw in Section 4.1 that there are good reasons to suppose that the No-Se inspection game is
equivalent to the No-No inspection game in the sense that the optimal strategy of the Operator
and the optimal payoff coincide between both variants, whereas the optimal strategies of the
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Inspectorate can be transformed into each other. The Se-No inspection game, however, which
will be considered now turns out to be different in many respects but — and this can be said
already now — it is strongly related to the Se-Se inspection game as will be shown in Chapter
5.

The inspection game analysed in this section is based on the following specification:

(vii") The Inspectorate decides at the beginning of the reference time interval, i.e., at time point
0, at which of the possible time points 1,. .., N it will perform its k interim inspection(s).

The Operator decides at the beginning of the reference time interval whether to start the
illegal activity immediately at time point 0 or to postpone the start; in the latter case
he decides again after the first interim inspection, whether to start the illegal activity
immediately at that time point or to postpone the start again; and so on. Because of
assumption (iv), the Operator starts the illegal activity latest immediately at the time
point of the last interim inspection.

For the purpose of illustration we start with the cases of k = 1 and k = 2 interim inspection(s).
The extensive form of the Se-No inspection game with &k = 1 interim inspection is represented
in Figure 4.2. Because the Inspectorate plays non-sequentially in this section, the extensive
form games in Figures 4.2 and 4.4 start with the Inspectorate’s decision at time point 0 due to
the comment on p. 50.

Figure 4.2 Extensive form of the Se-No inspection game with N > 1 possible time points for
k =1 interim inspection.

Inspectorate at 0

Operator at 0

In Figure 4.2 the Inspectorate chooses at time point 0 the time point j1, j1 = 1,..., N, for
its only interim inspection with probabilities g;,, i.e., its set of pure strategies is given, using
(3.10), by Jn,1, and its set of mixed strategies, using (3.14), by Qn 1. Also at time point 0,
the Operator decides with probability 1 — go to start the illegal activity immediately (£2) or to
postpone it (¢£2) with probability go which means that in this latter case he starts the illegal
activity immediately after the interim inspection at time point j; with certainty, i.e., g1(j1) = 0;
see Figure 4.3. Because this probability is fixed it is excluded from the Operator's strategy set.



56 Chapter 4: No-Se and Se-No inspection games

Figure 4.3 Time line of the interim inspections and probabilities for starting or postponing the
illegal activity for the Se-No inspection game with N > k possible time points for k = 1 (top)
resp. k = 2 (below) interim inspections. For reasons of clarity we write go instead of g2(j2).

PIV J PIV
—tt- - oo e EE—
0 1 2 N—-1 N N+1
17Q2T 1]
92 0
PIV J2 J1 PIV
—tt----- L A e EE—
1 2 N—-1 N N+1
1—!]3% 1—.(]2] 1]
93 g2 0

Formally, the set of behavioural strategies of the Operator is given by
Gr:={g2:92€[0,1]} . (4.7)

The detection times, i.e., the times between the start of the illegal activity and its detection
are given at the end nodes. Note that the oval represents the information set of the Operator
at time point 0 which models the information he has at the beginning of the game: Since he
does not know when the interim inspection is taken place all nodes following a decision of the
Inspectorate at 0 have to be in the information set.

A word on the notation: In Chapter 3 where the Operator is playing non-sequentially, he chooses
a time point 4, i = 0,1,..., N, for starting the illegal activity. Thus, his set of pure and mixed
strategies is indexed by N; see Iy and Py as given by (3.10) and (3.13), respectively. If he
plays sequentially, like in this section, he only decides at the beginning PIV and at the interim
inspection(s) whether to start the illegal activity. Thus, his behavioural strategy set is related
to the number of interim inspections k, and is therefore indexed by k.

Using Figure 4.2, the (expected) payoff to the Operator, i.e., the expected detection time, is,
forany N > 2, any g2 € G and any q € Qn,1, given by

N

Opna(g2, @) = ¢ ((1 —92)j1+g9(N+1- j1)> : (4.8)
=1

The game theoretical solution of this inspection game, see Krieger and Avenhaus (2014), is

presented in

Lemma 4.2. Given the Se-No inspection game with N > 1 possible time points for k = 1
interim inspection. The sets of behavioural resp. mixed strategies are given by (4.7) and (3.14),
and the payoff to the Operator by (4.8).
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Then an optimal strategy of the Operator is given by

1
5 == 4.9
92 2 ’ ( )
and an optimal strategy q* := (g;,...,qx)T of the Inspectorate fulfils the conditions
N N
., N+1 . .
Z g, = —5— with Z q, =1. (4.10)
s1=1 Jj1=1
The optimal payoff to the Operator is
OpN,l = Opna(93,9") = 5 (4.11)
Proof. Inserting (4.9) and (4.10) into (4.8) yields
N
. 1 , N N+1 i}
Opn,i(93,4q) = 3 Z @i (.71 +N+1 —J1> =5 = Opn,1
J1=1
for any q € Qn 1, and
N+1
Opn,1(g2,9%) = (1 —292) Z g+ (N+1) Z 7_01?7\7,1
ji=1 j1=1
for any go € G, i.e., the saddle point criterion
Opn1(92,4") < Opiy1 < Opni(93,9),
see (19.10), is fulfilled as equality for any g» € G and any q € Qn 1. O

Let us comment the results of Lemma 4.2: First, we see that the optimal strategies of the
Inspectorate are only unique for N = 2 resulting in ¢f = ¢ = 1/2. For N > 2 only the
optimal expected interim inspection time point is fixed, namely in the middle of the reference
time interval. We can, however, provide three special cases: For any N

1

a, = i for 1<j1 <N, (4.12)

for N + 1 being an even number

1 for 1 =(N+1)/2
g, = , , (4.13)
0 otherwise
and, for N + 1 being an odd number
1/2 for j3 € {N/2,N/2+ 1}
q, = _ (4.14)
0 otherwise

are optimal strategies of the Inspectorate. In (4.12) the equal distribution over the Inspec-
torate’s set of pure strategies is an optimal strategy, in (4.13) the one point distribution, i.e.,
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a deterministic strategy is optimal, and in (4.14) an equal distribution over two pure strategies
is optimal. At first sight these special optimal strategies may be guessed with the help of com-
mon sense arguments. On the other hand the lack of uniqueness of the Inspectorate’s optimal
strategy can hardly be guessed, and it may be used, e.g., for taking organisational or economic
aspects into account.

This last statement leads to a general question which is elaborated here in more detail: Why do
we discuss different inspection strategies knowing that they all lead to the same optimal expected
detection time; see Chapter 197 The answers to this question comes from an application point
of view: the Inspectorate might want to know which optimal strategy should be recommended
for implementation. (4.12) on one hand and (4.13) and (4.14) on the other represent two
extreme case: While in the former one each of the pure strategies is mixed, in the latter ones
only one or two are mixed. The authors have gained different experiences with this problem,
since mixing of only two pure strategies is often seen to be "not enough random" and mixing
all of them is "too random". However, the set of optimal strategies allows the Inspectorate
to a certain extend to take organisational or economic as well as randomization aspects into
account.

Second, on p. 142 conditions for the legal behaviour of the Operator and corresponding optimal
inspection strategies are discussed.

Finally, note that further properties of the optimal strategies and the optimal payoff of the
Se-No inspection game are given in Lemma 4.4, in the comments after its proof, and in Table
4.2. Also note that in Lemma 6.4 the Se-No inspection game with N > 2 possible time points
for k = 1 interim inspection and with errors of the second kind is analysed.

Consider now the Se-No inspection game with N > 3 possible time points for k = 2 interim
inspections, the extensive form of which is represented in Figure 4.4. Again, the detection times
are given at the end nodes.

The Inspectorate chooses at time point 0 a pair of time points (ja, j1) with 0 < j2 < j; < N+1
for its two interim inspections, which means that its set of pure strategies is given by Jy o;
see (3.50). A pair (ja, 1) is hereby chosen with probabilities q(;, ;,), i-e., the Inspectorate’s
set of mixed strategies is Q2 as given by (3.52). Note that we write here (j2, j1) to indicate
that both j and j; are chosen at the beginning of the game, i.e., non-sequential behaviour of
the Inspectorate, in contrast to the notation (j1|j2) in (4.1) which indicates that j; is chosen
under the condition that jo is chosen before, i.e., sequential behaviour of the Inspectorate; see
also the comment on p. 52. Also note, that the comment after (3.50) made on backward
numbering applies here as well.

Also at the beginning of the reference time interval, i.e., at time point 0, the Operator decides
with probability 1 — g3 to start the illegal activity immediately (£3) or to postpone its start (£3)
with probability g3. In this latter case he decides after the first interim inspection at time point
jo with probability 1 — g2(j2) to start the illegal activity at jo (f2) or to postpone its start
again (¢2) with probability g2(j2). In this latter case he starts the illegal activity immediately
after the second interim inspection at time point j; with certainty, i.e., g1(j1) = 0. For the
same reason as in the game with & = 1 interim inspection, this probability is excluded from
the Operator’s strategy set. Note that if jo = N — 1 then j; = N, and it does not make any
difference for the Operator to start the illegal activity right at time point j3 or at j;, because
the detection time is 1 in both cases. Therefore, the value of go(IN — 1) does not play any
role in any optimal strategy and is also excluded from the Operator’s strategy set. Thus, the
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Figure 4.4 Extensive form of the Se-No inspection game with N > 2 possible time points for
k = 2 interim inspections.

Inspectorate at 0

\‘; Operator at

Operator at N — 1

Ll

Uy

1 N-1 N-1 1 ji=j2 N+1-ji N-—j 1 L 1
PIV PIV
Bttt pooo-- oo T
0 1 2 N—-1 N N+1

Operator’s set of behavioural strategies is given by
Go:={g:=(93,92) 1 g3 € [0,1],g2: {1,....N =2} = [0, 1]} . (4.15)

The information sets in Figure 4.4 can be explained as follows: The information set "Operator
at 0" results from the fact that the players decide independently of each other at the beginning
of the reference time interval; see assumption (viii) of Chapter 2. In case he does not start
the illegal activity at time point 0, there exist N — 1 additional information sets because the
Operator does not know at time point j3, jo = 1,..., N—1, when the second interim inspection
will be performed.

Using Figure 4.4, the (expected) payoff to the Operator, i.e., the expected detection time, is,
for any N > 3, any g € G and any q € Qn,2, given by

N-2 N
Opna(g.a) =Y > 4G [(1 —93) j2 + 93
J2=1 ji=j2+1

(1= 92052)) (51 = 32) + 92(52) (N +1 = ) )|

- [(1=g8) (N = 1) + gs1]. (4.16)
Define the marginal probabilities of ¢(;, ;) by

N Jj1—1
Go = D, UGagy A €= Y Gy (4.17)

J1=j2+1 jo=1
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for jo=1,...,N—1and j1 =2,..., N, respectively.

The game theoretical solution of this inspection game, see Krieger and Avenhaus (2014), is
presented in

Lemma 4.3. Given the Se-No inspection game with N > 2 possible time points for k = 2
interim inspections. The sets of behavioural resp. mixed strategies are given by (4.15) and
(3.52), and the payoff to the Operator by (4.16).

Then an optimal strategy of the Operator is given by

2 ) 1 )
gzzga g;(]?)zi for ]2:]~a7N727 (418)
and an optimal strategy * := (qz‘1 IRERE qZ‘N_l N))T of the Inspectorate fulfils the conditions
N+ 1 N+1+5 .
Z 3140 = @, for ja=1,...,N-2, (4.19)
Ji=j2+1
3 i - Py Y Gjagy = 1- (4.20)
J2=1 Jj2=1 j1=ja2+1
The optimal payoff to the Operator is
N+1
Ops = Opna(g',d') = —5—- (4.21)
Proof. We show that the saddle point criterion
Opn2(g,q") < Opi s < Opn2(g™, q) (4.22)

see (19.10), is fulfilled as equalities for any g € G and any q € Qn 2. From (4.16) and (4.18)
we get

Opna2(8"a) = 3 Z S [+ (=2t (V41— )] = 2
Jz 1 j1=ja+1
= Op2 (4.23)

forany q € Qn 2. For the proof of the left hand inequality of (4.22) we show that the coefficient
of ga(jo) is zero for all jo =1,..., N — 2. By (4.19) we obtain for all jo=1,...,N — 2

N .
* . . . % N +1 +72 .
Z 9(j2,51) [N+1+92*231]:(N+1+]2)q]@*2ﬁ j2,=0,
J1=j2+1

which leads, using (4.16), to

—2
Opna(ga) = > D iy [(1— 982+ 95 (1 — )]

je=1 ji=j2+1
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N
Y g3020i2) D g [N+ 1452 —241]
J2=1 J1=j2+1

+ d(n-1,3) [(1 —g3) (N —=1)+g3 1]

N— N
Z Z ]2 J1) [ —g3) j2 + 93 (J1 *]'2)] . (4.24)

Now the coefficient of g3 turns out to be zero: Making use of (4.19) and (4.20) we get

N-1 N N-1 ;
N . . N+1+4j2 , .
> Y dli-2il= ¥ [ G —20

Jj2=1 ji=j2+1 J2=1
(4.25)
N+1
SEES D TR
Je=1
Therefore, (4.24) and (4.25) finally yield
N-1 N
Opna(8.q7) = Z 92 4oy Z Z Uja gy L1 = 272
J2=1 ji=j2+1 Je=1 ji=j2+1
N-1 N
= > 320 = OPe
J2=1 ji=ja+1
for any g € Go, i.e., (4.22) is together with (4.23) fulfilled as equality. O

Let us comment the results of Lemma 4.3: First, similar to the case of kK = 1 interim inspection,
the optimal strategies of the Inspectorate are only unique for N = 3 resulting in qz*l 5 = q<"1 3 =

q(*2_’3) = 1/3. However, it can be seen that for any N > 3

, Ny - . .
U jpj) = (2) for all (J2,71) with 0<ja<ji<N+1, (4.26)

and for N + 1 being a multiple of 3
. 1 for(j2,51) = (N +1)/3,2(N +1)/3))
42 ,51) = )
0 otherwise

are optimal strategies for the Inspectorate, i.e., they fulfil (4.19) and (4.20). Again, in the first
case the equal distribution over the set of pure strategies is an optimal strategy, while in the
second case a one point distribution is optimal. Using (4.17), (4.19) and (4.20), we see that

al = N+1+j
. % 2 %
> ds = Z 2 G Z Z 1 0 = Z —
Jj1=2 J1=2 Jj2=1 J2=1 ji=j2+1 Jj2=1
N-1
N +1
T =2 Z J2 q]Q (4.27)

J2=1



62 Chapter 4: No-Se and Se-No inspection games

holds for each of the Inspectorate’s optimal strategies q*, which means that the optimal ex-
pected interim inspection time points are fixed; they are at 1/3 and 2/3 of the length of the
reference time interval.

Second, having found the equal distribution over all feasible pairs (j2, j1) to be an optimal strat-
egy, see (4.26), one might ask what the optimal strategy is which mixes least pure strategies.
For the case of k = 1 interim inspection and in case that N + 1 is an odd number we have seen
in (4.14) that one gets an optimal strategy if one chooses the two time points N/2 and N/2+1
with equal probabilities. Following this idea in case of k& = 2 interim inspections one would
have to choose two integer time points adjacent to (N + 1)/3 and adjacent to 2 (N + 1)/3
with probabilities each such that the optimal expected interim inspection time points are just
(N +1)/3 and 2(N +1)/3. Does this procedure lead to an optimal strategy? For the sake
of demonstration we choose N = 4. Since the first resp. the second optimal expected interim
inspection time point is 5/3 resp. 10/3, we place the first inspection at time point 1 or 2
and the second one at time points 3 or 4. The joint distribution of (ja,j1) is defined to be
4(ja,j1) = Q- @51 (independent compound):

(J2,71) |2 3 4| gj
WINNE
2 |0 5 3|3
3 0 0 O 0
4-j 0 % %

Due to the construction it is clear that (4.20) and (4.27) are fulfilled. However, (4.19) is
violated. This example shows that it is not sufficient to specify the marginal distributions such
that the optimal expected interim inspection time points are (N + 1)/3 and 2(N +1)/3. If
(N —1)/3 or N/3 is an integer, then an optimal strategy exists which mixes only three pure
strategies of the Inspectorate:

o If (N'—1)/3 is an integer, then g, . given by

(Goo1) || 2852 +1 | 28 42

I
—
+
—
Q= | ol
Wl

is an optimal strategy of the Inspectorate: We get for jo = (N —1)/3

N

o 1( N-1 N+1+(N-1)/31
> quoz,m):g(?T“): 2 3
J1=j2+1

for jo=(N-1)/3+1

N

- 1(,N-1 N1+ (N-1)/3+12
2 qu(ye,jl):g(“T”): D 3
J1=j2+1
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and for any jo € {1,..., N —1}\ {(N —-1)/3,(N —1)/3+ 1}

N N .
. . N+1+7
* _ — 0 =
Z qu(]'zvjl)__z n0=0= 9 0.
Ji=j2+1 Ji=j2+1

Thus, (4.19) is fulfilled. Furthermore, we have

=, 1IN-1 2(N-1 N+1
2okty=3 gty Y=
J2=1

i.e., (4.20) is valid.

e If N/3is an integer, then qE*jQ i given by

(o) [ 25 [25 41

N 1 1
3 3 3
N 1
Ni1loo 1

is an optimal strategy of the Inspectorate: We obtain for jo = N/3

o 1N\ _N+1+N/32
2 =3 A5t =3 5
Ji=j2+1

for jo=N/3+1

N

. 1 N N+1+N/34+11
Z JI(I(le):g <2§+1) :fg’
J1=j2+1

and for any jo € {1,...,N — 1} \ {N/3,N/3 + 1}

N N .
s . N+1+j2
D By = Y B0=0=—75—=0,
Ji=j2+1 Ji=j2+1

i.e., (4.19) is fulfilled. (4.20) holds as well:

= . 2N 1 /N N+1
2 nG =gty

jo=1

A general conjecture about the minimal number of pure strategies to be mixed is given in the
remarks after Lemma 4.4.

Third, as mentioned on p. 25, in general it is easier to prove that optimal strategies satisfy the
saddle point criteria than to find them. In the case of k = 1 interim inspection it is not difficult
to find the solution since the game in Figure 4.2 can be transformed into a 2 x N matrix game
for which simple solution recipes exist. For the case of k& = 2 interim inspections, for which
the extensive form is the appropriate representation — of course it also can be transformed into
a normal form, i.e., a matrix game — a combination of backward induction and indifference
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principle, see Theorem 19.1, is helpful for finding optimal strategies: If we put g5(j2) = 1/2
for all jo = 1,...,N — 1, then we get in case of legal behaviour at time point 0 (¢3) for
all j2, jo = 1,...,N — 1, the detection time (N + 1 — j2)/2; see Figure 4.4. If we then put
1—g% = 1/3, then we get the payoff (N +1)/3 for all choices (j2, j1) with 0 < ja < ji1 < N+1
of the Inspectorate.

Finally, again note that further properties of the optimal strategies and the optimal payoff of
the Se-No inspection game are given in Lemma 4.4, in the comments after its proof, and in
Table 4.2.

We now turn to the general case of k interim inspections. According to assumption (vii'), the
Inspectorate chooses k interim inspection time points (jg, ..., j1) with jr11 =0 <jp < ... <
j1 < jo := N + 1 at the beginning of the reference time interval [0, N + 1]; see Figure 4.5.
Again we apply the backward numbering, see the comment after (3.50): The (k — n + 1)-th
interim inspection is performed at time point j,, n=2,... k.

Figure 4.5 Time line of the interim inspections and probabilities for starting or postponing the
illegal activity for the Se-No inspection game with N > k possible time points for k interim

inspections. For reasons of clarity we write g,, instead of ¢,,(j,), n =2,...,k.

PIV Ji Jr-1 J2 J1 PIV

- e fommmeeee- —

0 1 N N+1

1f£/k+l[ 1*gk[ 1*!}1%4 1*02JA 1[
————— _—
Jk+1 9k Gk—1 92 0
If we define foralln=1,...,k
S, = {(jk,...,jn) ENETHLL 0 < <L < <N—n+2} , (4.28)

then Jy := Si is the set of pure strategies of the Inspectorate and — as a generalization of
(3.14) and (3.52) -

N
Qng =R a=(qu. k) AN-k+1,...8))" € [0, 1) Z Qjgjr) = 1
(Jkesesd1) €S
(4.29)

its set of mixed strategies.

According to assumption (vii'), the Operator starts the illegal activity at time point 0 with
probability 1 — gx11 or he postpones its start with probability g1, in the latter case he
starts it at jj with probability 1 — gx(jx) which depends on ji or he postpones its start again
with probability gx(ji). The (kK — n + 1)-th interim inspection is performed at time point jp,
n = 2,...,k; see Figure 4.5. Then the Operator starts the illegal activity at time point j,
with probability 1 — g,,(j») and postpones its start again with probability g, (j,). If he does
not start the illegal activity before time point ji, he has to do it at ji, i.e., g1(j1) = 0. Again,
we exclude g;(j1) from the Operator’s strategy set and define — as a generalization of (4.15) —
the set of behavioural strategies G of the Operator by
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G = {g = (Grt1,--+592)  grr1 € [0,1],

gni{k—n+1,...,N—n}—[0,1], n:2,...,k}, (4.30)

The time line of the interim inspections and probabilities for starting or postponing the illegal
activity is represented in Figure 4.5. Note that like in the case of k = 2 interim inspections on
p. 58 the probabilities g,(N —n+1), n = 2,...,k, are excluded from the Operator's strategy
set, because if j, = N —n+1 for some n, then j,_1 = N —n+2,...,51 = N and the payoff
to the Operator is 1 no matter at which of the time points N —n + 1,..., N he starts the
illegal activity.

A word on modelling: If the Operator behaves legally until time point j,, then the probability
1 — g, to start the illegal activity at j, is modelled as a function of j, only, because the
Operator’s payoff in the remaining game, i.e., the game starting at time point j,, depends only

on the time points j,—1,...,71 and not on ji,...,jn+1. Thus, we model g, = ¢, (jn) for
aln=2,...,kand forall j, =k—n+1,...,N —n+ 1. Furthermore, it can be seen in
the proof of Theorem 4.1 that a dependence of g,, also on the time points jg, ..., jnt1, i-€.,
In = 9n(Jnldks - -+ Jn+1), leads to the same optimal strategies.

Like in Lemmata 4.2 and 4.3, we assume in the following that & < N, because if kK = N then
the fixed detection time 1 is achieved independently of the Operator’s behaviour. In Sections
6.1 and 6.3, however, also the case k = N for special values of N is considered, because the
introduction of an error of the second kind implies that the detection time in case of Kk = N
depends on the Operator’s behaviour.

For 2 < k < N the (expected) payoff to the Operator, i.e., the expected detection time, is
given as follows: For any fixed vector of interim inspection time points (j,...,j1) € S1, three
types of detection times, i.e., differences between interim inspection time points, occur, namely

e ji in case the illegal activity is started at the beginning of the reference time interval
(with probability 1 — gx+1);

® (jn—1—7Jn), n=2,...,k, in case the illegal activity is only started at time point j, (with
probability gii1 [Tr—,11 9¢(je) (1 — gn));

e (N +1—j1) in case the start of the illegal activity is postponed until time point j; (with

probability gr11 HQLQ ge(je))- According to assumption (iv) of Chapter 2, the Operator
must start the illegal activity then at time point j;.

Thus, the (expected) payoff to the Operator, i.e., the expected detection time, is, for any
N >k, any g € G}, and any q € Qn ., given by

OpN,k(& q) = Z Q. 51) [(1 — gk+1)jk (431)
(Jks--rJ1)EST

k k
+ gkr1 Y (1= gn(n)) Gnr —dn) [ 9eGe)

n=2 {=n+1

k

+ grar ] 9elie) (N +1 *j1)} ;
=2
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with Hif:kﬂ ge(je) := 1. Let the random variable T),,n = 1,... k, be the (k —n + 1)-
th interim inspection time point. Then the realization of T}, is j,, and the expected interim
inspection time point Eq(75,) is, for a mixed strategy q € Qn . given by

Eq(Tw):= D dGegndns n=1....k. (4.32)
(Jrre-J1)EST

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Theorem 4.1. Given the Se-No inspection game with N > k possible time points for k interim
inspections. The sets of behavioural resp. mixed strategies are given by (4.30) and (4.29), and
the payoff to the Operator by (4.31).

Then an optimal strategy of the Operator is given by

. k

Ge1 = and (4.33)
-1

g;;(jn):"T forall ju=k —n+1,....N—nandalln=2,... k, (4.34)

and any mixed strategy from the set

N

Q?\/,k = {q* S QN,k' : Z q?jk,---,jl) (N +1-— 2]1 -I—]Q) =0 for any (]lm P ,jg) S SQ,
J1=j2+1

foralln=2,...,k—1 and any (jk,...,jn+1) € Sn+t1:

N—n+1 N

Z e Z Ujpgy) Un=1 = 2jn + jn1) =0,

Jn=Jjn+1+1 Ji=j2+1

N—k+1 N
S > ey Uk — 250 =0} £0 (4.35)
Je=1 J1=j2+1

is an optimal strategy of the Inspectorate.
The optimal payoff to the Operator is
N+1

Opy =0 qt) = 4.36
PN,k pnk(85 ") | (4.36)
Proof. We have to show that the saddle point criterion

Opn k(g d") < Opiy < Opni(g™, ), (4.37)

see (19.10), is fulfilled for any g € Gj, and any q € Qn . Using (4.33) and (4.34), we get for
aln=1,...;k—-1

k k-1 n n

k
¥ 2 (Je) = = 4.
Jk+1 1:1;I+1 95 (Je) E+1 k& nt1 Er1’ (4.38)
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and therefore, using (4.29) and (4.31),

k

* 1 ) ‘ ' '
Opni(g"a) = 375 Y G []k + Y (1 = dn) + (N +1—1i1)
(Jkesesd1) €S n=2
N4l
T k+17

i.e., (4.36) for any g € Qn . That is, the right hand inequality of (4.37) is fulfilled as equality.

For the proof of the left hand inequality of (4.37) we first note that Q% , # @, which is proven in
Lemma 4.4. Let " € Q};, be arbitrary. We show by induction that the terms of Opnk(g,q%)
containing gi+1 and gn(jn) are all equal to zero. Thus, gi41 and gn(jn) in Opn x(g, Q") can
be put to zero.

We start the induction with g2(j2), i.e., n = 2: For the terms of Opy (g, q") containing
ga2(j2) we obtain by (4.31)

k
Z Urit) [gk+1 H ge(3e) (* (1 —Jd2)+(N+1-— jl))]
(Jks-2J1)E€SL =2
N—k+1 N-1 k N (439)
= > > e I el Y @y V12504 j2)]
Je=1 Je=js+1 (=2 ji=ja+1
=0,

because of (4.35). Because g2(j2) appears in the equations above only in multiplicative form
and because all the terms containing g2(j2) are zero, see (4.39), we can simply put g2(j2) =0
for any (jk,-..,72) € Sa.

Suppose that for an index n < k — 1 we have ¢ga2(j2) = g3(js) = ... = gn(jn) = 0. For the
terms of Opy 1 (g; q*) containing gn41(jnt1) we obtain again with (4.31)
k
Z Ujrit) {gkﬂ H 9e(Je) ((]n = Jn41) + (Gn—1 — Jn)ﬂ
(Jis--nJ1)EST l=n+1
N—k+1 N—(n+1)+1 k N—n+1 N
=X - X jwa [Tatn X X
Jrk=1 Jnt+1=Jn+2+1 l=n+1 Jn=jnt1+1 J1=j2+1
q’(kjk,-..,jl) (jn—l - 2]77, + jn+1):| = Ov
again due to (4.35). Therefore, we have g2(j2) = ¢3(j3) = ... = gx(jx) = 0, and (4.31) and
(4.35) yields for n = k
Opna(&a) = D Gl (1= 96010) ik + ki1 Gor = )]
(Jkre-sJ1) €S
= Z qzﬁjkr-wjl) Jr (4.40)
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for any g € G, Since the linear equations in (4.35) are fulfilled for all n = 1,..., k, we obtain,
using (4.32),

Eqr(Th-1) — 2Eq=(Th) + Eq=(Thy1) =0 (4.41)
forall n =1,...,k with Eq=(Tp) := N + 1 and Eq+(T)+1) := 0. It can now be seen that

N+1
Eq(Tp) = (k—n+1) ——, =1,..., 4.42
B O (442)
is the only solution of (4.41). Relation (4.42) holds self-evidently for any q* € Q- Thus
(4.40) and (4.42) finally imply

. - N+1
Opn (8. d") = Z JE(Gy,.jr) = Eq- (Tk) = T+l (4.43)
(k5201 €S
for any g € Gy, i.e., the left hand inequality of (4.37) is also fulfilled as equality. O

Using (4.41), the rather abstract set (4.35) of optimal strategies of the Inspectorate becomes
meaningful: The set of optimal strategies of the Inspectorate can be fully characterized by the
uniquely determined expected interim inspection time points (4.42): Any q* € Qi fulfils
(4.42), and for any q* € Qn which fulfils (4.42), we get q* € Q% - We will return to this
important result in Chapters 10 to 12; see pp. 189 and 240. ’

Important properties of the optimal strategies and the optimal expected detection time are
given in the Lemma 4.4, which is published in this monograph for the first time. As mentioned
in Table 1.1 we are able — in contrast to abstract matrix games — to consider system quantities
like expected interim inspections time points and the expected time point for the start of the
illegal activity, which are both interesting from a practitioner’s point of view.

Lemma 4.4. Given the Se-No inspection game with N > k possible time points for k interim
inspections analysed in Theorem 4.1.

Then the following assertions hold:

1. The mixed strategy

i N\ 7! : :
q(jk,...,jl) = <k‘> for any (]kv cee 7.]1) € Sl (4-44)

is an optimal strategy of the Inspectorate, i.e., an element of Q% ..

2. If (N +1)/(k+1) is an integer, then the mixed strategy

L for ) N+1 _N+1 N+1
or o) = —,2—, .k ——
i) = ot k1 Tkt 1 k+1 (4.45)
0  otherwise
is an optimal strategy of the Inspectorate, i.e., an element of QN k-
3. The optimal expected interim inspection time points ES.(T,,) fulfil the relation
N+1 .
Eq-(Th) =(k—n+1) ——— = (k—n+1)Opy (4.46)

k+1
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for alln =1,...,k and any optimal strategy q* € Q0% ;,, and the relation

N+1

[Eq* (Tn) - [Eq* (Tn+l) = mv

(4.47)

for alln =0,...,k, where with Eq«(Tp) := N + 1 and Eq+(Tj41) := 0.

4. The optimal payoff to the Operator Opy 1. and the optimal expected time point of the
last interim inspection Eq-(T1) fulfil the relation

Opni +Eq-(T1) =N +1 (4.48)
for any optimal strategy q* € Q% .-

5. The optimal expected time point for the start of the illegal activity E (g- o-)(S) is given
by
k. N+1

k. .
Frl 2 29PNk (4.49)

Egrq)(S) =
for g* given by (4.33) and (4.34), and any optimal strategy q* € QY ;-

Proof. 1. We use the following binomial formula

b,
b+1
Z (Z> = ( + ) for all a,b € Ng with a < b, (4.50)
i=a a a+1
to prove
N+1
S ge=k-asn (DT foralln=1,....k. (4.51)
L k+1
(Jkse-d1) €S

The proof of (4.50) can be found in van Lint and Wilson (1992), or directly shown by induction.

In fact, the left hand side of (4.51) is forn = 1,...,k—1, using (4.50) and Sy given by (4.28),
equivalent to

N Jn_1—1 Jn—1 Jk—3—1 jr—2—1 jr_1—-1
DOFED DRTED DD DR DD DD Dl
(Js-0d1) €8T =k  jn=k-n+l  jpp1=k-n  jr—2=3 jr-1=2 =1

Jn—1—1 Jn—1 Jk—3—1 Jr—2—1

Y Ay Y Yy

1=k  jn=k—n+1 Jnt1=k—n  jr—2=3 jr—1=2

N Jn-1—1 Jn—1 Jk—3—1 eg —1
-y Y a Y Z( . )

j1=k  jn=k—-n+1 Jnr1=k—-n  jr_2=3

— = f: jnffl n <]]:__nl) (4.52)

ji=k Jn=k—n+1
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Note that (4.52) is also valid for n = k due to the definition of S; and without utilizing (4.50).
Since we have foralln=1,... k

. .jn_l Jn
n = (k- 1 R
J (k:—n) (k—n+ )<k—n+1)

we get, using (4.50) and (4.52), foralln=1,...,k

S u=(k=n+1) EN: j"il (k g >

] . -n+1
(Jk>--d1) €S Jn=k—nt1

<.

=
Il
>

N Jn—2—1 j
— _ n—1
=(k n-l—l)z.. | > (k—n+2>
Jji=k Jn—1=k—n+2
- - _ 71 - B N+1
=...=(k nH)jZk(’f) (k n+1)<k+1>,
J1=

i.e., (451) foralln=1,... k.
Now, the system of linear equations given by (4.35) is, using (4.44), equivalent to the equations

> (N+1-2ji+42) =0,
(Jkse-J1) €S

> Uno1—2dn+Jnt1) =0,
(Jts-2J1) €S

> Uk-1-25) =0,
(Jks-»d1)EST

the validity of which can be seen immediately, if we use (4.51) with appropriately chosen n:
For n =1 we get

> (N+1-2j5i+s)
(Jks-5J1) €S
- @fill) (k=247 —2(k—-1+1)+ (],Z) (N+1)

=7(Z:11> (k+1)+(JZ) (N+1)=0.

Forn =2,...,k — 1 we obtain

> (Gnor = 20+ dnta)
(Jksesd1)EST

_<N+1

k+1) (k—(n+1)+1)-2(k-n+1)+k—(n—1)+1)=0,
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and finally for n = k

Z (Je=1 —2Jk)

(Js-2d1) €S

- (N“) (—2(k—k+1)—2(k—n+1)+k—(k—1)+1)=0,
k+1
which completes the proof of the first assertion.

2. The vector (ji,...,71) given by (4.45) fulfills
N+1-2j14jo=0 and  jrq—2jx=0
andforalln=2,... k-1
dnet = 2n+ Gus1 = 0.
Therefore, the linear equations in (4.35) are fulfilled and (jy....jr) 8iven by (4.45) is an element
of QN k-

3. Relation (4.46) has already been shown in the proof of Theorem 4.1; see the derivations of
(4.41) and (4.42). (4.47) follows directly from (4.46).

4. (4.48) follows directly from (4.43) and (4.46).

5. The expected time point for the start of the illegal activity E S) is, using Figure 4.5,

(g.a)(
for any g € G}, and any q € Qn 1 given by (recall H];:kﬂ ge(Ge) :==1)

[E(g,q)(S) = (1 - gk+1) 0

k
+ Gk+1 Z (Z Jn (L= gn(in)) H 9e(je) + 1 H 9e(je ) .

(Jky-nj1)€ST \n=2 l=n+1

Because of (4.34), ¢/ (jn), n = 2,...,k, is independent of j,, and we get, using (4.32) and
(4.38), with g5 i g1(jn) for any € Quy
k

1
EeaS) =777 > ZJHZ, 12_:1[&1*(7%),

(Jkse-sg1)€S1 =1

which in itself is an interesting result. By (4.46) we get

k
1 k N+1
[E(g*yq*)(S) Z —77+1 r—l—l 72 s

which completes the proof. O

Let us conclude this chapter with a few remarks on Theorem 4.1 and Lemma 4.4, and with
some general observations. The reader is also referred to Table 13.2 on p. 271 for a comparison
of the discrete time and continuous time Se-No inspection game.

First, there is no cut-off value for optimal strategies like in the No-No inspection game. We
will observe the same feature when we analyse the continuous time Se-No inspection game in
Chapter 10.
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Second, looking at the optimal strategy of the Operator, see (4.33) and (4.34), we see that

1—g5(j2),---,1 = gi(jr), 1 — gj 1 form a harmonic progression
11 1 1 1
P 4.53
2337 7k717l€k+17 ( )

since their reciprocals form an arithmetic progression. Because property (4.53) is a characteristic
of many Se-No and Se-Se inspection games treated in this monograph, we present in Table
4.1 an overview for easier reference. Also note that the optimal probabilities (4.33) and (4.34)
depend only on the number of remaining interim inspections.

Table 4.1 Overview of Se-No and Se-Se inspection games treated in this monograph in which
the components of the Operator’s optimal /equilibrium strategy form a harmonic progression.

Discrete time

Se-No inspection game Theorem 4.1, p. 66

Theorems 5.2 and 5.3
pp- 82 and 88

Se-Se inspection game

Continuous time

Se-No inspection game, 8 > 0

I Theorem 10.1, p. 194
one facility

Theorem 12.1, p. 253

o . N S
Se-Se inspection game, a > 0,8 >0 only for & = 0

Critical time

Se-Se inspection game, 5 >0 Theorem 16.2, p. 332

Generalized Thomas-Nisgav inspection game,

5> 0 Theorem 17.1, p. 366

Baston-Bostock inspection game,

wi, wo, w € (0,1] Theorem 17.2, p. 372

Se-No inspection game with an

expected number of inspections, 8 > 0 Lemma 24.2, p. 434

Third, the equal distribution is according to (4.44) an optimal strategy of the Inspectorate,
other than in the No-No inspection game; see the remarks on pp. 25 and 35. Also, extending
the results on p. 62, we dare to formulate the conjecture that in case of k interim inspections
there exists an optimal strategy which mixes exactly k 4 1 pure strategies. Let us add that we
do not emphasize these results per se, however, we think it is important to know that there
are more optimal strategies which might be interesting from a practitioner’s point of view: On
p. 62, e.g., we argued that it might be the better, the fewer pure strategies are mixed. Quite
generally we think that optimal strategies should be selected this way and not with the methods
of Nash equilibrium selection theory; see van Damme (1987) or Harsanyi and Selten (1988).

Fourth, the pure strategy (4.45) can be an optimal strategy of the Inspectorate, other than in
the No-No inspection game. This is not so surprising since for the continuous time Se-No and
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Se-Se inspection games in Part Il there always exist an optimal pure strategy resp. a pure Nash
equilibrium strategy of the Inspectorate; see Chapters 10 and 12 and Table 13.2.

Fifth, the optimal expected detection time (IV + 1)/(k + 1) for the Se-No inspection game is
surprisingly simple, other than that for the No-No inspection games in Chapters 3 and 9; see
Tables 4.2 and 13.1: The length of the reference time interval is just related to the number
of interim inspections. Also, we will obtain similar results for the continuous time Se-No and
Se-Se inspection games in Part Il, at least for 3 = 0.

Sixth, it is interesting to see that the optimal expected interim inspection time points and the
optimal expected time point for the start of the illegal activity are closely related to the optimal
expected detection time, thus being the central figure in the game; see (4.46) and (4.49). The
optimal expected time point for the start of the illegal (4.49) increases with increasing &k and
tends towards (N + 1)/2, i.e., the middle of the reference time interval.

Seventh, Table 4.2 represents an overview of the system quantities of discrete time No-No and
Se-No inspection games; see Sections 3.1, 4.2, 6.1 and 6.3.

A final remark: We found a solution for the No-No inspection game for any number N of
possible time points only for £ = 1 interim inspection, whereas for the Se-No inspection game
we were able to present a solution for any number N > k of possible time points for k interim
inspections. This is surprising since at first sight the differences between these inspection
games do not appear so essential. The only consolidation is that this happens frequently in
Mathematics. Why, e.g., is the formula for the area within an ellipse so close to that within a
circle, but that for its circumference so different?
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Table 4.2 System quantities of the No-No and Se-No inspection games of Sections 3.1, 4.2

and 6.3.

No-No for any N, k=1and 8 >0

Se-No for any N, k < N
and =0

Se-No for any N, k=1
and 5 >0

Cut-off value

n
1
n* =min{ n: — >1-
S e

Does not exist

Does not exist

Optimal expected N+1-n* . N+1 N+1
= N+1—n o= = ——

detection time Opiv.1 = MU N+1—j +B(N+ ) OP k+1 OPa 27
Optimal expected
time point for the B . . k. a-p2% .
start of the illegal Ep:(8) =n® = Opy, + B(N +1-n7) Ege.ar)(5) = 9 Opi i E(g3.a(5) = 9- 3 Opy

activity
Optimal expected
1 M =(k—

interim inspection Eq-(Th) = 5 (Opy1—B(N+1)) Eq (Tn) = (k= n+1) Opiy . Eq-(T1) = (1 — B) Opiy,

time point(s)




Chapter 5

Se-Se inspection game

In this chapter the last of the four variants of the playing for time inspection game with discrete
time, which have been introduced in Table 2.1, is considered. Let us repeat that in the Se-Se
inspection game both the Operator and the Inspectorate behave sequentially.

In this chapter, assumption (v) of Chapter 2 is specified as follows:

(v') During an interim inspection the Inspectorate does not commit an error of the second
kind, i.e., the illegal activity, see assumption (iv), is detected with certainty during the
next interim inspection or with certainty during the final PIV; see assumption (iii).

Assumptions (vii) will be specified in the following sections, while the remaining assumptions
of Chapter 2 hold throughout this chapter. Note that the Se-Se inspection game with N =3
possible time points for & = 2 interim inspections and uncertain detection of an illegal activity
at an interim inspection, i.e., 3 > 0, is treated in Section 6.4.

In Section 5.1 we first present the case of N > 2 possible time points for £k = 2 interim
inspections, since the case of kK = 1 interim inspection is identical to that of the Se-No inspection
game which is solved in Lemma 4.2 of Section 4.2. Thereafter, the case of any number N > k
of possible time points for k interim inspections is analysed and it is shown that it leads to the
same optimal payoff as that of the Se-No inspection game treated in Section 4.2. In Section
5.2 the same Se-Se inspection game as that of Section 5.1 is solved using a recursive approach.
Section 5.3 focuses on a step by step Se-Se inspection game. The game theoretical solution of
this game is compared to that of the Se-Se inspection game treated in Section 5.1.

5.1 Any number of inspection opportunities and interim in-
spections
The inspection game analysed in this section is based on the following specification:
(vii") The Operator decides at the beginning of the reference time interval, i.e., at time point 0,
whether to start the illegal activity immediately at time point 0 or to postpone the start;
in the latter case he decides again after the first interim inspection, whether to start the

illegal activity immediately at that time point or to postpone the start again; and so on.

75
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Because of assumption (iv), the Operator starts the illegal activity latest immediately at
the time point of the last interim inspection.

The Inspectorate decides at the beginning of the reference time interval when to perform
its first interim inspection. At the time point of its first interim inspection, it decides
when to perform the second interim inspection, and so on.

Let us start with the Se-Se inspection game with N possible time points for k = 2 interim
inspections, the extensive form of which is given in Figure 5.1. Because both players decide
sequentially in this chapter, all extensive form games start with the Operator’s decision at 0;
see the comment on p. 50.

Figure 5.1 Extensive form of the Se-Se inspection game with N > 2 possible time points for
k = 2 interim inspections.

Operator at 0

Inspectorate at 0

N
I ji—-1 N—1 N—1N+1—j 1 1 ji—jaN—j» N—jo N+1—j 1 1 1
PIV PIV
——t——t----- foee- to-o-- e —
0 1 2 N-1 N N+1

Let us explain Figure 5.1 in detail. The Operator behaves in the same way as in the Se-No
inspection game discussed in Section 4.2; see also Figure 4.3: At the beginning of the reference
time interval he decides with probability 1 — g3 to start the illegal activity immediately (£3)
or to postpone its start (¢3) with probability gs. In this latter case he decides after the first
interim inspection at time point jo with probability 1 — ga2(j2) to start the illegal activity now
(£2) or to postpone its start again (£2) with probability g2(j2). Because of assumption (iv) of
Chapter 2 he starts the illegal activity in the latter case after the second interim inspection at
time point j; with certainty, i.e., g1(j2,j1) = 0. Because this probability is fixed it is excluded
from the Operator’s strategy set. Thus, the set G of behavioural strategies of the Operator is
again given by (4.15).

The Inspectorate, not knowing the Operator’s decision at j3(= 0), chooses at the beginning of
the reference time interval the time point jo € {1,..., N — 1} for its first interim inspection
with probability h3(ja2); see Figure 5.2. At time point j2 and in case the illegal activity is not



Chapter 5: Se-Se inspection game 77

started at 0 (¢3), the time point j1, j1 € {j2 + 1,..., N}, for the second interim inspection is
chosen with probability ha(ji1]j2). Thus, the Inspectorate’s set Hy o of behavioural strategies
is given by (4.6). As mentioned on p. 52, we use the notation (j;|jz2) to indicate the sequential
nature of the Inspectorate’s behaviour.

Figure 5.2 Time line of the interim inspections and the Inspectorate’s probabilities for the
Se-Se inspection game with N > k possible time points for £ = 2 interim inspections.

PIV J2 n PIV
]
0 1 2 N -1 N N+1
h3(j2) ha(j1l52)

According to Figure 5.1, the (expected) payoff to the Operator, i.e., the expected detection
time, is, for any N > 3, any g € Gy and any h € Hy o, given by

N-2
Opna(g,h) == hs(ja) [(1 —g3) jot
j2=1
N
g3 > ha(jili) ((1 — g2(j2)) (J1 — j2) + 92(j2) (N +1 fj1))]
J1=ja+1
+hs(N —=1)[(1 —g3) (N —1) +gs]. (5.1)

The game theoretical solution of this inspection game, see Krieger and Avenhaus (2014), is
presented in

Lemma 5.1. Given the Se-Se inspection game with N > 2 possible time points for k = 2
interim inspections. The sets of behavioural strategies are given by (4.15) and (4.6), and the
payoff to the Operator by (5.1).
Then an optimal strategy of the Operator is given by
«_ 2 ‘(s 1 )
93 = g and 92(.72) = 5 for J2 = 17"'7N_23 (52)

and an optimal strategy of the Inspectorate by

N-1
. . N+1
Z Ja h3(ja) = —3 and (5.3)
j2=1
N )
; . N+j2+1 .
Z ]1h§(j1‘]2)=% for jo=1,...,N—2. (5.4)
J1=j2+1

The optimal payoff to the Operator is

* * * N+1
OpN’Q = Opna(g*,h") = —3 -
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Proof. (5.1) together with (5.2) — (5.4) imply
Opn2(g*, h) = Opn2(g*, h*) = Opn 2(g, h¥)

for any g € Gy and any h € Hy, i.e., the saddle point inequality Opy2(g, h*) < Opjy, <
Opn2(g*, h) is fulfilled as equality. O

Let us comment the results of Lemma 5.1: First, we see that the optimal strategies of the
Operator and the optimal payoff to the Operator are the same as that of the Se-No inspection
game as given by Lemma 4.3. At first sight this is very surprising, since the extensive forms
of the two inspection games are so different; compare Figures 4.4 and 5.1. However, a closer
look at the two payoff functions (4.16) and (5.1) shows that they can be transformed into each
other: Define for any (hs, h2) € Hn 2

Ao, 1) = hg(jz) hg(jl‘jZ) for all 0< jQ < jl <N+1. (5.5)

Then we have g € Qnp2; see (3.52). If we replace in (4.16) the q;, ;) by (5.5) then we
get (5.1). Conversely, defining for any q € Q2 the marginal probability of the first interim
inspection time point by

N
qjy- = Z 9(j2,51) for all jg = 1,...,N—1,
Ji=j2+1
and setting
' o W) o, gj,- >0
hd(jg) = q]'QA and hg(]1|j2) = ng~ s (56)

[0,1]  forgj,. =0

we have (h3, ha) € Hyp. Replacing (s, ha) in (5.1) by (5.6) leads to (4.16). Because the
(ja,j1)'S: P3(j2)’s and ha(j1]j2)’s sum up to one, we get — as on p. 54 — that there are (g]) -1
independent ¢ 's, and

(N—l)—1+N§:2 [(N—jg)—l] :(];7)—1

Go=1
hls 22

J2,01)

! o
hiys

independent h3(j2)’s and ha(j1|j2)'s. Probabilistically speaking, the h’s are conditional, and
the q's joint probabilities.

Second, also we see that here not only the optimal expected interim inspection time point of
the first, but also that of the second, depending on the first one, is fixed; see (5.3) and (5.4).
Furthermore, it is interesting that contrary to the situation in the Se-No inspection game, see
(4.26), the equal distribution h3(j2) = 1/(N — 1) on the set {1,...,N — 1}, is not part of
an optimal strategy, because it does not fulfil (5.3). On the other hand the equal distribution
h5(j1lj2) = 1/(N — j2) on the set {j2 + 1,..., N} fulfils (5.4), i.e., it can be chosen as a
component of an optimal strategy.

Let us now turn to the general case of any number k < N of interim inspections. Again,
the Operator behaves in the same way as in the Se-No inspection game thus, his set Gy of
behavioural strategies is given by (4.30). Note that we model again g, as a function of j, only,
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ie., gn = gn(jn) foralln=2,...,kand forall j, =k —n+1,...,N —n+1; see p. 65 for
the justification.

The Inspectorate, not knowing the Operator’s decision at 0, chooses at the beginning of the
reference time interval the time point ji € {1,..., N — k + 1} for its first interim inspection
with probability hgy1(ji). The (k—mn+ 1)-th interim inspection is performed at time point j,,
n=2,...,k, and the Inspectorate chooses at j,, the time point j,—1 € {jp+1,...,N—n+1}
for its next interim inspection with probability Ay, (jn—1lJk, - - -,jn); see Figure 5. 3 Why do we
assume that h,, depends on the whole history ji, ..., jn—17 Intuitively one would assume that
h,, depends only on j, and j,_1 for the following reason: Suppose the start of the illegal activity
is postponed until time point j,,. Then the payoff to the Inspectorate for the remaining game de-
pends only on j, and the remaining time points j,_1,...,j1. Because the Inspectorate chooses
at time point j, only j,—1 — due to the sequential decision making —, the choice hy,(jn—1|jn)
would be appropriate. The reason for the assumption h,, = hy,(jn—1|Jk; - - -, Jn) is that we want
to use the results of Theorem 4.1 from the Se-No inspection game. To apply this Theorem we
need to transform the probabilities qj, . ;) into Ay1(dr), hi(e—1ldk), - - - s ha(daldks - - -, J2)s
and for that purpose h,, needs to be conditioned on the whole history ji, ..., j.; see (5.9).

Figure 5.3 Time line of the interim inspections and the Inspectorate’s probabilities for the
Se-Se inspection game with N > k possible time points for k interim inspections.

PIV Tk Jk—1 J2 n PIV
—te- fom e b +—
0 1 N N+1
Rget1 (k) hi(Gr—1lik) D1 (r—2ldk, Jr—1) ha(g1dks - -+ J2)

As a generalization of (4.6), the set of the Inspectorate’s behavioural strategies is given by

N—k+1
Hyp = {h = (hks1, b, - - ha) € [0,1] Z hiy1(Gr) = 1,
Jr=1
N—n+2
> halGnoaldes - -odn) =1 forall n=2,...k (5.7)
Jn—1=jn+1

and all (jk7.,.7jn)€Nk””“:0<jk<..,<jn<an+1}.

Similar to the derivations of the expected detection time for the Se-No inspection game on p.
65, we derive that of the Se-Se inspection game. Again, three types of detection times, i.e.,
differences between interim inspection time points, are distinguished, namely

e ji in case the illegal activity is started at the beginning of the reference time interval
(with probability 1 — gi+1), and the first interim inspection is performed at time point
Jr (with probability hyy1(jk)). Thus, we get for the j, component of the payoff to the
Operator, using (4.28),

N—k+1
> heaa(n) (1= grga) g
Jrk=1
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k
= Z hie1(jk) H B (Gm—1ldks - s Jm) (1 = Gr41) Jic
(Jis-d1)EST m=2
because
N—k+2

N-1 N k

Jk—1=jk+1  j2=js+1 ji=jo+1 m=2
holds for all j, =1,...,N —k+ 1.
(Jn—1—1Jn), n =2,...,k, in case the illegal activity is only started at time point j,, (with

probability gxt1 H?:THJ 9e(je) (1 = gn(jn)))- Similar to the derivations above, we get
for the j,—1 — jn component of the payoff to the Operator

N—k+1 N-—k+2 N—-n+1 k
Z Z cee Z hk+1 (Jk) H hm(jmfl ‘]kv cee 7.jm)
Jk=1 Jrk—1=Jk+1  Jn=Jnt1+1 m=n
k
*9k+1 (1 - gn(jn)) (j",1 - j’n) H !]Z(jé) )
l=n+1
which can be written as
k
o henGn) [ bmGmelins - dm)
(Jks-2J1)ESL m=2
k
et (1= 90 (in)) Gno1 —5n) [ 9eGie)
l=n+1

because of the convention [} .=:1, and

m=2 *
N—n+2

N-1 N n—1
Z . Z Z H h’rn(j’rnfl'jka s 7.7m) =1

Jn—1=jn+1  jo=j3+1 j1=j2+1 m=2
holds for all j, =k—n+1,..., N —n+ 1.

(N +1—j1) in case the start of the illegal activity is postponed until time point j; (with
probability g1 lezz ge(Je)). According to assumption (iv) of Chapter 2, the Operator
must start the illegal activity then at time point j;. Thus, we get for the N + 1 — j;
component of the payoff to the Operator

N—k+1

Z Z Z hk+1(]k H hm(]m 1‘]k»-~~,jm)

Jr=1 Je=js+1 j1=j2+1
k

cgrr [ ] 9eGe) (N +1 = 51)
1=

k

k
i1 (k) [T PGl - dm) grsr [] 9eGe) (N +1 = 51) .
(Jrse-d1)EST m=2 =2

(]
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Thus, the (expected) payoff to the Operator, i.e., the expected detection time, is, for any
2<Ek<N,anygeGyandany h € Hyy, given by

k

Opni(gh) = > hepaGr) [ hmGmotlins - dm) [(1 — Gt1) Jk (5.8)
(Jkse-rJ1)EST m=2

k k
+ Gk+1 Z (1 - gn(]n)) (jn—l - Jn) H g((jﬂ)

n=2 {=n+1

k

+ gen [ 9elie) (N +1 —jl)} ;
(=2

which corresponds to the expected detection time for the Se-No inspection game as given by
(4.31).

Before we turn to the solution of the Se-Se inspection game we show that the Inspectorate’s
strategies in the Se-No and the Se-Se inspection game are payoff equivalent, and that these
strategies can be transformed into each other. Let us note that Kuhn's Theorem, see Kuhn
(1953), cannot be applied here, because it deals with the transformation of behavioural into
mixed strategies and vice versa within a single game. Here, however, we consider two inspection
games which are different from the modelling point of view, namely the Se-No and the Se-Se
inspection game, the payoffs (4.31) and (5.8) of which have to be shown to be equivalent after
appropriate transformation of the Inspectorate's strategies. This is done in

Theorem 5.1. Given the Se-No and the Se-Se inspection games with N > k possible time
points for k interim inspections. The Operator’s set of behavioural strategies is given by (4.30)
and the Inspectorate’s strategy sets by (4.29) and (5.7) for the Se-No and the Se-Se inspection
game, respectively. The payoffs to the Operator are given by (4.31) and (5.8).

(i) Define for a strategy q = (q(1,....k)» - - - 7Q(N7k+1,,“,N))T € QN k

] ) ) IR
P 1 (k) = Q) PeUr—tldn) == Hkdnr)
()
(5.9)
9k, s dm 1y L . A(jirerjorj
(Jheseessdinsdin—1 ),~-7h2(J1‘.7k7--~,.]2)3: (Jk JzJ1>’
D(rreeiin ) D(rereeerd2r)

where we assume that the appropriate ratios exist and that the points replacing the indices
indicate their summation.

hn(.jn—lUk: s 7jn) =

Then h := (hg11(jx), ha(e—1lr)s - - - » h2(Gili, - - -, J2)) € Hy g and his payoff equiv-
alent to q, i.e., we have with (4.31) and (5.8): Opn (g, h) = Opn (g, q) for any
g € Gy.

(ii) Define for a strategy h= (hk+1(jk), hk(jkfl‘jk), ey hg(jl‘jk, e ,jz)) S HN,k’

k
Wjrnin) = k1) T PmGmorlim) forany (jr,-..,51) € S1. (5.10)

m=2

Then q == (q(1,..k)> - - - A(N—k+1,..N))" € Qn and q is payoff equivalent to h, ie.,
we have with (4.31) and (5.8): Opn 1(g,q) = Opn k(g h) for any g € Gy.
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Proof. The assertion follows immediately from the payoffs (4.31) and (5.8) and from the
normalization of the q's on one hand and the h's on the other. O

Note that with the same methods as those used at the end of Section 4.1 it can be shown that
there is the same number (],X) — 1 of independent q's and h's.

Now with the help of Theorems 5.1 and 4.1, the game theoretical solution of this inspection
game, which is published in this monograph for the first time, is presented in

Theorem 5.2. Given the Se-Se inspection game with N > k possible time points for k interim
inspections. The sets of behavioural strategies are given by (4.30) and (5.7), and the payoff to
the Operator by (5.8).

Then an optimal strategy of the Operator is given by (4.33) and (4.34). The set Hy; . of the
optimal strategies of the Inspectorate is obtained from (4.35) by taking any element q* € Q% ;.
and derive h* according to (5.9).

The optimal payoff to the Operator is

N+1
N = *h*) = ——. A1
Opi = Opn (g™ h") = 7= (5.11)
Proof. The statement follows directly from the Theorems 4.1 and 5.1. O

To illustrate the transformations (5.9) and (5.10) we consider the case of N = 7 possible time
points for k = 3 interim inspections. Then (4.44) implies that

. N1 L
Ui jojn) = (3> =3 for all 0<j3<joe<ij1<8, (5.12)

and furthermore, (4.45) implies that

N 1 for (.j33j27.j1) - (2>47 6) (5 13)
i i i = .
Uiz 0  otherwise
are optimal strategies of the Inspectorate. Let us consider (5.12) first. Because
7T—J2 . 1 (7—73
q?j3,j2,-) = 735 and s, = 35 ( 9
we get, using (5.9),
. 1 (7—73 .
hy(js) = qZFjB"“) =35 ( 9 ) ) 0<js<6
s qE‘j‘;Ajz ) 7—J2 . .
h3(jaljs) = —== = >  0<j3<j2<6
o) (T3 (5.14)
2
S Uy jo.j 1 . ) ;
h;(ﬂ1|.73d2):%“1):7_7.7 0<ij3<jo<yj1<8,
9(53,52,7) J2

which means that indeed h3(j1|j3, j2) is independent of js. We will come back to this result
in the next section on p. 90.



Chapter 5: Se-Se inspection game 83

From (5.13) on the other hand, we get
. 1 for (j3,72) = (2,4) . 1 forjz=2
Az = { 0  otherwise and T2y = { 0 otherwise
and therefore,

_ 1 forjz=2
hi(js) = qzj&“) =

—N

0  otherwise

o 1 for (js, j2) = (2,4)
hi(j2ld3) = % _ {

(d35+) 0  otherwise

q. . .
h;(]l']&a]Q) — (137]2,11) —

(43:92,°)

1 for (j3,72,51) = (2,4,6)
0  otherwise

which means, e.g., that
R3(62,4) =1  and  h3(6]1,4) =0.

Thus, the optimal probability for choosing j; = 6 depends not only on the choice of j5 but also
on the choice of j3, which is an unexpected and counter-intuitive result; see the comment on
p. 79.

Note that all what has been said following Theorem 4.1, in particular the results of Lemma 4.4,
hold here as well with the appropriate change of q's and h’s and therefore, they are not repeated
here. Also note that because the Operator’s optimal strategy are given by (4.33) and (4.34),
i.e., it coincides with the one of the Se-No inspection game, 1—g5(j2),- .., 1—gz(jr), 1 = gj 1
form a harmonic progression; see also Table 4.1 on p. 72 for an overview of inspection games
with this property.

5.2 Any number of inspection opportunities and interim in-
spections: a recursive approach

Having determined in Section 5.1 the game theoretical solution of the Se-Se inspection game
based on the solution of the Se-No inspection game, we will now present a different approach
to the solution of this game which is based on its representation in recursive form. In this
monograph, quite a few inspections games are described as recursive games; see Chapters 16
and 17. Thus, we will introduce them here in some detail including the backward induction
procedure as a solution technique for finding optimal strategies and optimal payoffs.

The inspection game analysed in this section is based on the specification (vii') on p. 75.

Let us denote the extensive form of the Se-Se inspection game with N possible time points
for k < N interim inspections by I'(IV, k).! The recursive form of the first stage of this game

'We did not give names to the games considered so far. Here, and in the recursive games analysed in
Chapters 16 and 17 it turns out that it is useful to do this.
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is represented in Figure 5.4. Note that we intentionally use the term stage in this section in
contrast to the term step which is used in Section 5.3 and Chapters 16 and 17. The term step
refers to the situation in which a decision is made at any inspection opportunity, e.g., at time
points 1,2,..., N in the game discussed in Section 5.3. The term stage, on contrary, refers to
the situation in which only at some inspection opportunities a decision is made. In this section,
for instance, the first stage includes the Operator’s decision at ji11(= 0) and the time point
J of the first interim inspection. Thus, if j; > 1 then no decision is made at the intermediate
time point(s) 1,...,jr — 1, and therefore the term step would not be appropriate in this case.

Figure 5.4 Recursive extensive form of the first stage of the Se-Se inspection game I'(IV, k)
with N > k possible time points for k interim inspections.

Operator at ji4+1(=0)

Inspectorate at jiy1

N—k+1 . N—k+1

1 I N—k+1 I(N-1,k—1) T(N—jr,k—1) T(k—1k—-1)
PIV PIV
—t—t---- po---- f----- —t—
0 1 2 N-1 N N+1

At the beginning of the reference time interval ji11(= 0) the Operator decides to start the
illegal activity immediately (£;11) or to postpone its start ({;41), whereas the Inspectorate
decides to place its first interim inspection at time point j; with j. = 1,... . N — k+ 1. If the
Operator starts the illegal activity at jx1, then the payoff to the Operator is ji. If the Operator
postpones the start of the illegal activity, then the Se-Se inspection game with N — j; possible
time points for k— 1 interim inspections starts. According to the terminology introduced above,
this game is called T'(N — ji, k — 1).

The exciting point is that the N — k + 1 new games I'(N — 1,k — 1),...,I'(N — jg, k —
1),...,T(k — 1,k — 1) are proper subgames of the game I'(N, k), i.e., their nodes do not
share information sets of other subgames. This fact allows us to use a backward induction
procedure which means that we can replace in Figure 5.4 the subgames by their optimal payoffs
OPN_1 k-1 -+ Op}‘\,fjk’kf17 ..., 1 to the Operator, i.e., the optimal expected detection times;
see Owen (1988). The payoff matrix of the normal form game which is obtained this way, and
which corresponds to the extensive form game given in Figure 5.4, is represented in Table 5.1.

We determine the solution of this game by rendering the Inspectorate indifferent between the
choices ji and ji + 1; see Theorem 19.1. Suppose there exist an optimal strategy of the
Inspectorate with h}_ (jx) > 0 and hj_,(jr +1) > 0 for an ji. with jr =1,..., N — k. Then
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Table 5.1 Payoff matrix of extensive form game in Figure 5.4.

‘ H 1 ‘ ‘ ik et 1 ‘ ‘ N-k+1
Uy 1 gk g+ 1 N-k+1
lry1 Opz*vq,kq Op}k\ffjk,kfl Op)}(V—jk—l,k—l Oplzfl,kfl(: 1)

we obtain, using Table 5.1,

Opn i = (1 = giy1) Jk + Gis1 OPN_j, k1

(5.15)
= (1= ggy1) Uk +1) + 9511 OPN_j, —1 -1 5
which implies
G = : (5.16)
L+ OpN_jy k-1 = OPN_j, 161
and
Oply s = (OpN_jy k=1 = OPN_j,—16—1) & + OPN_j, k1 . (5.17)

L+ Opy_j, k-1~ OPN_ji—1 41

This is a recursive relation for the Operator's optimal payoff Op}; .. In order to be able to
give a unique solution, boundary conditions have to be fixed. For the inspection game in this
section they are for all n =1,..., N given by

Oppo=n+1 and Opy,, =1, (5.18)

and can be explained as follows: If n possible time points but no interim inspection are left,
then the Operator will start the illegal activity immediately and it is detected only at the final
PIV resulting in the payoff n + 1. If the number of interim inspections coincides with the
number of possible time points, then the Inspectorate has to inspect at any time point and it
does not matter at which of these the Operator starts it illegal activity because it will always
be detected one time unit later and therefore, the payoff is 1.

Now, even though (5.17) together with (5.18) looks complicated, it can be easily seen that

N+1
k+1

fulfils (5.17) and (5.18). Because Op} ;. given by (5.19) does not depend on ji, (5.15) holds
for all j, with j, = 1,..., N — k, which implies that the right hand side of the saddle point
inequality (19.11) is fulfilled as equality. Inserting (5.19) into (5.16) leads to

Opivs = (5.19)

. k
Get1 = 1 (5.20)

To determine the optimal probabilities h}_  (jx), jx = 1, ..., N—k+1, we apply the indifference
principle again: Because the Operator plays both pure strategies with positive probability in his
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optimal strategy, the Inspectorate chooses its probabilities hj .1 (jk) as to make the Operator
indifferent between the choices ¢j1 and ¢;.1: Using Table 5.1 and (5.19) with N — N — ji,
and k — k — 1, Theorem 19.1 yields

N—k+1 N—k+1 :

N+1 ok s N+1 N—get+l,. .

Tl ]E 3 Ik g1 (k) and T+1 ]E . Thlwrl(]k)’
= k=

which is equivalent to

N—k+1

S gl = 3oy (5.21)

Jr=1
Note that the Inspectorate’s first stage optimal strategies as given by (5.21) coincide for k = 2
interim inspections with (5.3) in Lemma 5.1. The relation between h} | (ji) = q(*jk,~~-) as given
by Theorem 5.2 and the one given by (5.21), however, remains an open question for k > 2
interim inspections. All we can say is that the optimal expected interim inspection time point
of the first interim inspection coincide: In fact, according to (4.43) and (5.9), we have

N—k+1 N—k+1
S kbl = > Gk
Jr=1 Jr=1

(5.22)

o N+1
> iy = Ear(T) = E+1’

i.e., (5.21). Summing up, the optimal payoff to the Operator Op}; ;. and the optimal first stage
probabilities of the Operator gj, | are the same as that given by Theorem 5.2,

In order to determine the Inspectorate’s second stage optimal strategies, we extend Figure 5.4
such that we consider explicitly the Inspectorate’s possibilities for choosing the time point ji_1
of the second interim inspection; see Figure 5.5. We see that there are N — k + 1 different
subgames of the original game T'(N, k). For k = 2 interim inspections we obtain Figure 5.1, if
we replace I'(N — ji_1,k—2) by N+1—j; for jy =j2+1,...,N.

We see immediately that these subgames are structurally the same as the one given by Table
5.1. Thus, we obtain for all ji with jp =1,..., N — k + 1 the payoff matrix in Table 5.2.

Table 5.2 Payoff matrix of the subgame T'(IV — ji, k — 1) starting at time point jj of the
recursive extensive form game in Figure 5.5.

‘ H Jr+1 ‘ ‘ Jk—1 ‘ ‘ N-—k+2
O | Je+1— gk Jk—1— Jk N—-k+2—j;
b || OPN—j—16-2 | - OPN_jy_ k2 | OPZ_2,k_2(= 1)

It will be shown in Theorem 5.3, that the Inspectorate’s optimal strategy at the second stage
is given by
N N+ (k= 1) i +1

> Gk hiGealie) = — (5.23)
Jk—1=Jr+1
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Figure 5.5 Recursive extensive form of the first and second stage of the Se-Se inspection game
(N, k) with N > k possible time points for k interim inspections.

Operator at ji41(=0)

Inspectorate at jii1

jiei—1 N—k+1 T(N-2k-2)

Gk =gk N—k+2—j  T(N —jp—1,k-2)

PIV PIV
———t----- po-o-- tom--- T
0 1 2 N-1 N N+1

for all jp =1,..., N — k + 1 which simplifies for £ = 2 interim inspections to (5.4) keeping in
mind that the case ji, = N — k + 1 can be excluded from (5.23) because it implies A} (N —
k+2|N —k+1) =1, see also the comment after (5.24).

Furthermore, the optimal expected interim inspection time point of the second interim inspec-
tion is, using (5.22) and (5.23), given by

N+1
Nt (k-1)Eqg(T)+1  NTE-Do +172N+1
k - k T k410

which is the same as that of the Se-No inspection game; see (4.46) for n =k — 1.

Of course, the optimal probability for the Operator to postpone the illegal activity at time point
Jr again, is, using (5.20), given by

k—1
9k() =~ —  forall  1<ji <Nk,
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since only k& — 1 interim inspections are left. Again, this result coincides for £k = 2 interim
inspections with (5.2).

In contrast to the procedure in Section 5.1, see the remark on p. 79, we now assume that the
probabilities h,, are only conditioned on j,, i.e., Ay (jn—1|jn), which reflects — as mentioned
there — the fact that the payoff to the Inspectorate for the remaining game depends only on j,,
and the remaining time points j,_1,...,j1, and that the Inspectorate chooses at time point
jn only jn—1. We will return to this issue on p. 90. In sum, the set of the Inspectorate’s
behavioural strategies is given by

N—k+1
]TJNYk = {h = (hk+1,hk, ce E [0 1]k Z hk+1 jk =1,
Jr=1
N—n+2
Z hn(jn—1lgn) =1 forall n=2,... k (5.24)
Jn—1=jn+1

and all jne{kfn+1,...,an}}.

Note that as in the definition of Hy ;, in (5.7) the case j, = N —n +1 is excluded, because it
implies that j,,_1 = N —n + 2 and because 1 < j,_1 < N —n + 2 the conditional probability
hn(jn-1ljn) has to be one.

Because the payoff to the Operator is defined recursively in this game, we present in Table 5.3
its recursive normal form, where Opn_j, | n—2 denotes the payoff (not necessarily the optimal
payoff) to the Operator in the subgame with N — j,,_; possible time points for n — 2 interim
inspections.

Table 5.3 Recursive normal form of the subgame I'(N — j,,,n — 1) starting at time point jy,
and in case the Operator behaves legally at ji4+1(=0),...,Jn+1, 2 <n < k+ 1.

(T o [ o [ ] v
Z'rL jn+ 1 _jn jnfl _.jn N_n+2_jn
b || OPN—(jusym—2 | - | OPN—ju_sm—2 | -+ | OPN—(N=n42)n—2(=1)

We now apply the recursive approach to the entire game I'(V, k). The game theoretical solution
of this inspection game, which is published in this monograph for the first time, is presented in

Theorem 5.3. Given the recursive form of the Se-Se inspection game with N > k possible time
points for k interim inspections, i.e., T'(N,k). The sets of behavioural strategies are given by
(4.30) and (5.24). The payoff to the Operator is defined recursively using the recursive normal
form representation in Table 5.3, and the optimal payoff to the Operator fulfils the boundary
conditions (5.18).

Then an optimal strategy of the Operator is given by

k

Y1 = rr1 and

(5.25)

gn(jn) = forall n=2,....k and j,=k—-n+1,....N—n,
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and an optimal strategy of the Inspectorate by

N—k+1

ok N+1
> dhialie) = Tl (5.26)
Jrk=1
and, foralln=2,...,k and all j, =k—n+1,....N —n, by
N—n+2 .
. . . N+(n-1)7,+1
Z In—1 hn(jnflljn) = % . (527)
Jn—1=Jn+1
The optimal payoff to the Operator is
N+1
N = *h*)= —. 2
Oplys = Opa(g’ ') = - (5.28)

Proof. We prove the result with the help of the induction principle. At time point jo with
1< jy < N-—1, ie., the time point of the (k—1)th interim inspection, the Inspectorate decides
about the time point j; of the last interim inspection. That means the game has reached the
subgame I'(V — jia, 1) in which the payoff to the Operator is denoted by Opy_;,.1(g2, ho). For
brevity reasons we write ho instead of ha(j1]j2). Note that because the case jo = N —1 implies
j1 = N, and therefore the Inspectorate has no strategic alternative, we confine ourselves to
jo=k—1,...,N — 2. The payoff matrix of the game I'(N — jo, 1) is given in Table 5.4.

Table 5.4 Payoff matrix of the subgame T'(IV — ja, 1) starting at time point jo.

e [ ] o [N
2 Je+1—172 J1—J2 oo | N—1Ja
Lo || N=(Go+1)+1| ... | N—gj+1] ... 1

Using (5.25) and Table 5.4, we get for all j; = jo+1,...,N
. 1, ) N—-ja+1
Opn—jp1(93,1) = 5 i —j2 + N = ji +1) = ——F—,
i.e., OpN—j,,1(95, h3) = Opn—j,,1(g5, ho) for all hy and therefore, the right hand saddle point

inequality (19.11) is fulfilled as equality. Because g5 > 0, the indifference principle of Theorem
19.1 yields by Table 5.4 and (5.29)

(5.29)

. N
N—ja+1 N
SRS Y G- i) haGili)  and
Jj1=j2+1
. N
N—]2+1 . P
= > (N =gy + 1) h3(alg2)

J1=j2+1

which is equivalent to

N .
w1 N+ja+1
> ihs(iili) = Y

J1=j2+1
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i.e., (5.27) for n = 2.
We now distinguish the two cases 1) n =3,...,kand 2) n =k + 1.

Ad 1) If n = 3,...,k, then already (k + 1 — n) interim inspections have been performed,
i.e., the inspection game has reached time point j, with K —n+1 < j, < N —n. Again
we exclude j, = N —n + 1. Then the Inspectorate decides about the time point j,_1 with
Jnt1 < jn—1 < N—n-+2 of the next interim inspection, i.e., the game has reached the subgame
I'(N — jn,n — 1) in which the optimal payoff to the Operator is denoted by OPN—jn—1- The
induction hypothesis is

(N — jn—l) +1

Op}‘\/fjn,l,*an = (n _ 2) +1 (530)

The payoff matrix of the subgame I'(N — j,,,n — 1) is given in Table 5.5.

Table 5.5 Payoff matrix of the subgame I'(INV — j,,n — 1) starting at time point jj.

(T o [ w [ ] o

En jn +1-— jn cee jnfl - .jn s N-n+2- jn

tn Op*N—(jn{»l),n—Q OPN—jpim—2 | - Op*Nf(N7n+2),n72(: 1)

Then using (5.25), (5.30) and Table 5.5, we get for all j,—1 =j,+1,...,N —n+2

NN 1. . n—1
OpN*jn 7”*1(gn(.7n)7]n71) n (Jn—1 = Jn) + Tn OpN—jn—l,n—Q

n71N7j7L71+1
n n—1

1 .
E (]nfl - Jn) +

_N_]n+1
,771 R

i.e., (5.30) for N — j,_1 — N — j, and n — 2 — n — 1. Again the indifference principle yields
by Table 5.5 and (5.30)

N—n+2 .
. . . N+n-1)j,+1
Z In—1 h;(]nfl‘]n) = # )

. ‘ n
Jn—1=jn+1
ie., (5.27).

Ad 2) If n = k + 1 we consider the entire game I'(N, k), the payoff matrix of which is given
in Table 5.1. The optimal strategies (5.20) and (5.21), and the optimal payoff to the Operator
(5.19) coincide with (5.25), (5.26) and (5.28). O

Let us now return to the example of N = 7 possible time points for k = 3 interim inspections
which we considered at the end of the Section 5.1. By definition, the strategy (5.13) cannot be
optimal in the recursive game because h3(j1|j2) depends on j3. The strategy (5.12), however,
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is optimal: In addition to the normalization of the h's, and according to (5.26) and (5.27) the
following equations need to be fulfilled:

5
> Jshi(is) =2 and

jz=1
6 842j ! 8+
Y. d2hililis) = = and > aihi(li) = =5
J2=js+1 J1=72+1

The proof that the h's given by (5.14) fulfil this system of equations can be carried out using
elementary summation formulae and eventually some patience.

Summing up, the Operator’s optimal strategies and the optimal payoffs to the Operator coincide
in the original Se-Se inspection game in Section 5.1 and the recursive Se-Se inspection game of
this section. The above examples leads to the conjecture that if we consider only those optimal
strategies h;, of the Inspectorate from Theorem 5.2 which only depend on the current interim
inspection time point j,, and not on ji,...,jn+1, then they are also optimal strategies of the
recursive Se-Se inspection game treated in this section.

Like in Section 5.1 we see that 1 — g5(j2),...,1 — g5(jx), 1 — g}, as given by (5.25) form
a harmonic progression; see also Table 4.1 on p. 72 for an overview of inspection games with
this property.

5.3 Any number of inspection opportunities and interim in-
spections: step by step inspection game

Consider the following modified version of the Se-Se inspection game which has been proposed
and analysed in a preliminary way by Canty and Avenhaus (1991b), and which is based on the
following specification:

(vii") The Operator decides at any step, i.e., at any of the time points 0,1,..., N, whether he
will start the illegal activity immediately in case he did not do so before, or not. Because
of assumption (iv), the Operator starts the illegal activity latest immediately at the time
point of the last interim inspection.

The Inspectorate decides at any step, i.e., at any of the time points 1,..., N, if it will
perform an interim inspection as long as it has interim inspections left.

Note that assumption (vii') in Sections 5.1 and 5.2 means for example that the Inspectorate
decides at the beginning of the reference time interval at which time point it performs its first
interim inspection, while here it decides only whether to perform its first interim inspection at
time point 1 or not.

Before dealing with the general step by step version of the Se-Se inspection game — in the
following called step by step inspection game — with N possible time points for k interim
inspections we consider several special cases. Figure 5.6 represents the extensive form of the
step by step inspection game with N = 3 possible time points for k = 2 interim inspections.

In Figure 5.6, the Operator decides at time point 0 to start the illegal activity immediately (/3)
with probability 1 — g3 or to postpone its start (¢3) with probability g3. In the latter case he



92 Chapter 5b: Se-Se inspection game

Figure 5.6 Extensive form of the step by step inspection game with N = 3 possible time points
for k = 2 interim inspections.

Operator at 0

Inspectorate at 1

Operator at 1

decides at time point 1 to start the illegal activity at this time point (£3) with probability 1 — go
or to postpone its start again ({2) with probability go. In the latter case he starts it at time
point 2 because then the expected detection time is from the interval [1,2], while in case of
postponing the start of the illegal activity to time point 3 the detection time is 1, the shortest
possible one. Formally speaking, waiting until time point 3 for starting the illegal activity is
a weakly dominated strategy, which is excluded from the model. Thus, the Operator’s set of
behavioural strategies is given by

Gy :={g:=(93,92) 1 93,92 € [0,1]} . (5.31)

The time line of the interim inspections together with the Operator’s probabilities in the step
by step inspection game with N = 3 possible time points for k = 2 interim inspections are
represented in Figure 5.7.

The Inspectorate decides at time point 1, not knowing the Operator’s decision at time point
0, to perform the first interim inspection at time point 1 (c3) with probability 1 — hs or to
postpone it (&3) with probability k3.2 In the first case it decides at time point 2, not knowing
the Operator’s decision at time point 1, to perform the second interim inspection at time point
2 (c2) with probability 1 — hy or to postpone it with probability ha. In the latter case the
Inspectorate has to perform it at time point 3 (¢1). If the Inspectorate does not perform the
first interim inspection at time point 1 (¢3), it must perform the interim inspections at time

2Even though in this section interim inspections are considered, we use here the symbol ¢ indicating a
control which corresponds to the notation used in Chapters 16 and 17.
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Figure 5.7 Time line of the interim inspections and probabilities of the Operator and Inspec-
torate in the step by step inspection game with N = 3 possible time points for £ = 2 interim
inspections. ¢, and ¢,, n = 1,2, 3, indicate the actions of the Inspectorate at time point 4 —n.

I G
PIV c3 C2 C1 PIV

|
|
3 4

h. 3 h/2

points 2 and 3. Therefore, the Inspectorate’s set of behavioural strategies is given by
Hy = {h = (hs, ha) : hs, ha € [0, 1]} 7 (5.32)
see also Figure 5.7. Note that the index in Gq refers to the number k of interim inspections

while the index in Hj refers to the number IV of possible time points.

Also note that there are more informations sets of the Inspectorate than presented in Figure 5.6
which, however, have no alternatives at their nodes and therefore, can be omitted if optimal
strategies are sought.3 We will come back to this subtle issue on p. 317.

Using Figure 5.6, the (expected) payoff to the Operator, i.e., the expected detection time, is,
for any g € G5 and any h € Hs, given by

Op32(g,h) := (1 —g3) [(1 —h3)1+h32

05 [(1 = ) [(1 = 92) (1~ ha) 1+ ho2) + g (1~ o) 2+ b )] + B3 1] . (5.33)

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Lemma 5.2. Given the step by step version of the Se-Se inspection game with N = 3 possible
time points for k = 2 interim inspections, the extensive form of which is represented in Figure
5.6. The sets of behavioural strategies are given by (5.31) and (5.32), and the payoff to the
Operator by (5.33).

Then an optimal strategy of the Operator is given by

g3 = 3 and %2=75 (5.34)

3For instance: After the moves /3¢5 the Inspectorate does not know at time point 2 whether the Operator
has started the illegal activity at time point 1 (£2) or postponed its start again (£2), i.e., the two nodes after
the moves £33l and (3¢3f> belong to an information set which is not presented in Figure 5.6, because the
Inspectorate must inspect (c2) and has no other strategic alternatives in this situation.
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and an optimal strategy of the Inspectorate by

1 1
hy = 3 and hy == (5.35)

The optimal payoff to the Operator is

* * * 4
Op3, = Op32(g",h") = 3 (5.36)

Proof. Using (5.33), (5.34) - (5.36) imply Ops2(g*,h) = Ops, = Opsa(g,h*) for any
g € Gy and any h € Hg, i.e., the saddle point criterion is fulfilled as equality. O

For later purposes, see p. 98, we determine the optimal expected interim inspection time points
En+(72) and Ep+(T7) of the two interim inspections at time points 15 and Tj. Using (5.35)
and Figure 5.7 we get

4
[Eh* (T2) = (1 — h;) 14+ h; 2= g = Op§,2 and

* * * * * 8 *
En<(T1) = (1= h3) (1= h3)2+ (h3+ (1 —h3) h3) 3= 37 20p35,
this means that the optimal expected interim inspection time points divide the reference time
interval into three sections of equal lengths.

Looking once more at Figure 5.6 we see that after the moves /3c3 a proper subgame with
N = 2 possible time points for k = 1 interim inspection is reached. This permits a recursive
method for solving this game: If we replace this subgame by its optimal payoff Op; ; = 3/2,
then we have a reduced game in form of a 2 x 2 matrix game which can be solved easily and,
of course, leads to the same solution as the standard method. In fact, the existence of a proper
subgame in the step by step inspection game with N = 3 possible time points for k = 2 interim
inspections was the reason for starting the analysis with this game.

Let us consider next the step by step inspection game with N = 3 possible time points for
k = 1 interim inspection, the extensive form of which is represented in Figure 5.8. We see
that the Operator's and the Inspectorate’s decisions at 0 and 1 are the same as in the game of
Figure 5.6. At 2, however, the Inspectorate has a choice between co and ¢ if it chose ¢3 at 1.
This, in turn, creates a larger information set for the Inspectorate at 1 than that given in the
game of Figure 5.6.

Let g3,92 and hg, ho be the Operator's and the Inspectorate’s probabilities as introduced for
the step by step inspection game with N = 3 possible time points for k = 2 interim inspections.
It will be shown in Theorem 5.4 that this inspection game has the game theoretical solution
g;;:%., G=1, =2 h=< and Op,=2.  (537)
Contrary to the step by step inspection game with N = 3 possible time points for k = 2
interim inspections, see Figure 5.6, the step by step inspection game with N = 3 possible time
points for k£ = 1 interim inspection does not contain any proper subgame. The fact, however,
that the game appears already to be finished after the Operator acts illegally at time point 0
(£3), motivates the attempt to cut the information set of the Inspectorate at time point 2, as
indicated in the Figure 5.8. This way, we obtain on the right hand side a subgame starting
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Figure 5.8 Extensive form of the step by step inspection game with N = 3 possible time points
for k = 1 interim inspection.

Operator at 0

Inspectorate at 2

after the moves (3¢3 with N = 2 possible time points for k¥ = 1 interim inspection, and we
proceed in a similar way as before: We replace the subgame by its optimal expected detection
time Op3; = 3/2, and use at the left hand branch in Figure 5.8 the same h3 = 1/2 as that
obtained from the subgame. Thus, we obtain a reduced extensive form game which can be
solved easily. The game theoretical solution of this auxiliary step by step inspection game with
N = 3 possible time points for kK = 1 interim inspection, i.e., the game of Figure 5.8 with the
cutted information set, is given by

g;:%, g;:% and =2, h;:% and  Ops =2 (538)
Thus, comparing the game theoretical solution of the step by step inspection game with N = 3
possible time points for £ = 1 interim inspection with those of the corresponding auxiliary step
by step inspection game, i.e., comparing (5.37) with (5.38), the surprising result is that the
optimal strategy of the Inspectorate and the optimal payoff to the Operator coincide, while the
optimal strategies of the Operator are different.

Since it has not been successful to solve the step by step inspection game with any number
N of possible time points for any number k of interim inspections, it is tempting to solve the
corresponding auxiliary step by step inspection game as illustrated above. In fact, this has been
done in Canty and Avenhaus (1991b) leading to @)Lk = (N+1)/(k+1) as the optimal payoff
to the Operator, i.e., the same as that for the Se-Se inspection game; see (5.11). We do not
present the derivations for the auxiliary step by step inspection game here because we cannot
compare its game theoretical solution with that of the step by step inspection game.

Instead let us turn to the step by step inspection game with N possible time points for k = 1
interim inspection. Let 1 — gy resp. gy denote the probability that the Operator starts the
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illegal activity at time point O resp. to postpone its start. In the latter case he will start it
immediately at the time point of the interim inspection because only then he maximizes the
time between start and detection at the final PIV; see assumption (vii'). Thus, the Operator’s
set of behavioural strategies is given by

Gy = {g]v LgN € [07 1]} . (5.39)

Note that a formal description of the Operator's behaviour in the step by step game would
require the introduction of the probabilities gn_1,...,¢1 of postponing the start of the illegal
activity at any step; see also Figure 5.9. However, any strategy (gn, gn—1,---,91), 9n € [0, 1],
n=1,...,N, is weakly dominated by the strategy (gn,gxN_;,---,9]) with

0 if c=cpp1
gr(c) = , n=1,...,N—1, (5.40)
1 if c= En+1

and thus, only gn needs to be considered as strategic variable. The meaning of (5.40) is that
in case the Operator postpones the start of the illegal activity at time point 0, he will wait until
the only interim inspection is performed, and starts then the illegal activity immediately.

Figure 5.9 Time line of the interim inspections and probabilities of the Operator and Inspec-
torate in the step by step inspection game with N > k possible time points for k = 1 interim

inspection. ¢, and ¢,, n = 1,..., N, indicate the actions of the Inspectorate at time point
(N+1)—n.
N eno1 2 a
PIV CN CN-1 C2 C1 PIV
6 i : oo N A N1
1*01\] 1—91\71[ 1—!11\/—2[ 1*']1] 1[
gn gN-1 gN-2 g1
1*}11\/[ 17hl\_1[ 1*112[ 1[
hn hn-1 ha
At any step n, n = 1,..., N, and in case the Inspectorate has not performed the interim

inspections yet, it performs the interim inspections (¢;,) with probability 1 — h,, and postpones
it again (&,) with probability h,; see Figure 5.9. In case the Inspectorate postpones its interim
inspection until time point N, i.e., hy = hy_1 = ... = ho = 1, it has to inspect at time
point N which means h; = 0, and therefore, hy is not a strategic variable. Thus, the sets of
behavioural strategies of the Inspectorate is given by

Hy = {h = (A A1, ho) s hn € [0,1] ,n = 2,...,N}. (5.41)

The (expected) payoff to the Operator, i.e., the expected detection time, is, for any gy € Gy
and any h € Hy, given by

OpN,l(gN>h) = (1 — gN) |:1 (1 — hN) +2hy (1 — thl) + ...

+ (Nf1)hN...h3(17h2)+NhN...h2}
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+onv | N1 =hn)+ (N =1 hy(1—hy_1)+...

+2hN...h3(1—h2)+1hN...h2]. (5.42)

Payoff (5.42) can be explained, using Figure 5.9, as follows: If the Operator starts the illegal
activity at time point 0 (with probability 1 — gn), then the detection time is 1,2,..., N with
the probabilities 1 — hn, hn (1 — hy—1),...,An ... ho, respectively. In case he postpones the
start of the illegal activity (with probability gx), the detection time is N, N —1,...,1 again
with the probabilities 1 — hx, hny (1 — hy—1),...,hn ... ho, respectively.

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Theorem 5.4. Given the step by step version of the Se-Se inspection game with N > 1 possible
time points for k = 1 interim inspection. The sets of behavioural strategies are given by (5.39)
and (5.41), and the payoff to the Operator by (5.42).

Then an optimal strategy of the Operator is given by

0 if c=cpm1

* 1 *
gN:ﬁ’ gn(c): . s TL:L.A.,N—I.‘ (543)
1 if C:6n+1

and an optimal strategy of the Inspectorate by

~1
pe=""" n=2..N. (5.44)

" n

The optimal payoff to the Operator is

Opny = Opnalgn, ') = ——. (5.45)

Proof. Using (5.42) we obtain with (5.43)

20pn,1(gy-h)

N1 :(l—h/N)-f—hN(l—hN_l)-ﬁ—.‘.—}—hN...hg(l—hg)-ﬁ-hN...hQ:l

for any h € Hy. (5.44) implies foralln =2,...,N —1

- X " N—-1N-=-2 n 1 1
hNthl"'hTH»l(l_hn = N N—ln-’-lE:N (546)
and
N—-1N-=-2 21 1
hiy Iy iRy = ——— —— o= —. 5.47
N'*N-1 3102 N N—1 39 N ( )

Thus, (5.42) gives

(N+1) NN+ N(N+1)

. N
N Opni(gn,h*) = (1 —gn) 5 gN 5 5

for any gy € Gi. Therefore, we have Opy1(g9n, h*) = Opn.1(gy,h*) = Opn,i(gy, h) for
any gy € G1 and any h € Hy, i.e., the saddle point inequality is fulfilled as equality. O
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Using Figure 5.9, (5.44), (5.46) and (5.47), the optimal expected interim inspection time point
is given by

En-(Th) =11 —hyy)+2hy (1 —hy_1) +3hyhn_1 (L —hN_9) +...

+ Nhyhy_i...h5

N
1 . N+1 N
:N E Z:T:OPN,h
i=1

which corresponds to (4.46) for k = 1 interim inspection.

Furthermore, the optimal strategy of the Operator is to decide at the beginning of the reference
time interval with probabilities 1/2 to start the illegal activity immediately or to postpone its
start, and in the latter case to wait for the interim inspection.

Together with the result of Lemma 5.2, this encourages us to formulate a conjecture for the
general game which only makes a structural statement on optimal strategies but does not give
any advice on how to calculate them.

Conjecture 5.1. Given the step by step version of the Se-Se inspection game with N > k
possible time points for k interim inspections.

Then an optimal strategy of the Operator is to postpone the start of the illegal activity at time
point 0 with probability g5 = k/(k+1). In case the Operator postpones the illegal activity he
waits for the next interim inspection.

An optimal strategy of the Inspectorate is to choose the time points for the interim inspections
such that the optimal expected interim inspection time points are

N +1 N+1 N+1

—— b (Tp1)=2——,... , Epx(Th) =k ———.
k‘—}—l’h(kl) k-‘rl’ 711(1) E+1

The optimal payoff to the Operator is given by (5.45).

Ep- (T}) =

Suppose Conjecture 5.1 were true, then the step by step version of the Se-Se inspection game
and the original Se-Se inspection game treated in Sections 5.1 and 5.2 share common features:
They lead to the same optimal expected detection time and corresponding optimal strategies
of both players. In our view the Se-Se inspection game describes the inspection problem in a
more natural way since both players make their decisions at the beginning of the reference time
interval and after an interim inspection: In between the players do not gain any information
which might be useful for them.

Finally, let us note that von Stengel (1991) has considered a model which is very similar to the
step by step model considered here. However, he assumes inter alia that an illegal activity is
discovered instantly if it coincides with an interim inspection and that in this case the payoff
to the Operator is zero, i.e., the same as in case of legal behaviour. Even though v. Stengel
was able to determine the game theoretical solution for the general case of any number N of
steps for any number k of interim inspections, we do not describe it here in detail since we
cannot imagine a real situation which is met by the above mentioned assumption. Nevertheless,
any researcher who attempts to prove or disprove Conjecture 5.1 is encouraged to study von
Stengel (1991) first, because his solution method could provide a path for the solution of the
step by step version of the Se-Se inspection game with N possible time points for k interim
inspections.



Chapter 6

Models with errors of the second
kind

In Chapters 3 to 5 we have assumed that an illegal activity of the Operator will be detected
by the Inspectorate during the next interim inspection or at the ending Physical Inventory
Verification (PIV) with certainty. In this chapter we assume that a detection will happen during
an interim inspection only with a detection probability 1 — 3, i.e., assumption (v) of Chapter 2
is specified as follows:

(v') During an interim inspection the Inspectorate may commit an error of the second kind
with probability 3 > 0, i.e., the illegal activity, see assumption (iv), is not detected
during the next interim inspection with probability 3. Note that if there is no interim
inspection left, then it is detected with certainty at the final PIV; see assumption (iii).
This non-detection probability is the same for all interim inspections.

The remaining assumptions of Chapter 2 hold throughout this chapter. Note that there are
practical cases where different interim inspections may lead to different detection probabilities;
an example is given in Section 6.6. As in Chapters 3 to 5, assumption (vii) of Chapter 2 needs
to be appropriately modified. We do not do this in Sections 6.1 to 6.4 explicitly, but refer the
reader to (vii') on pp. 21, 50, 55 and 75 in the respective chapters.

Let us comment assumption (v'): Statistical problems where only errors of the second kind are
possible, also called attribute sampling problems usually occur when random sampling schemes
are used, where items are counted, and where errors arise only when falsified or wrong items are
not contained in the sample; see Thyregod (1988). If quantitative measurements are performed
by the Inspectorate, then errors of the first kind — false alarm — may occur; see p. 4 and Section
7.4. The possibility that the Inspectorate may commit an error of the first kind is not considered
in this chapter. The reason simply is that game theoretical solutions of discrete time inspection
games with errors of the first and second kind do not exist, contrary to the continuous time
case which will be analysed in Part Il.

This chapter is based on Avenhaus et al. (2010) and Avenhaus and Krieger (2013a). In Sections
6.1 to 6.4 we analyse all four variants given in Table 2.1 for the cases of N = 3 possible time
points for kK = 1 resp. k = 2 interim inspection(s) and, for 8 > 0. Also, in Sections 6.1 and
6.3 the case of any number N of possible time points for k = 1 interim inspection is treated.
In Section 6.5 we compare the optimal expected detection times derived in the former sections.

99
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At first sight the inspection games with N = 3 possible time points for k = 1 resp. k = 2
interim inspection(s) appear simple, but they are not trivial; also they are based on concrete
applications. For this reason we will shortly present these applications in Section 6.6.

Since the sets of strategies of both the Operator and the Inspectorate are the same as those for
the games analysed in Chapters 3 to 5, we will refer to them. For this reason, we recommend
to study these chapters with some care before entering into this one.

Note that only for the No-No and Se-No inspection games with N > 2 possible time points for
k = 1 interim inspection in Sections 6.1 and 6.3 the optimal expected time point for the start
of the illegal activity resp. the optimal expected interim inspection time point is considered.

6.1 No-No: Any number of inspection opportunities and one
interim inspection; three inspection opportunities and two
interim inspections

Let us begin with the case of N = 3 possible time points for k = 1 interim inspection, which
may be performed at three possible time points 1,2 or 3. Thus, as explained in Section 3.1,
the set of pure strategies of the Inspectorate is given by J3 1 and that of the Operator by Is;
see (3.1) and (3.2). The matrix of the detection times, i.e., the payoff matrix of this inspection
game, is given by Table 6.1.

Table 6.1 Payoff matrix of the No-No inspection game with N = 3 possible time points for
k =1 interim inspection and with errors of the second kind.

| | 1 2 3
0 1438 2425 3+
1 3 1+28 2+ 8
2 2 2 1+5
3 1 1 1

For two cases we explain the payoff and its computation. Let ¢ = 0 and j = 1, i.e., the
Operator starts the illegal activity at time point 0 while the Inspectorate performs its interim
inspection at time point 1. Then the illegal activity is detected at 1 with probability 1 — 3 and
not detected at 1 with 5. If it is not detected at time point 1 then it will be detected at the
final PIV with certainty; see the assumption (iii) of Chapter 2. Therefore, the detection time,
i.e., the payoff to the Operator, is (1 —8)1+ 34 =1+ 33. If i = j = 1, then, according to
assumption (x), the illegal activity will be detected only at the final PIV and is therefore 3.

In analogy to the case of N = 3 possible time points for ¥ = 1 interim inspection on p. 23,
let p;, i =0,...,3, be the probability that the illegal activity is started at time point 7 and g;,
j =1,2,3, be the probability to perform the interim inspection at time point j. Thus, the sets
of mixed strategies of both players are given by (3.4) and (3.5).

Using Table 6.1, the Operator’s (expected) payoff, i.e., the expected detection time, is, for any
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p € P3 and any q € Q3 1, in analogy to (3.6) given by
Op31(p.a) :=po[(1+3B) g1+ (2+28) g2 + (3 + B) g3]
+pBa+(1+28)a+(2+5)q]

+p22q1+2q+ (1+06)gs] +ps. (6.1)

Like on p. 24 it can be shown that the pure strategy "starting the illegal activity at time point
3" is a strictly dominated strategy: Using the Operator’s strategies p1 := (0,0,0,1)7 and
p2 :=(0,1/2,1/2,0)7, we get by (6.1)

1 1
Ops.1(p2,@) = 5 (Ba+B+28) (@+aw) = 2 (2(1 *5)‘11+3+2B>
. 3+22B > g > 1= Op31(p1,q)

for any q € @31, i.e., p1 is strictly dominated and thus not used in any optimal strategy.

The game theoretical solution of this inspection game, see Avenhaus et al. (2010), is presented
in

Lemma 6.1. Given the No-No inspection game with N = 3 possible time points for k = 1
interim inspection, and with errors of the second kind. The sets of mixed strategies are given
by (3.4) and (3.5), and the payoff to the Operator by (6.1).

Then optimal strategies and the optimal payoff Op;, := Ops,1(p*,q*) to the Operator are
given by:

(i) For0 < 3 < 1/6 an optimal strategy of the Operator is given by

111 \*
= (2220
p (376727) 9

and an optimal strategy of the Inspectorate by

. 1 /111 T
q_il,ﬁ (57576*5) .
The optimal payoff to the Operator is

Op;l:F—i-ﬁ.

(ii) For1/6 < 3 < 2/3 an optimal strategy of the Operator is given by

21 T
=200
p (37377) 9

and an optimal strategy of the Inspectorate by
.1 (12-38 \"
qQ =——2 90 70 .
1-8\3 3
The optimal payoff to the Operator is

.10
Ops, = E+2ﬁ'
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(i) For 2/3 < B <1 an optimal strategy of the Operator and an optimal strategy of the
Inspectorate are given by

p*=(1,0,0,00"  and q"=(1,0,0)".

The optimal payoff to the Operator is

.6
Op3,1:6+3,6.

Proof. We have to show, see (19.11), that
Op3.1(i,q") < Op3; < Op31(p*, ) (6.2)

foralli=0,1,2,3 and for all j = 1,2,3.
Ad (i): We have
Ops,:1=0,1,2
Ops1(i,q") = { ) ' il and Opsz1(p*,j) =Op3,; forall j=1,2,3,
i.e., the inequalities in (6.2) are fulfilled.
Ad (ii): We obtain

Ops, :i=0,1 Op3q 2 7=12
Op3a(i,q") = ' and Ops1(p".7) =1 g
3—i+1:i=2,3 §+ﬂ:j=3
Again, the inequalities in (6.2) are fulfilled.
Ad (iii): We get
o 1433 :i=0 Ops 1(p*,j)=j+B—-7+1)p
Op31(i,q") = and
3—i+1::=1,2,3 forall j=1,2,3 ,
i.e., the inequalities in (6.2) are fulfilled again. O

Let us comment the results of Lemma 6.1: First, in contrast to Lemma 3.1 in which the cut-off
value n* can not be recognized yet (starting the illegal activity at time point 3 is a dominated
strategy and is therefore not chosen), the existence of cutting-value n* is strongly pronounced
here for the cases (ii) and (iii). Looking at this inspection problem for 3 = 0 from the common
sense point of view, the Inspectorate should perform its interim inspection in the middle of the
reference time interval with the resulting detection time of 2. The game theoretical solution,
however, leads to slightly shorter detection times in case (i); see also p. 25.

Second, solutions of most games are seldom intuitive. So it is also in this game. It is not trivial
nor explainable that the Inspectorate performs, e.g., its interim inspection at time point 1 with
the probability ¢; given in Lemma 6.1. It is rather a result. But what can be done is to explain
the structure of the optimal strategies. From the common sense of view it is clear that when
the non-detection probability 3 is high, e.g., 3 > 2/3 in case (iii), the Operator will start the
illegal activity as early as possible, i.e., p§ = 1, and so the Inspectorate will also perform its
interim inspection as early as possible, i.e., g; = 1.
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Third, it is interesting and surprising, that the Operator’s optimal strategies are constant in the
B-intervals [0,1/6), (1/6,2/3) and (2/3,1], contrary to the Inspectorate’s optimal strategies.
This is no longer true in the No-No inspection game with N = 3 possible time points for k = 2
interim inspections; see Lemma 6.2.

Fourth, the case 5 = 1 deserves special attention. In that case, the illegal activity will be
detected only at the end of the reference time interval. Thus, the Operator will start it right at
the beginning and the detection time will be 4, independently of what the Inspectorate does.
Formally, Table 6.1 shows that the first strategy of the Operator dominates all other ones, and
that the Inspectorate is indifferent with respect to its pure strategies. Since we do not want to
put too much emphasis on this unrealistic case, we have given in Lemma 6.1 for 8 = 1 just
one optimal strategy of the Inspectorate instead of infinitely many ones. We will proceed in the
same way in all subsequent Lemmata of this chapter.

Fifth, using the optimal strategies of Lemma 6.1, we obtain, using the definition on the left
hand side of (3.36) and (3.38),

7 1 7 1
- :0< — 3——— : 0< -
g 0=P<% ci—p5 '<"<%
11 2 1 1 2
Epe(S)=4 = : > t d Eq(T)=¢{ 2—-—— .= z
p*(S) 3ig<f<3z an a-(T1) 50=5) §<P<3
2 2
2 op<t 1 2 <p<1
0 3<5, 3<B,

The relation of Ep«(S) and Eq+(71) to n* and Opj ; is illustrated in (6.13) and (6.14).

Finally, the optimal strategies and the optimal payoff to the Operator are not given for the
limiting cases 5 = 1/6 and = 2/3 because in reality exact values of 3 will rarely occur.
Nevertheless we will consider them here in some detail; in the remainder of the monograph,
however, we will exclude the limiting cases from our discussion. Note that the optimal strategies
of the Inspectorate and the optimal payoff to the Operator as a function of § are continuous
at 3 =1/6 and 8 = 2/3, but not the optimal strategies of the Operator. It can be seen with
the help of (6.2), that for 5 = 1/6 the mixed strategies p*(\) and q* given by

1/3 2/3 ”s
/2 0 0
0 0

are optimal strategies with the optimal payoff Op3; = 2 to the Operator. Note that p*(}) is
a convex combination of two mixed strategies and thus, a mixed strategy itself. For 8 = 2/3
the mixed strategies

2/3
1/3
0
0

1
p'(A) =X +(1-2X) ,Aefo,1], and q"=10
0

O O O

are optimal strategies for both players leading to the optimal payoff Opj,(2/3) = 3 to the
Operator, which can again be seen with the help of (6.2).

We now generalize Lemma 6.1 to any number N of possible time points for k = 1 interim
inspection. Because the detection time is for i < j given by (1 —8)(j —¢)+ B8 (N +1—1i) =



104 Chapter 6: Models with errors of the second kind

j—i+B(N+1-7j), we get in analogy to (3.11)

j—i+B(N+1—j) for 0<i<j<N~+1

Opn,(i,j) == . (6.3)
N+1-—4 for 1<j<i<N+1

The game theoretical solution of this inspection game, which is a generalization of Theorem
3.1 and which is published in this monograph for the first time, is presented in

Theorem 6.1. Given the No-No inspection game with N > 1 possible time points for k = 1
interim inspection, and with errors of the second kind. The sets of mixed strategies are given
by (3.13) and (3.14), and the payoff to the Operator by (3.15) using (6.3). Define the cut-off
value n* by

1

n
Then an optimal strategy for the Operator is given by
N(N—}—l—n*) for 1=0
. _ (N+1-n" )
P = for i=1,..., o1 (6.5)
‘ (N+1_d)(N—q) ot hn
0 for i=n*...,N
and an optimal strategy of the Inspectorate by
1 1
—_— fe j=1,...,n"—1
1—ﬁN+1—j R
« n*—1
=1, 1 o i (6.6)
1*5 Z N1 or j=mn
0 for j=n*+1,....N
The optimal payoff to the Operator is
O N+1-n*
Opni:=Opna(p"d’) = ) ———— +B(N+1-n). (6.7)
’ = N+1—j

Proof. The proof goes along the same lines as that of Theorem 3.1. According to (6.5), we
have p’._; > 0, thus, the indifference principle in Theorem 19.1 implies, using (6.3) and (6.6),
that

n*—1

Opna(p*,a%) = Opna(n* —1,q%) = (N +2—n") Zq] (1+B(N+1-n")g.

n*—1

=1-B)(N+1-n") Y ¢ +1+B(N+1-n")
j=1
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n*—1

N+1-—n*
= —— 41 N+1-n* 6.8
2 N1 " BN +1-n"), (6.8)

ie., (6.7). O

Note that the first comment made on p. 34 on interesting properties of the optimal strategies
p* and q* holds here as well. In Lemma 6.1 we have seen that 3 regions of [-values need to
be distinguished. For arbitrary N the regions of S-values are, using (6.4), given by

n*—1
1 1 1 1 1
01— T T e I G |
) ;N—]+1 ) 7( N N_17 N>7< N’}’

which for N = 5 possible time points gives

13\ (13 11\ (11 4\ (4
=) (==).(=2). (=1 .
o.5) (3) (55:5)- (51 (69)

see also p. 111. Note that in Lemma 9.2 the continuous time version of this inspection game
is treated.

Interesting enough, there is a close analogy to Lemma 3.2:

Corollary 6.1. Given the No-No inspection game with N > 1 possible time points for k = 1
interim inspection, and with errors of the second kind analysed in Theorem 6.1.

Then the following bounds hold for the cut-off value n*(N) and for the optimal expected
detection time Opjy -

(1—6%0 N < n*(N) < (1-%) (N+1)+1 (6.10)
and

N+1-n"<Opy; <N+2-n". (6.11)

Proof. According to the proof of Lemma 3.2 we get from (3.31)

1 N+1 1 & 1 N
< < .
1—ﬁln{N+1—n}_l—ﬁ;N—i-l—j_l—ﬁln{N—n} (6.12)

for any n € {1,...,N — 1}. Thus, by (6.4) we get!

n* 1 n*—1 1
—>1- d — <1-5.
;thl—j* pooan ;N-ﬁ-l—j B

Making use of (6.12), this leads to

N+1
N+2—n*

lfﬁgln{Nﬁn*} and ln[ ]<17,8.

!Note that contrary to the case of 8 = 0, the > sign in (6.4) cannot be replaced by the > sign; see the
footnote on p. 27.
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Combining both inequalities leads to (6.10). Because (6.4) yields

n
1 1
1-8< _— <1 _
5*;N+1—j ﬁ+N+1—n*’

multiplying these two inequalities with N + 1 — n* and using (6.7) we get
(1-B)(N+1-n")<Opy,—BN+1-n")<(1-B)(N+1-n")+1,

which is equivalent to (6.11). O

In analogy to the derivations in (3.36), we obtain for the optimal expected time point for the
start of the illegal activity Ep-(S), using (6.5),

N v N+1-n*
[Ep*(s):zipf="**zm:n**Op’fv,ﬁﬂ(NH*n*), (6.13)
=0 =1

which can be explicitly confirmed for the case of N = 3 possible time points on p. 103. In
case of 8 =0, (6.13) reduces to (3.37). Using (6.6) and (6.8), we get

f:NH—j =t 14 (1- )(N+1—n)—zNJrl
j=1
=n"—1+1-B)(N+1-n")~(Opy1 —1-B(N+1-n))
=N+1-0py;,
which leads, using (6.3) and p§j > 0, to

N
Opn,y = Eq=(T1) +ﬁz (N+1-7j)aq; =Eq(T1) +
j=1

ﬁ (N +1-0Opy1)-

Thus, the optimal expected interim inspection time point Eq-(771) is given by

Opny = (1= B)bq-(Th) + (N +1), (6.14)
which leads, using (6.13), to

Ep-(S) + (1 = B) Eq:(Th) = (1 = ) n”, (6.15)

which for 8 = 0 coincides with (3.38) and (3.39). The case of N = 3 possible time points on
p. 103 confirms the relations (6.14) and (6.15). Note also, that in the continuous time version
of this inspection game which is analysed in Section 9.3 we find corresponding results.

Let us now consider the inspection game with N = 3 possible time points for k& = 2 interim
inspections. Because the Operator’s time point for starting the illegal activity does not depend
on the number of interim inspections, his set of pure strategies is again given by I3 with the set
of mixed strategies Ps; see (3.2) and (3.4). In this game the Inspectorate’s set of pure strategy
is {(1,2),(1,3),(2,3)}, i.e., Js2 as given by (3.50) and therefore its set of mixed strategies is
Q3,2; see (3.52). The payoff matrix of this inspection game is given in Table 6.2.
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Table 6.2 Payoff matrix of the No-No inspection game with N = 3 possible time points for
k = 2 interim inspections and with errors of the second kind.

| | (1,2) | (1,3) (2,3) |
0 1+ 8+23 14245+ B2 2+ B+ 52
1 1+28 248 1+8+52
2 2 144 1+
3 1 1 1

Let us explain the entry i = 0 and (j2,71) = (1,2) of the payoff matrix. If the pure strategy
combination (0, (1,2)) is played, then the Operator starts the illegal activity at time point 0
and the Inspectorate performs its interim inspection at time points 1 and 2. Then the illegal
activity is detected at 1 with probability 1 — 5 and not detected with probability 5. In the
latter case the illegal activity is detected at time point 2 again with probability 1 — /3 and not
detected with probability 5. In the latter case the Inspectorate detects the illegal activity at
the final PIV with certainty. The decision tree in Figure 6.1 illustrates this situation.

Figure 6.1 lllustration of the computation of entry (0, (1,2)) of the payoff matrix in Table 6.2.

chance

Therefore, the Operator’s payoff in case the pure strategy combination (0, (1,2)) is played is
(1-8)1+B((1—-B)2+B4) = 1+B+2 5% The remaining entries can be derived in a similar
way.

With p := (pg, p1,p2,p3)" € P3 and q := (q(1’2>,q(1’3>,q<2’3))T € @3,2, where p; is again the
probability to start the illegal activity at time point i and q(;, ;,) the probability to perform the
first interim inspection at time point j5 and the second interim inspection at time point 71, the
(expected) payoff to the Operator, i.e., the expected detection time, is, using the payoff matrix
in Table 6.2 and (19.3), given by

Ops2(p,q) :==po [(1+B+28%) quz + L +28+ ) quz + 2+ B8+ 6% qs)
+p1[(14+28) g2 + 2+ B)qas + 1+ B+ 5%) qes)
+p2(2q0,2 + (1 +8)qaz + (14 8)qes)] +ps- (6.16)

Starting the illegal activity at time point 3 is again a strictly dominated strategy, which can be
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seen as follows: Using p1 := (0,0,0,1)7 and po := (1/3,1/3,1/3,0)T, (6.16) implies

1
Ops32(p2,q) = 3 ((4 +38428%)qua+(@+48+ %) qus + (4+38+28%) Q(2,3))

1 4
= (4+36+2ﬁ2) >3 >1=0paz(p1.)

for any q € @39, i.e., p1 is a strictly dominated strategy.

The game theoretical solution of this inspection game, see Avenhaus et al. (2010) and Avenhaus
and Krieger (2013a), is presented in

Lemma 6.2. Given the No-No inspection game with N = 3 possible time points for k = 2
interim inspections, and with errors of the second kind. The sets of mixed strategies are given
by (3.4) and (3.52) with N = 3, and the payoff to the Operator by (6.16).

Then optimal strategies and the optimal payoff Opj, := Ops2(p*,q") to the Operator are
given by:

(i) For 0 < 3 < 1/2 an optimal strategy of the Operator is given by

_ 1
REESTET A

*

p 1+ 8,1,1+ 8+ %0)", (6.17)

and an optimal strategy of the Inspectorate by

o 1 1-23 <1+5+252+53

T
- 1 21 .
1-83+28+p2 1-2p LB+ 5 +’6)
The optimal payoff to the Operator is

Ot _4+6B8+58242p38
P32 = Ty g

(i) For 1/2 < B < 1 an optimal strategy of the Operator and an optimal strategy of the
Inspectorate is given by

p*=(1,0,0,00"  and q"=(1,0,0)". (6.18)
The optimal payoff to the Operator is
Opso=1+pB+2p%.
Proof. We have to show, see (19.11), that
Op32(i,q") < Op3 5 < Op32(p™, (j2,41)) (6.19)
for all i =0,1,2,3 and for all (j2,71) € {(1,2),(1,3),(2,3)} = Js2; see (3.50).
Ad (i): We get

o | OB =02 Ops (0", (2:10)) = OBl
P32(t,qQ ) =
=3 for all (jo,j1) € J3,2
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i.e., the inequalities in (6.19) are fulfilled.
Ad (ii): We obtain

Op3 5 i=0
1+28 i=1
Ops2(i,q") =
2 =2
1 i =3
and
Opia L (o) = (1,2)
Op32(p*, (j2, 1)) =4 1428+ : (j2, 1) = (1,3)
246+8% ¢ (j2.51) = (2,3)
Again, the inequalities in (6.19) are fulfilled. O

Let us comment the results of Lemma 6.2: Like for the results in Lemma 6.1, it can be seen
that the cut-off value n* is strongly pronounced here for the case (ii). Interesting enough, and
contrary to the case k = 1 interim inspection, the Operator’s optimal strategy is a function of
B and not constant in the respective S-regions, and that there are only two regions of -values
with different solutions. We will come back to the last point on p. 113.

Before proceeding let us present the No-No inspection game with N = 3 possible time points
for k = 2 interim inspections as an extensive form game, even though the presentation in
normal form in Table 6.2 is the natural way to describe this No-No inspection game. In Figure
6.2 the game is represented in extensive form which is the appropriate way to describe games
over time, if decision are taken sequentially. Due to the comment on p. 50, the game starts
with the Operator and the chance moves can be identified via the probabilities 1 — 3 and S.

At the beginning of the reference time interval, the Operator decides at which time point he will
start the illegal activity. The Inspectorate, not knowing the Operator’s decision, decides also at
the beginning when to perform its two interim inspections. lts lack of knowledge is described
by its information set, the encircled area, in Figure 6.2. After both players’ decisions, chance
moves decide whether the illegal activity will be detected during the next interim inspection.

Let us repeat that we do not need to describe the No-No inspection game in extensive form.
In all of the following No-Se, Se-No and Se-Se inspection games, however, the extensive form
is the appropriate form to describe these games. Therefore, it is helpful to see in which way
the graphical representations of these variants differ.

Finally, we consider the case of k = 3 interim inspections. The treatment of this case is simple,
since the Inspectorate has no real choice because it has only the pure strategy (1,2,3), i.e.,
it has to perform its interim inspections at any possible time point. The game is depicted in
Table 6.3. The entries in the payoff matrix can again be determined with help of a kind of
decision tree like in Figure 6.1. If 8 > 0, then the Operator will always choose time point i = 0
for the start of the illegal activity, since the detection time is then as large as possible. In case
of 8 = 0 the Operator is, of course, indifferent between all of his pure strategies 0, 1,2 and 3,
because the detection time is always 1.
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Figure 6.2 Extensive form of the No-No inspection game with N = 3 possible time points for

k = 2 interim inspections and with errors of the second kind.

(1,2)

1-p

Operator at 0

0 1 2
‘o lInspectorateato 4 | Inspectorate at 0
(1,3) (2,3) (1,2) (1,3) (2,3) (1,2) (1,3)
2
1-p8 1-08 1-4 B8 1-p5 8 1-8 1-8
5 B 8
1 2 1 3 2 3 1 1
B 1-8 5 1-5 B 1-3 B
4 3 4 3 4 2 3

(2,3)
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Instead of formulating a Lemma, we just mention that the optimal strategies of both players
for B3 > 0 are given by p* = (1,0,0,0)T and q* = qfl 23 = L and the optimal payoff to the

Operator by Op3 3 =1+ 3+ B2+ 3.

Table 6.3 Payoff matrix of the No-No inspection game with N = 3 possible time points for
k = 3 interim inspections and with errors of the second kind.

L (1,2.3) |
0 1+ 8+ 3+ 5
1 1+8+32
2 1+8
3 1

Let us conclude this section with the No-No inspection game with NV = 5 possible time points
for k = 1 and k = 2 interim inspection(s), because it has been of practical interest; see
Avenhaus et al. (2010) and the comments on p. 123. For 8 > 0 and k = 1 interim inspection,
the 6 x 5 payoff matrix of this inspection game, see Avenhaus et al. (2010), is presented in
Table 6.4. The entries are of first order in £3.

Table 6.4 Payoff matrix of the No-No inspection game with N = 5 possible time points for
k = 1 interim inspection and with errors of the second kind.

| | 1 2 3 4 5
0 14583 2+48 3438 4+25 5+
1 5 1+45 2+38 3+28 4+ 5
2 4 4 1+38 24283 3+3
3 3 3 3 1+28 2+
4 2 2 2 2 1+8
5 1 1 1 1 1

Because a manual solution would already be somewhat cumbersome, Canty’s Mathematica®
programs, see Canty (2003), have been used for the determination of the optimal strategies
and the optimal expected detection time. Just to illustrate the results, the optimal expected
detection time Opy ; is given by

7 13
%+2,8 for 0§,6’<%
;%+36 for é—g<ﬁ<;—é
Op5,1 = 9+45 for Ll § 6 < é y (620)
5 20 5
4
1+583 for z<p<1
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where the four regions of S-values are given by (6.9). We see that with increasing 5 the optimal
expected detection time increases continuously from 2.57 to 6, which is intuitive.

For 8 > 0 and k = 2 interim inspections, the 6 x 10 payoff matrix of this inspection game, see
Avenhaus et al. (2010), is given in Table 6.5. This time the entries are of second order in 3.

Table 6.5 Payoff matrix of the No-No inspection game with N = 5 possible time points for
k = 2 interim inspections and with errors of the second kind.

| | (1,2) | (1,3) | (1,4) | (1,5) | (2,3) |
0 1+B8+46% | 1+28+3p% | 1+38+2p% | 1+48+ 52 2+8+332
1 1+48 2+38 3+2p 4+ 1+ 8+352
2 4 1+38 2428 348 1+38
3 3 3 1+28 248 3
4 2 2 2 148 2
5 1 1 1 1 1

| | (2,4) | (2,5) | (3,4) | (3,5) | (4,5) |
0 24284282 | 2438+p7 3+8+2452 3+28+ 32 448+ 32
1 14284282 | 1+38+p2 2+ 6+2p3% 2428+ 82 3+ 8+ 32
2 24283 3+ 8 1+ 6452 1428+ B2 248+ 32
3 14253 2+ 6 1+2p3 248 1+ 8+ B2
4 2 148 2 148 1+ 8
5 1 1 1 1 1

Consequently, the solution is complicated; the optimal expected detection time Opf , is a ratio

of polynomials in 3 up to the fifth order:

59 + 1338+ 128 82 4+ 6233 + 12 54

344+488+3032 +833
344+T765+5362—28%—268* —128°

20+2454+1082—-633 —8p4
26+483+2382 4283 — 1484 —126°

19+448+508% 42433
6(2+28+52)

23+ 778+ 10282+ 7263

OPEQ =

15+ 2758 + 18 32

10+ 283+ 3382 + 36 3°
7+105 4 332

1+p3+4p52

16+108—552 —4p33 — 23

for

for

for

for

for

for

for

0<B<0.15

0.16 < 3<0.17

0.18<3<0.23

0.24 < 3<0.29

0.30 < 8 < 0.52

0.53 < 8 <0.74

0.75<B<1

(6.21)
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Table 6.6 illustrates the pure strategies which are mixed in the Inspectorate’s optimal strategy
in case of N = 5 possible time points for k& = 2 interim inspections. Again, like in case of
B =0 in Tables 3.5 and 3.6, a kind of step structure can be conjectured.

Table 6.6 Pure strategies which are mixed in the Inspectorate’s optimal strategy.

\ fTey ]y e asn]ey ey ey ]| @]

0< /<015 =0 >0 >0 =0 =0 >0 >0 =0 >0 =0
0.16 < 3 <0.17 =0 >0 >0 =0 =0 >0 =0 >0 >0 =0
0.18<3<0.23 =0 >0 >0 =0 =0 >0 =0 >0 =0 =0
024 <3<0.29 >0 >0 >0 =0 =0 >0 =0 =0 =0 =0
0.30 < 8 <0.52 >0 >0 =0 =0 >0 >0 =0 =0 =0 =0
0.53<B8<0.74 >0 >0 =0 =0 >0 =0 =0 =0 =0 =0
0.75<p8<1 =1 =0 =0 =0 =0 =0 =0 =0 =0 =0

Looking at all cases of N and k we have considered in this section together with the case
N = k =5 and counting the number of regions of S-values we get

o (N,k)=(3,1): 3 regions; Lemma 6.1;
e (N,k) = (3,2): 2 regions; Lemma 6.2;
o (N,k)=(3,3): 1 region;

e (N,k) = (5,1): 4 regions; see (6.9);

e (N,k) = (5,2): 7 regions; see (6.21);
e (N,k)=(5,5): 1 region.

Except for the cases kK = N, it is difficult to imagine a kind of rule for the number of regions
of -values; see also p. 123.

6.2 No-Se: Three inspection opportunities and two interim
inspections

In this variant of the inspection game, the Operator decides at the beginning of the reference
time interval when to start the illegal activity, whereas the Inspectorate decides at the beginning
of the reference time interval only when the first interim inspection is performed. This means
that in case there is only k = 1 interim inspection, the No-Se inspection game is identical to
the No-No inspection game. Thus, in case of any number N of possible time points for k = 1
interim inspection and for 8 > 0, Theorem 6.1 and Corollary 6.1 hold here as well.

As mentioned on p. 49, the No-Se inspection game with any number N of possible time points
for k > 1 interim inspection have not been analysed so far. However, for § > 0, and as already
announced at the beginning of Section 4.1, the special case of N = 3 possible time points for
k = 2 interim inspections has been analysed in Avenhaus and Krieger (2013a) and the results
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will be presented now. The extensive form of this No-Se inspection game is represented in
Figure 6.3. Due to the sequential behaviour of the Inspectorate this extensive form has a more
complicated structure than that of the No-No inspection game in Figure 6.2. According to the
comment on p. 50, the game starts as in Figure 6.2 with the Operator and the chance moves
can be identified via the probabilities 1 — 3 and §.

Figure 6.3 Extensive form of the No-Se inspection game with N = 3 possible time points for
k = 2 interim inspections and with errors of the second kind.

Operator at 0

0 1 2
G Inspectorate at 0 & |
1 2 2 2
1-8 1-8 -8 1-8 3
B B !
1 1
1 2 1 1 2
B
1-8 B 1-5 B
3 4 2 3
A Inspectorate at 1 ,
2 3 2 3 3
2
1-4 B 1-5 g 1-8 B 1-5 5 1-4 B
2 4 3 4 1 3 2 3 2 1 2
PIV PIV
f } } } {
0 1 2 3 4

In this game the Operator decides at time point 0 when to start the illegal activity, namely at
0, 1, 2 or at 3; see also the next paragraph. The Inspectorate, however, decides at time point
0 only if to perform the first interim inspection at time point 1 or 2. In case that the first
interim inspection is carried through at time point 1, it decides if to perform the second interim
inspection at time point 2 or 3. In case the first interim inspection takes place at time point 2,
the second one has to be performed at time point 3.

Before explaining the information structure in this game, let us shortly discuss time point 3 as
start of the illegal activity. We have seen for the No-No inspection game in Lemma 6.2 that
time point 3 is never chosen in an optimal strategy, see (6.17) and (6.18), which is also intuitive
because starting at time point 3 is a strictly dominated strategy; see p. 107. Does this mean
that we can a priori exclude this time point in the No-Se inspection game? We think that two
stages have to be distinguished: First, building the model which reflects the reality as close as
possible and — only thereafter — finding solutions of the game, e.g., by identifying dominated
strategies. Thus, we need to model time point 3 as a potential starting point for the illegal
activity. But even modellers have to make compromises: In the extensive form of the game
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described in Figure 6.3 we have excluded time point 3 for the sake of transparency and only for
this reason! In the subsequent description of the strategy sets and (expected) payoffs, however,
this strategy and its corresponding probability is included again; see P3 and (6.24).

Let us look in more detail at the case, that the Inspectorate decides at time point 0 to perform
the first interim inspection at time point 1 and the Operator starts the illegal activity at time
point 0, since here it can be observed the first time in this monograph in which way second
kind errors affect the information structure of the game. The illegal activity will be detected
at time point 1 with probability 1 — /3 and the detection time is 1. With probability 8 (1 — 3)
it will be detected at the second interim inspection and the detection time is 2 or 3 if it takes
place at time points 2 or 3. With probability 32 it will be detected only at the final PIV and
the detection time is 4.

Also, it is important to realize that the Inspectorate, having performed the first interim inspec-
tion at time point 1, and having not detected the illegal activity which started at time point 0,
i.e., the left node in the information set "Inspectorate at 1", does not know at time point 1 if
the Operator acted this way, or else will start the illegal activity only at time point 1 or 2.

As in Section 6.1, let p; be the Operator’s probabilities to choose the time points 0,1,2 and 3
for the start of the illegal activity, i.e., his set of mixed strategies is given by Ps; see (3.4) and
the comment on p. 114. As introduced in Section 5.7, let h3(j2), j2 = 1,2, be the probability
that the first interim inspection is performed at time point j2, and let ha(j1|1),51 = 2,3, be
the probability that the second interim inspection is performed at time point j; when the first
one has been performed at time point 1. For the sake of simplicity we define here

h3 = hd(l) 5 1-— h5 = h3(2) and h2 = hz(?‘l) , 1- h2 = h2(3‘1) . (622)

Because we have h2(3]|2) = 1 by definition and thus, it does not need to be considered here.
Thus, the Inspectorate’s set of behavioural strategies is instead of Hj 2, see (5.7), given by

Hjo := {h:= (h, ha) € [0,1]* : h3, ha € [0,1]}. (6.23)

The (expected) payoff to the Operator, i.e., the expected detection time, is, for any p € P3
and any h € Hj 5, given by

Ops2(p, h)

= polhs (1= B+ B (ha(2+28) + (1= ha) 3+ 5)) + (1~ hs) (2+ f + 57)]

+p1[hs (ha (1+28) + (1= ha) 2+ B)) + (1~ h3) (1 + B + 6°)]

+p2[hs(ha2+ (1 —he) (1+8)) + (1 —ha) (1+8)] +ps. (6.24)
The fact that starting the illegal activity at time point 3 is indeed a strictly dominated strategy

can be seen as follows: Using the strategies p; := (0,0,0,1)7 and py := (1/3,1/3,1/3,0)7,
(6.24) implies
Opsa(pah) = 5 (44384282 + B(1— B)hs (1~ ho))

2

W= Wl

4
<4+3ﬂ+262) z3>1 = Ops2(p1,h)
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for any h € f[g.g, i.e., p1 is a strictly dominated strategy.

The game theoretical solution of this inspection game, see Avenhaus and Krieger (2013a), is
presented in

Lemma 6.3. Given the No-Se inspection game with N = 3 possible time points for k = 2
interim inspections, and with errors of the second kind. The sets of mixed resp. behavioural
strategies are given by (3.4) and (6.23), and the payoff to the Operator by (6.24).

Then optimal strategies and the optimal payoff Op; 5 := Ops2(p*,h*) to the Operator are
given by:

(i) For0 < 38 < 1/2 an optimal strategy of the Operator is given by

B 1
T 34+2B8+ B2 (

*

p 14 8,1,1+ 8+ %0)",

and an optimal strategy of the Inspectorate by

1 (1-28)01+8) . (1-2801+8+5
175 31351 and hy =1— Tt B .

By =1

The optimal payoff to the Operator is

Ot _4+68+5p2+2p5°
P32 = T3 2B+ B2

(i) For 1/2 < B < 1 an optimal strategy of the Operator and an optimal strategy of the
Inspectorate is given by

p* = (1,0,0,0)" and  hy=h3=1.
The optimal payoff to the Operator is

Opsa=1+pB+25.

Proof. Using (19.10), we have to show that
Ops2(p,h*) < Op3 5 < Ops2(p*, h) (6.25)

for any p € P; and any h € 1{[3,2.

Ad (i): We have Ops2(p, h*) = Op3 5 = Op3 2(p*, h) for any p € P; and any h € Hgﬂg, ie.,
the inequalities in (6.25) are fulfilled as equalities.

Ad (ii): (6.24) yields for any p € P
Op32(p, (1,1)) = po (1 + B +25%) +p1 (1 +28) + p22 +ps,

which is, because of 1 + 5+ 252 > 1+ 2@ > 2, maximized for p§ = 1, i.e., the left hand
inequality in (6.25) is fulfilled. For any h € Hs 9, (6.24) implies

Op3,2(p*7h) :2+5+ﬁ2_h3 (1_[3) (1+h2ﬁ)7
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which is minimized in case of 3 € [0,1) for

1 for hze (0, 1}

hy(hs) = {
[0, 1] for h3 =0

which leads to
24+ B8+B2—h3(1—-B)(1+B) for hzec(0,1]

Op3,2(p*7 (h37 h;(hnf))) =
248+ 82 for h3 =0

and which is minimized for b = 1. If 3 = 1, then Op3 2(p*,h) = 4 = Op3 , for any h € Hso,

i.e., especially for b} = hj = 1. O

Comparing the results of Lemmata 6.2 and 6.3, we see that the Operator’s optimal strategies
and the optimal payoff to the Operator coincide, even though the structure of the extensive
form of both inspection games is so different; see Figures 6.2 and 6.3. That the Operator’s
optimal strategies and the optimal payoff are the same is actually not so surprising, because
the payoffs (6.16) and (6.24) can be transformed into each other: If one replaces in (6.16) the
probabilities (1 2), ¢(1,3) and q(2,3) by (recall the definitions in (6.22))

q<172) = }L3 hg s q(173> = }Lg (1 - hz) and q(273) =1- }Lg, (626)
one obtains (6.24), and if one replaces in (6.24) the probabilities h3 and hs by

hy=1-qp3 and he=qu2/(1—qg3)): (6.27)

provided the appropriate ratio exists, one obtains (6.16). Thus, it is no longer surprising that
the two inspection games lead to the same optimal payoffs. Note that the equivalence of the
payoffs (6.16) and (6.24) could have also been used to proof Lemma 6.3.

6.3 Se-No: Any number of inspection opportunities and one
interim inspection; three inspection opportunities and two
interim inspections

Since the case of any number N of possible time points for k& = 1 interim inspection can be
analysed as easily as that of any special number N, we do this here. Only thereafter we turn
to the case of N = 3 possible time points for k = 2 interim inspections.

In Figure 6.4 the extensive form of the Se-No inspection game is represented. In line with the
comment on p. 50, the games in Figures 6.4 and 6.5 start with the Inspectorate’s decision at
time point 0. Again, the chance moves can be identified via the probabilities 1 — 8 and §.

As described in Section 4.2, the Inspectorate decides at time point 0 at which time point j,
j1=1,..., N, of the reference time interval the interim inspection is performed. The Operator
also decides at time point 0 — not knowing the Inspectorate's interim inspection time point —
whether to start the illegal activity immediately (£2) or to postpone its start (£3). If he starts
it at time point 0 (£3), then it is detected with probability 1 — 8 at time point j; and with
probability 8 at time point N + 1, the final PIV. If the Operator postpones the start to time
point j1 (¢2), then the detection time is N +1 — j;. The lack of information on the Operator’s
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Figure 6.4 Extensive form of the Se-No inspection game with N > k possible time points for
k = 1 interim inspection and with errors of the second kind.

Inspectorate at 0

side is indicated by the information set in Figure 6.4: He does not know when the Inspectorate
will perform its interim inspection. The detection times are given at the end nodes again. For
B =0, Figure 6.4 reduces to Figure 4.2. The normal form of this extensive form game is given
in Table 6.7.

Table 6.7 Payoff matrix for the Se-No inspection game represented in Figure 6.4.

L ! [ - | i [ - | N |
b | A=B1+BN+1) | - | (A=-Ba+BN+ | -+ | (1-B)N+B(N+1)
s N N+1-j e 1

Because the Inspectorate chooses at time point 0 one of the time points 1,..., N for its only

interim inspection, its set of pure strategies is Jy1 as given by (3.10). If ¢;, denotes the

probability to choose time point j; for the interim inspection, then q := (q1,...,qn)" with

g, > 0forall j; =1,...,N and Zﬁzl gj; = 1 is a mixed strategy of the Inspectorate,
and its set of mixed strategy is given by Qn 1; see (3.14). Like in Section 4.2, let 1 — g be
the Operator’s probability to start the illegal activity at time point 0 and g2 the probability to
postpone it. In the latter case he starts the illegal activity after the interim inspection at time
point ji. Formally, the set of behavioural strategies G of the Operator is given by (4.7).

Using Table 6.7, the (expected) payoff to the Operator, i.e., the expected detection time, is,
for any g2 € G and any q € Qn 1, given by

N

Opmaln = - a5 ((1-02) (1= H i+ SN +1) 42N +1-5)).  (629)
=1
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The game theoretical solution of this inspection game, see Avenhaus et al. (2010), is presented
in

Lemma 6.4. Given the Se-No inspection game with N > 1 possible time points for k = 1
interim inspection, and with errors of the second kind. The sets of behavioural resp. mixed
strategies are given by (4.7) and (3.14), and the payoff to the Operator by (6.28).

Then an optimal strategy of the Operator is given by

1-8
;= 2
92 9 _ ﬂ ’ (6 9)
and an optimal strategy q* := (g;,...,qx)T of the Inspectorate fulfils the conditions
1-5 N
Z N =5 (N+1)  with Yo =1 (6.30)
J1=1 Ji=1
The optimal payoff to the Operator is
Opn, == Opn,(93,4") = ﬁ (6.31)
Proof. We have to show that
Opn,1(i,q") < Opyy < Opn,1(93:41) (6.32)

for all i = fo, 05 and for all j; = 1,..., N; see (19.11). The left hand inequality of (6.32) is
equivalent to

N

N+1 .
th Bi+AN+) <55 and S g (N+1-41) <
Jji=1 j1=1

N+1
2-p"

which holds as equalities because of (6.30). The right hand side of (6.32) is by (6.29) equivalent
to
N+1 1 . 1-p5 .
< —((1-— N+1 —— (N+1-—
= < 35 (1= Ai+ BV +1) + 5= (V1=

forall j1 =1,..., N, which is also fulfilled as equality for all j;. This completes the proof. [J

Let us comment the results of Lemma 6.4: First, they are — as expected — generalizations of
the results of Lemma 4.2.

Second, from a theoretical point of view it is interesting to note that in case the pure strategy
(0,...,0,1,0,...,0), with the 1 at position j;, of the Inspectorate fulfils the condition, see
Table 6.7,

1-B3)j+B(N+1)=N+1-j]

which means that

*
—_
™

(N +1) (6.33)

o
=
Il
w‘
=@
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is an integer, then according to (6.30) the Inspectorate can use this pure strategy, i.e., it can
announce the time point ji in advance. The larger the error of the second kind probability 8
is, the smaller is this time point j}, which is intuitive. For the sake of illustration, consider the
case of N = 3 possible time points. Then (6.33) yields j7 = 1 for 8 = 2/3 and j7 = 2 for
B = 0. In case of N = 5 possible time points, (6.33) gives j; = 1 for § = 5/6, j7 = 2 for
B =3/5and j; = 3 for B = 1/4. Let us mention, however, that for practical applications
these results are not so interesting, since these special S-values will be hardly realized.

Third, using (6.30) and (6.31), we obtain for the optimal expected interim inspection time
point

N
Ear(T1) = Y na, = 5 (V1) = (1 5) Opf, (6.34)

j1=1
and for all optimal strategies q* of the Inspectorate and all 5 > 0
Eq-(T1) + Opf\;’l =N+1.
The optimal expected time point for the start of the illegal activity is, using (6.34), given by

E S) = 5 $Eq- (T _A=BP op
(9341*)( )=(1-935)0+g3 q*( 1) = ﬁ PN1 -
A comparison of the system quantities of the discrete time No-No and Se-No inspection games
is presented in Table 4.2 on p. 74.

We now turn to the case of N = 3 possible time points for k = 2 interim inspections and errors
of the second kind. The extensive form of this inspection game is represented in Figure 6.5.

The Inspectorate decides at the beginning of the reference time interval, i.e., at time point 0,
where to place its two interim inspections: It has the three possibilities (1,2), (1,3) and (2, 3).
The Operator also decides at time point 0 whether to start the illegal activity immediately (3)
or not (¢3). In latter case, he decides after the first interim inspection whether to start his
illegal activity now (f2) or postpone its start again (£2). In the latter he must start it after the
second interim inspection with certainty due to assumption (iv) of Chapter 2.

We see that the information structure of that inspection game is more complicated than in the
case of k = 1 interim inspection, see Figure 6.4: The Operator has three information sets:
The information set named "Operator at 0" illustrates the fact that both player choose their
strategies at time point 0 independently of each other; see assumption (viii) of Chapter 2. The
information set named "Operator at 1" is due to the fact that after the first interim inspection
at time point 1 he does not know when the second interim inspection will be performed. The
information set named "Operator at 2" consists of only one node because after the first interim
inspection at time point 2 he knows that the second one will be performed at time point 3.

Let q(;,,;,) be the Inspectorate’s probabilities to choose the pair (jz2,j1) of time points for the
two interim inspections. Because J39 as given by (3.50) is the Inspectorate’s pure strategy
set, its set of mixed strategies is Q32 and given by (3.52) for N = 3. Let 1 — g3 and g3 be
the Operator’s probabilities to start the illegal activity at time point 0 (#3) or to postpone its
start (¢3). In the latter case let 1 — g, and g2 be the probabilities to start the illegal activity
right after the first interim inspection at time point 1 (Z2) or to postpone its start again (£2).
Thus, the set of behavioural strategies of the Operator is G2 as given by (4.15), where here —
in contrast to (4.15) — we write gy instead of g2(1), and thus, g2(2) =1 — go.
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Figure 6.5 Extensive form of the Se-No inspection game with N = 3 possible time points for
k = 2 interim inspections and with errors of the second kind.

Inspectorate at 0

(1,2) (1,3) (2,3)
o Operatorat0 Operatorat0 ,
l3 l3 0
1-p8 1-p5 1-p5
B B B
l3 l3 l3
1 1 2
1-p5 8 1-8 8 1-p8 o}
2 4 3 4 3 4
& E);)él:aic;riaitil 777777777 \) Operator at 2
Oy 0y Oy ly Uy 12
2 1 1
1-p 5] 1-p5 B 1-p5 B
1 3 2 3 1 2
PIV PIvV
1 | | | |
0 1 2 3 4

Suppose the Inspectorate plays the pure strategy (2,3) and the Operator decides for ¢5. Then
at time point 2, the Operator will start the illegal activity immediately at 2 (£2) because then
he assures himself the detection time 1 + 8 which is, if 8 > 0, larger than the detection time
1 in case of postponing the start until time point 3. Thus, in case (2,3) and /3 is played, the
detection time is 1 + .

Using Figure 6.5, the (expected) payoff to the Operator, i.e., the expected detection time, is,
for any g € G and any q € Q3 2, given by

Op32(8,a) = qu2) [(1—g3) (L+B+25%) + g3 (1 — g2) (L +25) + g22)]
+qa3 [(1—g3) (1+28+8%) + g3 (1 — g2) (2+ B) + g2)]

+aa [(1-93) 2+ 8+ 6% +g(1+5)]. (6.35)

The game theoretical solution of this inspection game, see Avenhaus et al. (2010), however,
*

with an incorrect probability Ao ) and Avenhaus and Krieger (2013a), is presented in

Lemma 6.5. Given the Se-No inspection game with N = 3 possible time points for k = 2
interim inspections, and with errors of the second kind. The sets of behavioural resp. mixed
strategies are given by (4.15) and (3.52) for N = 3, and the payoff to the Operator by (6.35).
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Then optimal strategies and the optimal payoff Opj, := Ops2(g*,q*) to the Operator are
given by:

(i) For0 < 3 < 1/2 an optimal strategy of the Operator is given by

* 2 - 2ﬁ + ﬁQ - /83 * 1
B3 3gr2p-p M BTiim
and an optimal strategy of the Inspectorate by

_ 1
3-38+2B82-p8

The optimal payoff to the Operator is

*

a

(1+B8+p2+81-28+82—28%1-28)" .

4-pB+p?
3-38+232— B

OP§,2 =
(i) For 1/2 < 8 < 1 an optimal strategy of the Operator and an optimal strategy of the
Inspectorate is given by
=0, g5€l0,1] and q"=(1,0,00".
The optimal payoff to the Operator is
Opso=1+p8+2p%.
Proof. We have to show that, see (19.10), the saddle point criterion

Op32(8,9") < Op3 5 < Op32(g*, q) (6.36)
is fulfilled for any g € G2 and any q € Q3.

Ad (i): We have Op32(g,q*) = Op3, = Op32(g*,q) for any g € G and any q € Q32, i.e,,
the inequalities in (6.36) are fulfilled as equalities.

Ad (ii): (6.35) implies for any g € G

Opsz2(g.a") = (1—g3) 1+ B+28%) +g3((1—g2) (1 +28) +g22),

0 for g3 € (0,1]
95(93) = )
[0,1] for g3=0

which is maximized for

i.e., we get
. . 1+B+28°+g38(1-28) for gs€(0,1]
Ops2((93,95(93)),4") = ,
1+8+2p32 for g3=0

which is maximized for g5 = 0, i.e., the left hand inequality of (6.36) is fulfilled. For any
q € Q32 we further get, using (6.35) and the normalization of q,

Ops2(g8*.a) = quoy 1+ B+28%) +quz (L+28+ %)+ quoz 2+ 8+ 5°)
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=248+ —(1-8)((1+B8) a2 +9013)

which is in case of 5 € [0,1) minimized for q(12) =1, i.e., the right hand inequality of (6.36)
is also fulfilled. If 8 =1, then Op32(g*,q) = 4 = Opj, for any q € Q3 i.e., especially for
q" = (1,0,0)". =

Comparing the optimal strategies and payoffs of the No-No and No-Se inspection games in
Lemmata 6.2 and 6.3, we see that they are as complicated as those of the Se-No inspection
game for case (i). All these results show that explicit optimal strategies and payoffs may be
feasible for some larger numbers N of possible time points and & interim inspections, but cannot
be expected for the general case of any N and k < N.

The results of Lemma 6.5 (i) simplify for 5 = 0 as expected to (4.18), (4.26) and (4.21).

Like in Section 6.1, let us conclude this section with the case of N = 5 possible time points
since it has been of practical interest; see Avenhaus et al. (2010). For k = 1 interim inspection
we have according to (6.31) that Op; ; = 6/(2 — ) for all 3 > 0, contrary to the situation in
the corresponding No-No inspection game; see (6.20). In case of k = 2 interim inspections the
Operator’s set of pure strategies is explicitly given by

{3, €3} x {£a(1), £2(1)} x {€2(2),£2(2)} x {£2(3), 2(3)}, (6.37)

i.e., there are 24 = 16 pure strategies: Again, £3 and /3 are the Operator’s decisions at time
point 0. If he behaves legally at time point 0 (¢3), he decides at the first interim inspection time
point at jo, j2 = 1,...,3, to start the illegal activity immediately (£2(j2)) or not (¢2(j2)). If
the Operator postpones the start again, i.e., in case of £2(j2), he must start the illegal activity
at the time point j; of the second interim inspection.

Because £2(4) is, in case of 3 > 0, strictly dominated by #5(4), in the former case the Operator’s
payoff is 1 while in the latter one it is 1 (1 —3) +2 8 = 1+ f3, the decisions /2(4) and ¢3(4) are
excluded from (6.37). The 9 x 10 payoff matrix of this inspection game is represented in Table
6.8; see Avenhaus et al. (2010) with a correction in column (2,5), where the payoffs 3 + 8
instead of 3 + 23 have to be utilized. Because the 8 pure strategies £3 * ** lead for any pure
strategy of the Inspectorate to the same payoff to the Operator, they are abbreviated by /3.

For 8 = 0 we get, using (4.36), Op3, = 2. For 8 > 0 optimal strategies and the optimal
payoff have been obtained again with the help of M. Canty’s Mathematica® programs; see
Canty (2003). We present only the optimal expected detection time which is much simpler
than that of the corresponding No-No inspection game; see (6.21):

6
<
5723 for 0<pB<2/3
2
Opt 5 = 8-55+36 . (6.38)
5,2 50518735 for 2/3<p<3/4
1+ 8+4p for 3/4<pB<1

We see that like in the corresponding case of the No-No inspection game, the optimal expected
detection time increases continuously from 2 to 6, which again is intuitive.

Looking at all cases of N and k we have considered in this section together with the case
N =k =5 and counting the number of regions of 3-values we get
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Table 6.8 Payoff matrix of the Se-No inspection game with N = 5 possible time points for
k = 2 interim inspections and with errors of the second kind.

\ [ a2 | ey [ an ] @y ]
l3 1+B84+46% | 14284382 | 14+38+28% | 1+48+ 52 2+ +3p

l305(1) €5(2) £2(3) 1+48 2+38 3+2p 444 1438
l305(1) €5(2) £2(3) 1+48 2+38 3+24 4+ 8 1438
L309(1) £a(2) £2(3) 1448 2+383 3+283 4+ 8 3

l305(1) €2(2) £2(3) 1+48 2+38 3+25 4+8 3

L349(1) £2(2) £2(3) 4 3 2 1 1+38
03 02(1) 02(2) £(3) 4 3 2 1 1+38
£305(1) £2(2) £(3) 4 3 2 1 3

£305(1) €9(2) £2(3) 4 3 2 1 3

| I ey [ exn [ 6o [ 65 [ @y |
I3 2428+28% | 2+38+4 82 3+B+28% 3+28+ B2 4+ 8+

L305(1) £2(2) £2(3) 2+2p 3+4 1+28 2+ 1+
l305(1) £9(2) £2(3) 2428 341 2 1 148
l305(1) €5(2) £2(3) 2 1 1+28 248 1+
£305(1) £9(2) £2(3) 2 1 2 1 148
l305(1) €5(2) £2(3) 2424 3+ 4 1423 24+ 4 1+ 4
l305(1) €5(2) £2(3) 2424 3+4 2 1 144
L349(1) £a(2) £2(3) 2 1 1+28 248 1+
3 05(1) £9(2) £2(3) 2 1 2 1 1+

e Any N and k = 1: 1 region; Lemma 6.4;
e (N,k)=(3,2): 2 regions; Lemma 6.5;
e (N,k) = (5,2): 3 regions; see (6.38);

o (N,k)=(5,5): 1 region.

Again, except for the cases k = N and like in the No-No inspection game, see p. 113, it seems
to be difficult to imagine a kind of rule for the number of regions of S-values.

6.4 Se-Se: Three inspection opportunities and two interim
inspections

The extensive form of the Se-Se inspection game is represented in Figure 6.6, where in line
with the comment on p. 50 the game starts with the Operator’s decision at time point 0, and
again, the chance moves can be identified via the probabilities 1 — 3 and 3.

The Operator behaves like in the Se-No inspection game in Section 6.3: He decides at time
point 0 to start the illegal activity immediately or to postpone it. In the latter case he decides
after the first interim inspection which is performed either at time point 1 or 2 to start the
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Figure 6.6 Extensive form of the Se-Se inspection game with N = 3 possible time points for
k = 2 interim inspections and with errors of the second kind.

Operator at 0

illegal activity immediately or to postpone its start again. In the latter case he has to start the
illegal activity after the second interim inspection at time point 2 or 3.

The Inspectorate behaves like in the No-Se inspection game in Section 6.2: It decides at time
point 0 only if to perform the first interim inspection at time point 1 or 2. In case the first
interim inspection is carried through at time point 1 it decides to perform the second interim
inspection at time point 2 or 3. In case the first interim inspection takes place at time point 2,
the second one has to be performed at time point 3.

Again, as already explained in case of the No-Se inspection game, errors of the second kind affect
the information structure of the game decisively: Here, the information set of the Inspectorate
at time point 1 is created by 8 > 0; it would degenerate to a one point set if 3 were zero.

A similar argumentation as on p. 121 shows that, if the Operator decides at time point 0 for
postponing the illegal activity (¢3) and the Inspectorate decides for the time point 2 as the first
interim inspection time point, then the Operator will behave illegally immediately at time point
2 (£2) leading to the detection time 14 3.

In line with Section 6.2, let 1 — g3 resp. g3 be the probabilities that the Operator decides at
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time point 0 to start the illegal activity immediately (#3) resp. to postpone its start (¢3), and
let 1 — go resp. go be the probabilities to start the illegal activity right after the first interim
inspection at time point 1 (£2) or to postpone its start again (¢2). Thus, the set of behavioural
strategies of the Operator is again given by G5, see (4.15), where here, and as in Section 6.2,
we have abbreviated go(1) with go. Thus, g2(2) = 1 — go.

Like on p. 115, let h3 resp. 1 — h3 be the probability that the Inspectorate performs the
first interim inspection at time points 1 resp. at time point 2, and let hy resp. 1 — ho be
the probability to perform its second interim inspection at time point 2 resp. 3. We use here
the same abbreviations as the one introduced before (6.23). Thus, the Inspectorate’s set of
behavioural strategies is again given by ﬂg,g; see (6.23).

According to Figure 6.6, the (expected) payoff to the Operator, i.e., the expected detection
time, is, for any g € Gy and any h € H3 9, given by

Opsa(g ) = (1 - g3) [hs (1= B+ Blh2 2 +28) + (1- h2) 3+ 8)))
+ (1= hy) 2+ 5+ 57)]
+ g5 [hs (h2[(1 = 92) (14+28) + g2
+ (1= h) [(1- g2) (2+ B) + g2])
+ (1= hg) (14 8)]. (6.39)

The game theoretical solution of this inspection game, see Avenhaus and Krieger (2013a), is
presented in

Lemma 6.6. Given the Se-Se inspection game with N = 3 possible time points for k = 2
interim inspections, and with errors of the second kind. The sets of behavioural strategies are
given by (4.15) and (6.23), and the payoff to the Operator by (6.39).

Then optimal strategies and the optimal payoff Op; , := Ops2(g*, h*) to the Operator are
given by:

(i) For0 < 3 < 1/2 an optimal strategy of the Operator is given by

L 2-28+52 -5 1

— d o
93 3_36+262_63 an 92 2+ﬁ27
and an optimal strategy of the Inspectorate by
1-2p 1-2p
hy=1-— d hy=1-— .
3 3-3p+2p—p 2 2- 4

The optimal payoff to the Operator is

4-pB+p?
3-38+232— B

OP§,2 =

(i) For 1/2 < 8 < 1 an optimal strategy of the Operator and an optimal strategy of the
Inspectorate is given by

g5=0, g5¢€l0,1] and  hy=hs=1.
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The optimal payoff to the Operator is
Opsa=1+pB+25.
Proof. According to (19.10), we prove that
Op32(g,h") < Opj;, < Op3a(g*, h) (6.40)

for any g € G and any h € ]7{372.

Ad (i): Using (6.39) we have Ops2(g, h*) = Op} 5 = Ops2(g™, h) for any g € G2 and any
he ]7{372, i.e., the inequalities in (6.40) are fulfilled as equalities.

Ad (ii): (6.39) implies
Opsa(gh*) =1+ B8+28>—g3(g2+8) (28 —-1),

which, because of 25 — 1 > 0, is maximized for g5 = g5 = 0, i.e., the left hand inequality in
(6.40) is fulfilled. Furthermore, (6.39) leads to

Ops (g™, h)
= hs (1= B+ Blha 2+ 28) + (1= h) B+ )]) + (1 ha) (24+ 5+ 87), (6.41)

which is minimized in case of 8 € (0,1) for

[O, 1] for h3 =0

h;(hs) =
1 for h3e (0, 1}

i.e., we get
248+ 6% for h3 =0

Opa (8" (hs, h3(hs))) = {
24+ B8+62—hs(1—B)(1+p8) for h3c(0,1)

which is minimized for b5 = 1, i.e., the right hand ipequality of (6.40) is fulfilled. If 3 =1 then
(6.41) simplifies to Op3 2(g*, h) = 4 for any h € H3, i.e., especially for h§ = h} = 1. O

We see that the optimal strategy g* of the Operator as well as the optimal expected detection
time are the same as in the Se-No inspection game; see Lemma 6.5.

Again, as in the case of Lemmata 6.2 and 6.3, we can identify the payoffs (6.35) and (6.39)
of the Se-No and Se-Se inspection game: If we replace in (6.35) the probabilities q(1 2), g(1,3)
and q(z 3) like in (6.26), we obtain (6.39), and if one replaces in (6.39) the probabilities A3 and
ha by (6.27) we get (6.35). And of course again, the optimal strategies q* and h* as given in
Lemmata 6.5 and 6.6 reflect these relations.

Let us look again at Figure 6.6. If the Operator has started the illegal activity at time point
0, then from his point of view the game is finished. Only if he decides at this time point
to postpone the start of the illegal activity he enters into a new game, knowing his and the
Inspectorate’s prior decisions. This motivates the attempt to cut the information set of the
Inspectorate at time point 1, which leads to a subgame starting at time point 1 when the
Inspectorate decides to perform an interim inspection at time points 2 or 3 and the Operator
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decides to behave illegally or to postpone the illegal activity. If we then proceed like in the
recursive approach to the step by step game presented in Section 5.3, i.e., if we replace the
subgame by its optimal payoff to the Operator and furthermore, use on the left hand side of
the tree the same strategy of the Inspectorate as that obtained in the subgame, we arrive again
at a game which can be represented as a 2 x 2 matrix game. Solving this game we obtain the
same optimal payoff to the Operator as that of the original game and also the same optimal
strategy of the Operator. The optimal strategy of the Inspectorate, however, is different. Thus,
the situation is similar to that in case of the step by step game: To cut the relevant information
set is intuitive, and the recursive treatment leads to the same optimal payoff to the Operator,
but not to the same optimal strategies of both players as in the original game. We do not really
understand why this is so.

6.5 Comparison of variants

Having analysed in major detail the four variants in Table 2.1 with N = 3 possible time points
for k = 1,2 interim inspection(s), it seems now more than appropriate to compare the solutions
of these variants.

Let us summarize the most interesting findings in the form of three statements. First, for 5 =0
all four variants lead in case of N = 3 possible time points for k¥ = 2 interim inspections to
the same optimal expected detection time 4/3, i.e., one third of the length of the reference
time interval. The same is true for all 1/2 < 8 < 1 with the optimal expected detection time
1+8+25%

Second, the No-No and No-Se inspection game on one hand, and the Se-No and Se-Se inspec-
tion game on the other, lead for 0 < 3 < 1/2 to the same optimal expected detection times.
The same holds for the optimal strategies of the Operator, but not for that of the Inspectorate
because he uses different strategy sets.

Third, the optimal expected detection times of the No-No and No-Se inspection game are
smaller than those of the Se-No and Se-Se inspection game for 0 < 8 < 1/2. Thus, if we
change for the moment the notation, we have for all 0 < 8 < 1/2:

Op?Vo—No = Op?\’o—Sc < Opgc—No = Op*Sc—Se . (642)

At the end of Sections 6.1 an 6.3 we have shown for N = 5 possible time points and k = 2
interim inspections that for the No-No and for the Se-No inspection game even the regions of
B-values of the optimal expected detection times are different. Thus, the properties which have
been observed for N = 3 possible time points and k = 2 interim inspections do not hold any
more for larger numbers N of possible time points and & interim inspections.

In Figure 6.7 the optimal expected detection times Op*_ . are represented as functions of f3.

In order to find a plausible interpretation of these results one observation is important: There
is a distinct difference in information between the two players: The Operator knows when an
interim inspection has taken place whereas the Inspectorate, after an interim inspection which
did not prove illegal behaviour of the Operator, for 3 > 0 does not know if there was no illegal
behaviour or else, if the Inspectorate did not detect it. This more comfortable role of the
Operator may explain the results of the analysis for 0 < 8 < 1/2; it does not explain, however,
why for 1/2 < 8 < 1 all variants lead to the same optimal expected detection times.
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Figure 6.7 The optimal expected detection times as functions of 3 for all four variants with
N = 3 possible time points for & = 2 interim inspections.

OpSe_No = OP3e-se

\
S

Opfio-No = OPNo-se

N
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For § =0, and in case the Inspectorate does not detect the illegal activity during an interim
inspection, it knows that the illegal activity has not yet been started. Thus, the Inspectorate’s
information state corresponds in some way to that of the Operator. One may doubt, however,
if this is a reasonable explanation for the fact that in case of 8 = 0 all four variants lead to the
same optimal expected detection times.

Of course the results of the analysis of the special case of N = 3 possible time points for k = 2
interim inspections cannot simply be extrapolated to more complicated situations, i.e., more
possible time points and more interim inspections, even though the information argument given
before holds here as well. On the contrary: Optimal strategies of two person zero-sum games
exhibit frequently unexpected and surprising properties. But anyhow, if interim inspections have
to be planned for more complicated cases than analysed here, and if analytical results for more
complicated cases are not available, then one may — with reference to the cases discussed in
this chapter — assume that the Operator will behave sequentially, and the Inspectorate may do
what is easier from an organisational and financial point of view.

6.6 Applications to Nuclear Safeguards

We mentioned in the beginning of this chapter that the game theoretical models with N =3
possible time points for k = 1,2 and 3 interim inspection(s) describe a real case therefore, we
will shortly present it here. In the following we consider only the No-No inspection game which
is — as we saw in Section 6.2 — equivalent to the No-Se inspection game in the sense that the
Operator’s optimal strategies coincide as well as the optimal expected detection times, and that
the Inspectorate’s (optimal) strategies can be transformed into each other. The description
which follows together with the subsequent discussion has been taken from Avenhaus et al.
(2010). Without going into too many technical details, this inspection problem looks as follows.
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In Europe, adjacent to nuclear power reactors there are spent fuel storages which are safeguarded
both by the European Atomic Energy Community (EURATOM), and by the International Atomic
Energy Agency (IAEA). In these storages, there are spent fuel elements of the reactors which
are contained in sealed casks. Every three months interim inspections may be performed, i.e.,
N = 3 in the terminology of this monograph, and at the end of a calendar year a Physical
Inventory Verification (PIV) is performed which is assumed to provide exact knowledge about
the amount of spent fuel in the storage.

The basis of these inspections is the so-called significant quantity, i.e., the approximate amount
of nuclear material for which the possibility of manufacturing a nuclear device cannot be ex-
cluded, and the so-called conversion time, i.e., the time required to convert different forms of
nuclear material to the metallic components of a nuclear explosive device; see IAEA (2002).

For the subsequent quantitative analysis we consider a representative situation where there are
M casks (80 to 190) with light water reactor spent fuel elements in the storage facility, and
where each cask contains 19 spent fuel elements. Without going into the details of the usability
of the plutonium for weapons in the spent fuel elements we assume that the average amount of
plutonium in each spent fuel element is about 8 kg, i.e., each spent fuel element contains about
the significant quantity of plutonium; see IAEA (2002). Thus, in order to illegally acquire one
significant quantity, the seal of one cask need to be broken. In other words, during an interim
inspection one broken seal has to be detected with sufficient probability 1 — §.

Let us assume that the Inspectorate needs about five minutes net time in the storage to check
one seal. There is, however, overhead work to be done by the Inspectorate, primarily the
evaluation of the findings outside the storage, and administrative work before and after the
whole seal checking procedure. Therefore, during a one day visit only two to three hours may
be available for checking seals in the storage.

Quite generally, let the total number of casks/seals be M, the number of seals to be checked
— the sample size — be n, and the number of broken seals be . Then according to the
hypergeometric distribution law, the probability to detect at least one broken seal in case of
drawing without replacement is, see Avenhaus and Canty (1996), given by

P({at least one broken seal in the sample}) = 1 — P({no broken seal in the sample})

Gy
7=0
n

Then the sample size is defined as the smallest number n fulfilling the inequality

1—<O>(":0> ﬁ(l— n ) (6.43)

P({at least one broken seal in the sample}) > 1 — 3.

Because the seal of one cask need to be broken, we have r = 1 and obtain, using (6.43), for
the sample size n

n=[M(1-75)], (6.44)

where the ceiling function [ ] maps x to the least integer greater than or equal to z.

Note that there are situations, where inspectors tend to seal casks together. In those cases they
can be treated as a "static" part reducing the number of casks to be checked. Therefore, the
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detection probability for the next interim inspection may be different from that for the former
one. Note that in Section 11.1 inspections games with different non-detection probabilities are
considered. However, they refer to different facilities.

Now let us come back to the game theoretical results and link them to the practice of interim
inspections in spent fuel storages. In Figure 6.8 we have drawn the optimal expected detection
times for the cases of k = 1,2 and 3 interim inspection(s) from top to bottom; see Lemma 6.1
and 6.2 as well as Table 6.3.

Figure 6.8 Optimal expected detection times as functions of 3 for the No-No inspection game
with N = 3 possible time points for k = 1,2 and 3 interim inspection(s).

0.0 0.2 0.4 0.6 0.8 1.0

Let us comment on Figure 6.8: First, it can be seen that Op3 3 < Opj3, < Opj ; for 8 € [0,1)
and Opj 3 = Op3 5 = Opj ;| for B = 1. This result is clear due to the fact, that more possible
interim inspection(s) lead(s) to the a shorter optimal expected detection time. In case of 8 = 1,
i.e., the detection probability 1 — § is zero, any illegal activity is detected only at the end of
the reference time interval and therefore the detection time is 4 quarters of a year.

Second, if the required optimal expected detection time is about 1.5 quarters of a year then we
see that this expected detection time cannot be achieved with k = 1 interim inspection since
Op;l =11/6 ~ 1.833 for 5 = 0.

Finally, an important question from the practical point of view is whether the number of interim
inspections can be reduced assuring a required optimal expected detection time. This question
can be answered with the help of Figure 6.8. Suppose the required optimal expected detection
time is 2 quarters of a year, i.e., 6 month. Then Figure 6.8 resp. the results of Lemmata 6.1
and 6.2, and Table 6.3 lead to the resulting non-detection probabilities 5 which are given in
the second column of Table 6.9. Note that in IAEA practice the non-detection probabilities do
not vary with the number of interim inspections but are fixed to some value. Using (6.44) with
M = 100, the sample sizes n that achieve these detection probabilities are given in the third
column, the total sample size in the fourth column, and the net time per interim inspection in
the fifth column; recall that checking one seal takes five minutes net time.
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Table 6.9 The non-detection probabilities (rounded to four digits), the sample size and the
total sample size for kK = 1,2 and 3 interim inspection(s), and for a required optimal expected

detection time of 2 quarters of a year.

non-detection sample size n per . net time per
e R . total sample size L .
probability 3 interim inspection interim inspection
k=1 1/6 84 84 7h
k=2 1/2 50 100 4h 10 min
k=3 0.5437 46 138 3h 50 min

If the Inspectorate wants to take a decision between these three possibilities, it has to take
into account additional aspects. If, for example, economic aspects are considered, the decision
procedure can be formalized with the help of a cost model as follows: Let a be the overhead cost
per inspection (travel and accommodation), and b the cost for checking one seal (Inspectorate
manhour cost). Then, for a postulated optimal expected detection time of 2, the total cost of
inspections are

a+b-84 for k=1
2-a+b-2-50 for k=2
3-a+b-3-46 for k=3.

We see immediately, that from this cost model point of view & = 1 interim inspection is the
best choice. Of course, more complicated cost models could lead to different results; see p.
199. If, for example, the checking of 84 seals can not be achieved in one day, see the comment
on p. 130, contrary to the checking of 46 seals, overhead costs, e.g., staying overnight, may
favour more than k& = 1 interim inspection. Thus, a decision based on a cost model can only
be made with the help of truly realistic cost data.

Note that a similar analysis can be performed for the case of N = 5 possible time points for
k = 1,2 and 5 interim inspection(s) at least for the No-No and the Se-No inspection games,
the optimal expected detection times of which are presented at the end of Sections 6.1 and 6.3.

It should be mentioned, however, that considerations of this kind do not meet current IAEA
practice: frequencies of interim inspections and inspection procedures are agreed upon by the
international community, and the budget needed is provided accordingly. In Section 7.2 this
idea is formalized.



Chapter 7

Legal behaviour, effectiveness and
efficiency, extensions

So far and in line with the assumptions in Chapter 2 all inspection models of Part | were
framed as follows: There is an Operator who plans an illegal activity, see assumption (iv), in
such a way that an Inspectorate detects it as late as possible whereas the Inspectorate plans
its interim inspections such that this illegal activity is detected as early as possible. This way,
the inspection models were built out of purely technical quantities such as time points for the
start of the illegal activity and interim inspections, detection probability and detection time,
and number of interim inspections during the reference time interval.

But there is also the argument that inspections should be designed in such a way that the
Operator is deterred from illegal behaviour or, to say it positively, is induced to legal behaviour;
see p. 1. It turns out that in order to be able to analyse this issue, utilities have to be introduced
which describe the gains and losses of both the Operator and the Inspectorate for all outcomes
of the inspections. More than that, there are other problems which require the use of these
utilities; examples will be given in the paragraph on "serious problems" in Section 7.1 and in
Section 7.4. It should be mentioned already here that in many applications these utilities can
be estimated only very roughly or not at all, which was another reason for assumption (iv):
Because this way utilities do not have to be introduced and we were able to limit the analyses
to the above mentioned technical parameters.

In order to understand the relations between these issues and problems, we first present in
Section 7.1 a little the historical development of inspection games as understood by safeguards
pioneers and the authors of this monograph; see Avenhaus and Shmelev (2011).

Since the concept of deterring the Operator from illegal behaviour will be considered also in
Parts Il and 1ll, we will develop in Section 7.2 the analysis, which is taken from Avenhaus et al.
(2010), in some detail and refer to it in the following chapters. Let us mention already now that
it will turn out that for the inspection problems treated so far only the ratio of the Operator’s
gain in case of successful illegal behaviour to his loss in case of detected illegal behaviour has
to be known. In Section 7.3 our understanding of the concepts of effectiveness and efficiency
is introduced and illustrated with the help of the example considered in Section 7.2. Section
7.4 deals with variable sampling problems the use of which may lead to false alarms. It has
already been mentioned on p. 8 that this possibility requires also, independently of the aspect
of legal or illegal behaviour of the Operator, the use of payoff parameters. Also for this reason
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we consider in Section 7.4 utilities for false alarms, even though they will be used only in some
chapters of Parts Il and 111

7.1 Historical development

Two roots of present days’ inspection games may be identified: The one is the scientific-
technical area of Statistics, and of quality and process control in science and technology; as an
example and highlight we take the work of Diamond (1982) which will be discussed in detail in
Chapter 9. The other lies in the arms control and disarmament efforts in the beginning of the
second half of the last century; here we just mention as prominent example the work of Dresher
(1962) which will be discussed in Chapter 16. In the first area methods were developed for
practical needs, whereas in the second one intended to design concepts for dealing with the new
and frightening challenge posed by the invention of nuclear weapons. In both cases, utilities
played no or no major role: In the first case because of the applied nature of the problems
and their solutions, and in the second one because of their conceptual character. With the
development of the IAEA safeguards system, which was sketched already in Section 1.2, this
changed for several reasons. Initially, statisticians developed the system based on the concepts
of material balance and data verification which were used already in the chemical and nuclear
industry. Later, as already mentioned, the issue of legal behaviour became important, and we
will deal with it Section 7.2.

Furthermore, and this is quite a different strand, it turned out that false alarms which cannot
be avoided if variable sampling methods are used, see Sections 1.1 and 7.4, could no longer
be handled as, e.g., in medical or biological research. There, the false alarm probability is
just fixed conventionally when statistical tests are performed. Here, in international safeguards
false alarms may have serious consequences — not zero-sum! — to both the Operator and the
Inspectorate therefore, these consequences have to be taken into account explicitly.

In order to clarify these two aspects, Table 7.1 shows under which assumptions utilities in the
form of payoff parameters have to be introduced. Let us mention in passing that variable
sampling models will be considered in detail only in Parts Il and Ill. Of course there are further
reasons for the use of utilities which will be sketched in the final Chapter 17. Note that in case
the Operator behaves illegally, e.g., by falsifying some data/items, false alarms can occur when
the non-falsified data/items are verified.

Table 7.1 Overview on inspections and methods requiring the use of utility functions.

Operator behaves Operator behaves
illegally illegally or legally
. . Utilities d, b and a for
Inspections based on Utilities are not . .
: . o illegal and legal behaviour
Attribute Sampling explicitly used

have to be used

Utilities d, b and a for illegal and legal
behaviour and utilities f and g for false alarms
have to be used

Inspections based on
Variable Sampling
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In order to indicate how serious problems may become, not for the use in this monograph,
we mention another important problem which was controversially discussed in the IAEA, see
also Avenhaus et al. (2009b): If one fixes the inspection effort in one State, e.g., in terms
of manpower and money, which shall induce this State to legal behaviour in the sense of the
Non-Proliferation Treaty, then the use of utilities for the gains and losses of the State in case of
legal and illegal behaviour is equivalent to using some value of the overall detection probability,
i.e., of a technical quantity. If, however, several States with different incentives are considered,
this is no longer possible. The attempts of IAEA administrators to do this anyhow, and they
claimed to have good reasons, were commented by the American Statistician Carl A. Bennett
(1922-2014) with the words: They are looking for a technical solution of a political problem.
There are situations where even peaceful theoreticians have to fight, if necessary passionately,
for their better cause.

7.2 Utilities for attribute sampling inspection schemes

In all inspection games of this Part | and according to assumption (iii) of Chapter 2 any illegal
activity will be detected with certainty at the end of the reference time interval, the PIV.
Therefore, if we normalize the gain (or loss) of the Operator in case of legal behaviour to zero,
any illegal activity causes the loss b > 0 (gain —b < 0). In addition, according to the playing for
time criterion, the Operator, starting an illegal activity, has a gain proportional to the detection
time At, i.e., d At for d > 0. If we denote the length of the reference time interval by T, the
maximum gain of the Operator in case of illegal behaviour is dT — b thus, we assume

dT —b>0; (7.1)

otherwise the Operator would never start an illegal activity. In sum, the payoff to the Operator
is

{ dAt—0b for illegal behaviour and detection time At (7.2)

0 for legal behaviour

Let us assume now that the Operator decides before the beginning of the game whether to
behave illegally or not at all. We will return to this point later on. With the terminology used
before we get for the Operator’s the optimal payoff

dOp* —b for illegal behaviour and detection time Op*
0 for legal behaviour

where Op* stands for any of the optimal expected detection times determined in the previous
chapters and also in Sections 9.1 — 9.3, 10.1 and 10.2, and in Chapter 11. Therefore, the
Operator will behave legally if and only if

dOp* —b<0
or equivalently
b
Op* < 7 (7.3)

YIn this Part | we have "= N + 1 and in Part Il we consider T' = t,. Part 11l does not fit into this scheme.
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For the No-No inspection game with N = 3 possible time points for £ = 1 interim inspection,
we get according to Lemma 6.1 with (7.3)

11 1
EJMB for 0§6<6
b 10 1 2
= = = Z 7.4
7> 6+25 for 6</3<3 (7.4)
6

6-1—35 for §<B§1

We see that the Operator is induced to legal behaviour either if the non-detection probability
B is small, or if the ratio b/d is large.

The question, however, remains what are the Inspectorate’s equilibrium strategies in case of
legal behaviour of the Operator. In order to answer this question we have to get back to the
inspection game and we have to introduce the utilities of the Inspectorate which means, by the
way, that we describe the inspection problems no longer as zero-sum games. We define these
utilities as follows:

{ —a/t for illegal behaviour and detection time At (7.5)

0 for legal behaviour

Here we assume a > 0 since detected illegal behaviour of the Operator is worse for the Inspec-
torate than legal behaviour. Note that in (7.5) there is no equivalent to the Operator’s sanctions
bin (7.2). Also note that if no illegal behaviour occurs, both players receive by definition payoff
nil; this is also the best result for the Inspectorate and implies the idea that inspection costs
are not part of the Inspectorate’s payoff, but rather imposed by the external parameter k; see
the end of Sections 6.6 and 10.2. In other words, the number of interim inspections k is not a
strategic variable. This assumption describes the situation of an inspection organization, e.g.,
the IAEA, which works by international agreement with a fixed inspection budget for specific
facilities and/or States.

For purpose of illustration let us consider again the No-No inspection game with N = 3 possible
time points for k = 1 interim inspection. The bimatrix with the players’ payoffs is given in
Table 7.2. It is structural equivalent to the payoff matrix in Table 3.1, except for the two entries
instead of one for each matrix element, for the payoff parameters, and for the legal strategy
"le" of the Operator. Therefore, the Operator’s set of pure strategies is here, in contrast to
(3.2), given by

I:=1{0,1,2,3,le} (7.6)

and his set of mixed strategies by

P = {p = (po. p1,p2:p3,pe)” € [0,1]° Z Di +DPle = 1} (7.7)

Note that for the strategy sets (7.6) and (7.7) as well as for the below defined payoffs to both
players the indices are omitted, because in this chapter we consider only this game.

Because the Inspectorate’s behaviour is not influenced by the introduction of the legal behaviour
strategy, its sets of pure and mixed strategies remain the same, i.e., they are given by (3.1)
resp. (3.5).
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Table 7.2 Normal form of the No-No inspection game with N = 3 possible time points for
k =1 interim inspection including legal behaviour of the Operator.

| | 1 2 3

0 —a —2a —3a
d—1b 2d—0b 3d—0b

1 —3a —a —2a
3d—0b d—2b 2d—0b

9 —2a —2a —a
2d—b 2d—0b d—1b

3 —a —a —a
d—1b d—0b d—1b

0 0 0
le
0 0 0

Because we deal here the first time with a non-zero-sum game, we present its analysis in
some detail. Note that for this purpose we have to use the Nash equilibrium concept, which
generalizes the saddle point concept and which is explained in Chapter 19.

With p := (po, p1,p2:P3,Pe)’ € P and q := (q1,q2,93)7 € Q31, the (expected) payoffs —
which can no longer be interpreted as detection times — to both players denoted by Op(p, q)
and In(p, q) are, using (19.3) and (19.4), given by

d—b 2d—b 3d—b
3d—b d—b 2d—b
0) =p7 - - -
p(p,q) =p" |2d-b 2d-b d-b [q (7.8)
d—b d-b d—b
0 0 0

and

a 2a 3a
3a a 2a

In(p,q) =—-pT | 2a 2a a | q. (7.9)
a a a
0o 0 O

Using (19.7), we see that the game (P, Q3.1,Op, In) is strategically equivalent to the game
(P, Q3.1,0p,In) with

1 2 3 1 2 3
N 3 1 2 N 3 1 2
Oppq):==p" | 2 2 1 |q and In(pq:=-p" | 2 2 1 |aq,
1 1 1 11 1
b/d bjd b/d b/d bjd b/d
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i.e., strategically equivalent to the zero-sum game (P, Qs 1, ONp, 75}))

Using the results of Lemma 3.1, the game theoretical solution of this inspection game is pre-
sented in

Lemma 7.1. Given the No-No inspection game with N = 3 possible time points for k = 1
interim inspection. The sets of mixed strategies are given by (7.7) and (3.5), and the payoffs
to both players by (7.8) and (7.9).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op* :=
Op(p*,q*) and In* := In(p*,q"):

(i) For
b 11
< = 7.11
7<% (7.11)
an equilibrium strategy of the Operator is given by
111 r
=(>,2,2,0,0 7.12
o = (555:09) - (112)
and an equilibrium strategy of the Inspectorate by
11 1\7
=22 . 7.13
= (535) (113)
The equilibrium payoffs to the Operator and to the Inspectorate are
11 11
Op*=—d-b and In*=-——a. (7.14)
6 6
(i) For
b 11
- > — 7.1
17 (7.15)

the Operator behaves legally, i.e., p* = (0,0,0,0,1)T, and the Inspectorate’s set of
equilibrium strategies is given by

b
260 -%+2,  S2datatl (7.16)

[SHES )

b
2> _9gF — gf 37
i- 20wt
The equilibrium payoffs to the Operator and to the Inspectorate are
Op*=1In"=0. (7.17)
Proof. The Nash conditions for the equilibria of this inspection game, are given by the two
inequalities, see (19.5),

Op* > Op(p,q*) and In* > In(p*,q) (7.18)

forany p € P and any q € Q31.
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Ad (i): Inserting (7.12) and (7.13) into (7.8) and (7.9) respectively, we see immediately that
both inequalities in (7.18) are fulfilled as equalities.

Ad (ii): The Nash condition (7.18) for the Inspectorate is fulfilled as equality. That of the
Operator is equivalent to the following inequalities, see also (19.6),

0>0p(0,q"), 0=0p(l,q"), 0=0p2,q"), 0=0p(3,q"), 0=O0p(leq").
The first three inequalities are explicitly given by

0> (d—b)qf+(2d—b) g5+ (3d—b) ¢}
0>3d—b)gi +(d—b)gs+(2d—b) g3
0>(2d-b)qi +(2d—b)g5+ (d—b)g;.

With ¢§ = 1 — ¢} — ¢5 these inequalities are seen immediately to be equivalent to (7.16). The
inequality 0 > Op(3,q*) = d — b is fulfilled because (7.15) implies b > d, and the inequality
0 > Op(le,q*) is fulfilled as equality because Op(le,q*) = 0. O

Before commenting the results of this Lemma, let us turn to the case 11/6d — b = 0. We
justify the exclusion of this limiting case with the fact that in practice payoff parameters will
be estimated, and are therefore always subject to uncertainty. Thus, the case 11/6d —b =10
is only of theoretically interest. For this reason we will not consider these limiting cases in
following chapters. But let us discuss this case here: One can see immediately that the pair

(P*(A), q") with

1/3
1/6
prA) =12 +1-X)
0
0

— O O O O

and q* as given by (7.12) constitutes for any A € [0,1] a Nash equilibrium and that the
equilibrium payoffs to both players are zero. Thus, in this limiting case in equilibrium the
Operator can randomize over illegal and legal behaviour, i.e., A € (0,1), but his payoff is
always the same as in case of legal behaviour. Note that except for limiting cases of this kind,
randomizing over illegal and legal behaviour of the Operator has not been found in attribute
sampling inspection games considered in this monograph. An intuitive explanation for this fact
remains to be found; see also Avenhaus and Canty (1995). There are other inspection models
where this is most certainly not the case; see Section 9.3.3 in Avenhaus and Canty (1996).

Returning to Lemma 7.1, we first observe that the equilibrium strategies of both players in case
of illegal behaviour of the Operator, i.e., case (i), are the same as in the corresponding No-No
inspection game; see Lemma 3.1. This is not surprising because in case of pj, = 0 the payoff
évp to the Operator according to (7.10) coincides with the payoff Ops; to the Operator as
given by (3.6), and it explains, in particular, why the equilibrium strategies (7.12) and (7.13)
of both players do not depend on the payoff parameters a, b and d.

Second, for the purpose of illustration we assume b/d = 2 which fulfils with T = N +1 =4
and (7.1) the condition for legal behaviour of the Operator,

b
— < =<4.
<d<
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Then we receive by (7.16) the inequalities
2¢i +2 =1,  ¢—¢<0 and g t+g <1,

which are illustrated in Figure 7.1. Here we see why Kilgour (1992) several years ago coined
the term cone of deterrence.

Figure 7.1 Components ¢ and g3 of an Inspectorate’s equilibrium strategy (¢, ¢5,¢3) in case
of legal behaviour of the Operator.
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Third, because the Inspectorate’s equilibrium strategy q* given by (7.12) is an element of the
cone of deterrence (7.16), the Inspectorate’s equilibrium strategy in case of the Operator’s illegal
behaviour is also equilibrium strategy in case of the Operator’s legal behaviour. Thus, q* can
be understood as a robust equilibrium strategy in the sense that given the payoff parameters d
and b, the Inspectorate can just play q* according to (7.12) and does not need to check whether
(7.11) or (7.15) is fulfilled. In other words, g* according to (7.12) is an equilibrium strategy —
which as mentioned does not depend on payoff parameters — no matter whether the illegal or
the legal game is played. This is very helpful for practical applications since, as mentioned, in
many cases the payoff parameters can be estimated only roughly.

Since in this monograph many inspection games with a robust Inspectorate’s equilibrium strat-
egy are treated, we explain the logic behind the general procedure with the help of Lemma 7.1,
however, using the following notation: The equilibrium strategy (7.13) is abbreviated by qi’jlega|,
and the optimal payoffs to the Operator (7.14) and (7.17) by Opi"”egal and Opi"egal, respectively.
Then Lemma 7.1 — and other Lemmata and Theorems in which legal behaviour is an equilibrium
strategy of the Operator — has the following structure:?

(i) For

Opi*llegal > Opl*egal ’ (7.19)

2The equilibrium strategy of the Operator in case (i) as well as the equilibrium payoffs to the Inspectorate
in cases (i) and (ii) are omitted, because they are not important for the subsequent explanations. Note that in
Lemma 15.2 and Theorem 15.1 even three cases have to be distinguished.
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the Operator behaves illegally and an equilibrium strategy of the Inspectorate is given by
Qjjegal With the equilibrium payoff Opj,,, to the Operator.

i*llega
(i) For
Op;ilegal < Opl*egah (7'20)

the Operator behaves legally, and the Inspectorate’s set of equilibrium strategies is, using
(7.8), given by

Q;,l = {q* € Q3,1 : Op(ovq*) S Opl*egalv Op(lvq*) S Opl*egal
(7.21)

Op(2,d") < Objegar,  Op(3,d") < Opjegy } -
The equilibrium payoff to the Operator is OPjegal-

Now we come to the crucial point: It can be shown for many inspection games, that qu'ega' €
Q3. i, qi*IIegaI constitutes a robust equilibrium strategy: th_e Inspectqrate can just play qi*IIegaI
and does not need to check whether (7.19) or (7.20) is fulfilled. At first sight this statement
seems obvious, because the Operator’'s Nash condition yields in case (i)

Op(p, qi*llegal) < Opi*llegal

for any p € P, and thus, by (7.20),

OP(p, qﬁlegal) < Opﬁlegal < Oplzgal ’

i.e., the inequalities in (7.21) are fulfilled. Therefore, the only thing that needs to be checked on
a case by case basis is whether qjj,, remains a meaningful expression under condition (7.20).
While this is obvious for g, according to (7.13), we will also treat inspection games where
this is not true: If the Inspectorate’s equilibrium strategy in case of illegal behaviour of the
Operator depends on payoff parameters, then it might happen that, e.g.,

e a time point for an interim inspection that is well defined under condition (7.19) becomes
smaller than the time point for the beginning of the game under condition (7.20); see
Lemmata 10.3 and 12.2 and Theorem 12.1.

o a well-defined probability under condition (7.19) becomes larger than one under condition
(7.20); see Lemma 15.2 and Theorem 15.1.

Note that the use of > and < in (7.19) and (7.20) reflects the fact that in many cases the
payoff parameters can be estimated only roughly.

For easier reference we present in Table 7.3 the inspection games treated in this monograph in
which an equilibrium strategy of the Operator is legal behaviour, and in which the Inspectorate
possesses a robust equilibrium strategy.

Fourth, let us repeat that the analyses presented so far — introduction of payoff parameters,
condition for legal behaviour and inspection strategies — can not only be applied to all cases
considered in this Part |, but also grosso modo to the inspection problems in Part II.
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Table 7.3 Overview of inspection games treated in this monograph in which an equilibrium
strategy of the Operator is legal behaviour, and in which the Inspectorate possesses a robust
equilibrium strategy.

Discrete time

No-No inspection game

k = 1 interim inspection Lemma 7.1, p. 138

Continuous time

No-No inspection game

k = 1 interim inspection, a > 0,3 > 0 Lemma 9.3, p. 174

Se-No inspection game, one facility Lemma 10.3, p. 202
k = 2 interim inspections, « > 0,5 >0 only fora =0

Se-Se inspection game

k =1 interim inspection, « > 0,5 >0 Lemma 12.1, p. 237

Lemma 12.2, p. 243
Theorem 12.1, p. 253
only for a =0

Se-Se inspection game
k > 2 interim inspections, « > 0,3 >0

Critical time

No-No inspection game
with assumption (iv') on p. 282, Lemma 15.1, p. 284
k =1 inspection, « > 0,8 >0

No-No inspection game Lemma 15.2, p. 289
with assumption (iv') on p. 282, Theorem 15.1, p. 296

k > 2 inspections, « > 0,3 >0 only for o =0

Corollary 15.1, p. 300

No-No inspection game
with assumption (iv") on p. 307, Theorem 15.2, p. 310
k > 1 inspection(s), « > 0,3 > 0

Lemma 17.1, p. 358
Lemma 17.2, p. 363
Theorem 17.1, p. 366

Generalized Thomas-Nisgav inspection game
k > 1 control, >0

Finally, let us mention that the set of equilibrium strategies of the Inspectorate in case of legal
behaviour of the Operator is for the No-Se inspection game with N = 3 possible time points for
k = 1 interim inspection the same as for the corresponding No-No inspection game, i.e., is given
by (7.16), since — because of kK = 1 — both inspection game are identical. For the Se-No and
the Se-Se inspection game, however, the set of equilibrium strategies of the Inspectorate in case
of legal behaviour of the Operator is different from the one given by (7.16). To demonstrate
this statement we consider the Se-No inspection game with N > 1 possible time points for
k = 1 interim inspection which is treated in Lemma 4.2. Using (7.3) and (4.11), we see that
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the Operator will behave legally if and only if
b N+1

22
7”3 (7.22)

If we take legal behaviour of the Operator into account, the payoff (4.8) to the Operator has
to be modified, and is, for any (ga,91) € [0,1]? and any q € Qn.1, given by

N
Opna((92,90),@) = Y g (1= g2) (d1 =)
j1=1

+92 (1= (1) (@(N +1= 1) =) + 01(30) 0] ) . (7:23)

where g1(j1) is the probability that the illegal activity is not started at time point j1. The Nash
condition for the Operator is given by

Opx1 = Opni1((93,91),9") = Opna((92,91),9")

for any (g2, 1) € [0,1]?, which can be seen to be equivalent to the inequalities

Opn1 > Opni((0,91),9")  and  Opix; > Opna((1,0),q7). (7.24)

Because in case of legal behaviour of the Operator we have Op},; = 0, (7.24) is by (7.23)
equivalent to

N
b
> G >N+1—-. (7.25)
-

SRS

. d

J1

Condition (7.22) assures that the interval (7.25) is not empty. For N = 3 possible time points,
(7.25) simplifies to

b . . b
Pl Vst =

Even though the left hand inequality coincides with the first inequality of (7.16), as a whole this
set of equilibrium strategies is different from that given by (7.16). Thus, we have shown that
the set of equilibrium strategies of the Inspectorate in case of legal behaviour of the Operator
is different for the No-No and the Se-No inspection game with N = 3 possible time points for
k = 1 interim inspection. We will come back to this observation in Part Il, where, however, we
show in Section 13 that the Nash conditions for the Inspectorate’s equilibrium strategy in case
of the No-No inspection game coincide with those for the Se-Se inspection game at least for a
wide range of parameter combinations.

7.3 Effectiveness and efficiency

Let us consider again the important application which we have presented already several times:
For good reasons, as already pointed out in the Introduction, we consider the nuclear material
safeguards system of the IAEA in Vienna the most elaborate international verification system
which served as a model for other ones, e.g., that of the Chemical Weapons Convention. Not
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only for these reason IAEA officials do not cease to claim that their system is effective and
efficient, but what does this mean in quantitative terms?

According to online dictionaries and related Wikipedia entries, effectiveness cannot be under-
stood as a unique construct. In the framework of inspections we formulate

Definition 7.1. An inspection system is effective if it is able to bring about the results intended
or doing the right thing. Furthermore, it is efficient if it is doing the right thing well, e.g., in
the least expensive way.

According to this Definition effectiveness has a dichotomic meaning: A single inspection or
an inspection system is effective or not, but it may become more efficient if, e.g., a new cost
reducing technique is used. Note that effectiveness can — due to other sources — also be
understood as "The degree to which something is successful in producing a desired result".
This definition is used in Canty and Listner (2020) and repeals the dichotomic meaning of
Definition 7.1. In this monograph we use Definition 7.1.

As mentioned on p. 1, the objective of IAEA safeguards is essentially the "... timely detection

of the diversion of nuclear material and the deterrence of such diversion by the risk of early
detection"; IAEA (1972). In that sense we define

Definition 7.2. IAEA safeguards is effective in the State under consideration, if this State, or
any Operator acting on behalf of that State, is deterred from diverting nuclear material. Also,
IAEA safeguards is efficient, if it deters the State or the Operator in the least expensive way.

The key question is: When is a State or Operator deterred from such illegal behaviour? For the
purpose of illustration let us return to the example considered in Section 7.2. For the No-No
inspection game with N = 3 possible time points and k = 1 interim inspection the condition
for legal behaviour is given by (7.4). Thus, if the parameters b, d and /3 of this inspection
system fulfil this set of inequalities, then it is effective according to Definition 7.2.

Furthermore, let us assume that the non-detection probability 5 is a monotone decreasing
function of the inspection effort; see for an example (6.43). Then, this inspection system is
efficient, if for any given value of b/d the right hand sides of (7.4) are maximized, for the
existence of a maximum replace the > sign in (7.4) by >, i.e., if 8 is maximized such that the
inequalities with > instead of > are still fulfilled.

A representation of these results is given in Figure 7.2; see also Avenhaus and Krieger (2020).
The shaded area characterizes effective inspections, and the solid line efficient ones. Extending
what we said after (7.4) we see that the inspection system is effective either if the probability 5
of not detecting the illegal activity is small or the ratio b/d of sanctions to gains of the Operator
in case of such behaviour is large enough.

Let us generalize these considerations to any inspection problem — not restricted to IAEA
safeguards — analysed in this monograph and in the related literature. We formulate3

Definition 7.3. An inspection system is effective if the equilibrium strategy of the inspected
party (Operator) is legal behaviour in the sense of the purpose of the inspections. An equilibrium
strategy of the inspecting party (Inspectorate) is efficient if the legal behaviour equilibrium is
achieved at minimum cost.

3Because the following statement is derived from Definitions 7.1 and 7.2 one might argue that it should
be considered a Theorem. Since, however, the game theoretical context is new, we prefer the format of a
Definition.
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Figure 7.2 Effective and efficient inspections for the No-No inspection game with N = 3
possible time points for k = 1 interim inspection and with errors of the second kind.
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These considerations shed new light on the diversion hypothesis which we discussed in connec-
tion with assumption (iv) on p. 17: If one wants to design an effective and efficient inspection
system, then one has to determine the legal behaviour equilibrium of the inspection game that
describes that system. This, however, requires the analysis of deviations from this equilibrium,
namely illegal behaviour of the inspected party. In other words, the diversion hypothesis is
needed for the determination of effective and efficient inspections.

7.4 Utilities for variable sampling inspection schemes and fur-
ther extensions

Even though we have discussed already a large number of inspection models, many more
possibilities exist as shown already in Figure 1.1. In the following we will present some extensions
and future work and discuss why they have not yet been tackled and whether their analyses
look promising. We will, however, not repeat in detail extensions which we mentioned already
in the framework of the models of this Part |, e.g., the questions whether the No No and the
No-Se inspection games on one hand, and the Se-No and the Se-Se inspection games on the
other lead in general to the same optimal expected detection times.

First, let us consider variable sampling problems which arise when inspections are based on
quantitative measurements and errors of the second kind, i.e., non-detection of illegal activities,
as well as errors of the first kind, i.e., false alarms, cannot be avoided. Since the latter ones
have negative consequences both to the Operator and to the Inspectorate, we can no longer
describe problems of this kind with the help of zero-sum games. Instead and like in the case of
the deterrence considerations in the previous section, we have to use non-zero-sum games.
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For the sake of completeness, and for use in later chapters we present here the payoffs to both
players in case false alarms cannot be avoided in playing for time inspection games: The payoffs
to the two players (Operator, Inspectorate) are given by

(dAt —b,—aAt) for illegal behaviour and detection time At
(=f,—9) for legal behaviour and a false alarm (7.26)

(0,0) for legal behaviour and no false alarm,

where with T being the length of the reference time interval, 0 < f < b < dT,0< g <aT.
Note that if b > dT were true, the Operator would not have any incentive to behave illegally
at all. The payoffs are normalized to zero for legal behaviour without false alarms, this is also
the best result for the Inspectorate and implies the idea that inspection costs are not part
of the Inspectorate’s payoff, but rather imposed by the external parameter k, the number of
interim inspections. The profit (loss) to the Operator (Inspectorate) grows proportionally with
the time elapsed to detection of the illegal activity. A false alarm is resolved unambiguously
with time independent costs —f to the Operator and —g to the Inspectorate, whereupon the
game continuous. Note that because —a At < 0 and —g < 0, the most desirable outcome for
the Inspectorate is legal behaviour of the Operator and no false alarm, i.e., its primary aim is
to deter the Operator from behaving illegally; see Section 7.3.

Note that for the inspection games in Part I, the payoffs (7.26) are amended accordingly; see
(14.1) and (14.2) in Chapter 14.

We note in passing that those inspection games, which do not take into account legal behaviour
as well as false alarms, are still strategically equivalent to zero-sum games; see, e.g., the
discussion before and after Lemma 7.1 and p. 398. In the example given in Section 7.2 we have
shown this explicitly. For models which do take into account false alarms, this is no longer the
case since false alarms cause, as mentioned, costs (negative gains) to both players.

In fact, practitioners have not yet raised false alarm problems neither in the context of discrete
nor continuous time playing for time inspection games. Whereas theoreticians have already
developed and analysed continuous time models with errors first and second kind, see Sections
9.4 and 10.3 and Chapter 12, discrete time models with errors first and second kind have not
yet been considered. There is no doubt that interesting and useful models for discrete time
could be developed once they would be asked for by practitioners.

Second, one can imagine situations where, e.g., in a State, there are several facilities of the
same type, and that interim inspections have to be carried through such that the total number
of interim inspections per reference time interval is fixed. This would mean, by the way, that
then in general only the expected number of interim inspections per reference time interval and
per facility would be fixed. The question then would be whether the Operator of the single
facilities would act independently or if they would plan, if at all, only one illegal activity to be
performed in one of the facilities. Contrary to the variable sampling case, this problem has
already been raised by practitioners; see Avenhaus et al. (2010). Due to its complexity only a
very special case has been studied so far: Two facilities, three possible time points for interim
inspections, two interim inspections in total, no errors of the first and second kind and non-
sequential planning of both players, State and Inspectorate. Any extension would be difficult,
but not impossible, if demanded for. Let us mention already here, that this kind of problems
will be considered for continuous time playing for time inspection games in Chapter 11. The
case that for one facility the expected number of inspections is fixed, is analysed in Chapter 24.
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Third, let us mention the so-called Inspectorate leadership principle. In general and according to
Avenhaus et al. (2002), the leadership principle says that it can be advantageous in a competitive
situation to be the first player to select and stay with a strategy. It was suggested first by
von Stackelberg (1934) for pricing policies. Maschler (1966) applied this idea to sequential
inspections. The notion of leadership consists of two elements: The ability of the player first to
announce his strategy and make it known to the other player, and second to commit himself to
playing it. This concept is particularly suitable for inspection games since an Inspectorate can
credibly announce its strategy and stick to it, whereas the Operator cannot do so if he intends
to act illegally. Therefore, it is reasonable to assume that the Inspectorate will take advantage
of its leadership role.

Let us note first that each zero-sum game with a game theoretical solution, i.e., with optimal
strategies and optimal payoffs, leadership has no effect. This is the essence of the minimax
theorem: Each player can guarantee his optimal payoff even if he announces his (mixed) strategy
to his opponent and commits himself to playing it.

Furthermore, it turns out that in inspection games where only errors of the second kind have
to be taken into account, the resulting equilibria are up to special cases the same as those of
the non-leadership version; see Avenhaus and von Stengel (1991).

In those cases in which false alarms cannot be avoided, however, the leadership version may
result in equilibria which induce the Operator to legal behaviour whereas this is not so for the
non-leadership version. In this context let us mention the work by Avenhaus and Okada (1992)
in which sequential inspector-leadership games are considered, and which stands a bit out of the
classification given in Chapter 2: The main objective of that investigation is to derive simple
criteria for the determination of optimal inspection procedures from the equilibrium conditions
for non-cooperative non-zero-sum two-person games. It is shown that, given the appropriate
assumptions, one can arrive at "statistical" optimization criteria. In the simplest case one gets
the global probabilities of the first and second kind errors, and in more complex cases the
average run lengths for legal and illegal Operator behaviour.

Finally, because in this Part | false alarms are not considered, we will not explain the idea of
inducing the Operator to legal behaviour here in more detail. Instead we will do this in Part I,
where in Sections 9.4 and 10.3 and in Chapter 12 playing for time inspection games with errors
of the first and second kind are considered.
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Part |l

Playing for Time: Continuous Time

The essential difference of the classes of inspection problems to be considered in Part Il to
those of Part | is the fact that the Inspectorate can perform its interim inspections at any point
of time during the reference time interval, and that the Operator can start the illegal activity
at any point of time during the reference time interval as well; in other words, time is now
considered to be continuous.

Despite the fact that the difference between the assumptions of Parts Il and | consists only
in the nature of time, it will turn out that its consequences are considerable. Obviously, the
analytical techniques are different: Now distributions of continuous random variables, such as
the start of the illegal activity and the interim inspection time points, will have to be used, and
in some cases methods of calculus will have to be applied.

There are, however, also differences in substance: Surprisingly enough in Chapters 10 — 12 the
optimal interim inspection time points turn out to be pure strategies in the Se-No and the Se-Se
inspection games which happens in the discrete time Se-No and the Se-Se inspection games
only in rare cases; see p. 68. But also, some of the game theoretical solutions which will be
presented in Part I, will turn out to be limiting cases of game theoretical solutions obtained in
Part I.

In order that the three main parts of this monograph can be read independently in nearly
arbitrary order, we repeat in Chapter 8 more or less verbally the general description of the
inspection problems as well as the list of assumptions which has been presented in Chapter 2,
and we will emphasize the differences between these lists.

Part Il is structured in analogy to Part I: The inspection games in Chapters 9 — 12 differ by the
planning of interim inspections and illegal activities and — which is new — several facilities are
considered in Chapter 11. As in Part |, various relations to the discrete time inspection games
treated in Part | and relations within the inspection games of Part Il, such as optimal/equilibrium
strategies, optimal/equilibrium payoffs and system quantities given in Table 1.1, are discussed
throughout Part I, and especially in its final Chapter 13.
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Chapter 8

General assumptions

Even though the inspection problems considered in this Part Il are very similar to those of Part
I, and even though therefore many of the assumptions listed in Chapter 2 are the same as
the ones needed here, we will formulate again a complete set of assumptions. For the sake of
clarity we will mention explicitly which of the following assumptions are different from those of
Chapter 2.

Again, we consider in this Part except for Chapter 11 one single inspected object, for example
a production line, or a nuclear or chemical facility (for short: facility) which is subject to
inspections in the framework of agreed rules, formal agreements or an international treaty, and
a reference time interval of one time unit, e.g., a week, a month, or a calender year.

In order to separate the timeliness aspect of routine inspections from the overall goal of detecting
failures or an illegal activity, it is assumed that a thorough and unambiguous inspection takes
place at the beginning and end of the reference time interval with the help of which failures or
an illegal activity will be detected with certainty once they have occurred. Such an inspection
is called, according to some agreed wording, Physical Inventory Verification (PIV); see IAEA
(2002) and Figure 8.1.

Figure 8.1 Time line for the continuous time inspection models including the time points
tk,...,t1 of the k interim inspections.

PIV PIV

trt1 t tp—1 to t1 to

In addition, it is assumed that by agreement k less intrusive interim inspections are strategically
placed during the reference time interval to reduce the time between start and detection of
failures or the illegal activity below the length of the reference time interval. We assume, and
this is the central difference to Part |, that the Inspectorate can perform its interim inspections
at any points of time within the open reference time interval. Let tg,..., ¢ with (0 =)txq <
tp < ... <t; <ty denote the time points of the interim inspection(s); see Figure 8.1. Note
that ¢y is determined by the absolute length and scaling, e.g., days, weeks or quarters of a
year, of the reference time interval. Thereafter, at the end of the reference time interval, i.e.,
at time point ¢g, the above mentioned PIV takes place. For technical reasons we label again
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the k interim inspections in backward order. At an interim inspection a preceding failure or
illegal activity will eventually be detected with some probability lower or equal than one. Also,
associated with each interim inspection which is not preceded by a failure or illegal activity may
be a false alarm which is assumed to be clarified with certainty.

Also, as a central difference to Part |, the Operator can start the illegal activity at any point of
time within the reference time interval [t11,%0).

Also, contrary to Chapters 3 to 6 of Part I, we will not assume in the corresponding chapters
in this Part Il that the Operator will start an illegal activity with certainty during the reference
time interval. Instead, legal behaviour will also be a strategy of the Operator, and it will depend
on the details of the problem and its model whether or not legal behaviour will be an equilibrium
strategy. For this purpose, so-called utilities are introduced which describe the gains and losses
of the Operator and of the Inspectorate in case of legal and illegal behaviour of the Operator;
see (8.1) and (8.2).

Again, in Chapters 9 — 12 we assume, according to what has been said before, that the objective
of the Operator is to place the start of the illegal activity such that the detection time, i.e., the
time between the start of the illegal activity and its detection, is as long as possible, whereas
the objective of the Inspectorate is to place its interim inspections such that the expected
detection time is as short as possible. This means that we model this inspection game as a
two person game where the payoffs to the Operator and to the Inspectorate are proportional
to the expected detection time. Note that only in those cases where it is assumed that the
Operator will behave illegally with certainty and where no false alarms are possible, the payoff
to the Operator is the expected detection time itself.

Let us summarize the assumptions made so far:

(i) There are two players: the Operator of the facility or facilities under consideration and
the Inspectorate.

(i) The Inspectorate performs k interim inspections at the time points (0 =)tx1 < t <
... < t1 <tg in any facility if there are several ones.

(i) The Inspectorate performs at the beginning and at the end of the reference time interval
a regular inspection (Physical Inventory Verification, PIV) at which the illegal activity of
the Operator — if he behaves illegally at all - is detected with certainty if it is not detected
at a previous interim inspection.

(iv) The Operator may start at most once an illegal activity during the reference time interval
[tr+1,t0] in any facility if there are several ones.

(v) During an interim inspection the Inspectorate may commit an error of the first and second
kind with probabilities o and 8. These error probabilities are the same for all k interim
inspections and all facilities if there are several ones. Only in Section 11.1 an exception
is made. The "game" continues after an error of the first kind.

(vi) The number k of interim inspections is known to the Operator.!

The possibility that the expected number of inspections is fixed and known to the Operator is addressed
in Chapter 24; see also the comment on p. 18.
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(vii) The Operator decides — if he behaves illegally at all — at the beginning of the reference
time interval, i.e., at time point ¢;41, when to start the illegal activity, or he only decides
whether to start the illegal activity immediately at time point ¢; or to postpone its
start; in the latter case he decides again after the first interim inspection; and so on.

The Inspectorate decides at the beginning of the reference time interval when to perform
its interim inspections, or it decides only when to perform the first interim inspection,
and after the first one when to perform the second interim inspection, and so on.

(viii) Both players decide independently of each other, i.e., no bindings agreements are made.

(ix) The payoffs to the two players (Operator, Inspectorate) are linear functions of the detec-
tion time At, i.e., the time between start and detection of the illegal activity, and are
given as follows

(dAt—b,—a At) for illegal behaviour and detection time At

(=f,—9) for legal behaviour and a false alarm (8.1)
(0,0) for legal behaviour and no false alarm ,
where
0< f<b<d(to—tr+1) and 0<g<al(to—tgt1)- (8.2)

(x) An (interim) inspection does not consume time. In case of the coincidence of the start of
the illegal activity and the interim inspection, the illegal activity may be detected at the
occasion of the next interim inspection or, with certainty, at the final PIV. In this sense
the wording "... right after an interim inspection ..." is equivalent to "... at an interim
inspection ...".

(xi) The game ends either at the interim inspection at which the illegal activity is detected or
at the final PIV; see (iii).

We comment only on assumptions (v) and (ix) since the other comments given in Chapter 2
hold here as well. Regarding assumption (v), we mentioned in Chapter 2 that models, in which
only errors of the second kind are taken into account, typically describe Attribute Sampling
schemes. Models with errors of the first and second kind are typical for Variable Sampling
problems; see Thyregod (1988) and Section 7.4. They describe, e.g., inspections which are
based on quantitative measurements. Further assumptions on the relation between « and (8
will be made in the respective sections and chapters.

The payoffs (8.1) with (8.2) in assumption (ix) are the payoffs introduced in (7.26), and which
are explained on p. 146. Let us note that if d > (¢y — tx41) were true, then the Operator
would not have any incentive to behave illegally at all, and that d as a proportionality factor
changes appropriately if the time is measured differently: If we measure, for example, tg — x4 1
in months resp. days instead of years, then d has to be divided by 12 resp. 365. Thus, it would
be always better to write, e.g., d (to—tr+1), but this would lead to more cumbersome equations.
Also note that if false alarms can be excluded and the Operator behaves illegally with certainty,
then (8.1) implies that the game under consideration is strategically equivalent to a zero-sum
game with the detection time as payoff to the Operator; see p. 398. Because —a At < 0 and
—g < 0, the preferred Inspectorate’s outcome is legal behaviour of the Operator and no false
alarms, i.e., its primary aim is to deter the Operator from behaving illegally; see Section 7.3.
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Chapter 9

No-No inspection game: Diamond
model and extensions

Like in the Part I, we start Part Il with that inspection game where both players, Operator
and Inspectorate, plan the start of the illegal activity respectively the timing of the k& interim
inspections at the beginning of the reference time interval, i.e., we consider the No-No inspection
game; see Table 2.1. Again, the payoff to the Operator is the detection time, i.e., the time
elapsed from the start of the illegal activity until its detection, latest at the final PIV, which
he wants to maximize. In contrast to Chapter 3, however, we are able to present a model and
optimal strategies for any number k of interim inspections, and not just one. This model has
been described and analysed by Diamond (1982); it is an ingenious piece of scientific work, and
this chapter may be considered an homage to the author and his achievement.

Applications of this inspection model have been analysed in the framework of reliability studies
by Derman (1961) and Diamond (1982): An operating unit may fail which creates cost which
increase with the time until the failure is detected. The overall time interval is the time
between normal replacements of the unit. A minimax analysis leads to a zero-sum game with
the operating unit as Operator which cannot observe any inspection. A more common approach
in reliability theory, which is not our topic, is to assume some knowledge about the distribution
of the failure time. Another application is the planning of interim inspections in the framework
of nuclear material safeguards which has been described already in Section 6.6 and will be
addressed again in Section 10.2.

Following the same lines as in Part |, we start in Section 9.1 with the most simple, though
by no means trivial case of just kK = 1 interim inspection and no statistical errors following
Avenhaus et al. (2002). Thereafter, in the central Section 9.2, the work of Diamond for any
number k of interim inspections and no statistical errors is presented in a slightly modified way.
Diamond'’s model is extended in Section 9.3 taking errors of the second kind into account, and
a conjecture about optimal strategies and the optimal payoff is formulated for any number &
of interim inspections. In Section 9.4 errors of the first and second kind are considered for
the case of just k = 1 interim inspection; the results presented here are due to Sohrweide
(2002), Avenhaus et al. (2003) and Krieger (2011). The chapter ends with Section 9.5 on the
appropriate choice of the error first kind probability «.

Note that only in Sections 9.4 and 9.5 payoff parameters are used. This has been done for
two reasons: First, Diamond’s work should be presented in its original form and second, his
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model contains only technical parameters. Therefore, remembering what has been said in
Section 1.4, it meets practitioners’ requirements much better than a model containing also
payoff parameters, satisfying for theoreticians as it may be.

9.1 One interim inspection

The inspection game analysed in this section is based on the following specifications:

(iv') The Operator starts once an illegal activity during the reference time interval [0, ¢o] in
the only facility under consideration.

(v') During an interim inspection the Inspectorate does not commit an error of the first and
of the second kind, i.e., the illegal activity, see assumption (iv'), is detected with certainty
during the next interim inspection or with certainty during the final PIV; see assumption

(iii).
(vii") The Operator decides at the beginning of the reference time interval, i.e., at time point
0, when to start the illegal activity.

The Inspectorate decides at the beginning of the reference time interval when to perform
its interim inspection.

(ix") The payoffs to the two players (Operator, Inspectorate) are linear functions of the detec-
tion time At, i.e., the time between start and detection of the illegal activity, and are
given as follows

(At,—At) for illegal behaviour and detection time At .

The remaining assumptions of Chapter 8 hold throughout this section.

The Operator starts the illegal activity at some time point s from the reference time interval
[0,t0) and the Inspectorate performs its interim inspection at time point ¢; € (0,%). Thus,
the sets of pure strategies of both players are given by

S:i={seR:0<s<1} and Ti={tieR:0<t; <tp}. (9.1)

Because the letters S resp. Tj are — as in Part | — reserved for the start of the illegal activity
resp. the time point of the interim inspection, see below, the strategy sets (9.1) are denoted
using calligraphic letters.

Again, the illegal activity is detected at the earliest inspection following the start of the illegal
activity at time point s, i.e., at time point ¢; or at the final PIV. Then, the payoff to the
Operator, i.e., the detection time, is given by

tih—s for 0<s<t] <ty

to— s for 0<t1 <s<ty ’ (9'2)

Opis.t1) = {
which can be seen as a generalization of the payoff matrix in Table 3.2. Op; (s, ;) is also called
the payoff kernel of the game. The use of s < ¢; and t; < s in (9.2) is due to assumption
(x) of Chapter 8 which says here that in case the start of the illegal activity coincides with
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the interim inspection, i.e., s = t1, the illegal activity is detected at the final PIV. Again, the
Inspectorate’s payoff is the negative of the payoff to the Operator; see assumption (ix’).

The payoff kernel given by (9.2) describes a kind of duel with reversed time where both players
have an incentive to act early but after the other. By (9.2), the Operator’s payoff is too small
if he starts the illegal activity too late, so that he will select the time point s with a certain
probability distribution from an interval [0, b] where b < 3. Consequently, the Inspectorate will
not inspect later than time point b.

In analogy to Section 3.1 we first want to answer the question, if there exists a saddle point in
pure strategies, i.e., a pair (s*,t]) € S x T; from which no player has an incentive to deviate:

Op1(s,t7) < Op1(s*,t7) < Op1(s%,t1) (9.3)

for any s € S and any t; X 71. The answer to this question is no, since tj — according to
(9.3) — would have to be a minimum of the function Op;(s*,¢1). Because only the infimum
of Op1(s*,t1) for t1 € Ty exists, and is equal to zero, but not the minimum, a saddle point in
pure strategies does not exist.

Therefore we must look for mixed strategies, which raises the question: What are mixed strate-
gies for players with infinitely many pure strategies? The answer is that they can be represented,
just as in matrix games, as probability distributions over the set of pure strategies. It is, how-
ever, more convenient to work with probability distribution functions on R; see Karlin (1959a).
Let the random variables S resp. Tj represent the start of the illegal activity resp. the time
point of the interim inspection. Their distribution functions are denoted by

P(s) :=P(5 <s) and Q(t1) :=P(T1 < t1).

The intuitive meaning is straightforward: P(s) is the probability that the illegal activity is
started at time point s or earlier, and Q(¢1) denotes the probability of the interim inspection is
taking place at time point ¢; or earlier.

Using Lebesque-Stieltjes integrals, see Hewitt and Stromberg (1965) or Carter and Brunt
(2000), the Operator's (expected) payoff, i.e., the expected detection time, is, for any P
and any @, given by

omP.Q=[ [ op(sn)domn)aps) (0.4)
J[0,t0) J(0,t0)
and to the Inspectorate by In;(P, Q) := — Op1(P, Q). It can be shown, see Carter and Brunt

(2000), that the double integral exist and that the order of integration can be changed.

Let us repeat, see also Chapter 19 for the case of matrix games, that a pair of distribution
functions (P*, Q*) constitutes a saddle point of the game if and only if

for any P and any Q. Also, it can be shown, like in Chapter 19 for matrix games, that a pair
of distribution functions (P*, Q*) constitutes a saddle point if and only if

Op1(s, Q) < Op1(P*,Q") < Op1(P*, t1) (9-6)

for any s € S and any t; X 71, i.e., both inequalities have only to be proven for the players’
pure strategies. Again, P* and Q* are called optimal strategies, and Op;(P*,Q*) is called
optimal payoff to the Operator.
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So we have to look for distribution functions P* and Q* fulfilling (9.5). Success, however, is
by no means guaranteed, since the payoff kernel Op;(s,t1) is discontinuous on the diagonal
s = t1, and the existence of optimal strategies for those kind of games cannot be guaranteed
without further assumptions; see Owen (1988). Fortunately, the games discussed in this section
possesses optimal mixed strategies. Finding these optimal strategies is in general a difficult task.

The game theoretical solution of this inspection game, see Avenhaus et al. (2002), is presented

n

Lemma 9.1. Given the No-No inspection game on the reference time interval [0, to] with k = 1
interim inspection. The sets of mixed strategies are given by the set of distribution functions
on R, and the payoff to the Operator by (9.4) using (9.2). Define the cut-off time point t* by

1
t*Z:to (1—7) .
e

Then an optimal strategy of the Operator is given by the distribution function

0 for s<0
p* _ to — t* N 97)
(s) : for se[0,t%) > €
0— S
1 for s> t*

and an optimal strategy for the Inspectorate by the distribution function

0 for t1 <0
Q(t) = ln[ fa } for t €[0,t%) - (9.8)
to —t1
1 for t > t*

The optimal payoff to the Operator is

>k * * * t
Opi := Opi(P",Q") =to — 1" = . (9.9)

Proof. It can be easily seen that P*(s) given by (9.7) and Q*(¢1) given by (9.8) are distribution
functions on R.

Because the interim inspection may take place before or after the start of the illegal activity,
the payoff Op1 (s, @*) to the Operator is for any s € [0,¢*], using (9.2), given by

Op(s,Q") = / -0 wydn+ [ (-9)0 0

s t*
=ty / q*(tl) dt; + / t1 q*(tl) dt] —s. (910)
0 s

Lit's derivative with respect to s € (0,t*) simplifies, using (9.8), to?

L Opi(5,Q) = 104" (5) = 54°(5) 1=’ (s) (lo—5) =1 =0, (911)

YIf P* and Q* are optimal strategies, and s is in the support of P, then Opi(s, Q") is constant for any
s € [0,¢*]; see Karlin (1959a), Lemma 2.2.1.

2In Part | we mentioned that it is sometimes easier to verify a solution which has been guessed with some
strange means than to find it. Here, the right hand equation ¢*(s) (to — s) — 1 = 0 of (9.11) could have also
be used to find the solution.
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which means, that Op; (s, Q*) is constant for any s € (0,t*). Moreover, because Op1 (s, Q")
is a continuous function in s, see (9.10), Op;1 (s, Q") is constant for any s € [0,¢*], and we get,
using (9.10), Op1 (t*,Q*) =ty — t* = tg/e, i-e., (9.9). Using (9.4) and (9.7), we obtain3

Op1(P*,Q%) = /[01 : Op1(s,Q*)dP*(s) = (to — t*) (P*(to) — P*(07)) =t — t" = %,

because P*(s) is a right-continuous function. For s > t*, the Operator’s payoff is

"

* * t *

Op1(s,Q%) = (to—s)q(tl)dt1=t0—$<£=op1-
0

Therefore, we obtain, using (9.9), the inequality Op1 (s, Q*) < Opj for any s € [0, 1), i.e., the
left hand inequality of (9.6) is fulfilled.

We now prove the right hand inequality of (9.6). Because P*(s) according to (9.7) is a
right-continuous function with an atom at s = 0, and because of the properties of Lebesgue-
Stieltjes-integrals*5, we get, using (9.2),

Opl(P*7t1):/ Opi (s, t1) dP*(s)
[0,t0)

- Opi(s,t1) dP*(s) + /

Op1(s,t1) dP*(s) +/ Op1(s,t1) dP*(s)
[070] (O:tl)

[t1:t0)

= t1 P*(0) + 11 (P (t1) — P(0)) + to (P (to) — P*(t1)) — /(m : sdP"(s)

:—P*(tl)(to—tl)—Ft()P*(to)—\/(‘ )SdP*(S)
0,t0

t*—/ sdP*(s) for t; € (0,t%)
(Oﬁt())

= . (9.12)
t —/ sdP*(s) for t; >t*
(0,t0)
Using partial integration® and (9.7), we obtain
/ sdP*(s) = to P*(t;) — 0 P*(0") — / P*(s)ds
(0,t0) (0,t0)
(9.13)

.
1 to

=ty — (tp — t* ds—(tg—t")=t"——=t"—Opj .

o=(to—t) [ st —r) = =X v

3For the interval [0,t), we have Ji
Carter and Brunt (2000).

“If the interval I is a union of a finite number of pairwise disjoint intervals I = I; U T, U... U I,, then
J; f(s)dP(s) = 37_, ij f(s)dP(s); see Theorem 6.1.1 in Carter and Brunt (2000).

5For any interval I, and any function f defined at a € I, we have Jia.a) f(s)dP(s) = f(a) (P(a™)—P(a7));
see Theorem 6.1.6 in Carter and Brunt (2000).

SLet f,g: I — R be functions of bounded variation, and let the set of points at which f and g are both
discontinuous be empty. Then, [, f(s)dg(s) + [, g(s)df(s) = pyse(I), where psq(I) is in case of the open
interval I = (a,b), a < b, given by pusy((a,0)) = f(b7)g(b™) — f(a™) g(a™). This result is a special case of
Theorem 6.2.2 in Carter and Brunt (2000).

0,t0) 1dP(t) = P(t, ) — P(07); see Theorem 6.1.4 and Section 4.1 in
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Therefore, we get, using (9.4), that Op,(P*,t1) = Op1(P*,Q*) = Opj for any t; € (0,t%).
Finally, (9.12) and (9.13) imply for any ¢; > ¢*

Op1(P*,t1) = Opy +t1 —t* > Op7,

which implies Op; < Op1(P*,t1) for any t1 € (0,tp), i.e., the right hand inequality of (9.6) is
fulfilled. =

Before we turn to the general case of any number k of interim inspections, we make some
comments on the results of Lemma 9.1. A comprehensive discussion can be found after the
proof of Theorem 9.1.

First, the surprising result — which can also be observed in the discrete time No-No inspections
games, see Theorem 3.1 —is, that after time point ¢t* neither an illegal activity is started nor an
interim inspection is performed. This result makes sense since detection is guaranteed to occur
at the end of the reference time interval and the Operator will not wish to wait too long before
starting the illegal activity. Furthermore, it is interesting to notice that the Operator will start
the illegal activity with positive probability P*(0) = 1/e > 0 at time point 0; see (9.7).

Second, it has been mentioned after (9.2) that this game can also be seen as a generalization
of the discrete time inspection game with the payoff matrix given in Table 3.2. Comparing
the results from Lemma 9.1 for ¢ty = 1 with that from Theorem 3.2 we see that they coincide.
This means that not only the payoff matrix A/(N + 1) merges for N — oo with the payoff
kernel (9.2), but also — and this is by no means obvious — the optimal distribution functions
for N — oo are the same. As a side remark note also that due to Lemma 3.3 the normalized
optimal expected detection time Opn1/(N + 1), N = 1,2,..., in the discrete time No-No
inspection game is a monotone decreasing function of N and therefore, always larger than that
in the continuous time game; see also Figure 3.3.

Third, the optimal strategies of both players can also be formulated in another way — due to a
brilliant idea of Diamond (1982). It can be directly seen that, using h1(x) = €”, the distribution
function

0 for s<0
P(s) = ﬁ L (1 —hi! (hltgl) (to — s))) for 0<s<t (1 - ﬁ)
1 for s>ty <1 _ %(1))

almost magically coincide with (9.7). The Inspectorate’s optimal interim inspection time point
can also be formulated with the help of the function hq(z): It is given by

#(U) = to (1— %) , (9.14)

where U is a uniformly distributed random variable on [0,1]. To prove this statement we
determine the distribution function of T for any t; € (0,¢*), and get

Q*(t)) =P(Ty < t;) =P(ti(U) < t;1) =P (U <1-hi! <h1(1) (to — tl)))

to
hy(1 t,
zlfhfl (%)(toftl)> =1In |:t0i)t1:| ,
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i.e., @*(t1) from (9.8). This representation of the Inspectorate’s optimal strategy renders its
application very easy: The Inspectorate uses a random number generator, realizes U = u and
inspects at time point ¢](u). The optimal expected detection time can also be written as a
function of hq(x): Opy = to/h1(1). It is this representation of the optimal strategies with the
help of the function h;(z) which allowed Diamond to find a game theoretical solution of his
inspection model for any number k of interim inspections.

Fourth, like in the discrete time No-No inspection game we determine the optimal expected time
point for the start of the illegal activity Ep«(S), and the optimal expected interim inspection
time point Eq-«(71). Using the rules of integration in footnotes 3 — 6, and making use of (9.9),
we get

N - sdP*(s) = *(0t) — P*(0~ sdP*(s
Epe(S) /M) dP*(s) = 0 (P*(0%) — P*(0 ”*/(o,m aP* (5)

ds

P(s)ds = t* — (to — t) / !

0 t()*S

= t* P*(t* ) — 0 P*(07) 7/

(0,¢%)

t
=t"4+0p] In {17?} =t"—Op] =2t" —ty, (9.15)
0

which is the same relation as given by (3.37) for the discrete time No-No inspection game. The
optimal expected interim inspection time point is, using (9.14) with hi(x) = €”, given by

1 —u 1
Eg-(Th) == /0 to (1 - %) du =t ./0 (1—e") du=Opf, (9.16)

which leads, using (9.15), to
Ep-(8) + Eq-(T1) = £, (0.17)

and which is the same relation as given by (3.39) for the discrete time No-No inspection game.

9.2 Any number of interim inspections

Because the case of £k = 2 interim inspections does not give any additional insights into the
problem, we directly turn to the general case of k interim inspections.

The inspection game analysed in this section is based on the specifications made at the beginning
of Section 9.1, where assumption (vii’) holds for any number & of interim inspections, and on
the remaining assumptions of Chapter 8.

Again, the Operator starts the illegal activity at some time point [0, ¢o), thus his set S of pure
strategies is again given by (9.1). The Inspectorate has k interim inspections which it performs
at time points tg,...,t1, freely chosen from the reference time interval (0,%), i.e., its set of
pure strategies is

Tii={(tr,...,t1) eRF: 0 <ty < ... <ty <tp}. (9.18)

Since, according to assumption (v') made at the beginning of Section 9.1 and assumption (x)
of Chapter 8, the illegal activity is detected at the earliest inspection following the start of the
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illegal activity at time point s with certainty, the payoff to the Operator, i.e., the detection
time, is given by

Op(s, (tgy- - t1)) i=1tn — s for the1 <s<tp, n=0,...,k, (9.19)

where tj1 := 0. Again, the Inspectorate’s payoff is the negative of the Operator's one.

A fundamental role in solving Diamond’s inspection game play the functions h,(z), n =1,2,...,
fulfilling the system

b (2) = ho(x) — hp_1(z) for n=1,2,... and ho(z) =0, (9.20)
of differential equations with the boundary conditions
h1(0):=1 and hn(0) :=hp_1(1) for n=2.3,.... (9.21)

This system has a unique solution, see Braun (1975), which, however, cannot be given explicitly
for any number k of interim inspections. In Figure 9.1 the functions hi(z), ..., hs(z) (from
bottom to top) are illustrated for the range [0,1] (left) and [0,4] (right). It should be noted
that the functions h,,(x) are defined independently of k.

Figure 9.1 Graphical representation of the functions hy(z),..., hs(z).

h1(x),...,hs(x)

The functions h,,(x) are monotone increasing for any = € [0,1] and all n = 1,2, ..., which
can be shown by induction: The function hi(z) = e® is monotone increasing on [0,1]. even
on R. Let hy(x) be increasing on [0, 1] for a fixed n € N. Because h,,(0) < hy(1) = hy41(0),
we get A/, 1(0) > 0. Suppose there exist a zg € (0,1) with A/, ;(zo) = 0. Then (9.20)
implies hyy1(z0) = hn(xg). Let 2o be the smallest number in (0,1) with A7, (z9) =0, ie,
Ry, 1 (x) > 0 for any xg € [0,x0). Because of the continuity of h,41(2) we would get:

hn+1(x0) > hn+1(0) = hn(l) > hn(wo),

which is a contradiction to hy41(20) = hn(zg). Therefore, the functions h,(x) are monotone
increasing for any z € [0,1] and alln =1,2,.. ..

The game theoretical solution of this inspection game is presented in Theorem 9.1, where we
use a slightly different formulation of the optimal strategies and the optimal payoff compared
to the original work of Diamond (1982).
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Theorem 9.1. Given the No-No inspection game on the reference time interval [0, to] with k
interim inspections. The sets of mixed strategies are given by the set of distribution functions
on R resp. R¥, and the payoff to the Operator by (9.4) using (9.19). Define the cut-off time

point t* by’
* hl(o)
t* =1y (1 hk(l)) , (9.22)

and the half-closed intervals I,,,n=1,... k, by

wefo (i) o (i) 02

where the functions h,(x), n = 1,2, ... fulfil the system of differential equations (9.20) with
the boundary conditions (9.21).

Then an optimal strategy of the Operator is given by the distribution function

0 for s<0
. 1 he(1)
Pis)=9 —— _p 1—ht (22t — f Lin=1,...k
hk(l) k—n+1 n tO ( 0 S) or s&lip,n ) B
1 for s>t*
(9.24)
and an optimal strategy for the Inspectorate by the interim inspection time points
hn(l - U)
tr(U) =t 1-— =1,...,k 9.25
o =n (12T (0.25)

where U is a random variable which is uniformly distributed on [0, 1]. Formally, the distribution
function of the random vector (Ty, ...,T1) is, for any (tk,...,t1) € Ty, given by

Q*(tkw-’tl):min{l—hﬁl (hk(l) (1—%)) U (hk(l) (1—%))}

The optimal payoff to the Operator is

to

Op; = Opp(P*, Q") =ty —t* = .
Dk pe(P*, Q%) = to (D)

(9.26)

Proof. The proof is organized in three parts.

1. Because the functions h,(z), n = 1,2, ..., are monotonely increasing, h, ' () is monotonely
increasing, and thus, P*(s) is easily seen to be monotonely increasing. To prove that P*(s) is a
distribution function, the right-continuity of P*(s) has to be shown. Define foralln =1,...,k
— in contrast to the half-closed intervals I,, — the open intervals

o (o () (- 5im))

70Of course t* depends on k. In order to avoid confusion with the interim inspection time points tx, . .., t1
which later on even occur with a star, we suppress the index k at t* with the understanding that ¢t* is always
used for a fixed k.
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Because h,(z), n = 1,2,..., are differentiable function on (0, 1), it is clear that P*(s) is a
differentiable function for all s from the set

e 0l () )

m=1

and hence a continuous functions for any s € A. Furthermore, P*(s) is also continuous at all
points of [0,%9) which are excluded from the set A. This can be seen as follows: Let s* be

given by
K _ hn(1)
o= (1-3)

forannwithn=1,...,k—1, i.e., s* € I,,. Then (9.24) implies

kK)o 1
P (S ) = m hk’fnJrl(O)'

We determine for a s € I,,1; the limit of s — s*. Because s € I,, 11, it can be expressed as

o= (1-25)

for uw € [0,1). Then, lim,_,; s = s*, because of (9.21). Using (9.24), we get

1 1 1
P*(s) = ——— hg— = ——hin(1) = —— hyp— 0) = P*(s").
Thus, P*(s) is a continuous function on (0, %), see also Figure 9.2, and with the monotonicity
property shown above, a distribution function in R.

2. Using the abbreviation t := (tg,...,t1), we need to show that
Opi(s, Q") < Opi(P*, Q") < Opi(P™, t) (9.27)

for any s € S and any t € 7. To show the left hand inequality of (9.27), let s € I,, for an
index n =1,...,k. Thus, s can be written as, see Figure 9.1,

s(y) =to (1—%) foran y € (0,1).

The only optimal interim inspection time point lying in the interval I, is t5(u). Therefore,
the Operator’s payoff is, using (9.19), ¢ (u) — s(y) if and only if y < w < 1 and it is — with
ty(u) =0—=1t;_1(u) — s(y) ifand only if 0 < u <y, i.e., using t*(u) = (5 (u),...,t](u)),

n—1

Opr(s(y), t"(u))

hp—1(1 —u) hn(1—1v)
I I G i R G e ) B 02

to(lf%)ft()(lfM) for y<u<1
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Therefore, we get for the payoff to the Operator

hi(1 .

BL) Oy sy ()

to

y 1
= / (hn(1—=9y) — hp—1(1 —u)) du —|—/ (hn(1 —gy) — hp(l —w))du
0 Yy

y 1
=hp(l—y) — / hn—1(1 —u) du — / hn(1 —u)du. (9.29)
0 y
Taking the first derivative with respect to y leads to
d ([ hg(1 .
o (M o)) ) = 1= 0 = (=) + ). (030)

Since the functions hy,(x) fulfil the system of differential equations (9.20) for any = € (0,1),
we obtain from (9.30)

d <hk(1)

dy to

Opk<s<y>’t*<u>>) —0 forany ye(0,1),

which implies that Opy,(s(y), t*(u)) is a constant function on the interval I,,. Using (9.29) one
sees, that Op(s(y),t*(u)) is even a continuous function in y on the interval I,,, and thus, a
constant function for any s € [0,¢*]. The constant is for n =1 and y = 1, using (9.28),

* gk _ to

Opy, (t*,t"(u)) = (D)’

which leads finally, using (9.24), to
* * * * t *
Om(P\Q) = [ Op(s,Q)AP(5) = 1o = O

[O,t()) k’( )

In case of s > t* the payoff to the Operator is
to
to—s < —— =Opj.
0 = (D) Py,

Therefore we have shown that Opy (s, @*) < Opj, for any s € [0,%0), which is the left hand
inequality of (9.27).

3. We now prove the right hand inequality of (9.27). Let P(s) be any distribution function
on R with an atom in s = 0 and P(07) = 0. Then we obtain with t;4; = 0, (9.19) and the
properties of the Lebesgue-Stieltjes-integrals, see the footnote 4 on p. 159,

Op/g(P7 (tk, L. ,tl)) = / Opk(s, (tk, .. ,tl)) d(?)

[O,t())
k

:Z/ (tn—s)dP(s)+/ (to — s)dP(s).
n=1 7 [tn+1,tn) [t1,t0)
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Because P(s) is a distribution function, it is right-continuous in any point of [0, o), we further
obtain, using the result of footnote 5 on p. 159 and P(0~) =0,

k—1
Opk(P,(tk7...7t1)):tkP(0+)+/(0 )(trs)dp(swz/[ )(tnfs)dP(s)
itk n=0 7 tn+1:tn

— 4, P(0 +Ztn £) (tnﬂ))f/ sdP(s).

(0,t0)

Then differentiation with respect to t, leads for any (tg,...,t1) € Ty with tx,...,t; € A to

0 «
o, Opr(P*, (tg, ..., t1))

d
P*(tg) — — P*(tg) (tp—1 — tx) for n=k
dty,
= J . (9.31)
P*(tn) — P*(tn41) — T P*(tp) (bp—1 — tn) for n=1,...;k—1
The candidates (tx,...,t1) € Tg with tg,...,t; € A for being a minimum of the function
Opi(P*, (tk, .- -, t1)) have to fulfil the condition

8? Opi(P*, (tgy...,t1)) =0 for all n=1,...,k. (9.32)
We now show that the vector (¢ (u),...,t](u)), where ¢ (u) is defined by (9.25), is for any
u € (0,1) a solution of (9.32), i.e,, a cand|date for a minimum. Letn =1,...,k be an arbitrary

but fixed number. Because t,, € I,, we get, using (9.24),

Therefore, (9.31) simplifies for n = k and for any u € (0, 1), using (9.20) and (9.25), to

P) = e P, )~ i)

_ha(w) 1 hi(u)  to
he(1)  to Py (1 —u) hi(1)

(he(1 —u) — hg—1(1 — uw))

=0, (9.33)
and the second equation of (9.31) to
P(60) = P ) - o Pe)|, ) - )

_ Mg (u) P 1) 41 (1) _1 P —nya (@) _ —u
(1) hi(1) to h\(1—u) h (1)(h n(l—u) = hp_1(1 ))

~0. (9.34)
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Thus, (9.33) and (9.34) prove that all vectors (t(u), ..., #](u))|ue(,1) are candidates for the
minimum.

Now the proof proceeds in two steps. First, because for any u € (0,1) the time points
tf(u) lie in the disjoint intervals Ion = 1,...,k, it needs to be proven that any other vector
(tiy- .- t1) € Tr with tx,...,t; € A, does not fulfil (9.32). Thus, cases such as no interim
inspection is performed in some of the intervals Ion, e.g., ti,tk—1 € Iok,l, i.e., no interim
inspection is performed in Ik) or at least two interim inspections are placed in the same
interval, e.g., ty,tp_1 € I, have to be considered. Second, it is proven that even in case that
at least one of the ¢, is equal to a point at which P*(s) is not differentiable, (9.32) cannot be
fulfilled. The proofs of these two steps are by no means trivial. Since, however, their technical
details are far from the subject of this monograph, we refer the reader to the original work of
Diamond (1982). O

Let us discuss the results of Theorem 9.1. First, the solution of Diamond’s inspection game
is for k > 2 considerably more complex compared to the one with & = 1 interim inspection,
see Lemma 9.1, and has the following features; As before, the Operator will not start the
illegal activity after time point ¢t* as given by (9.22), again due to the fact that detection is
guaranteed to occur at the end of the interval and the Operator will not wish to wait too
long before starting the illegal activity. The interim inspections take place in disjoint intervals.
The interim inspection times are random, but it is a randomization over a one-parameter
family of pure strategies where the interim inspection time points are fully correlated. One
may understand this important property if one looks again at the No-No inspection game with
k = 2 interim inspections analysed in Section 3.2: There also just one random experiment is
performed because the time points (ja, j1) are realized according to q = (q(1,2), - - -, dv—1,3))-
The Operator’s optimal distribution function is piecewise defined on the k time intervals I,,,
n = 1,...,k, and has the atom P*(0) = 1/hy(1) at the beginning of the reference time
interval. For the optimal expected detection time we get from (9.26)

to — Op;, =t*,
which means that, like in Lemma 9.1, it is the time between the last possible interim inspection
time point and the end of the reference time interval.
Second, in case of k = 2 or k = 3 interim inspections, the system of differential equations
(9.20) and (9.21) has the solution
. 1,
hi(z) =€, ha(z)=¢"(e—x) and hs(x)= ie”(72e +2¢% —2ex+12?).

Therefore, we get for the atoms P*(0)

L
e(le—1)
2
e(2e2—4e+1)

~0.214 for k=2
P(0) =
~0.150 for k=3

as well as the optimal expected detection times

lo lo
— = —— ~ 0.214¢ f k=2
hao(1)  e(e—1) 0 or
to 2to
= ~ 0.150¢y f k=3
h3(1)  e(—4e+2e2+1) o tor
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The Operator’s optimal distribution function is depicted in Figure 9.2 for to =4 and k = 2,3
interim inspections. It can be seen that it is a piecewise differentiable function with an atom
at s =0.

Figure 9.2 Optimal strategy of the Operator for tg = 4 and k = 2 (left) and k = 3 (right)
interim inspections.

P(s) P(s)

1.0

0.8

0.6

0.4 0.4

0.2F 02+

Third, Diamond (1982) has shown that for large & the optimal interim inspection time points
are uniformly distributed in their intervals and that the optimal expected detection time Opj;
approaches to/(2k + 2/3) rapidly with exponentially small error. It should be noted that
Diamond also demonstrates computational solution methods for non-linear loss functions.

Fourth, the optimal expected interim inspection time points Eq+(7%,), n = 1,...,k, can be
determined as follows: Using (9.20), (9.25), and (9.26), we get foralln=1,....k

1 _ 1
Eo-(T,) = / to <1 — M) du =ty — Opjy, / hn(1—u)du
Jo hi(1) 0

~Eo-(T,1) - O | 1w
= EqQ-(Tn-1) — Opj, (hn(1) = ha(0)) (9.35)
where Ty := ty. Therefore, we obtain, using h;(0) = 1 from (9.21), and (9.35),
Eg+(Tn) = to — Opj, (hn(1) — 1), (9.36)
which reduces for k = 1 interim inspection again to (9.16) and for n = k to
Eq-(Tk) = Op. -

Note that due to the complicated structure of P*(s), Ep-(S) cannot be given explicitly for
k > 2 interim inspections. Thus, as a generalization of (9.15) we formulate, using (9.22) and
(9.26), the conjecture:

. . h1(0) t 2
Ep-(S) =t* — Op} = to (1 - hi(1)> - hk&) =t <1 - Wl)) . (9.37)

Fifth, it should be mentioned that in practice it may be difficult to plan and perform interim
inspections within the continuous time model, since this may create too many problems both
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for the Operator and the Inspectorate. A practical solution could be to take the nearest possible
time point to the optimal interim inspection time point(s).

Finally, if the Inspectorate deterministically inspects at time points

k—n+1
tn:kiﬂto, n=1,...,k,
the illegal activity is detected at most after time ¢o/(k + 1) has elapsed. This is indeed an
optimal inspection strategy if the Operator can observe the interim inspections, i.e., in the
Se-No and the Se-Se inspection game; see (10.26) for 3 = 0 and (12.50) for « = 8 = 0 and
using Lemma 22.1. In that case, the start of the illegal activity s is uniformly chosen from the

set {0,%,...,t1}, conditional upon the Inspectorate’s action. Then we get by (9.19)
1 1 to
—— (tx — 0 — (tg—1 — ¢ oo+ —— (o —t1) =
1 O g et e A g o —t) =

for the expected detection time.

9.3 Any number of interim inspections; errors of the second
kind

Let us now assume that we deal with an inspection problem where an illegal activity preceding
an interim inspection is detected with probability 1— 3 as it is the case if this interim inspection
uses an Attribute Sampling procedure; see Thyregod (1988).

The inspection game analysed in this section is based on the assumptions (iv'), (vii") for any
number k of interim inspections, and (ix’) made at the beginning of Section 9.1, and on the
specification:

(v') During an interim inspection the Inspectorate may commit an error of the second kind
with probability 5 > 0, i.e., the illegal activity, see assumption (iv'), is not detected
during the next interim inspection with probability 3. Note that if there is no interim
inspection left, then it is detected with certainty at the final PIV; see assumption (iii).
This non-detection probability is the same for all k interim inspections.

The remaining assumptions of Chapter 8 hold throughout this section. Note that the discrete
time variant of this inspection game is treated in Section 6.1.

Let us start with £ = 1 interim inspection. Again, the Operator starts the illegal activity at
some time point s from the reference time interval [0,to) and the Inspectorate performs its
interim inspection at time point ¢; € (0,tp). Thus, the sets of pure strategies of both players
are again given by (9.1).

The payoff to the Operator, i.e., the detection time, is given by the payoff kernel

(I1=8)(t1—9)+B(to—s) for 0<s<t; <tp

to— s for 0<t;1<s<ty (9.38)

Opi(s,t1) = {

because in case the illegal activity is started before the interim inspection takes place, i.e.,
0 < s < tj, the illegal activity is detected at time point ¢; with probability 1 — 5 or, if it is
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not detected at ¢; with probability 3, it is detected at ty, the final PIV, with certainty; see
assumption (x) of Chapter 8. If the illegal activity is started after the interim inspection takes
place, i.e., t1 < s < tg, then it is detected at time point to, again with certainty. Note that
the payoff kernel (9.38) can be seen as a generalization of the payoff (6.3).

The game with payoff kernel (9.38) does not possess a saddle point in pure strategies; see the
case S =0 on p. 157. Therefore, mixed strategies and the Operator’s payoff according to (9.4)
have to be considered again.

The game theoretical solution of this inspection game, see Sohrweide (2002) and Avenhaus
et al. (2003), is presented in Lemma 9.2, which is the continuous time version of the discrete
time No-No inspection game treated in Theorem 6.1.

Lemma 9.2. Given the No-No inspection game on the reference time interval [0, to] with k = 1
interim inspection, and with errors of the second kind. The sets of mixed strategies are given
by the set of distribution functions on R, and the payoff to the Operator by (9.4) using (9.38).
Define the cut-off time point t* by

* o, 1
t* =t (1— ﬁ) . (9.39)

Then an optimal strategy of the Operator is given by the distribution function

0 for s<0
Prs) =4 bt " (9.40)
s P for se[0,t%) > :
0— S
1 for s> t*

and an optimal strategy for the Inspectorate by the distribution function

0 for t1 <0

Q" () = L In fo for ¢ €[0,t%) - (9.41)
1-p8 to — 1 ’
1 for t1 > t*

The optimal payoff to the Operator is

Op] :==Op (P*, Q") =tyg —t* = (9.42)

el=8"

Proof. The proof is a straightforward generalization of the proof of Lemma 9.1 resp. a special
case of the proof of Lemma 9.3, therefore, it is omitted here. O

Let us comment the results of Lemma 9.2: First, the first and the third comment — with
hi(z) = e1=P)% _ given after Lemma 9.1 hold here as well. The fourth comment has to be
modified: From (9.15) we obtain for the optimal expected time point for the start of the illegal
activity Ep«(S), using (9.40) and (9.42),

Ep«(S) = /oz : sdP*(s) =t"+ Op] In {1 - %0}
sLo

=t =(1=p)Opi =t"(2-8) -t (1-5), (9.43)
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which for 8 = 0 coincides with (9.15). For the optimal expected interim inspection time point
Eq+(T1) we get, using (9.39), (9.41) and (9.42),

1 t* t1
Eo-(Th) = t1dQ* (1) = —— dt
o+ (T1) /(%) 1dQ"(t1) 1—5/0 Pl

t* 1
— - (Op — 1 B) . 9.44
0"1-5 175(171 0B) (9.44)
which coincides for 8 = 0 with (9.16). Note that (9.44) can also be obtained in analogy to
(9.16) using hi(z) = e1=#)% The optimal expected time point for the start of the illegal
activity is, using (9.43) and (9.44), given by

Ep-(S) + (1= B)Eq-(Th) =t" — 1o B3,

which simplifies for 5 = 0 to (9.17). Also note that Eq«(T1) as given by (9.44) and (6.14)
coincide if we identify N + 1 with t.

Second, note that in this game the structure of the optimal strategies and the optimal payoff
to the Operator, is not changed compared to the game with 5 = 0 in Lemma 9.1. If in
addition errors of the first kind are considered, the equilibrium payoff to the Inspectorate will
be structurally different from that of the Operator; see Lemma 9.3 (i).

Let us now turn to the case of £ > 1 interim inspections. The Operator's set of pure strategies is
again given by Sin (9.1), and the Inspectorate’s one by (9.18). The payoff to the Operator, i.e.,

the detection time, however, has to be amended accordingly. For t,,11 < s <t,, n=0,...,k,
it is given by (Z?n:l .= 0)

Opi(s, (tk,...,t1)) =1 =B){tn—9) +B(1L—=B) (tn—1 —5) + ...+ 8" (to — 5)

n

=(1=B) > B (tm—5)+B" (to—5), (9.45)

m=1

where ¢41 = 0. Again, the system of differential equations (9.20) has to be modified: Now,

the functions h,(z), n =1,2,..., have to satisfy the system
n—1
hy(2) = (1= B) hn(z) — (1 - 5)2 Z ﬂn_(m-H) b () (9.46)
m=1
of differential equations with Z?H:I ...:=0, and with the boundary conditions
h1(0) :=1 and hn(0) := hp—1(1) for n=2,3,.... (9.47)

This system has also a unique solution; see Braun (1975). It can be shown — analogously to
the proof on p. 162 — that the functions h,(z) are monotone increasing for any x € [0, 1] and
alln=1,2,....

Because we do not give a proof of the solution of this inspection game for any number k of
interim inspections, the result is formulated as a conjecture for which we have a well-considered
and strong evidence:
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Conjecture 9.1. Given the No-No inspection game on the reference time interval [0, to] with k
interim inspections, and with errors of the second kind. The sets of mixed strategies are given
by the set of distribution functions on R resp. RF, and the payoff to the Operator by (9.4)
using (9.45).

Defining the cut-off time point t* and the half-closed intervals I,,,n = 1,...,k, by (9.22) resp.
(9.23), where the functions hy,(x), n = 1,2, ... fulfil the system (9.46) of differential equations
with the boundary conditions (9.47).

Then an optimal strategy of the Operator is given by the distribution function (9.24), an optimal
strategy for the Inspectorate by the interim inspection time points (9.25) with a uniformly
distributed random variable U on [0,1], and the optimal payoff to the Operator is given by
(9.26).

As we see the only difference to the case 3 = 0 treated in Theorem 9.1 is given by the modified
differential equations (9.46) for the functions h,(z), n = 1,2,.... Whereas the necessary
conditions for an optimum given by (9.32) can be shown to be fulfilled, the remaining part
of the proof, especially the one for which we referred to Diamond’s original work, has to be
reproduced carefully.

Let us comment the conjecture: First, the first comment to Theorem 9.1 holds here as well.

Second, the first two differential equations of (9.46) are given by
hi(e) =1~ B)h(x) and  hy(z) = (1~ B)ha(z) — (1 - B)* h(a) (9.48)
and thus we get, using (9.47) for n = 2,
(@) = DT  and  hy(z) = 0P (61—13 a(1- 5)2> .

Therefore, we obtain for the optimal expected detection time in case of & = 2 interim inspections

to  to 1
ho(1) — el=F el=F — (1 - B)2°

Op; =

Note that limg_,; Op} = limg_,; Op} = to, but Op5 < Opj for § < 1, as one would have
expected.

It can be conjectured, that (9.43) and (9.44) can be generalized accordingly to the case of
k > 1 interim inspections, i.e., that

Eg+(Ty) = to — Opj, (hn(1) =1)  and  Ep«(S) =t*— Opj =to (1_%(1))

holds; see (9.36) and (9.37).

9.4 One interim inspection; errors of the first and second kind

Sampling procedures with errors of the first and second kind have already been mentioned in
Section 7.4. Since, however, we deal here the first time explicitly with these problems, we
discuss them now and in Section 9.5 in more detail. The content of this section is based on
the work by Sohrweide (2002), Avenhaus et al. (2003) and Krieger (2011).



Chapter 9: No-No inspection game 173

Let us assume that in performing the only interim inspection a Variable Sampling procedure
is used, see Thyregod (1988), this means that an error of the second kind may happen, i.e.,
that an illegal activity preceding the interim inspection is detected with probability 1 — 5 and
furthermore, that an error of the first kind, i.e., a false accusation, may happen with probability
«a. According to standard statistical practice we assume that the value of the false alarm
probability « is fixed a priori but we will come back to this point in Section 9.5. Also, we
assume that the test procedure used for the interim inspection is unbiased, see Rohatgi (1976),
which means that we assume

a+pB<1. (9.49)

In words: The false alarm probability o has to be smaller then the detection probability 1—/5(«),
i.e., the probability of rejecting Hy, when false, has to be not less than the probability of
rejecting Hy, when true. In Section 9.5 additional assumptions, such as that the non-detection
probability 3 is a monotone decreasing function of the false alarm probability «, will be made.

The inspection game analysed in this section is based on the following specifications:

(iv') The Operator may start at most once an illegal activity during the reference time interval
[0,t0] in the only facility under consideration.

(v') During an interim inspection the Inspectorate may commit an error of the first and second
kind with probabilities & and 3. If the interim inspection is performed before the start
of the illegal activity, then only an error of the first kind (false alarm) may occur. If the
interim inspection is performed after the start of the illegal activity, the only an error of
the second kind (non-detection) may occur. The "game" continues after an error of the
first kind.

(vii") The Operator decides at the beginning of the reference time interval, i.e., at time point
0, whether to behave legally, see assumption (iv'), or when to start the illegal activity.

The Inspectorate decides at the beginning of the reference time interval when to perform
its interim inspection.

The remaining assumptions of Chapter 8 hold throughout this section.

Note that, as mentioned in Section 7.4, false alarms have negative consequences both for the
Operator and the Inspectorate, we can no longer model the inspection problem as a zero-sum
game, and payoff parameters have to be introduced. Thus, the payoffs to the two players
(Operator, Inspectorate) are given by (8.1) and (8.2) for k = 1 interim inspection.

Again, the Operator starts the illegal activity at some time point s from the reference time
interval [0,%0) and the Inspectorate performs its interim inspection at time point t; € (0, ¢o).
Thus, the sets of pure strategies of both players are again given by (9.1).

The Operator’s payoff is, using (8.1), given by the payoff kernel
dl1=p5)(t1—s)+Bto—9)]—b : 0<s<t; <ty

Opi(s,t1) =4 d(to—s)—fa—-1> 0ty <s<ty , (9.50)
—fa . legal behaviour

because in case the illegal activity is started before the interim inspection takes place, i.e.,
0 < s < t1, the illegal activity is detected at time point ¢; with probability 1 — 3 or, if it is not
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detected at t; with probability 3, it is detected at to with certainty. In case the illegal activity
is started after the interim inspection takes place, i.e., t; < s < to, it is detected at time point
to. In this case, the interim inspection may cause a false alarm with probability a. Of course,
this may also happen if the Operator behaves legally. Note that Op;(s,t1) can no longer be
interpreted as detection time.

The Inspectorate’s payoff is accordingly given by

—al(1=08)(t1—8)+B({to—s)] : 0<s<t; <ty
Ini(s,t1):=¢ —a(to—s)—ga D 0<ti <s<ty . (9.51)
—ga ¢ legal behaviour

Because the generalized Diamond inspection game with @ = 0 and 8 > 0 discussed in the
last section does not possess an optimal strategy in pure strategies, it is not surprising that
the game with payoff kernels (9.50) and (9.51) does not possess a Nash equilibrium in pure
strategies. Therefore, mixed strategies and (expected) payoffs according to (9.4) have to be
introduced again:

Opi(P.Q) = /M /(W Opi (5.11) dQ(t1) dP(s) -
9.52
Ini(P,Q) = /[o,m) /WO) (s, 41) dQ(t1) dP(s) .

The game theoretical solution of this inspection game, see Sohrweide (2002) and Avenhaus
et al. (2003), is presented in

Lemma 9.3. Given the No-No inspection game on the reference time interval [0, to] with k = 1
interim inspection, errors of the first and second kind, and an unbiased test procedure. The
sets of mixed strategies are given by the set of distribution functions on R, and the payoffs to
both players by (9.52) using (9.50) and (9.51). Define the cut-off time point t* by

= (to - 5 ﬁ) (1 - e%ﬁ) . (9.53)

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op;} :=
Op1(P*,Q%) and In} := In,(P*,Q%):

(i) For
to —t* > b (9.54)
0 d .

an equilibrium strategy of the Operator is given by the distribution function

0 for s<0
«, 9«
. to—t 4+ 2 ——
P*(s) = ;156 for sel0,t*) > (9.55)
=5+, 153

1 for s> t*



Chapter 9: No-No inspection game 175

and an equilibrium strategy for the Inspectorate by the distribution function

0 for t1 <0
[«
N 1 f=G1-5
Q*(t1) = In for t; €10,¢%) - (9.56)
1-74 b — #y — [
L S
1 for t > t*

The equilibrium payoffs to the Operator and to the Inspectorate are
Opl =d(to—t")—fa—> and
9.57)
v (
g_« ) In|l——F—F—+— .

(ii) For
fo—t* < 2 (9.58)
0 d .

the Operator behaves legally. The distribution function Q*(t1) given by (9.56) is an
equilibrium strategy of the Inspectorate.

The equilibrium payoffs to the Operator and to the Inspectorate are

Opi =—fa and In]=-ga. (9.59)

Proof. Ad (i): It can be seen that P*(s) given by (9.55) and Q*(¢;) given by (9.57) are
distribution functions on R.

Since, as mentioned, we deal here with a non-zero-sum game, we have to show, generalizing
(9.5) and (9.6), that the Nash conditions

Op1(s,Q") < Op1(P*,Q%) and Iny(P*,t1) < Iny(P*, Q%) (9.60)
are fulfilled for any s € S and any ¢, € T7.

Explicitly, Op (s, Q*) is given by

Opi(s,Q) = /08 (d(to—s) — fa—>) ¢"(t1)dt

o
+ [l -9 0-p)+ 0 - 981~ 8) ¢" (1) .
whereas Inj(P*,t1) is given by

I’rll(P*.,tl):/ [nl(s,tl)dP*(s)
[0,t0)

= (~a) {[(totl)(lﬁ) - ga] P*(ty) + (t0+ga) P*(ty) 7/(0 sdP*(s)} .

;to)
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With these two expressions for Op1(s, Q") and Ini(P*,t1) the proof can be carried through
analogously to that of Lemma 9.1. Especially we get for any s € [0, t*]
Opi1(s,Q")=d(to—t") — fa—b. (9.61)
Inequality (9.54) assures that
Opi > —f a = Op1 (legal behaviour, 1)
for any ¢1 € (0, tp).
Ad (ii): (9.58) implies for all s > ¢*
dto—s)—fa-b<dto—t)—fa-b<—fa.
Thus, we get, using (9.58), (9.59) and (9.61),
dto—t")—fa—> : 0<s<t*
Opi(s, Q") = { < —fa=0p7,
d(to—s)—fa—10 : tr < s <t

i.e., the left hand inequality of (9.60) is fulfilled for any s € S. The right hand inequality of
(9.60) is fulfilled as equality. O

Let us comment the results of Lemma 9.3: First, the first and the third comment — with an
appropriately defined function hj(z), see (9.68) — given after Lemma 9.1 hold here as well.

Second, in analogy to the derivations in (9.15), we get, using (9.55) and (9.57), for the expected
time point for the start of the illegal activity in the equilibrium

-
g « 1
[Ep*(S):t*— (to—t*-ﬁ-* )/ ds
al-p 0 t075+270‘
a

1-p
t*
:t*+<t0_t*+gi)1n 1— 7@
al-p to+ = :
al-p

Iny
=t L+ Bt 1),

which coincides for &« = 0 with (9.43). The expected interim inspection time point in the
equilibrium is, using (9.53), (9.56) and (9.57), given by

1 v
Eo-(T1) = / t1dQ*(t1) = /
(0,t0) 1-— /8 JO tO —t

.t f a1 Opi+b
=75 d1_6—1_6< y toﬁ>, (9.62)

which for d = 1, b = 0 and a = 0 coincides with (9.44). Because ¢* according to (9.53)
depends on f but not on g, Eg+(T1) by (9.62) is a much simpler generalization of that for
a =0, see (9.44), than Ep-(S) by (9.62) compared to (9.43).

t
! dt,

[SHASN
E

1= 1_

®
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Third, taking into account errors of the first kind changes the structure of the solution funda-
mentally: The Operator’s equilibrium strategy depends on the Operator’'s own payoff parame-
ters. Also, the Inspectorate’s equilibrium payoff is totally different from that of the Operator
which is not the case if only errors of the second kind are taken into account: Using the payoff
structure (8.1) we get for an Attribute Sampling procedures, i.e., « = 0, according to Lemma
9.2

Op] =dtp e~ (1-8) _p and Int=— e—(1-8) aty.

Fourth, because Q*(¢1) is also an equilibrium strategy of the Inspectorate under condition
(9.58), it is a robust equilibrium strategy in the sense that the Inspectorate can just play
Q*(t1) and does not need to check whether (9.54) or (9.58) is fulfilled; see also Table 7.3 on
p. 142 for an overview of inspection games with a robust Inspectorate’s equilibrium strategy.

In the following Lemma it is shown under which conditions even a pure equilibrium strategy of
the Inspectorate, in case of legal behaviour of the Operator, exists.

Corollary 9.1. Given the No-No inspection game on the reference time interval [0,y] with
k = 1 interim inspection, errors of the first and second kind, and an unbiased test procedure
analysed in Lemma 9.3.

If
1 f b
55 (to +Z a) < (9.63)
then the Operator behaves legally and the Inspectorate has a pure equilibrium strategy t; with
b 1 /(b ¥
St — (2t B8-La). .64
t() d til*ﬂ(d toﬁ dOé) (96)

The equilibrium payoffs to the Operator and to the Inspectorate are given by (9.59).
Proof. We first prove that (9.63) yields

to—t* < (9.65)

b
d bl
where t* is given by (9.53), i.e., the Operator behaves legally because of (9.58). Suppose (9.65)
does not hold. Then we get from (9.53) and (9.63)

1 f . [ « 1
a5 (o) <o o= (0-5755) (1-a5).
which is equivalent to
1 1 f 1—e (-9 1
to (2_5—616)<da( ) (9.66)

Because the expression in brackets on the right hand side of (9.66) is larger than zero for
0 < B <1, and because of f < dty, see (8.2) for k =1, and a + 8 < 1, we get from (9.66)

1 1 1 1-8 1 1
dto (27/311*&) </ (1’61%*27/3) < dho (276114*)7
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which is a contradiction. Thus, (9.65) is fulfilled.

Because of (9.65) and case (ii) of Lemma 9.3, the Operator behaves legally. Thus, using (9.50),
the time point ¢ € (0,tp) is a pure Nash equilibrium strategy if and only if

B >{d[(15)(t1‘s)+5(tos)}b L 0<s<tl

(9.67)
d(to—s)—fa—-10 : ] <s<tp

Maximizing the right hand side of (9.67) with respect to s yields
d[(1—p)t5 + Bto] = b
~fax
d(to—t)— fa—b
which is equivalent to (9.64). Inequality (9.63) assures the existence of ¢} fulfilling (9.64). O

Note that even in case of & = 3 = 0 it may happen that (9.65) is fulfilled but (9.63) is violated:
For to = 6 and b/d = 2.5 we have dty = 12/5b > b, i.e., the left hand inequality in (8.2) is
fulfilled for k = 1. Thus, we get by (9.53) and (9.63)

b o

t
to—t*:—0%2.21<2.5zg and =3>25=
e

b
2 d’
i.e., (9.58) is fulfilled and the Operator behaves legally, but (9.63) is violated. Thus, Q*(¢1) as
given by (9.56) is an equilibrium strategy of the Inspectorate and no pure equilibrium strategy
t} exists, because the set (9.64) is empty.

Corollary 9.1 is really surprising: First, the fact that the equilibrium strategy of the Inspectorate
is deterministic — although not unique — is surprising in view of the sophistically randomized
equilibrium strategy (9.56) in case of illegal behaviour of the Operator. Second, if (9.63) is
fulfilled, then the interval given by (9.64) is the same as that of the Se-Se inspection game, to
be considered in Section 12.1, given by (12.11) for ¢t = 0.

Let us conclude this section with a remark on the inspection game with « > 0 and 8 > 0 and
more than one interim inspection, see Krieger (2011): The system of differential equations to
be solved in case of two interim inspections is similar to (9.48), and given by:

Ri(x) =1 - B)hi(z) —af/d

L(2) = (1 B) halw) — (1 - B> ha(x) — a f/d,

with h1(0) = Az and ho(0) = hi1(1), where Ay > 0 is determined by the condition hs(1) = to.
Recall that the construction of the optimal strategies in Theorem 9.1 is essentially based on the
monotonicity property of the functions h,(z), n = 1,2, .... Finding conditions on «, 8, f, d and
to leading to monotone increasing functions hj(z) and ho(x) fulfilling (9.68) for any z € [0, 1],
however, has neither achieved for the case of k = 2 interim inspections nor does it seem feasible
for any number k& > 2 of interim inspections.

(9.68)

9.5 Choice of the false alarm probability

In Section 9.4 we have assumed that the false alarm probability a is a parameter of the model,
and that the test procedure used for the interim inspection is unbiased; see (9.49). We now
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assume in addition that the non-detection probability 3(«) is given as a function of . Note
that in signal detection theory the plot (o, 1 — 8(«)) for o € [0, 1] is called Receiver Operating
Characteristic (ROC) and illustrates the performance of a binary classifier system as its dis-
crimination threshold is varied; see Pepe (2004) or Krzanowski and Hand (2009). In Chapter
20 this concept together with some of its properties is explained in more detail with the help of
some numerical examples. For a wide class of statistical tests it can be shown that 5(0) =1
and (1) = 0 and that 3(«) is a monotone decreasing function of c. Summing up, we assume
in this section

B0)=1, B(1)=0, a+p(a)<l and p(a)is monotone decreasing in . (9.69)

Since the choice of the value of « is up to the Inspectorate, one may ask what its appropriate
value should be.

In practice, some conventional value is taken, e.g.,, @ = 0.01 or &« = 0.05. In the context
of inspections, however, it is natural to use that value which is optimal in the sense of the
Inspectorate’s intentions. In the following we will present a procedure, keeping in mind that
it has not yet applied in practice, since it depends crucially on the knowledge of the payoff
parameters of both players. Also for these reasons we will limit the analysis to the case of just
one interim inspection, i.e., we consider it primarily to be of theoretical interest. It should be
mentioned here that we will come back to this issue in Sections 12.4, 15.5 and 16.4, therefore,
we will go here into some major detail to which we will refer later on.

Using (9.57) and (9.59), the equilibrium payoff to the Operator is given by

Op;  for Operator’s illegal behaviour

Opi(a) := {

—fa for Operator’s legal behaviour

1 — e~ (1=B(e)
—(1=B(a)) _ [ L
_ ) dige fa (1 T b for tog—t*>b/d . (9.70)
—fa for to—t" <b/d
where t* = t*(c, B(cv)) is given by (9.53). Define for any a € [0, 1]
1 — e~(-B)
Fla) := —(1-8()) _ G N 71
() :=dtge fa ) b (9.71)

Note that F'(«) is equal to Opj, see (9.70), if and only if to — t* > b/d, i.e., only for those
a € [0, 1] for which we have ¢ty — t*(«a, 8(a)) > b/d.

Using (8.2) for k = 1 interim inspection, (9.69), and (9.71) we get

F)=dty—b>0 and F(1):%—£—b<F(O).

Furthermore, F'(«) is a monotone decreasing function on [0,1]. To prove this statement, we
define

) _e-(1-p)
Fa,B)=dtge P — fa (1 - 116_;> —b, (9.72)
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which implies F(a) = F(a, 8(c)). Let us assume — for an ease proof - that B(a) is a
differentiable function on (0,1). Thus, because of (9.69), we have 5'(a) < 0. Applying the
chain rule from calculus, we get for any a € (0,1)

1o P(0) = (e Plauf). 3 Fla )

1
o) <6’(a)) . (9.73)

Because 3 — ¢~ (1=9) is a monotone increasing function in [0, 1] with value 0 for 3 = 1, we
obtain, using (9.72), for any « € (0,1), and thus, for any 8 € (0, 1), see (9.69),

0 = 1— e (1-5)

Again, using (9.72), leads for any (o, 3) € (0,1) x (0,1), using (9.53), to

0 - 1—e (-0
— F(a, :de_(l_’g)t*Jr oa—— > 0.
ap =@ F) To a5

Thus, (9.73) yields F'(a) < 0 for any « € (0, 1).

For the purpose of illustration, we assume that the non-detection probability 5(«) is, using
(20.7), given by

e =@ (0711 - ) - 11200 (0.74)
o
which describes a statistical test problem where it has to be decided if the random variable X
is Gaussian distributed with expectation sy and variance o2, or else if X is Gaussian distributed
with expectation 7 > jio, and the same variance o2, For the graphs we have chosen (17 —
to)/o = 1.5. Note that S(«a) as given by (9.74) fulfils (9.69); see Chapter 20.

Figure 9.3 represents F(a) and —f« as well as the resulting Opj(«). Depending on the
regions of definition, see (9.70), F(a) and —f « are solid or dashed, and Opj(«) is solid for
any a € [0,1]. We have chosen tg = 1,b = 6, f = 1.5; the three graphs correspond to d = 9
(left top), d = 12 (right top) and d = 14 (bottom). Note that these parameters fulfil (8.2) for
k =1 interim inspection.

Because F'(«) is a monotone decreasing function on [0, 1], we need to distinguish the cases:
(i): F(1) < —f and one intersection point
two intersection points (9.75)
(ii): F(1)>—f and

no intersection point

In case (i) the Operator will

A

behave illegally
be indifferent  for a * (9.76)

Il
Q

behave legally >
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Figure 9.3 The equilibrium payoff (9.70) to the Operator for tg = 1,b=6,f =1.5and d=9
(top left), d = 12 (top right) and d = 14 (bottom).

op;(a) Opi(a)

dto-b

dto-b

—f b _f L

Opi(a)
dty-b
. a
]
_f b
where o is given by F'(a*) = —f o*, and in case (ii) with two intersections the Operator will
behave illegally a<ay or ay<a
be indifferent  for a=aj or a=a} (9.77)
behave legally o <a<aj
where of and o with of < a3 are given by F(o) = —f o} and F(o5) = —f ob. Because

F(a) > —faforany a € [0,1] in case (ii) and no intersection point, the Operator will behave
illegally for all values of a.

Now let us come back to the determination of the optimal value of o. One way would be to
include « into the set of pure strategies of the Inspectorate and to solve this extended game.
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This has been done for related problems, see Avenhaus and Canty (1996), Theorem 9.3, and
leads to an equilibrium strategy of the Operator according to which he behaves legally or illegally
with positive probabilities, i.e., the Operator can not be deterred from behaving illegally.

Another way is to apply the so-called Inspectorate Leadership Principle®: The Inspectorate
chooses a value of o and announces it to the Operator in a credible way. Of course, the value
of « is chosen in such a way that the Inspectorate’s payoff is maximized.

Using (9.57) and (9.59), the equilibrium payoff to the Inspectorate is given by
Inj  for Operator’s illegal behaviour

Inj(a) == {

—ga  for Operator’s legal behaviour

G(a) for to—t*>0b/d
{ (9.78)

—ga for to—t* <b/d

where G(a) is, using (9.53) with t* = t*(«, S(a)) and (9.57), for any a € [0, 1] defined by

G(a):=—a [ﬁ(a) (to — " (o, B()))
(9.79)

P R
0T a1= B(a)

(9.78) implies that G(«) is equal to Inj if and only if ¢g — t* > b/d. Because ¢t*(0,1) = 0,
(9.69) together with (9.79) imply

- (to ~ t"(a Bla)) + 2

I W A e (E)
al—/ﬁ(a))l !

GO)=—atg<0 and G()=a (- 1.0+ ) m |1~ T

a t0+a

In Figure 9.4, the solid curve represents Inj(«) for the sets of parameters used in Figure 9.3
and a = 10 and g = 3, which fulfil (8.2) for k = 1 interim inspection.

Figure 9.4 indicates that 1) —g > G(1) > G(0), and 2) G(a) is a monotone increasing
function of a € [0, 1], which, however, could not be proven yet for any differentiable function
B(a) fulfilling (9.69) in contrast to the corresponding monotonicity property for F'(a). Note
that the difference in the plots of G(a) between the cases d = 9,12 and d = 14 can only be
recognized for values of « close to one.

In case of d = 9 and d = 12 (top row), we see that for &« = a* resp. a = af and legal
behaviour of the Operator the Inspectorate’s payoff is maximized. Indeed one can show that
these strategies constitute an equilibrium, in other words, the Operator is deterred from behaving
illegall, or induced to legal behaviour, to say it in a positive way.

In case (ii) and no intersection point in (9.75), i.e., the bottom graph in Figure 9.4, the appli-
cation of the Inspector Leadership Principle does not result in the deterrence of the Operator

8This principle has been introduced into Economic Theory by von Stackelberg (1934) and applied first to
inspection games by Maschler (1966). For further details see Section 7.4 and Avenhaus et al. (2002).
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for the chosen set of parameters and the specific function 5(«) given by (9.74): Because the
maximum of Inj(«) in [0,1] is attained at o = 1, the optimal value of « is one. The Operator,
however, is not deterred from behaving illegally, because F'(1) > — f; see Figure 9.3. Note that

at a = 1 the Operator’s payoff is even minimized.

Figure 9.4 The equilibrium payoff (9.78) to the Inspectorate for the sets of parameters used

in Figure 9.3 and a = 10 and g = 3.

Ini(a)

/a’

n3(a)

a %

n}(@)

gt
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Chapter 10

Se-No inspection game for one
facility: Avenhaus-Krieger model

Because there is no difference between the No-Se and the No-No inspection game with k = 1
interim inspection, the game theoretical solution presented in Lemma 9.2 also applies to the
No-Se inspection game with k& = 1 interim inspection and is not repeated here. What can be
said in case of kK = 2 interim inspections? Whereas in Section 4.1 the discrete time No-Se
inspection game with N = 4 possible time point for k = 2 interim inspections is treated, there
exist no game theoretical solution for this variant and continuous time.

Thus, we directly start with the analysis of the Se-No inspection game for any number k&
of interim inspections and non-vanishing errors of the second kind in Section 10.1, which is
based on Avenhaus et al. (2009a), Avenhaus et al. (2010) and Avenhaus and Krieger (2013b).
In Section 10.2 the practical application which has already been presented in Section 6.6 is
discussed once more. The special case of k = 2 interim inspections and non-vanishing errors of
the first and second kind, analysed in Avenhaus and Krieger (2010) and Avenhaus and Krieger
(2011b), is presented in Section 10.3.

In this chapter, assumption (vii) of Chapter 8 is specified as follows:

(vii") The Inspectorate decides at the beginning of the reference time interval, i.e., at time
point ¢x41, at which time point(s) it will perform its & interim inspection(s).

The Operator decides at the beginning of the reference time interval whether to start
the illegal activity immediately at time point ¢;, 1 or to postpone its start; in the latter
case he decides again after the first interim inspection, whether to start the illegal activity
immediately at that time point or to postpone its start again; and so on. While in Section
10.1 the Operator starts the illegal activity latest immediately at the time point of the
last interim inspection, in Section 10.3 he can behave legally throughout the game.

Further assumptions will be specified in Sections 10.1 and 10.3, while the remaining assumptions
of Chapter 8 hold throughout this chapter.

185
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10.1 Any number of interim inspections; errors of the second
kind

The inspection game analysed in this section is based on the following specifications:

(iv') The Operator starts once an illegal activity during the reference time interval [t;1,to]
in the only facility under consideration.

(v') During an interim inspection the Inspectorate may commit an error of the second kind
with probability 3, i.e., the illegal activity, see assumption (iv’), is not detected during the
next interim inspection with probability 8. Note that if there is no interim inspection left,
then it is detected with certainty at the final PIV; see assumption (iii). This non-detection
probability is the same for all & interim inspections.

(ix") The payoffs to the two players (Operator, Inspectorate) are linear functions of the detec-
tion time At, i.e., the time between start and detection of the illegal activity, and are
given as follows

(AL, —AY) for illegal behaviour and detection time At .

Let us start with the case of k& = 1 interim inspection in one facility. Figure 10.1 represents
the extensive form of this inspection game. Due to the comment on p. 50, the extensive form
games in this chapter start with the Inspectorate’s decision at the beginning of the reference
time interval. Note that the chance moves are not explicitly named, but can be identified via
the probabilities 1 — 8 and 3.

Figure 10.1 Extensive form of the Se-No inspection game with k£ = 1 interim inspection and
with errors of the second kind.

Inspectorate at to

In Figure 10.1 the Inspectorate chooses at the beginning of the reference time interval, i.e., at
to, a time point ¢; for its interim inspection. The Operator decides at time point ¢ to start the
illegal activity immediately (£(t2)), or to postpone its start (£(t2)). According to assumption
(viii) of Chapter 8, both players decide independently of each other which implies that the
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Operator does not know the time point of the interim inspection. This lack of knowledge is
indicated by his information set. At the interim inspection a chance move takes place: In case
the Operator starts the illegal activity at ¢, it will be detected at ¢; with probability 1 — 5 and
it will not be detected at ¢; with probability 5. In the first case the payoff to the Operator is
t; — to and in the second case ty — to, because the Inspectorate will detect the illegal activity
with certainty at the end of the reference time interval during the PIV; see assumption (iii) of
Chapter 8. Also, if the Operator postpones the start of the illegal activity to the first interim
inspection, his payoff will be ¢y —¢1, again because it will be detected with certainty during the
PIV.

In accordance with (9.1), the Inspectorate’s set of pure strategies is given by
T = {tl ceR:to <ty <If()}7 (10.1)

see Figure 8.1 for k = 1 interim inspection. Let g be the Operator’s probability to postpone
the start of the illegal activity at time point ¢3. Thus, his behavioural strategy set is given by
(4.7), which is introduced here again for easy reference

Gy = {gg 102 € [0, 1}} . (10.2)

Note that due to assumption (iv'), the Operator must behave illegally. Thus, like in the discrete
time Se-No inspection game in Section 4.2 but in contrast to the Se-Se inspection game analysed
in Section 12.1, here the probability g; of postponing the illegal activity at time point ¢y, is
zero and thus, not included in the Operator’s strategy set. Using Figure 10.1, the (expected)
payoff to the Operator, i.e., the expected detection time, is, for any go € G and any ¢; € Tq,
given by

Opi(g2,t1) = (1 —g2) [(1 = B) (t1 — t2) + B (to — t2)] + g2 (o — t1) - (10.3)

If we define the conditional detection times Hj(t2,¢1) and Hiy(t1), i.e., the detection times
when the illegal activity is started at time point ¢o resp. ¢1 by

Hy(ta, t1) == (1= B)(t1 —t2) + B(to —t2)  and  Hi(t) =ty —t1, (10.4)
then the payoff (10.3) to the Operator can be expressed as
Op1(g2,t1) = (1 — g2) Ha(t2,t1) + g2 Hi(t1) . (10.5)

The game theoretical solution of this inspection game, see Avenhaus et al. (2009a), Avenhaus
et al. (2010) and Avenhaus and Krieger (2013b), is presented in

Lemma 10.1. Given the Se-No inspection game on the reference time interval [ta, o] with
k = 1 interim inspection, and with errors of the second kind. The sets of behavioural resp.
pure strategies are given by (10.2) and (10.1), and the payoff to the Operator by (10.3).

Then an optimal strategy of the Operator is given by

— 10.6
92 9 _ 6 ’ ( )
and an optimal strategy of the Inspectorate by
1-5
] —to = —— (tg — t2). 10.7
1mh=5—p (to — t2) (10.7)
The optimal payoff to the Operator is
* . to—1
Opi = Opi(gs.t7) = to — t; = 5—— (10.8)

2-8°
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Proof. We need to show that, in analogy to (19.10), the saddle point criterion
Op1(g2,t7) < Op} < Op1(g3,t1) (10.9)

is fulfilled for any g» € Gy and any t; € 7. Using (10.4), (10.7) and (22.7) for k = 1, we get

Hata, ) = (to — t2) ((1 —5) % + 5) - tg:? —to— = Hi(t).  (10.10)
Thus, we have by (10.5)
tog — t
Op1(g2, 1) = 3_ ; (10.11)

for any go € G, i.e., the left hand inequality of (10.9) is fulfilled as equality. On the other
hand, (10.3) and (10.6) imply

(2= P8)Op1(g3,t1) = [(1 = B) (t1 — t2) + B (to —t2)] + (1 = B) (to — t1) = to — t2,

for any t; € Ti, i.e., the right hand inequality of (10.9) is also fulfilled as equality. O

Let us comment the results of Lemma 10.1: First, it should be emphasized that our analysis
leads to an explicit dependence of the optimal interim inspection time point ¢} on 3. Whereas
for § = 0 the common sense point of view would lead to the results (10.6) — (10.8), for
B > 0 one would hardly arrive at these results without a quantitative analysis. According to
(10.10), the optimal strategy ¢ of the Inspectorate is determined such that the Operator is
made indifferent between behaving illegally at time points t5 or t], because the conditional
detection times (10.4) are the same: Hj(to,t]) = Hy(t]) = to — t;. Also it is interesting to
note that the optimal interim inspection time point ¢] depends on the length tg — t2 of the
reference time interval and 3, while the optimal strategy of the Operator g3 is only a function
of B. Further interesting properties of the optimal strategies are discussed after the proof of
Theorem 10.1.

Second, due to (10.8) the optimal expected detection time is the time between the optimal
interim inspection time point and the final PIV. This is a remarkable property which holds for
quite a lot of the inspections games in this monograph; see also the comment on p. 232. The
Operator would have also obtained the payoff tg — ¢} if he would have started the illegal activity
with certainty right after the interim inspection, i.e., g5 = 1. In that case, however, g5 and t]
given by (10.7) do not constitute a pair of optimal strategies: We have by (10.5) and (10.11)

Op1(g2,t7) =to — 1, Op1(1,t]) =to — 1] and  Opi(1,t1) =to —t1,

i.e., the right hand inequality in (10.9) is not fulfilled for any ¢; € 77 but only for ¢; < ¢7.
Thus, (g5,t1) does not constitute a saddle point.

Third, there exist interesting relations between the solution of Lemma 10.1 and the solution of
the corresponding Se-Se inspection game; see the comments after Lemma 12.1.

Finally and most importantly, the optimal strategy of the Inspectorate is a pure strategy, i.e.,
t7 is deterministic. In other words, the Inspectorate can announce the time point of its interim
inspection if it wishes so and which the Operator knows anyhow because in case he also performs
a game theoretical analysis, it is based on the same strategy sets, the same payoff and also
the saddle point criterion (common knowledge). Remember that in the discrete time Se-No
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inspection game with k& = 1 interim inspection the existence of an optimal pure strategy of
the Inspectorate can only be assured for special values of §; see Section 6.3. Nevertheless,
an optimal pure strategy may pose a problem to practitioners since they argue sometimes that
a randomization might have some advantage, somehow in the sense of letting the adversary
unclear about the own intention. Let us expand this a bit. Due to the linearity of the expected
detection time in t1, the Inspectorate can also choose the time point ¢ for its interim inspection
using an arbitrary density function f(¢1) concentrated on [t2,to] such that

to
t] = / ty f(t1) dty
t

2

where t] is the deterministic interim inspection time point given by (10.7). However, this way
the Inspectorate does not improve its optimal payoff, i.e., does not shorten the optimal payoff
to the Operator, thus, in the framework of this model the Inspectorate does not gain anything
indeed. Remember also, that in case of the discrete time Se-No and Se-Se inspection games,
Theorem 4.1 and Lemma 4.4 as well as Theorems 5.2 and 5.3 show that the set of optimal
strategies of the Inspectorate is fully characterized by the uniquely determined expected interim
inspection time points; see the comment on p. 68.

Before turning to the general case of any number k of interim inspections we consider the case
k = 2 interim inspections in one facility, since thereafter it is easier to understand the somewhat
more advanced formalism and the results for the general case. The extensive form of the Se-No
inspection game with k& = 2 interim inspections is represented in Figure 10.2.

At the beginning of the reference time interval, i.e., at time point ¢3, the Inspectorate chooses
the time points (f2,t1) for the first and the second interim inspection. Note knowing the
Inspectorate’s decision at t3, indicated by the information set, the Operator decides to start
the illegal activity immediately at 3 (£(¢3)) or to postpone its start (¢3). In case the Operator
starts the illegal activity at t3 (£(t3)), it will be detected at the first interim inspection at ¢, with
probability 1 — /3, or it will be detected at the second interim inspection at ¢; with probability
B(1 =), or it will be detected at the PIV at t, with probability 32, leading to the detection
time to — t3, t1 — t3 and to — t3, respectively. In case the Operator does not start the illegal
activity at ¢3 (¢3) he decides at t whether to start an illegal activity now (£(t3)) or to postpone
its start again (£(t2)). In the latter case he has to start at ¢;. The information set (there is
one for any t3 < ta < tg) indicates that at time point to the Operator knows t9, of course, but
not the time point ¢; of the second interim inspection. If he starts the illegal activity at ¢, it
is detected at ¢; with probability 1 — 3 or at the final PIV at ¢y with probability /3, leading to
the detection times t; — to and tg — to, respectively. If the Operator postpones the start of the
illegal activity until time point 1 (£(f2)), the detection time is ty — ¢1.

As mentioned, the Inspectorate chooses at time point t3 the two time points for the interim
inspections, i.e., its set of pure strategies is, see also (9.18) for k = 2 interim inspections and
ts =0, given by

To:={t:=(to,t1) €ER>: t3 < ta < t; <to}, (10.12)
see Figure 8.1 for k = 2 interim inspections. Let 1 — g3 be the Operator’s probability to
start the illegal activity immediately at time point ¢3. In case he postpones the start (with
probability g3), he decides at the first inspection at ¢ to start the illegal activity immediately
(with probability 1 — ga(t2)) or to postpone its start again (with probability ga2(¢2)). In the
latter case he has to start it at ¢1. Thus, his set of behavioural strategies is given by

Go:={g:=1(93,92) : 93 € [0,1] , g2 : (t3,t0) — [0,1]} . (10.13)
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Figure 10.2 Extensive form of the Se-No inspection game with k& = 2 interim inspections and
with errors of the second kind.

Inspectorate at t3

ta
Inspectorate at t3

ty -

t N t

@l e Operatoratty  --- % - Operatoratty —~a 4 &
(ts) (ts) £(t3)
1-3 B 1-8 &) 1-8 53
((ts) £(ts) {t3)
ta —t3
1-8 3 1-4 5 1-8 B

(t) (ts) (ts) (t2) 0(t2) {(t2)

Note that while the strategy set G; coincide in the discrete and continuous Se-No inspection
game with k& = 1 interim inspection, see (4.7) and (10.2), G}, for k > 2 differs; see (4.15) and
(10.13).

Using Figure 10.2, the (expected) payoff to the Operator, i.e., the expected detection time, is,
for any g € G2 and any t € T, given by

Opa(g,t) := (1 — g3) [(1 = B) (t2 — t3) + B (1 = B) (t1 — t3) + B2 (to — t3)] (10.14)
+gal(L= ga(t2)) (1= B) (= t2) + Blto — t2)) + olt) (o —t1)].

Introducing the conditional detection time Hs(ts, t2,t1), i.e., the detection time when the illegal
activity is started at time point t¢3,

Hs(tg,to,t1) = (1—8) (k2 —t3) +B8(1 = B) (t1 — t3) + 52 (to — t3), (10.15)
then (10.14) can be written as, using (10.4),
Opz(g,t) = (1 - g3) Hg(tg,tg,t]) + g3 [(1 - gg(tg)) HQ(t27t1) +92(t2) Hl(tl)} . (1016)

The game theoretical solution of this inspection game, see Avenhaus et al. (2009a) and Aven-
haus et al. (2010), is presented in



Chapter 10: Se-No inspection game for one facility 191

Lemma 10.2. Given the Se-No inspection game on the reference time interval [t3,to] with
k = 2 interim inspections, and with errors of the second kind. The sets of behavioural resp.
pure strategies are given by (10.13) and (10.12), and the payoff to the Operator by (10.14).

Then an optimal strategy of the Operator is given by

*_2(1_B) and

" 1
g3 = 3 2[3 g2(t2) = 5 for all ts <t2 <to, (1017)

and an optimal strategy of the Inspectorate by

* 1- ﬂ * * 1- 6 *
tz—tgz 3—2ﬂ(t0_t3) and tl—tQZ m(to—tz) (1018)
The optimal payoff to the Operator is
O} = Opa(g, t°) = to — 17 = 2012 (10.19)
Py = Opa(g"t) =to — 1 = 5. :

Proof. We show that Ops(g,t*) = Ops = Opa(g*,t) for any g € Gy and any t € T3, i.e,
the saddle point condition is fulfilled as equality.

Because (10.18) fulfils the recursive relations (22.2) for k = 2, we get by (22.1) and (10.15)

Hy(ts, t5,t7) = (to — t3) ((1 - p)? m +4(1-p)? m + 52>
= 2 (a-preB-p22+ 23 -20) = 255

For Hy and H; given by (10.4) we obtain analogously to (10.10), using (10.18) and (22.7) for
k=2,

Hy(ty,17) = (1= B) (11 — t5) + B (to — t3)

_to—ty  to—t3— (t5—t3)  (to —t3) (17 175)

2-3 2-8 2-8 3-23
_to—t3 X
—3_26—H1(t1).

Thus, we have Hs(ts, t5,t7) = Ha(ts,t7) = H1(t]) and get by (10.16) for any g € Go

to —t3
3—-203

Opa(g,t*) = = Opj.

Rearranging (10.14), we get for any g € Go and any t = (t2,t1) € T2

Opa(g.t) = (1 — g3) [(—t3) + B to] + g3 [(1 — ga(t2)) Bto + go(t2) to]
2 [(1=g5) (1= 8) = gs (1 - gu(t2))]

11 [(1=92) 81— B) + g [(1 = ga(t2)) (1 = B) — galt2)]]
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Using (10.17), we see that the coefficient of t3 and ¢; are zero and thus, we obtain for any
t= (t27tl) S 7—2

to — t3
3—-28

Opa(g",t) = [(=ta) + 820 + 10 (1= %) = — O3,

1
3-20
which completes the proof. O

Let us comment the results of Lemma 10.2: First, technically speaking, these solutions are more
simple then the corresponding ones for the discrete time Se-No inspection game, see Lemma
6.5, in the sense that no distinction of cases with respect to 5 are necessary.

Second, since according to the right hand equation of (10.18) and (22.1) we get t] — t3 =
2 (t5 —t3), we obtain that for 3 < 1 the second interim inspection takes place after double the
time than the first one. For 8 = 0 we get

t;—tgié(to—tg) and t’{—tgi%(to—tg).
As in the case of & = 1 interim inspection, for 3 = 0 the common sense point of view would
lead to this result, for 5 > 0 one would hardly arrive at this result without quantitative analysis.
The same holds for the Operator’s optimal strategy (g3, g5): Since the Operator is confronted
at t3 with three inspection intervals of equal length he chooses g5 = 2/3. After the first
inspection however, only two intervals of equal length are left. Thus, he chooses g5 = 1/2.
Third, like in the case of k = 1 interim inspection, and as shown in the proof of Lemma
10.2, the optimal strategy of the Inspectorate t* = (¢4, ¢}) is chosen such that the Operator is
indifferent as regards to the start of the illegal activity at ¢3, ¢} or t], because the conditional
detection times are the same: Hs(ts, t5,t5) = Ha(ts,t) = H1(t]) = to — ¢3.
Finally, and again like in the case of kK = 1 interim inspection, see p. 189, the Inspectorate
may announce the optimal interim inspection time points, if it wishes so. It might — instead
of using the deterministic pure strategies (10.18) — also randomize as follows: Let fa(t2) and
f1(t1) be two density functions concentrated on [t3, to] such that

sup {ty: fota) >0} < inf {t1: fi(t2) > 0},
tz<ta<to tz<t1<to

i.e., we always have ty < 1 for any realization, and, using (10.18),

rto ~to

ty =/ t2 fa(t2)dts  and ] =/ t1 fi(t1) dts .
t3 t3

Then the linearity of the expected detection time (10.14) in t5 and ¢; shows, that (fo, f1) are

also optimal strategies. The Inspectorate, however, does not gain anything.

Let us consider now the general case of k of interim inspections in one facility. According to
assumption (i) of Chapter 8 the Inspectorate chooses k interim inspection time points ¢, ..., t1
with tp11 < tp < ... < t1 < to in the reference time interval [t41,to], see Figure 10.3, i.e.,
its set of pure strategies is given by

Tro={t:=(tg,...,t1) €ERF 1ty <t < ... <ty <to}. (10.20)

Assumption (vii') means here that the Operator starts the illegal activity at ¢ 1 with probability
1 — gk41 or he postpones its start with probability gi11; in the latter case he starts it at ¢
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with probability 1 — g (%) which depends on ¢, or he postpones its start again with probability
gr(tr). If the Operator postpones the start of the illegal activity until time point ¢,, he starts
it there with probability 1 — g,,(¢,,) and postpones its start again with probability g, (¢,). If he
does not start the illegal activity before he has to do it at ¢y, i.e., g1(¢t1) = 0.

Note that we assume — like in the corresponding discrete time Se-No and Se-Se inspection
games treated in Part | — that g, depends only on ¢, and not on the whole history t, ..., t,,
i.e., gn = gn(tn) for all n = 2,... k. This is a plausible assumption because the Operator’s
payoff in the remaining game, i.e., the game starting at time point t,, is not influenced by
the time points tg,...,ty,4+1. Furthermore, it turns out in the proof of Theorem 10.1 that a
dependence of g, also on tg, ..., tnt1, i€, gn = gn(tky- -, tnt1,tn) leads to the same optimal
strategies; see also p. 65 for the discrete time Se-No inspection game.

Figure 10.3 presents the time line of the interim inspections and probabilities for starting or
postponing the illegal activity.

Figure 10.3 Time line of the interim inspections and probabilities for starting or postponing
the illegal activity for the Se-No inspection game with k interim inspections. For reasons of

clarity we write g, instead of g, (t,), n=2,... k.
PIV PIV
tht1 tx tr—1 to t1 to
1 1 R ELEECEEEEEEE 1 1 |
1*9k+1[ 1—{1L~ﬁ 1*91«—1[ 1—92{ 1[
Jk+1 Ik 9k—1 92 0

In analogy to (10.13) we define the Operator's set of behavioural strategies to be

Gy :={g = (gr+1, 9%, ---»92) : gks1 € [0,1],
gn: (tkt1,t0) > [0,1], n=2,...,k}. (10.21)

Expanding the definitions in (10.4) and (10.15), we define for all n = 1,...,k + 1 and any
(tn,...,t1) € R™ with ¢, < ... <t < to the conditional detection time H,,(¢,,...,¢1) by

n—1
Hy(tn, . t1) == (1= B) Y A" (b — ta) + B (to — tn), (10.22)
m=1
where anzl ... =0. Thus, the (expected) payoff to the Operator, i.e., the expected detection

time, is, for any g € Gy, and any t € Ty, with H,, = H,(ty,...,t1) and g, = gn(ty), given by
Opi(g,t) == (1 = grr1) Hita
+ gry1 (1 — gr) Hy
+ gk (1 —gp—1) Hp—1 ...

+ (1—g3) H3 +g3[(1 — g2) Hy + g2 H1] .. ]],
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or, in closed form, by

k k
Opi(g,t) = (1 — grs1) Hp1 + Z (1= gn(tn)) Hn grt1 H 9e(te)
n=2 {=n+1
k
+ (to — t1) grar [ ge(te), (10.23)
=2

with H]Z:kﬂ ge(Je) == 1. A comparison between (4.31) and (10.23) shows how similar the
payoffs to the Operator in both Se-No inspection games are.

The game theoretical solution of this inspection game, see Avenhaus and Krieger (2013b), is
presented in

Theorem 10.1. Given the Se-No inspection game on the reference time interval [ty.11,to] with
k interim inspections, and with errors of the second kind. The sets of behavioural resp. pure
strategies are given by (10.21) and (10.20), and the payoff to the Operator by (10.23).

Then an optimal strategy of the Operator is given by

* _ k (1 — B)
gk+1 = m and (1024)

-1
gi(tn) = 2 for all ti4y <to<to andall n=2,.. .k, (10.25)
n

and an optimal strategy of the Inspectorate, with t}_ | := tj11, by

* 1_6

tr— = (tg -t fe =1,...,k. 10.2
n n+1 1 +TL(1 _ ﬁ) ( 0 n+1) or n ) ) ( 0 6)
The optimal payoff to the Operator is
* * gk * to — tk+1
Opi =0 ) =tg—th =2 k1 10.27

Proof. As in the proofs of Lemmata 10.1 and 10.2 we show that the saddle point condition
Opi(g,t*) < Op} < Opi(g*, t) for any g € Gi and any t € Ty, is fulfilled as equality:

Opi(g,t*) = Opj, = Opi(g", t) - (10.28)

Using (10.24) and (10.25), we get forall n =1,...,k — 1

. T K1—8) k-1 n n
gk“l:lllgf(tf)zuku—ﬁ) kU nt+l 1+k(1-5)

Thus, we get, using (10.23) and if we omit the arguments (t,,...,t1) in Hy,

k
. 1 1 k(1— k—1 n+1 n
0pk(g’t)—7Hk+1+§ ;H 1= 5)
n=1

T 14+k(1-P) "1+k(1-0) k Tn+2n+1
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1
BT (Hk“ +(1-8) ) Hn> : (10.20)

n=1

We show by induction that for any & € N and any tg,...,tx+1 € R

k
Hypr + (1= ) Y Hy =to— tes (10.30)
n=1

holds. For k =1 we get by (10.4)
Ho+(1—-08)Hy=(1—=0)(t1 —t2) + B(to —t2) + (1 = B) (to — t1) = tg — ta,
i.e., (10.30) is fulfilled. Let (10.30) be true for an arbitrary k. Then (10.30) implies

k1
Hipo+ (1= 8) Y Hy = Hiyo + (1= B) Hipr +to — tryr — Hi

n=1
= Hiro— B Hgr1 +to — tra

k+1
=(1=8) D B (b — tira) + B (to — tya)
m=1

K
-8 ((1 —B) > BT (tm — trya) + B (to — tk+1)> +to — trs1

m=1

k+1
= (1= B)thrr —thpa (1= B) Y BT 4 85 (tgy — tiga)

m=1

k
+ ot B(L—=B) > B 4t — tha

m=1
= (1= B) tep1 — trra (1= B 4 B (g — trpa) + trgr B(L — BY) +to — ter

=to — tkt2,

which was to be shown. Thus, (10.29) yields

. to—t
Opi (g™, t) :%

for any t € Ty, i.e., the right hand side of (10.28). In order to prove the left hand side of
(10.28) note that (10.26) fulfils the recursive relations (22.2). Thus, (22.1) yields

15
1+ k(L-p)

foralll1<m<n<k,andforalln=1,...k,

tr o —tr

m—tn=(n—m) (to — the1) (10.31)

to —t, = to — teyr — (8, — trt1)
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:<L4k+1—mfi%aggﬂ(m—mﬂy (10.32)

Using (10.22), (10.31) and (10.32), we get for n = 2,...,k+ 1 with ¢} | = txy
Hy(t),, ..., t])
n—1

= (L=8) D0 B — 1) + 8" (to — 1)

m=1

- = 1-8 o1 1+(1 =8 (n-1)
= (to — th41) ((1—5)7712_15 ) s Y T

ot 1 = n—1-m n—
M((l—ﬁ)QZﬁ =m iy —m)+ 8 1(1+(1_5)(n_1))>

m=1
n—1
to — tht1 2 n—1—
=tz len (g2 Y g mm+ﬁ"+n(1—5)>- (10.33)
oty (oo
Because we have forn =2,...,k+1
n—1 ) n—1 d d n—1
mZ:lﬂ m:(—l);@(ﬁ )—(—Udﬁ,(;ﬁ )

SN na S [TRIE

T dp 1-8 (1-p)?
we obtain by (10.33)
* €\ to_tk7+1 n n
Hn(tnv'”:tl)7m(_(1_5)(n_1)_6 +6+p +n(1—ﬁ)>
_ to—tgn
1+ k(1-p8)7

Thus, we get together with (22.7)
Hip1 (g1, t5y - -, 81) = Hi (83, ..., 1)) = ... = Ha(t5,1]) = Hi(1]), (10.34)
which finally leads, using (10.23), for any g € G, to

__to—tkn
1+k(1-58)’

i.e., the left hand side of (10.28). O

Opr(g,t")

Let us comment the results of Theorem 10.1: First, of course, Lemmata 10.1 and 10.2 are
special cases of this Theorem if one only considers (10.24) for k = 1 interim inspection. Like
in the comments to these Lemmata we mention that the optimal strategy of the Inspectorate,
ie, t* = (t,...,t]), is determined such that the Operator is indifferent as regards to the start
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of the illegal activity at t541,¢;,...,t}: (10.34) indicates that the conditional detection times
are the same again.

Second, the optimal interim inspection time points ¢ depend on the length ¢y — t511 of

the reference time interval and 3. It is interesting to note that according to (10.31) the

time differences ¢y, — ¢ 1, n = 1,...,k with ;| := t3,1, between two subsequent interim

inspection time points are the same. For 5 = 0 we have t}, — ¢ | = (to — tp41)/(k + 1) for

n = 1,...,k which, as mentioned after Lemma 10.1, could have been guessed with common

sense arguments. Also, for 5 =0 and ¢ty — tx4+1 = N + 1 we get by (10.26) and (22.3)
fo—thr  to—tpn  N+1

ot = = = 10.35
no ot n+1 E+1 E+1" ( )

e., the differences between the optimal interim inspection time points are the same as the
differences between the optimal expected interim inspection time points as given in (4.47).

Third, while the component g, of the Operator’s optimal strategy is a function of 3, the
components g’ (t,), n = 2,...,k, given by (10.25) only depend on the number of interim in-
spections left. Again, 1—g3(t2),...,1—g;(t) as given by (10.25) form a harmonic progression;
see also Table 4.1 on p. 72 for an overview of inspection games with this property.

Fourth, it is intuitive that ¢} — ¢xy1, n = 1,...,k, and g;;_H — 0 with increasing 3, see
(10.32) and (10.24): For 3 close to 1 the Operator starts the illegal activity with probability
close to 1 at time point ¢;11. Consequently, the Inspectorate will perform its interim inspections
also very early.

Finally, like in the case of one and two interim inspections, the Inspectorate can also choose
the interim inspection time points according to some density function such that the expected
time points coincides with the one given by (10.26); see p. 192.

Using (10.24) and (10.25), we obtain for the optimal expected time point S for the start of the
illegal activity (recall H?:k-q—l ge(te) :=1)

k
E(gt)(S) := (1 = gisy) thyr + Gy (Z(l—gn (t:)) H gi(t) + 1 H g fe))

n=2 Zn+1
1 “B) k-1 n+l n
T1+k(1-5) t’“+1+z ”1+k (1-58) k “n+2n+1
) K
=~ [t 1— *
k(= 5) (tk,+1+( 5);%)

k
= m (tk“ +(1=B) Yt —terr) +k(1—B) tkH) .

n=1
This expression simplifies, using (22.1), to

k

1 k+1
Eget+)(S) = THk(=5) (tk+1 +(1-p)? Z m( — th+1)

n=1
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+k(1-5) tk+1>

(1—8)? k(k+1))

iyl (1+k(1*5))+m(t0*tk+1) 3

1
C1+k(1-p) (
(1-B)2  k(k+1)
(1+k(1-p)2 2
For 8 =0, t;4+1 =0 and ¢y = N + 1 this is the same form as (4.49) in Lemma 4.4.

=ty + (to — try1) -

Note that Derman (1961) considers the following inspection model in the context of reliability
studies, see p. 155: Each interim inspection permits the detection of a preceding illegal activity
only with a certain fixed probability, and in addition to the time until detection, there is a cost
to be paid for each inspection. Derman describes a deterministic minimax schedule for the
inspection time points.

10.2 Applications to Nuclear Safeguards

Let us come back to the practical application which has already been discussed in Section 6.6.
However, here we assume that interim inspections can be performed at any point of time within
the reference time interval.

Using (10.27), Figure 10.4 illustrates the optimal expected detection times Opj; as a function
of the non-detection probability 3 for k = 1,...,7 interim inspection(s) from top to bottom.
In contrast to Section 6.6, however, we choose tg = 12, i.e., the reference time interval is
measured here in month.

Figure 10.4 implies that if the required optimal expected detection time is set, e.g., to 2.9
month, then it cannot be achieved with k = 1,2,3 interim inspection(s). However, it can be
achieved with k > 4 interim inspections. The resulting non-detection probabilities 5 are given
in the second column of Table 10.1. The optimal interim inspections time points are given by
(10.26).

Table 10.1 The non-detection probabilities (rounded to four digits), the sample size and the
total sample size for k = 4,5,6,7 interim inspections, and for a required optimal expected
detection time of 2.9 month.

non-detection sample size n per .
. Lo . total sample size
probability 3 interim inspection
k=4 0.2155 40 160
k=5 0.3724 28 140
k=6 0.4770 22 132
k=17 0.5517 18 126

In order to arrive at a more complex example compared to the one in Section 6.6, we assume
now that r = 3 (instead of r = 1) out of M = 100 items have to be falsified to illegally
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Figure 10.4 The optimal expected detection times Opj in month as a function of the non-
detection probability 8 for k = 1,...,7 interim inspection(s). The horizontal line is at 2.9.

Opx
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8+

acquire one significant quantity. Then, using (6.43), the sample size is the smallest n fulfilling

the inequality
n n n
_ _ - " )Y > 1=
! (1 M) (1 M—1> (1 M—Q)*l f

which leads to the third and fourth column in Table 10.1. Which number of interim inspections
should be recommended to the Inspectorate? Using the cost model from p. 132, we get
4-a+160-b for k=4
5-a+140-b for k=5
6-a+132-b for k=6
T-a+126-b for k=

It can be seen that, e.g., k = 5 interim inspections is the cost-optimal solution if and only if
8b < a < 20b; see Figure 10.5.

Figure 10.5 Cost-optimal number of interim inspections.

0 k=17 k=6 k=5 k=4

Figure 10.5 illustrates that the optimal number of interim inspections depends on the ratio of
the overhead cost a per interim inspection and the cost b for checking one seal/item.
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10.3 Two interim inspections; errors of the first and second
kind

In this section we consider the Se-No inspection game with non-vanishing errors of the first
and second kind. Because there is no difference between the Se-No and the Se-Se inspection
game in case of k = 1 interim inspection, we refer the reader for its analysis to Section 12.1
and immediately consider the case of k = 2 interim inspections.

The inspection game analysed in this section is based on the following specifications:

(iv') The Operator may start at most once an illegal activity during the reference time interval
[ts,to] in the only facility under consideration.

(v') During an interim inspection the Inspectorate may commit an error of the first and second
kind with probabilities « and 8. While during an interim inspection which is performed
before the start of the illegal activity only an error of the first kind (false alarm) may occur,
during an interim inspection which is performed after the start of the illegal activity only
an error of the second kind (non-detection) may occur. The "game" continues after
an error of the first kind. The error probabilities o and 3 are the same for all interim
inspections.

Let us comment assumption (v'): It is assumed that — like in Section 9.4 — the value « of the
false alarm probability is fixed a priori, and that the test procedure used for either of the two
interim inspections is unbiased, i.e., « + 8 < 1. The additional assumption that a false alarm
is not possible during an interim inspection if prior to that interim inspection an illegal activity
was started, is not a trivial assumption. Depending on the details of the inspection scheme
alternative assumptions would have to be formulated; see p. 282. Note that inspections with
errors of the first and second kind have already been considered in Section 7.4 and in more
detail in Section 9.4.

Note that because a false alarm causes costs to both players, the zero-sum assumption has
to be given up, and more than that, payoff parameters have to be introduced which evaluate
the different outcomes of the game; see (8.1) and (8.2) with & = 2 interim inspections. In
case the Operator behaves legally throughout the game, two false alarms may occur with the
corresponding costs of (=2 f,—2g).

In the following we present the Se-No inspection game and its game theoretical solution along
the lines of the papers Avenhaus and Krieger (2010) and Avenhaus and Krieger (2011b).

While the Inspectorate has the same strategy set 75 like in the Se-No inspection game in Section
10.1, see (10.12), the Operator’s strategy set needs to be amended: Because he does not need
to behave illegally at all throughout the game, he starts the illegal activity at time point ¢; with
probability 1 — g1(¢1) and behaves legally at time point ¢; with probability g;(¢1). Thus, we
have instead of (10.13) the new set of behavioural strategies

G2 :={g = (93,92, 01) : 93 € [0, 1], g2, g1 : ({3,%0) — [0, 1]} . (10.36)

With the same arguments as on p. 193, we assume that g; only depends on ¢; and not on the
whole history (t2,1).

Instead of presenting the extensive form of this inspection game, see Avenhaus and Krieger
(2010) and Avenhaus and Krieger (2011b), we derive the payoffs to both players explicitly:
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Because the Inspectorate decides at the beginning of the reference time interval t3 when to
perform its two interim inspections, let (t2,t1) € T3 be fixed. If the Operator starts the illegal
activity at #3 (i.e., £(f3) with probability 1 — g3) then it is detected with probability 1 — 3 at ¢,
or with probability 3 (1 — ) at t; or with probability 42 at the final PIV at ¢o. Because in this
case — as mentioned above — a false alarm is excluded at time points ¢ and ¢1, the Operator’s
payoff is, using (8.1), given by

d((1—=B)(ta —t3) + B (1 — B) (t1 — t3) + B (to — t3)) — b.

If the Operator does not start the illegal activity at ¢3 (i.e., £(¢3) with probability g3), then two
cases may occur:

Case 1: Suppose a false alarm is risen at t5. Then, by assumption (v'), this false alarm is
clarified and at to a new proper (sub)game starts with the reference time interval [to, ] and
one interim inspection. If the Operator starts the illegal activity then at ¢y (i.e., £(t2) with
probability (1 — ga(t2))), it is detected with probability 1 — 3 at ¢; or with probability 3 at the
final PIV at o, then with certainty. Thus, his payoff is in this case, using (8.1),

d(1-8)(ti —t2) +B(to—t2)) —b— fa. (10.37)

If he does not start the illegal activity at ¢ (i.e., £(t2) with probability g2(t2)), he starts it
at time point ¢; (i.e., £(t1) with probability 1 — g1 (t1)) or does behave legally throughout the
game with probability g1(¢1), i.e., £(t1). In either case two false alarms can occur which result
in the costs —2 f. Thus, his payoff is

d(to—tl)—b—2fa for Z(tl)
{ —2fa for ((t)

(10.38)

Case 2: Suppose no alarm is risen at to. Then the same holds as derived in case 1 with the
exception that — from a modelling point of view — different probabilities g4 (t2) and ¢} (¢1) at to
and t; for the Operator have to be assumed, because he might behave differently after the event
"no false alarm" (case 2) compared to the event "false alarm" (case 1). Since, however, the
decision between /(t2) and £(t2) resp. £(t1) and £(t1) is based on the same payoff alternatives
(10.37) resp. (10.38), it is sufficient to introduce the same behavioural strategy g2(t2) and
g1(t1). This statement does not hold for the corresponding Se-Se inspection game treated in
Section 12.2.

In sum, the (expected) payoff to the Operator is, for any g € G2 and any t € T, given by

Opa(ts; g, t) := (1 — g3) {d((l — B) (ta —t3) + B (1 — B) (t1 — t3) + B* (to — t3)) — b]
+gs3 [(1 — g2(t2)) [d((l —B) (t1 —t2) + B (to —t2)) — b — fa] (10.39)

+ g2(t2) [(1 = gu(t)) (d (o — 1) —b—2 f o) + ga(t1) (=2 f )] ] -

Using (8.1), the (expected) payoff to the Inspectorate is obtained from that to the Operator
by replacing d by —a and f by g and setting b =0, i.e., it is, for any g € G5 and any t € T3,
given by

Ins(ts;g,t) == (1 —g3) [(*a) (1=B)(t2 —t3) + B (L= B) (1 — t3) + B*(to — ts))}
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95 [(1 = 92(t2) [(=0) (L= 8) (11 — 1) + B (to — 1)) — 9] (10.40)

+ g2(t2) [(1 = () () (to — 1) — 29) + gu(1) (~2g )]

Note that we use the time point t3 of the beginning PIV in the notation of Ops and Ins,
because the Inspectorate’s equilibrium strategies can be formulated more symmetrically using
t3 instead of 0, and the usage of t3 is more appropriate for a generalization to any number k
of interim inspections; see Chapter 12.

Ford=1,b=0, a=0and gi(t1) = 0, the payoff (10.39) reduces to the expected detection
time (10.14), as expected. Note that the Inspectorate’s payoff parameter g should not be
confused with the Operator’s strategies g3, g2(t1) and g1 (¢1).

The game theoretical solution of this inspection game, see Avenhaus and Krieger (2010) and
Avenhaus and Krieger (2011b), is presented in

Lemma 10.3. Given the Se-No inspection game on the reference time interval [t3,to] with
k = 2 interim inspections, errors of the first and second kind, and an unbiased test procedure.
The sets of behavioural resp. pure strategies are given by (10.36) and (10.12), and the payoffs
to both players by (10.39) and (10.40).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op}(ts) :=
Opa(t3;8",t%) and In3(l3) := Ina(ts; g%, t7):

(i) For

fa - 1-8
d(to—t3) 3-38+ 3

1 b

the Operator behaves illegally and an equilibrium strategy of the Operator is given by

. 1 « 1 .
g3 =1~ 325 93(t2) = 3 and  gi(t1) =0 (10.42)
for all t3 < t,, < to, n = 1,2. An equilibrium strategy of the Inspectorate is given by
" _1-p f 3-38+p°
b-ti=ggto-bl-ge—5 53
(10.43)
t t2—27/8(t0 t5) 197°5"
The equilibrium payoffs to the Operator and to the Inspectorate are
Op2(t5) = d3 —25 (to t3) fa 3-253 b and
(10.44)
Ky 1 3(1-5)
Inj(ts) = a372ﬂ(t0 t3) —ga 325
(i) For
1 f b
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the Operator behaves legally, i.e., g5 = g3(t2) = gi(t1) = 1 forallts < t, < to,n=1,2,
and the Inspectorate’s set of equilibrium strategies is given by

b 2f
M s (1Bt 1)+ B B) (1~ t3) + 1o — 1)
b f * * *
27302 (1—=B)(t1 —t3) + B (to — t3) (10.46)
b *
g Z to - tl .
The equilibrium payoffs to the Operator and to the Inspectorate are
Ops(ts) = -2 fa and  In3(t3) = —2ga. (10.47)
Proof. The proof is presented in Chapter 21. O

Let us comment the results of Lemma 10.3: First, settinga =0, d=a=1andb=f=¢g=0
we arrive at the Se-No inspection game for k = 2 interim inspections in Section 10.1, and
thus — not surprisingly at all — the optimal strategies and payoffs of Lemma 10.2 correspond
with the Nash equilibrium strategies in (i) of Lemma 10.3. Furthermore, it will turn out in
Lemma 12.2 that the Inspectorate’s equilibrium strategies (10.43) and (10.46) coincide with the
corresponding ones (12.25) and (12.27) of the Se-Se inspection game, and that the equilibrium
payoffs to both players are the same. The Operator's equilibrium strategies, however, are

different in case of illegal behaviour, because (10.42) and (12.24) imply for any t3 < t2 < to
1
3 for the Se-No inspection game
g;(tZ): 2(1705)76
21 -a) 2-8

This result is discussed on p. 248.

for the Se-Se inspection game

Second, the equilibrium time points (¢5,¢}) given by (10.43) do not necessarily fulfil (10.46).
Why? As remarked on p. 141 we need to assure that (¢3,¢) is a meaningful expression under
condition (10.45), i.e., if (¢5,t7) € T2. In Chapter 21 it is shown that (¢3,t]) € 73 if and
only if the right hand inequality of (10.41) is fulfilled. Thus, (¢5,¢}) is not a robust equilibrium
strategy, because the Inspectorate cannot just play (¢5,t]) but has to check whether the right
hand inequality of (10.41) is fulfilled; see also the example below. For a = 0, however, the right
hand inequality of (10.41) vanishes, and (¢3,¢) is a robust equilibrium strategy; see also Table
7.3 on p. 142 for an overview of inspection games with a robust Inspectorate’s equilibrium
strategy.

For illustration, consider two numerical examples with ¢t3 = 0 and ¢; = 1 each, and

=0.75, 8=0.5, a=0.1, a>2/15, and

=08, B=0.3, a=032, a>4/10.

Ul e
Q= Ul

Both examples fulfil the left hand side of (8.2) with £ = 2, and because

1 .
f 3 (140.1-2.5) =0.625 first example
to—ts+=a(3=05)) = <
d 1 (140.32-2.7) = 233 second example
2.4 e T 500 P

[SHS Y

3-253
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(10.45) is also fulfilled. The right hand inequality of (10.41), however, is only fulfilled for the
first example (0.1 < 0.286) whereas for the second one it is not (0.32 > 0.319). According to
(10.43) the illegal strategy (t3,t;) of the Inspectorate is given by

(t5,¢7) ~ (0.16,0.37)  and  (t5,¢]) = (—0.0003,0.223) . (10.48)
The negative value of ¢} in the second example is not surprising as the proof in Chapter 21
shows that a violation of the right hand inequality of (10.41) is equivalent to t5 < 0 = ¢3.
According to (10.46) the equilibrium strategies (¢5,¢}) of the Inspectorate in case of legal

behaviour of the Operator, i.e., case (ii), are given by the inequalities

0.6 >t5+0.5¢t%, 0.15 > 0.5t — &5, t>025,  and
(10.49)
0.07 > 0.7t5 + 0.21¢% 0.18 > 0.7¢F — t5, t#>0.2.

Figure 10.6 illustrates both examples. We see the rather complicated regions for the legal
equilibria (shaded area). In a similar case Kilgour (1992) called this area cone of deterrence.

Figure 10.6 lllustration of the cone of deterrence (shaded area) according to (10.49). The
dot indicates (¢5,¢}) according to (10.48), which constitutes only in the upper example an
equilibrium strategy.
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Third, we did not consider the case

1 f b fa 1-p
325 <t07t3+3a(375))>3 and d(to—t3)>3—35+52’

which, for the Se-Se inspection game, was considered in Avenhaus and Canty (2005) and will be
treated in Lemma 12.3 of Section 12.2, where we will anyhow come back to the results of this
section. There, it led to the equilibrium strategy t5 = 0 of the Inspectorate which is practically
not feasible. Let us mention that the case to = 0 is excluded in the inspection model, since we
assumed a priori t3 < to < t; < to. However, without this assumption we think that the same
would happen here.

Fourth, whereas the equilibrium strategies of the Operator in Lemma 10.3 do not depend on
«, that of the Inspectorate does. It enters the equilibrium inspection time points (¢5,¢}) in the
order o f/d, which is supposed to be very small compared to the other terms. Therefore, we may
conclude that even though errors of the first kind may occur, and the subsequent clarification
of false alarms may cause technical and organizational problems, for planning purposes they
may be ignored.

Fifth, like in the Se-No inspection game for « = 0, the Inspectorate may announce the equilib-
rium interim inspection time points, if it wishes so; see the comment on p. 192.

Finally, the question of the appropriate choice of the false alarm probability & may be raised
again. Starting with the Operator’s payoff (10.44) and that for legal behaviour, —2 f a, we
can proceed in the same way as in Section 9.5 and get a determinate for the optimal value o*
of the false alarm probability. Since, however, we will not make use of it, we do not discuss it
here in more detail.
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Chapter 11

Se-No inspection game for more
facilities: Krieger-Avenhaus model

The inspection models which are presented in this chapter and which are stimulated by demands
from the practitioners’ side, see the comment on p. 146, differ from all other ones in this
monograph insofar as several facilities are considered.

In this chapter, assumptions (iv), (vii) and (ix) of Chapter 8 are specified as follows:

(iv') The Operator starts once an illegal activity during the reference time interval [t;11, to]
in any of the N facilities.

(vii") The Inspectorate decides at the beginning of the reference time interval, i.e., at time point
tr+1, in which facilities and at which time points it performs its interim inspections.

The Operator decides at the beginning of the reference time interval whether and in which
facility to start the illegal activity immediately at time point ;1 or to postpone its start;
in the latter case he decides again after the first interim inspection, whether and in which
facility to start the illegal activity immediately at that time point or to postpone its start
again; and so on. Because of assumption (iv'), the Operator starts the illegal activity
latest immediately at the time point of the last interim inspection in either facility.

(ix") The payoffs to the two players (Operator, Inspectorate) are linear functions of the detec-
tion time At, i.e., the time between start and detection of the illegal activity, and are
given as follows

(AL, —At) for illegal behaviour and detection time At.

Assumptions (v) will be specified in the following sections, while the remaining assumptions of
Chapter 8 hold throughout this chapter. The reason why in assumption (iv’) the Operator is
assumed to behave illegally once in one of the N facilities is that this is the worst case from
the detection view point of the Inspectorate. The symbol N used in this chapter should not be
confused with the meaning of NV in Part I.

Compared to the inspection games treated in Sections 11.2 and 11.3, the inspection game
analysed in Section 11.1 is more general on the one hand, because the detection probabilities,
i.e., the probability of detecting the illegal activity, are assumed to be facility-dependent, and
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more special on the other, because only k = 1 interim inspection in N facilities is considered.
Section 11.1 is based on Avenhaus and Krieger (2012).

In Section 11.2 the inspection game with k& = 2 interim inspections is discussed for the sake of
illustrating the general case which is then treated in Section 11.3. This general case deals with
k interim inspections in N facilities, and facility-independent detection probabilities, and has
been treated by Avenhaus and Krieger (2013b), where, however, optimal strategies and payoffs
have been formulated only as a conjecture since its proof appeared infeasible at that time. In
between, however, the proof has been achieved and is published in this monograph for the first
time.

11.1 One interim inspection; facility-dependent errors of the
second kind

Let us assume that there are NV facilities — not necessarily of the same type — in a State. There
is a reference time interval [t2,t], e.g., one calendar year, at the beginning and end of which
Physical Inventory Verifications (PIVs) take place in all facilities which permit to detect with
certainty any illegal activity which has been started during the reference time interval in one of
these facilities. Note that it is assumed that the PIVs in the single facilities are carried through
at the same time points ¢5 respectively ¢g. Inspection games with shifted PIVs are only analysed
so far for special cases in Avenhaus and Krieger (2012).

The inspection game analysed in this section is based on the following specification:

(v') During the interim inspection the Inspectorate may commit a facility-dependent error of
the second kind with probability 8;, i = 1,..., N, i.e., the illegal activity, see assumption
(iv"), started in facility 4 is not detected during the next interim inspection in that facility
with probability 8;. Note that if there is no interim inspection left, then it is detected
with certainty at the final PIV; see assumption (iii).

According to assumption (vii'), the Inspectorate chooses at the beginning of the reference time
interval, i.e., at to, the facility 4, ¢ = 1,..., N, for the interim inspection. In order to assure
the existence of optimal strategies we have to assign a probability for choosing facility i at ¢o:
Let ¢;, i =1,..., N, be the probability that facility i is inspected and define

QN = {q:: (g1, qn) € [0, 1]V qufl} (11.1)

The meaning of g; should not be confused with the meaning of ¢; in Part |, see p. 26, because
there it denotes the Inspectorate’s probability to perform the only interim inspection at time
point j, where here it means the probability to select facility 4 for inspection.

Depending on the choice i of the facility to be inspected, the Inspectorate chooses the time
point ¢1(7) for the interim inspection. Because at time points t2 and ¢y regular inspections
(P1Vs) are performed, the interim inspection can only be scheduled in the open interval (¢2,tg),
i.e., the set Ty, of interim inspection time points for a selected facility is given by

TN,l::{t:tlz{l, N} SRty < ti1(i) <to for all 7::1,...,1\/}. (11.2)
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In case of N = 1 facility, (11.2) simplifies to 7; as given by (9.1). Although in this section
only the case of k& = 1 interim inspection is considered, we could have avoided the use of
the backward numbering of the interim inspection time points. However, to be consistent
with Sections 11.2 and 11.3, we also apply it here. (11.1) and (11.2) together define the
Inspectorate’s strategy set

QN,I X TN,l . (113)

Let us now formalize the Operator's behaviour: Because of assumption (vii'), the Operator
chooses the facility ¢ in which he starts the illegal activity at ¢o with probability g2;, i =
1,..., N, or he postpones the start with probability go. In the latter case he starts it in either
facility at time point ¢;(7). Define for all n = 2,3,... the set

N
Gy = {gn = (Gn1 - G Gn) € [0,V g+ gn = 1} ; (11.4)
i=1

then the Operator's strategy set G'v,1 is given by
Grni1=GY. (11.5)

In case of only N =1 facility, g2.1 is the probability to start the illegal activity immediately at
ta, and go the probability to postpone its start to time point t1, where ga1 4+ g2 = 1. Thus,
Gn,1 can be identified with G as given by (10.2).

The payoff to the Operator can be derived as follows: If the Inspectorate performs its interim
inspection in facility 4, ¢ = 1,..., N, (with probability ¢; and at time point ¢;(i)) and if the
Operator starts the illegal activity at ¢o (with probability g2 ;) in the same facility, then the
illegal activity will be detected with probability 1 — 3; at time point ¢1(7) with the resulting
detection time ¢ (i) — ta; see assumption (v'). It will not be detected at time point ¢ (i) with
probability /3; but at the final PIV with certainty, and the detection time is tg — t2. Thus, the
conditional detection time H;(t), i.e., the detection time when the illegal activity is started at
time point ¢y in facility 4 and the interim inspection is performed in the same facility, is, in
analogy to p. 187, defined by

H,(t) = (lfﬁi) (t1(i)7t2)+ﬂi(t07t2), i=1,...,N. (11.6)

If the Operator starts the illegal activity at ¢o in facility j, j # ¢ (with probability g2 ;), the
detection time is to — to. If he postpones the start to time point t1(i) (with probability gs),
the detection time is tg — ¢1(i).

Therefore, the (expected) payoff to the Operator, i.e., the expected detection time, is, using
(11.6), for any g € Gn,1 and any (q,t) € Qn,1 X Tn,1, given by

N N
Opn,a(g, (a.t)) = Z G |92 Hi(t)+ > 9o (to—ta) + ga(to—1(0) | . (11.7)
- g

Note that in case only N = 1 facility is considered, (11.7) simplifies to Op1(g2,t1) given
by (10.3). Also note that the meaning of the index N in Opn (g, (q,t)) given by (11.7)
and Opn.1(g2,q) given by (4.8) differ: While in the former case it refers to the the number of
facilities, in the latter one it refers to the possible number of time points for interim inspection(s).
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This inspection game was developed to determine optimal inspection strategies, i.e., the optimal
interim inspection time point and optimal facility selection probabilities, in European spent fuel
storages where there was the additional constraint that a storage is inspected with at least 20%
probability per year; see Avenhaus and Krieger (2012). In case of N facilities there is at least
one facility 7 with ¢; < 1/N which implies that for N > 6 the 20% postulate can never be
fulfilled no matter which value 3; can take. We will come back to this point in the comments
on Theorem 11.1.

The game theoretical solution of this inspection game, see Avenhaus and Krieger (2012), is
presented in

Theorem 11.1. Given the Se-No inspection game on the reference time interval [t2,to] with
k = 1 interim inspection in N > 2 facilities, and with an facility-dependent error of the second
kind, i.e., B; > 0 fori = 1,...,N. The Operator’s set of behavioural strategies is given by
(11.5), the Inspectorate’s strategy set by (11.3), and the payoff to the Operator by (11.7).

Then an optimal strategy of the Operator is, fori =1,..., N, given by

1 N\ oo\
r = 1+ and  gi={1+> — | 11.8
92, 1- 5 ( ;1_@) n 92 ( ;1_@/) ) ( )

and an optimal strategy of the Inspectorate by the facility selection probabilities

1 Yoo\
= for i=1,...,N, 11.9
i - (gl_m) (119)
and by the interim inspection time point
N -1
to — to 1 .
TR _g - for  i=1,...,N. 11.10
to — 1(0) (; 152) (11.10)
The optimal payoff to the Operator is
* * * gk * [ to —t2
Opn,1 = Opna(8™, (a7, t7)) =to — t1(i) = v T (11.11)
1
1+ (Z )
= 1-5
Proof. It is clear from (11.8) — (11.10) that g* € Gv,1 and (q*,t*) € QN1 X T 1
Again, we have to show that, in analogy to (19.10), the saddle point criterion
Opn,(g, (@, t%)) < Opy1 < Opna(g™, (a,t)) (11.12)

for any g € Gy, and any (q,t) € Qn,1 x Tw,1 is fulfilled. We first prove the right hand
inequality of (11.12). Let
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Then we have for all ¢ =1,..., N, using (11.6), (11.8) and (11.11),

g5 Hi(6) + > g5 (to — ta) + g5 (to — ta (i)
J#i

1 1

Bi (to—t2)+ (6 — 1757:) (to—t2)+(to—t1(i))

—Bi

{tl(i) —ta+ 1
|

t1(i) — to + (% - 1) (to —t2) + (to — tl(i>)}

_ to— 12
T CH+1

i.e., by (11.7) the right hand inequality of (11.12) is fulfilled as equality. In order to prove the
left hand inequality of (11.12) we first rearrange (11.7) by using (11.5) and get

Opn,(g, (a,t)) (11.13)

= Opf\f_l )

N N
Z 2 t) + (to — t2) Zq] qu to — ta(i +Zqz to — ta(i
- g

By (11.10) we obtain foralli =1,...,N

(i) —t2 = —(to —t1) + (to — t2) = H—LC (to — t2)
and, using (11.6),
H(e") = (1= 60 (600) = 12) + i to —t2) = 0% 10— 1) (1.1

Thus, (11.9), (11.10) and (11.14) imply forall i =1,..., N
N
gf Hi(6") + (to —t2) D a5 — > d} (to — £ (1))
i =

_ C CH+p; C r
_l—ﬁi rC (t()*tg)Jr(tO*tg) (171_[))1.)7(1507152)1_'_7—0,

which yields, using (11.13),

to
OpN1g7q t’ qu(t()*tl O+1:Op7\/,17

i.e., the left hand inequality of (11.12) is also fulfilled as equality. O
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Let us comment the results of Theorem 11.1: First, the 20% requirement mentioned on p. 210
leads for N < 5, using (11.9), to conditions on j3;, which may look complicated . For N = 2
facilities we obtain by (11.9) for the Inspectorate’s optimal facility selection probabilities

q*: 1_/62 and q*: 1_61
Y281 B 2T 2-B1—B

The requirement ¢f > 0.2 and ¢35 > 0.2 is equivalent to

4[3173§/32§%(3+61). (11.15)

All pairs (B1, B2) fulfilling (11.15) are depicted in the grey area of Figure 11.1. One can see,
that for instance in case of 31 = 0 and 33 = 0.8, the 20% requirement cannot be fulfilled.
Consequently, the non-detection probability in facility 2 has to be decreased in order to fulfil it.
Strangely enough, one can also increase the non-detection probability in facility 1, which seems
to be counter-intuitive. The reason for this strange property is that we consider one interim
inspection; however, we do not fix the inspection effort which influences 81 and 2. Of course,
the optimal expected detection time grows with growing ’s.

Figure 11.1 Pairs (31, 82) fulfilling the 20% requirement in case of N = 2 facilities.
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Second, in case only N =1 facility is considered, we have §; = 8 and ¢; =1, and the results
for Theorem 11.1 simplify to that of Lemma 10.1. Like in Lemma 10.1, our analysis leads to an
explicit dependence of the optimal interim inspection time point ¢}(7) and the optimal facility
selection probability ¢ on ;, i = 1,..., N. Because of (11.10), the optimal interim inspection
time point ¢ () does not depend on 4, which is surprising, since the non-detection probabilities
are facility-dependent. Note that like in Lemma 10.1 the optimal expected detection time is
the time between the interim inspection and the final PIV. To start the illegal activity after the
interim inspection at time point ¢ (i), however, would not be an optimal strategy; see p. 188
and the comment on p. 232.
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Third, note that both the optimal facility selection probabilities g;" and the probabilities g5 ; of
the Operator for starting the illegal activity immediately at t5 are inversely proportional to the
detection probabilities 1 — 3;, i = 1,..., N, in these facilities. In other words, both players put
their emphases on facilities with small detection probabilities. This feature is well known from
other inspection games; see Avenhaus and Canty (1996), Chapter 6.

Fourth, again the optimal strategy of the Inspectorate is a pure strategy, i.e., t7(7) is determin-
istic, and the Inspectorate can announce this time point if it wishes so. In analogy to what has
been said on p. 189, the Inspectorate can also randomize the interim inspection time point.

Fifth, the more facilities are considered the earlier the interim inspection will be performed,
because (11.10) yields for all i = 1,..., N and any §; € [0,1)

N -1
(s 1 - 1
to —t2 = (to — t1(4)) 1+<; 15{) < (to — t7(3)) <1+N)’
i.e., the optimal interim inspection time point ] (i) tends to ta foralli =1,..., N and N — oc.

This is plausible, since the Operator will start his illegal activity with probability one right at
the beginning of the reference time interval: (11.8) leads for any §; € [0,1) to

N\ 1
=11 E <
” <+211_ﬂ2> TN+

i.e., the optimal probability g5 tend to zero for N — co. The inspector reacts on his part with
an early interim inspection time point ¢} (7).

Sixth, if the non-detection probabilities are facility-independent, i.e., 8; = Sforalli=1,... N,
then we have

LN
—1-pB 1-p
and (11.8) — (11.10) imply for the Operator’s and the Inspectorate’s optimal strategies:

1 1-
95 for i=1,...,N and g; b

(11.16)

TN+1-3 N+1-5
and
to—t1(l):m(to—tz) and ¢ =N for i=1,...,N. (11.17)

Both results coincide as expected with the results of Theorem 11.2 for & = 1 interim inspection,
with the results in Avenhaus and Krieger (2013b), and for 8 = 0 with the results in Krieger
(2010).

Finally, and just in order to demonstrate the variety of models which have already been analysed,
let us mention another variant in which the Inspectorate’s set of strategies is given by (11.2),
whereas the Operator selects first the facility for the illegal activity and only thereafter decides
to start the latter one immediately or not. A justification for this assumption could be the
following: While in the game discussed in this chapter the Operator is assumed to be able to
start the illegal activity immediately, in this variant the Operator needs time to prepare the
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illegal activity in the facility chosen at first. This variant has been analysed for two facilities
with different detection probabilities; see Avenhaus and Krieger (2012). Although both models
are different from a strategic point of view, it turned out that the optimal interim inspection
time points are the same for both variants.

11.2 Two interim inspections; facility-independent errors of
the second kind

Because the case of one interim inspection in N facilities with facility-independent detection
probabilities 1 — 3 is a special case of Theorem 11.1 leading to the optimal strategies (11.16)
and (11.17), we consider now the inspection game with k& = 2 interim inspections in IV facilities,
which is based on the following specification:

(v') During an interim inspection the Inspectorate may commit an facility-independent error of
the second kind with probability 3, i.e., the illegal activity, see assumption (iv'), started in
facility 7 is not detected during the next interim inspection in that facility with probability
B. Note that if there is no interim inspection left, then it is detected with certainty at
the final PIV; see assumption (iii).

The model analysed in this section has its origin in the work of Krieger (2010) who considered
the case of one and two interim inspections in N facilities with no errors of the second kind,
i.e., B =...=Bn = 0. In contrast to his work, we will include here errors of the second kind
that are assumed to be facility-independent, i.e., f1 = ... = Sy =: 8 > 0. The results of this
section have been published by Avenhaus and Krieger (2013b).

Note that the comment made after (11.1) on the different meaning of g; in Part | and this
chapter, the comment after (11.2) regarding the relation between Tn,1 and Ty, and the comment
after (11.7) on the different meaning of Opy 1 in Part | and this chapter, apply — accordingly
modified — also here, and are not repeated.

According to assumption (vii'), the Inspectorate chooses at the beginning of the reference
time interval, i.e., at 3, the facilities (i2,41) € {1,..., N}? with probability Q(ig,iy)» Where ia
indicates the facility for the first and i; the for the second interim inspection. Define

Qng = {q = (qa,1)>-- - av,y) €0, I]N2 . Z Q(izi1) = 1}. (11.18)
(i2,i1)€{1,...,N}2

Depending on the choice (i2,41) of the two facilities to be inspected, the Inspectorate chooses
the time point t2(i2,i1) for the first and ¢1(i2,41) for the second interim inspection. From
the modelling point of view it is important that the time points are supposed to be dependent
on (i2,41), since it cannot be excluded a priori that, e.g., t2(1,1) is different from t2(1,2).
Keeping in mind that due to assumption (ii) of Chapter 8 the Inspectorate cannot perform the
two interim inspections at the same time — yet, we will come back to this point on p. 230 —,
the strategy set concerning the time points of the interim inspections is given by

TN72 = {t = (tg,tl) : {17 ... 7]V}2 — R?: t3 < tg(ig,il) < tl(ig,il) < to
(11.19)
for any (ig,41) € {17...7N}2}.
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(11.18) and (11.19) together define the Inspectorate’s strategy set
Qn2 X Tng. (11.20)

According to assumption (vii'), the Operator’s behaviour is formalized as follows: Let g3; and
g3 be the probabilities that the Operator starts at ¢3 the illegal activity in facility 4, s = 1,..., N,
or postpones its start. Using (11.4) we have g3 := (g3.1,...,93,n,93) € GS\?). In case the
illegal activity is postponed, the Operator observes the time point to = t3(i2,41) of the first
interim inspection and the respective facility i5 in which it takes place; of course he does not
know the time point i1 of the second interim inspection. Depending on iy and t5 he chooses
the probabilities g2 ;(i2,t2), i = 1,..., N, for starting the illegal activity in facility i at t5 and
ga(i2, t2) to postpone its start again. The Operator starts the illegal activity with certainty at
t1(i2,41) in either facility if he does not do so before. The time lines of the interim inspection
time points and the facility selection probabilities as well as the probabilities for starting or
postponing the illegal activity in different facilities are presented in Figure 11.2, where for
brevity g2 i(i2,t2) and ga(ia,to) are abbreviated by go;(i2) and ga(iz), respectively.

Figure 11.2 Time lines of the interim inspection time points and the facility selection probabil-
ities (left) as well as the probabilities for starting or postponing the illegal activity in different
facilities (right).

PIV PIV
t3 to(iayi1) ti(iz, 1) to
\ \ \ |
t t t {
PIV PIV 1
ts to - ;
ta(1,1) ti(1,1) facility 1} } {
qa,1) } t 1 ‘
93,1 g2,1(i2)
t5(1,2) t1(1,2) . i
qu2) | + + | facility 2 | + T {
. 93,2 g2,2(i2)
L(N.N) (N, N) !
GN.N) b t t | facility N | t 1

93.N g2,n(i2)

g3 g2(i2)

Note that while in Section 10.13 the probability g2(t2) is only a function of 5 (because only one
facility is considered), here is becomes a function of the facility of the first interim inspection
i2 and the time point to: g2 (i2, t2).

Using (11.4), define for any t € R with ¢ < tg and all n = 2,3,... the set G, (t) of all functions

mapping a pair {1,..., N} x (t,t9), i.e., a facility and a time point, onto GS\?):

Ga(t) = {gn {1, NY X (L to) — GE@} . (11.21)
Then the Operator’s strategy set is given by
Gra =G x Gylts). (11.22)

An element of G is denoted as g := (g3, g2). Defining the indicator function by

I B A |
wp={ 7 L2 (1123)



216 Chapter 11: Se-No inspection game for more facilities

then the payoff to the Operator can be derived, using Figure 11.2 and (11.23), as follows: Let
(i2,31) € {1,..., N}? be a pair of facilities to be inspected. The following types of detection
times, i.e., differences between interim inspection time points, can occur:

e In order to get the detection time ty — ¢1(i2,41), the illegal activity has to be started at
time point t1(i2,i1). The probability of this event is given by

93 92(i2, t2) .

e In order to get the detection time ty — t2(i2,41), the illegal activity has to be started at
time point t2(ig,41) in one of the IV facilities, say the r-th one, and is not detected at
the next interim inspection at time points ¢; in case it is performed in the r-th facility.
Thus, the probability that the illegal activity is only detected at the final PIV is given by

N
93 Y gar(in ta) pr0 ().

r=1

e In order to get the detection time ¢y — t3, the illegal activity has to be started at time
point ¢35 in one of the N facilities, say the r-th one, and is not detected at any of the
two interim inspections at time points 2 and ¢;. Because 2]2-:1 1;;(r) is the number of
interim inspections taking place in facility » and because of the stochastic independence
of the non-detection events, the probability that the illegal activity is only detected at
the final PIV is given by

N 2
Z g3 527:1 ]]-i] (r) .

r=1

e In order to get the detection time ¢1 (i, i1) —t2(i2, i1), the illegal activity has to be started
at time point ¢y in facility i; and has to be detected at time point ¢; (with probability
1 — f3). The probability of this event is given by

93 92, (i2,t2) (1 = B) .

e In order to get the detection time t;(i2,41) — t3, the illegal activity has to be started
at time point t3 in facility i; and has to be detected at time point ¢; (with probability
1—/3). Because 1;,(i1) indicates if the first interim inspection is performed in facility iy,
the probability of this event is given by

93, Blia (i1) 1-25).

e In order to get the detection time t2(i2,41) — t3, the illegal activity has to be started
at time point t3 in facility i2 and has to be detected at time point to (with probability
1 — B3). The probability of this event is given by

93,io (1 - /))) .

If we write for the sake of clarity in the following equation only ¢2 and ¢ instead of 5(i2,41) and
t1(i2,41) and only g2 ;(i2) and ga(io) instead of go;(i2,t2) and ga(i2, t2), then the (expected)
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payoff to the Operator, i.e., the expected detection time, is, for any g € Gy and any (q,t) €
QN,Q X TN,Z: given by

Opn2(g, (a,t)) == Z Q(insir) [(to —t1) g3 g2(i2)
(i2,i1)€{1,...,N}?

N N
2 (7
+(to—t2) g5 > g2(ia) B 4 (to —t3) Y gar g 1)

r=1 r=1
+ (t1 — t2) g3 g2.4, (i2) (1 = B) + (t1 — t3) g4, B2 (1 = B)

+ (t2 —t3) 93,6, (1 — 5)] : (11.24)

The game theoretical solution of this inspection game, see Krieger (2010) for the case 3 = 0
and Avenhaus and Krieger (2013b) for the case 3 > 0, is presented in Lemma 11.1. Even
though this Lemma is a special case of Theorem 11.2, we present its proof in detail as it is
helpful for understanding the proof of Theorem 11.2.

Lemma 11.1. Given the Se-No inspection game on the reference time interval [t3,t] with
k = 2 interim inspections in N > 2 facilities, and with facility-independent errors of the second
kind, i.e., f1 = B2 = ... = By =: B > 0. The Operator’s set of behavioural strategies is
given by (11.22), the Inspectorate’s strategy set by (11.20), and the payoff to the Operator by
(11.24).

Then an optimal strategy of the Operator is given by

= fc =1,...,N f = ————, 11.2
g3,7, N+2(1_B) or 7 ) ] ) g3 N+2(1_ﬂ)/ ( 5)
and, foralli=1,... N, forallio =1,... N, and for all t3 < to < to, by
. /. 1 . s 1
g5 4(i2,t2) = 5 14, (9) and  g3(iz,t2) = 5 (11.26)

An optimal strategy of the Inspectorate is for any (is,i1) € {1,...,N}? given by the facility
selection probabilities

* -2
Gipiny =N (11.27)

and by the interim inspection time points

o i) e LB
t5(iz,01) —t3 = N12(1-7) (to —t3) and
(11.28)
Fi(in, i) — t3(iz, 1) = oo (0 — 1300z, i)
122,21 ol22,21) = N+17/3 0 2(22,21)) -
The optimal payoff to the Operator is
" ¥ (% gk .o N
Opy 2 = Opn2(8", (a7, t7)) = to — ] (i2,i1) = 57— (to — t3). (11.29)

T N+2(1-0)
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Proof. We have to show that, in analogy to (19.10), the saddle point criterion
Opn2(g; (q",t%)) < Opi o < Opn2(g", (a,t)) (11.30)

is fulfilled for any g € G and any (q,t) € Qna x Tva. Because SN | 1;,(r) g1 (") =
Bl (2) | (11.24) implies, using (11.25) and (11.26),

(N +2 (1 - 5)) OpN,Q(g*7 (q7 t))

= Z 9(iz,i1) [(to - tl) (1 - ﬁ)

(i2,31)€{1,...,N}2

N N
+(to—ta) (1= B) D Liy(r) B )+ (tg — t3) Y pri= 1)

r=1 r=1

(1~ 1) Ly (i) (1= B o (11 — 1) 420 (1= B) + (1) (1 - B)] . (11.31)

Let (i2,41) € {1,...,N}? be fixed. Then (11.31) yields for the coefficient A; of

Ar=—(1=B) + 15 (i) (1= B)* + =) (1 - §) (11.32)
{(15)+(15)=0 for iy # o

= (11.33)
(A=) + (1 =B +B1-p8)=0 for i1 =iy

For the coefficient Ay of t2 we obtain by making use of (11.31) and (11.32)
N
Ay =—(1=5) 3_ 1ia(r) 1) = 15,(02) (1= ) + (1= )
r=1

= —(1=B8) A1) — 15, (i) (1= B> + (1 - B) = —Ar.
The coefficient Ag of ¢y is, using (11.33), given by

N
Ao = (1= B)+ (1= B) a2 437 gEia 150 (11.34)

r=1

which evaluates to
A { (1-B)+(1=B)+(N=2)+28=N for i #iy
1=B)+(A=BB+(N-1)+p=N for i1=ip
Finally, (11.31) and (11.34) yield for the coefficient A3 of t3

N
Ay ==Y g M) - gla) (1- 8) - (1— ) = —Ao.
r=1

Therefore, we have A3 = —Ag = —N, and (11.31) implies

(N+2(1-0))Opna(g*, (q,t) = > Giinin) |Aoto — Asts] = N (to — t3)
(i2,31)€{1,...,N}2
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for any (q,t) € QN2 X Ty 2, i.e., the right hand side of (11.30) is fulfilled as equality.

To prove the left hand inequality of (11.30), we first note that (11.28) — again suppressing
(i2,41) in t5, n = 1,2 — implies

1-5
o=t -t = —— " (ty —ta).
2 3 1 2 N+2(1—ﬁ)(0 3)
Thus, we get
f*—fg,:t*—t*+t*—t3:2(t*—t*):2(#0—1‘3)71_6 (11.35)
1 1~ la T 1~ 1 Nt12(1-p)° .
N+1-p
to—th =ty —t3— (th —t3) = (tg — t3) —————,
0—ty=to—t3— (tz — t3) = (to J)N+2(1—ﬁ)

and furthermore, by (11.35),

to —t] =to —t3 — (t] — t3) = (to — t3) (1*%> :(toft?’)ﬁ'

Using these relations and (11.27), (11.24) leads to

NZ(N+2(1—B))
(to —t3)

Opna(e (d't) = > [Ngzs 92(i2)
(ig,i1)€{L,...N}2

N N
FN+1=0) g3 Y g2r(ia) 0O + (N +2(1 = B) Y g3, pi=1 ")

r=1 r=1

+ 93 921 (i2) (1 = B)% + 2930 842 (1= B)% + gy (1 - B, (11.36)

where instead of ga;(i2,t2) and ga(iz,t2) only write g ;(i2) and g2(i2). We first consider the
sum over all terms containing g2.(i2) and ga(i2) and get because they only depend on iy and
because Zf\l;l fla) =N —-148

N

g Y [Ng) (N 1=8) 3 ga0ia) 854 + g, i2) (1 = 5)%]
(i2,i1)€{1,...N}2 r=1
N N N
=95 [N2 g2(ia) + (N +1=8) > gar(ia) D B 4 (1= galin)) (1 — /3)2}
i9=1 r=1 i1=1
N
=95 Y [N galia) + (N + 1= B) (N =1+ 8) (1 = ga(ia)) + (1 = ga(i2)) (1 — 5)?]
i9=1
— gy NP (11.37)

Thus, the right hand side of (11.36) simplifies by (11.37) to
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N
g3 N® + > {(N +2(1-8)) > gar =1 1 (1)

(i2,31)€{1,...,N}? —1

+ 234, B2 (1 - B)? + g3z, (1 — 6)2] . (11.38)
Because we have for fixed r € {1,...,N}
) 0 for ig#randiy #r
D ni(r)={ 1 for ip=r#ijorig=r#i , (11.39)
= 2 for i9=i1 =1

there are (N — 1) pairs (i, 1) leading to 8%, 2 (N — 1) pairs leading to 3!, and only one pair,
namely (r,7), leading to 2. Thus, we get

N N
S Y g g M =N g, (V=124 2(N - 1) B+ 7
r=1

(i2,i1)€{1,....N}? =1

=(1-g3) (N-1+p)°.

The two remaining terms in (11.38) simplify to

N N N
> g3 B2 =3 " g3 B> g5

(i2,i1)€{1,...,N}? io=1 ip=1 1211;112
N

=(1-g3)B+> (1—gs—gsi) =1 —g3)B+N(1—gs)—(1-gs)
io=1

=(1-g3)(N-1+5)
and

N

> 932 = Y (1—g3) = N(1—g3).

(i2,i1)€{1,..N}2 i1=1
Thus, we finally get by (11.36) and (11.38)

NQ(N+2(1—,6))
(to —t3)

for any g € G2, i.e., the left hand side of (11.30) is also fulfilled as equality. O

Opna(g, (aF,t%) = N?

Note that interesting properties of the optimal strategies, such as the Operator starts the illegal
activity at time point ¢2 only in the facility inspected at that time point, see (11.26), and of
the optimal payoff are discussed after the proof of Theorem 11.2.

Let us comment the results of Lemma 11.1: First, the optimal expected detection time (11.29)
is for N = 2 facilities the same as that for the case of one facility and k = 1 interim inspection,
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i.e., N =k =1, see (10.8). This property suggests that the Inspectorate may consider in case
N = k = 2 the two facilities independently and place the two interim inspections in the two
facilities at the same time point ¢* given by (10.7), of course with reference to [t3,o]. This
result is intuitive, but it represents a modelling problem: If the two interim inspections take
place at the same time, then it makes no sense that they are performed in the same facility. This
possibility, however, is not yet excluded from the strategy set of the Inspectorate. In Lemma
11.3 it will be shown that this time point t* given by (10.7) is also an optimal strategy, if we do
not maintain assumption (ii) of Chapter 8 that the two interim inspections cannot take place
at the same time.

Second, there is another reason for mentioning this additional optimal strategy in the appro-
priately modified game: Since we consider the N facilities to be of the same type, one might
guess that the optimal facility selection probability given by (11.27) is obvious, in other words,
that this equal distribution strategy might be taken a priori, thus reducing the Inspectorate’s
strategy set, which, however, would not really reduce the complexity of the problem. We have
demonstrated in this monograph that one is well advised to consider a rather general set of
strategies of the Inspectorate, since one might miss other optimal strategies which may be

interesting from a practitioners’ point of view; see the discrete time Se-No inspection game in

Section 4.2, where, using (4.35) and Lemma 4.4, the equal distribution (],Y)_l on the set Jy ,

see (4.28), is only one element of the uncountable set of optimal strategieé of the Inspectorate.

Third, let us consider an analyst who wants to generalize the result obtained for the case of
k = 2 interim inspections in N = 1 facility as given in Lemma 10.2 to any number N of
facilities.! How could he proceed? He could argue that because all facilities are of the same
type, the probability to perform inspections in the facilities (i2,41) should be N=2 as in this
case none of the facilities is preferred. This argument yields (11.27). He could also assume
that the time differences between interim inspections &} — t1,t5_1 — t},..., 17 — t5 are all
equal. However, he would have to take into account that the detection probability at the next
interim inspection is now (1 — 8)/N, because the events "detection of the illegal activity"
and "selection of the facility in which the illegal activity has been started at t3 resp. 2" are
independent. Thus, instead of (10.18), he would consider the time points — replace 1 — § in
(10.18) by (1 — 8)/N -

(1-pB)/N
1+2(1-pB)/N

(1-B)/N

e T+ T-5)/N

(to - tg) and tI — t; = (t() — t;)

as optimal interim inspection time points, that coincides with (11.28). The same argument
leads, using the left hand equation of (10.17), to g3 in (11.25). Furthermore, he distributes
the probability 1 — gj of starting the illegal activity at time point ¢35 equally to all N facilities,

i.e., the practitioner assumes, using again the left hand equation of (10.17), that

*_11*_1 L = 1
%: =y (1= 9% = N30 /N~ N120-5)

i.e., the left hand equation of (11.25). Furthermore, it is easy to see that (10.19) with (1—5)/N
instead of 1 — 3 yields (11.29). Finally, the practitioner needs to define the probabilities
g5 ;(i2,t2) and g3(i2,t2). If he proceeds in the same way as before, then the right hand
equality of (10.17) yields, we use g5, and g5 to avoid confusion, for all i = 1,..., N, for all

The following heuristic considerations have been provided by an unknown Referee to whom we thank here.
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ia =1,..., N, and for all t5 < ts < tg,

v . 1
G5 ;(i2, t2) = 5 — and G5 (2, t2) = 3 (11.40)

which is obviously different from (11.26). In sum, the practitioner considers (11.25), (11.40),
(11.27) and (11.28) as his heuristically derived optimal strategies.

Does his somehow convincing heuristic derivation lead to a saddle point of the game? As
in proof the of Lemma 11.1, the left hand inequality in (11.30) is fulfilled as equality, i.e.,
Opn (g, (a*,t*)) = Opjy o for any g € G2, because the heuristically derived q* and t*
coincide with (11.27) and7(11.28). With g* := (g3,835), where g} resp. g5 are given by
(11.25) resp. (11.40), we obtain

(N +2 (1 - /B)) OpN,Q(g*7 (q7t)) =

N
N (to —t3) — (1= B)* (to — t1) (;, - q(w,n)) . (11.41)

ig=1

the derivation of which is provided in Section 23.1. Now, using (11.41), the right hand inequality
of (11.30) is, because of t; < to for any t = (t2,%1) € Ty .2, equivalent to

1 N
N < Z Q(iz;i2) >

i2=1

which is obviously not fulfilled for any q € Q2. Thus, (@*,t*) is not a best reply against g*,
and therefore, the heuristic construction given above does not lead to a saddle point.

Wrapping up, caution has to be given when generalizing results from special cases to gen-
eral ones or from simpler games to more complex ones even if the heuristic arguments seem
convincing.

11.3 Any number of interim inspections; facility-independent
errors of the second kind

Because the inspection game treated in this section is a generalization of that analysed in
Section 11.2, it is also based on specification (v') on p. 214.

Looking once more at the payoff (11.24), one realizes that it would become very cumbersome
to try to formulate it for the general case of k interim inspections in NV facilities. Therefore, the
proof of the conjecture formulated in Avenhaus and Krieger (2013b), see Table 11.1, seemed
at that time out of reach. We will show now that with the help of a new formulation of the
payoff indeed the conjecture can be proven.

Again, the comments made after (11.1), (11.2) and (11.7) apply — accordingly modified — also
here; see p. 214.

According to assumption (vii'), the Inspectorate chooses at the beginning t;11 of the reference
time interval [t;;1,to] first the facilities (ix,...,41) € {1,..., N}* to be inspected during the
k interim inspections, where i, denotes the facility inspected at the (kK — n + 1)-th interim



Chapter 11: Se-No inspection game for more facilities 223

Table 11.1 Normalized optimal expected detection times Op},; ;. /(to — tx+1) as function of N,
k and 3; see Avenhaus and Krieger (2013b). Entries in the shaded area were conjectured.

N 1 2 3 4 5
k

1 1 2 3 4 5
2-3 3-0 4-p 5—0 6-—0

9 1 2 3 4 5
3-28 | 4-28 | 5—2B8 | 6-28 | 7-28

3 1 2 3 4 5
4-3p 5—3p0 6—-35 7T—38 8—30

4 1 2 3 4 5
5—-4p 6—40 T—4p 8—4p4 9—-4p

5 1 2 3 4 5
6-5p 7T—50 8—50 9-58 | 10-58

inspection, n = 1,..., k. Obviously, there are N* possibilities to place the interim inspections

in the facilities, i.e., in the space.

Let qy,..i1) (Bky---501) € {1,...,N}*, be the Inspectorate’s probabilities of choosing the
facilities (ig,...,41) for the interim inspections. These probabilities are collected in the set
Qn k. as follows

Quri={a=(aa v ) €O Y g =1}
(1hyeeesi1)E{L,..., N J*
(11.42)

Depending on the choice (i, ...,41) of the facilities to be inspected, the Inspectorate chooses
now — still at the beginning of the reference time interval — the facility-dependent time points
tn(ik,...,11), n =1,...,k, for the interim inspections. Because of assumption (ii) of Chap-
ter 8, the Inspectorate performs only one interim inspection at some time point, i.e., the
tn(ik, S ,il) are subject to the condition 5411 < tk(ik, e ,il) < < tl(ik, S ,il) < 1o
for any (ig,...,i1) € {1,...,N}*. These time points are combined in t = (tg,...,t) :
{1,...,N}* — RF which assigns to each outcome (ir,...,4;) of the random experiment the
interim inspection time points t, ..., t; fulfilling the above condition. Let the set of all func-
tions mapping {1,..., N}* onto R¥ fulfilling the above condition be defined by

T ::{t = (tpyo . t1) {1, NP S RF with
tht1 < tk(ik,“..,il) <. < tl(ik,.“,il) < o

for any (ig,...,i1) € {1,...,]V}k}. (11.43)
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Therefore, using (11.42) and (11.43), the Inspectorate’s strategy set is given by

Ong X TN - (11.44)

The Operator’s behaviour is, using assumption (vii’), formalized as follows: Let gii1; resp.
gr+1 be the probabilities that the Operator starts at ;11 the illegal activity in facility i,
i=1,..., N, resp. postpones its start. These probabilities are collected in the set G'; kH) ee
(11.4). Suppose the start of the illegal activity is postponed until time point t,, n = 2, ..7k,
i.e., the (kK — n + 1)-th interim inspection. At that time point the Operator has full knowledge
of the facilities (ig,...,i,) which has been inspected so far and the respective time points
(tg,.-.,tn). Based on this information he starts the illegal activity in facility ¢ with probability
Gn,i(in,tn), i =1,..., N, and postpones its start again with probability g,(in,t,). Note that
we assume that the probabllltles 9n,i and gp only depend on i, and ¢, and not on the whole
history (ik,...,i,) and (tg,...,t,); see the discussion on p. 193 for the case of N =
facility. Again, in case the Operator does not start the illegal activity before, he will do so
with certainty at ¢ (ix,...,%1) in either facility. In sum, using (11.21), the Operator’s set of
behavioural strategies is given by

G = GU <k, Gultr), (11.45)
which is a generalization of (11.22). An element of G, is denoted as g := (8k+1, 8k, - - - » 82)-

After having introduced the strategy set for both players we now determine the payoff to the
Operator, i.e., according to (ix) the expected detection time Opy x(g, (q,t)) in the following
Lemma. For that purpose we define the indeterminate form 0° to be 1; see Knuth (1992).

Lemma 11.2. Given the Se-No inspection game on the reference time interval [t,11,to] with k
interim inspections in N > 2 facilities, and with facility-independent errors of the second kind,
ie, b1 =Py =...= PN =: 8 >0. The Operator’s set of behavioural strategies is given by
(11.45) and the Inspectorate’s strategy set by (11.44).

Then the (expected) payoff to the Operator, i.e., the expected detection time, is, for any
g € Gny and any (q,t) € Qn i X Tk, using (11.23), given by

OpN’k(g7 (a,t)) = Z Q(ik,...r11) [(tO —t1) wat+
(ieyensin)E{L,., N R

k
+ Z (te — tog1) et gev1,i, (1= B)
=1

(11.46)
k+1
pyian 11, (r)
+ Z ( tm Wm+41 Z gmrﬁ 7
m=2 r=1
k—1 k+1
+Z Z (—t Wm+1 Im iy 62] l+1 ZZ) (1 ) )
=1 m=(+2
where t, = tn(ig,...,%1), n = 1,...,k, and where wy = wy(ig,... itk . te), £ =

.,k + 1, is the probability that the start of the illegal activity is postponed at time points
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tk+la e 7tl"
Tkl HfL:L; gn(in,tn) for £=2,... k
We =S Gkl for {=k+1 . (11.47)
1 for {=k+2
Proof. We choose a fixed combination of facilities (i, ..., i1) € {1,..., N}* to be inspected

and determine for all possible differences of detection times ty — t,,, 0 < £ <m < k+1
the corresponding probabilities, i.e., we determine the distribution of the random variables time
between start and detection of the illegal activity. Indeed, this new approach turned out to be
the path to proving the conjecture formulated in Avenhaus and Krieger (2013b).

Four types of differences t;—t,, of interim inspection time points t; and t,,, have to be considered
which correspond to the four lines in (11.46) and which are represented in Table 11.2. Because
(ik,...,i1) is fixed throughout the proof, we omit these arguments in the t,s and in the wys.

Table 11.2 The four types of differences ¢, — t,,, of interim inspection time points t; and t,,
in case of k interim inspections.

m 1 2 3 4 k-2 k-1 k k+1
¢
0 (1) (3) (3) (3) e (3) (3) (3) (3)
1 (@) (4) (4) (4) (4) (4) (4)
2 (2) (4) (4) (4) (4) (4)
3 (2 4 (4) 4) 4
k=3 (2 4) (4) )
k—2 (2) (4) 4)
k-1 (2) 4)
k 2

First line in (11.46): In order to get the detection time ¢y — ¢1, i.e., entry (1) in Table 11.2,
the illegal activity has to be started at time point ¢;. The probability of this event is, using
(11.47), given by

Ih1 Gk (i, tr) - galiz, t2) = wa.

Second line in (11.46): In order to get the detection time ¢y, — tp1q, £ = 1,...,k — 1, i.e,,
entries (2) in Table 11.2, the illegal activity has to be started at time point ¢,y in facility 4,
and has to be detected at time point ¢, (with probability 1 — 8). The probability of this event
is, using (11.47), given by

Gk1 Ik (ks te) -+ oo (iogas teya) Geyii, (Beg1, terr) (1 — B)
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= Weg2 Geg1i, (feg1, ter) (1= 6)

In case of £ =k, the illegal activity has to be started at time point ¢ in facility iy and has
to be detected at time point ¢; (with probability 1 — /3). Using (11.47) again, the probability
of this event is given by

Gkt 1,y (1 = B) = Wig2 Gry1,5, (1 — B) .

Third line in (11.46): In order to get the detection time to — t,,, m = 2,...,k, i.e., entries (3)
in Table 11.2, the illegal activity has to be started at time point ¢, in one of the N facilities,
say the r-th one, and is not detected at any of the remaining interim inspections at time points
tm—1,...,t1. Because Z;’;l 1;;(r) is the number of interim inspections after time point
tm, taking place in facility » and because of the stochastic independence of the non-detection
events, the probability, that the illegal activity is only detected at the final PIV, is given by
)[32}”:_11 1;;(r)

gm,r(imy tm
Thus, we finally get by (11.47)

N
m—1 g
Wm+1 Z g’!VLJ'(iTIM tm) BZ,‘:1 L ) . (11.48)

r=1

For m = k + 1 the probability w,,+1 vanishes and we also get (11.48), because wy2 = 1 by
definition.

Fourth line in (11.46): In order to get the detection time ty —t,,, £ = 1,...,k —1,m =
{+2,...,k, i.e., entries (4) in Table 11.2, the illegal activity has to be started at time point
tm in facility ¢y and has to be detected at time point ¢, (with probability 1 — 3). Because
[S’Z?;@lﬂ Li; (ie) gives the probability of not detecting the illegal activity during the interim
inspections at time points ty41,...,tnm—1 which are carried out in facility iz, the probability to
start the illegal activity at time point ¢,, in facility 7, and to detect is at time point ¢, is, using
(11.47), given by

m—1 .
Wm+1 gm,ig(im7 tm) 6Z]:Z+l Lj (i2) (]- - 6) . (1149)
Because wy1o = 1, the case m = k + 1 leads also to (11.49), which completes the proof. [

The game theoretical solution of this inspection game, which was conjectured in Avenhaus and
Krieger (2013b), is presented in Theorem 11.2. It includes two Lemmata which are the subject
of Section 23.2 and it is, admittedly, not easily to be understood. In view of the simple structure
of the solution we do not exclude that one day a simpler and perhaps more intuitive proof can
be found.

Theorem 11.2. Given the Se-No inspection game on the reference time interval [ty.11,to] with
k interim inspections in N > 2 facilities, and with facility-independent errors of the second
kind, i.e., f1 = B2 = ... = By =: § > 0. The Operator’s set of behavioural strategies is
given by (11.45), the Inspectorate’s strategy set by (11.44), and the payoff to the Operator by
(11.46).

Then an optimal strategy of the Operator is given by

Ghi1i= w5 for i=1,...,N and gk+1:m’

NTEA=) (11.50)
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and, foralln=2,...,k, foralli=1,...,N, foralli, =1,... N, and for all t; 1 < t, < to,
by

. . 1 ) . 1
Gn.ilinstn) = - 1;, (i) and gn(in,tn) =1— o (11.51)

An optimal strategy of the Inspectorate is for any (iy,...,i1) € {1,...,N}* given by the
facility selection probabilities

Uigroi) = Nk (11.52)
and, for alln =1,...,k, by the interim inspection time points
tﬂm“.h%%*ﬂm.“h):——jS—{m—ﬁlﬁkmiﬁ) (11.53)
n ) ) n+ ) ’ N + n(l o /3) n+ ) ’ )

where t2+1(ik7 ey Zl) = tk+1-

The optimal payoff to the Operator is

N

N+k(1-58) (to —tk+1). (11.54)

Op}‘\f,k = OpN,k(g*7 (q*7t*)) =to— tiﬁ(ikv .. '7i1) =

Proof. In order to show that g* and (q*, t*) are optimal strategies we have to verify, in analogy
to (19.10), that the saddle point criterion

is fulfilled for any g € G and any (q,t) € QN X Tk

We first show that Opy (8", (q,t)) = Op’]‘\uC for any (q,t) € Qn i X Tk For the sake of

brevity we suppress the arguments in the following equations. Let (iy,...,41) € {1,...,N}¥

be a fixed but arbitrary combination of facilities to be inspected. By (11.50) and (11.51) we

obtain forall £ =2,...,k
k

. B1=8) k-1 (-1 _(1-8)(-1)

= * = ... = . 11.56

we W“ll% N+k(1-B) & ¢ T N+k(1-p) (11.56)

Note that (11.56) is also valid in case of £ = k + 1, where H;‘f:kH g; =t 1. Furthermore,
(11.56), (11.50) and (11.51) lead to

1-5 ,
mﬂ.ie+l(2[) . é::l,,k;—l
Wytg 9?+1,u = 1
_ =k
N+EkE(Q1-p5)
and
1-5 527':711 Li; (im) s m=2,...,k

r=1

N - 7
* * m-1 is(r N + k(1—
W41 Z Im,r ﬁ2171 1) = 1( h) k )

( S, g O m =kl

N+k(1L-pB)
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as well as
1-5 e T (ie)
— P 1, () fEen OO =3k
oo pybiaG) _ ) N+k(1-5) Lim (i)
merlgm,zgﬁ 7 7 - 1 Zk 14, (ie)
j=t+1 g (L : =k+1
N+k(1*ﬁ)6 ' ' meR

Define for any & € N with & > 2, any N € N, any (ig,...,i1) € {1,..., N}* and arbitrary
tk+1,---,to € R the function

o

-1

R(ig,...,i1) == (o —t1) + D> (te — tew1) Lipyy (i) (1 = B) + (T — tht1)

~
Il

+Z(to—t ) BEIE L) (1 — gy) kﬁZﬁzJ 1 15;(1)

¥ 3
lQ

N

(11.57)
k
Z (te — tm) L, (i¢) 52}’;211 L, (ig) (1-B)

m=~0+2

+
N

ol
—_

3 (b — i) fZ=er1 B0

~
I
_

where for k = 2 the sum in the third row is put to zero. Using (11.46) and (11.57) as well as
the result (23.2) of Lemma 23.1, we get for any (q,t) € Qni X Tk

N+Ek(1-— i ‘ .
# Opn(g’ (a,4)) = > Qig..i) Rk, 1) (11.58)
(ihyeeyi1)E{L,...,N}*
N
1.3 (to — trt1)

which implies Opy 1(g%, (q,t)) = Opjy o 1€, the right hand inequality of (11.55) is fulfilled
as equality.
We now prove that Opy i(g, (g%, t%)) = Opi ik for any g € G . For a fixed but arbitrary

combination of facilities (ig,...,i1) € {1,..., N}* to be inspected we write for the sake of
brevity only ¢ instead of ¢} (i, ...,%1). We first prove that (11.53) implies

1-5

==+ )

(toftk+1)+tk+1 for n=1,...,k, (11.59)
which is shown by induction with respect to n. Because tk+1(bk, ...,11) := tg41, (11.53) leads
for n = k directly to (11.59) for n = k. Suppose (11.59) is true for ann=1,....k—1,ie,
n+1=2,...,k Then (11.53) and (11.59) for n — n + 1 implies

= 1_6
" N+n(l-p)

_ (1=8) (fo — tt1) (17 (175)(k7n)>+(175)(k*n)
N+n(l-p) N+k(1-p5) N+k(1-5)

(tO - t:wl) + t:wl

(to — thr1) + tage,
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which simplifies to (11.59). Also (11.59) yields

—N(1—
t;—t;‘n:%(to—tm) for 1<l<m<k+1 (11.60)
and
N —1)(1-
to—th = J;V(Tk(l)_(ﬁ)ﬁ)(toftkﬂ) for  m=1,... k. (11.61)

Define for any k € N with £ > 2, any N € N and any g € G the function

k
L(g) = 3 [N+ wers gy (1- B)? (11.62)
(ifyoenrit)E{1,., N} =1
k+1 N S
+ SN = 1) (1= B) st 3 gy B0 15
m=2 r=1
k—1 k+1 _ )
+ 30N (= O wngr g, B 10 (1 5)2} :
=1 m=L(+2
Then (11.46), (11.52), (11.60), (11.61) and (11.62) lead to
NF(N +k(1- . ok
AR =B) G ae, (0, ) = Lig). (11.63)

to — tgy1

Making use of (23.18) in Lemma 23.2 we finally obtain Opn k(g (q",t*)) = Op};;, for any
g € G, i.e., the left hand inequality of (11.55) is also fulfilled as equality.

Using (11.54) and (11.61) for m = 1 leads to Op}, ;, = to —t], which completes the proof. [I

Let us discuss the results of the Theorem 11.2, which also hold for Lemma 11.1: First, we think
that the striking contrast between the complexity of the general inspection problem as expressed
by the payoff (11.46) and the simplicity of its solution is particularly worth mentioning. Note
that the case of & = 1 interim inspection in N facilities and 3; = 3, ¢ = 1,..., N, that is
treated in Theorem 11.1 leads to the same optimal strategies and optimal expected detection
time as in Theorem 11.2, whereas (11.51) is omitted.

Second, the game theoretical analysis leads to an explicit dependence of the optimal interim
inspection time points and the optimal facility selection probability on 3, which could — at least
in the case 3 > 0 and N > 1 — only be determined with the help of a quantitative analysis.
The same holds for the Operator’s optimal strategy: Who would have ever thought that the
Operator starts the illegal activity at a time point ¢, only in the facility inspected at that time
point; see (11.51)7 As in Theorem 11.1, the optimal interim inspection time points (11.53)
do not depend on (i, ...,%1) which is less surprising here because of the facility-independent
non-detection probability.

Third, it is interesting that the optimal interim inspection time point ¢} depends on the length
to — tp41 of the reference time interval and 3, while the optimal strategy of the Operator is
only a function of 3. It is intuitive, however, that g;, ; — 0 and ), — tz 1 with increasing 3,
see (11.50) and (11.59): For 3 close to 1 the Operator starts the illegal activity with probability
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close to 1 at time point t;41 in one of the facilities. Consequently, the Inspectorate will perform
its interim inspections also very early. Note that (11.59) implies

by = thp1 = Ntk(l-p)

= (to — tkt1) for n=1,...,k, (11.64)
i.e., the time differences ¢} —¢*,,, n =1,...,k, between two subsequent interim inspections
are all equal. Note that the relation between (11.53) and (11.64) generalizes the results (22.2)
and (22.3) of Lemma 22.1 to NV > 2 facilities. From an application point of view it is interesting
that the optimal interim inspection time points given by (11.53) are deterministic. In other
words, the Inspectorate may announce the time points of its interim inspections — however, not
the facilities to be inspected — if it wishes so; see the discussions on pp. 189 and 192.

Fourth, (11.54) implies again that the optimal expected detection time is the time between the
last interim inspection and the end of the reference time interval; see also p. 232. The Operator
could have started the illegal activity with certainty right after the last interim inspection at
time point ¢1, which, again, would not be an optimal strategy; see the discussion on p. 188.

Fifth, the expected number of interim inspections in one facility is by (11.52) given by

()3 ()

as it was expected; see pp. 18 and 146.

Sixth, with (11.54) one sees that Op}, ;. only depends on the ratio k/N; for k/N < 1 it tends
towards tg — t;,1 whereas for k/N > 1 it tends towards zero, which is intuitive. Especially
for k = N one always get the same optimal expected detection time Opy . as for the case
N = k = 1. The latter property suggests that the Inspectorate may consider the N facilities
independently and place the kK = N interim inspections in the facilities at the same time point.
Indeed, we show that this strategy is also an optimal strategy. There is, however, a modelling
problem which we mentioned already after Lemma 11.1. So far, two or more interim inspections
cannot be performed at the same time point; see assumption (ii) of Chapter 8. If we admit it
now, then we postulate also that they cannot be performed in the same facility. In the following
we consider only the case that either all N interim inspections take place at different times, or
else, all at the same time.

While the strategy set of the Operator remains the same, i.e., Gy n, as given by (11.45),
the Inspectorate’s strategy set has to be modified: Let g be the probability that all interim
inspections are performed at the same time point. Then we have

~ N
QNN = {(lL A, 1)s - deN,n)) €0,V g+ Z Ui romin) = 1}'
(inin) {1, N}

For any (¢,q) € @N,N, any t € (tgy1,t0) and any t € Ty n, we get by (11.46) for the
(expected) payoff to the Operator

O\I/)N,N(ga ((I7 qa,t, t)) = OPN,N(g» (q7 t))

N
+q (Z [9N+1,i (L =p)(t—tny1) + B (to — tny1))| + 9w (to — t))

i=1



Chapter 11: Se-No inspection game for more facilities 231

= OpN,N(g7 (q7 t))

+q [((1 —B)(t —tng1) + B (to —tn+1)) (1 — gny1) + gyt (B0 — t)] . (11.65)

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Lemma 11.3. Given the Se-No inspection game on the reference time interval [tn1,to] with
k = N interim inspections in N > 2 facilities, and with facility-independent errors of the second
kind, i.e., f1 = B2 = ... = Bn =: 8 > 0. The Operator's set of behavioural strategies is given
by (11.45) for k = N, the Inspectorate’s strategy set by Qn n X (tn+1,t0) X Tn,n, and the
payoff to the Operator by (11.65).

Then optimal strategies of the Operator and of the Inspectorate are given by:

(i) g%, q* and t* as given by (11.50)—(11.53) together with ¢* = 0 and arbitrary t* €
(tN+l7t0)’

(ii) g* as given by (11.50) and (11.51) and (¢*,q*) = (1,0, ...,0) together with t* given by
1—
t—tNy1 = ﬁ (to —tn+1)
and arbitrary t* € Ty N.
The optimal payoff to the Operator is 6/p*NN = (to —tn4+1)/(2 = B).
Proof. We get by (11.58) and (23.2) for any (q,t) € Qn.n X TN.N

. to—t to—t
Opn,n (8" (a,t)) = % > Uigyooin) = % (I-q) (11.66)
(ikyornrit)E{1,0, NIV

and by (11.50)
to —tN41

2-p
(11.67)

q |(L=B) (¢ —tnt1) + B (to = tn1)) (1= gvsr) +9np1 (b0 —8)| = ¢

Thus, (11.65), (11.66) and (11.67) imply for any (¢,q,t,t) € QVNJV X (tn41,t0) X TN to
Opn (g% (¢,a,t,t)) = Opy (8", (¢%, q", ", 7)), i.e., the right hand saddle point inequality
is fulfilled as equality for cases (i) and (ii). The left hand saddle point inequality is shown
separately:

Ad (i): Using (11.63) we obtain for any g € Gy n that Opn N (8, (9%, t%)) = (to—tn+1)/(2—
f3) and by (11.65) that Opy n(8. (¢",q,t",t7)) = Opn.n(8, (a7, t7)) = (to — tn41)/(2— )
for any g € Gy n.

Ad (ii): Using (11.46) we get for any g € Gy n that Opn (8, (9*, t*)) = 0 and consequently
Opn n (g, (6%, q*, t*,t%)) = (to — tn41)/(2 — B) for any g € Gy n-

Thus, in both cases the left hand saddle point inequality is fulfilled as equality, which completes
the proof. O
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Let us conclude our analysis with two remarks concerning the optimal expected interim inspec-
tion time points; see also Tables 13.1 and 13.2:

First, in the No-No inspection games in Sections 9.1 — 9.3 and the Se-No inspection game in
Section 10.1 and Chapter 11, the optimal expected detection time is always the time remaining
after the optimal time point of the last interim inspection and the end of the reference time
interval. This property also holds for the discrete time Se-No and Se-Se inspection games in
Sections 4.2, see (4.48), and 5.1, however, with regard to the optimal expected time point of
the last interim inspection. For the discrete time No-No inspection game this property only
holds approximately; see Table 13.1.

Second, the optimal expected detection time is for 5 = 0 in all No-No, Se-No and Se-Se
inspection games considered in Parts | and Il the time between the beginning of the reference
time interval and the optimal (expected) time point of the first interim inspection, in the
discrete time No-No inspection game in Section 3.1 the only one. Thus, as different as all these
inspection models are, they share these remarkable properties.
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Se-Se inspection game:
Avenhaus-Canty model

In this chapter the last of the four variants of the playing for time inspection game with
continuous time, which have been introduced in Table 2.1, is considered. Let us repeat that in
Se-Se inspection games both the Operator and the Inspectorate behave sequentially.

In this chapter, assumptions (iv), (v) and (vii) of Chapter 8 are specified as follows:

(iv') The Operator may start at most once an illegal activity during the reference time interval
[tk+1,t0] in the only facility under consideration.

(v') During an interim inspection the Inspectorate may commit an error of the first and second
kind with probabilities « and 5. While during an interim inspection which is performed
before the start of the illegal activity only an error of the first kind (false alarm) may occur,
during an interim inspection which is performed after the start of the illegal activity only
an error of the second kind (non-detection) may occur. The "game" continues after
an error of the first kind. The error probabilities o and 3 are the same for all interim
inspections.

(vii") The Operator decides at the beginning of the reference time interval, i.e., at time point
tr+1, whether to start the illegal activity immediately at time point ;1 or to postpone
its start; in the latter case he decides again after the first interim inspection, whether to
start the illegal activity immediately at that time point or to postpone its start again; and
so on. Because of assumption (iv'), the Operator does not need to behave illegally.

The Inspectorate decides at the beginning of the reference time interval when to perform
its first interim inspection. At the time point of its first interim inspection, it decides
when to perform the second interim inspection, and so on.

The remaining assumptions of Chapter 8 hold throughout this chapter.

Two comments on the assumptions (v') and (vii'): First, it is assumed that — like in Sections
9.4 and 10.3 — the value « of the false alarm probability is fixed a priori, and that the test
procedure used for interim inspections is unbiased, i.e., « + § < 1. As mentioned in Section
10.3, the additional assumption that a false alarm is not possible during an interim inspection
if prior to that interim inspection an illegal activity was started, is not a trivial assumption.

233
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Depending on the details of the inspection scheme alternative assumptions would have to be
formulated; see p. 282. Because errors of both kinds are taken into account, we describe the
inspection problem as a non-zero-sum game; see Section 7.4. Like in Sections 7.4, 9.4 and
10.3, the payoffs to the two players (Operator, Inspectorate) are given by (8.1) and (8.2). In
case of £ false alarms, 1 < ¢ < k, their costs are (—¢ f,—( g).

Second, in the Se-Se inspection game described in this section and again in Chapter 16 in the
context of critical time inspection games, the Operator decides to behave legally or illegally
during the course of the game. In the generalized Thomas-Nisgav inspection game analysed in
Section 17.1, which is also a Se-Se inspection game, however, the Operator/Smuggler makes
the decision to behave legally or illegally at the beginning of the game.

The chapter is based on Avenhaus and Canty (2005) who first published the Se-Se inspection
game and its game theoretical solution. Special cases, however, have been analysed before
by Rothenstein (1997) and by Rothenstein and Zamir (2002): They treated the two versions
a > 0,8 > 0 and one interim inspection, and furthermore @« = 8 = 0 and any number of
interim inspections, however, as zero-sum games: According to our modelling ideas, this is not
realistic since false alarms cause costs — eventually different ones — to both players.

Avenhaus and Canty (2005) also consider degenerated game theoretical solutions for the case
of k = 2 interim inspections, such as the first resp. both interim inspection(s) coincide(s) with
the initial PIV at ¢3. Even though these solutions are of no practical value and even though
they contradict the idea of an interim inspection, they are presented in Section 12.2 in order to
demonstrate the intricacies of such models.

In the following we consider in Sections 12.1 and 12.2 first the special cases of ¥ = 1 and
k = 2 interim inspection(s), thereafter in Section 12.3 the general case of any number k of
interim inspections. In all cases closed expressions for the equilibrium strategies and payoffs
are given and, with them, the conditions which must be met in order to induce legal behaviour
on the part of the Operator. In addition "saturated" equilibria are examined which arise when
false alarm costs become excessive. A discussion of the choice of the false alarm probability in
Section 12.4 concludes the chapter.

We mentioned on p. 139, that in practice payoff parameters are estimated and thus, they are
always subject to uncertainty. Therefore, the cases in which a function of these parameters
including o and [ are exactly equal to a specified value are excluded from the following con-
siderations. In particular, in the Lemmata and in the Theorem conditions to the parameters in
form of equations are not taken into account.

In case of k = 1 interim inspection, the Se-No inspection game treated in Section 10.1 coincides
with the Se-Se inspection game considered in this chapter for « = 0 and (d, b,a) = (1,0,1).
Under these conditions it will turn out that for any number k of interim inspections the equilibria
of the Se-Se inspection game, see Theorem 12.1, coincide with the optimal strategies of the
Se-No inspection game; see Theorem 10.1. Therefore, we recommend to study the Se-No
inspection game in Section 10.1 in some detail before turning to the Se-Se inspection game
considered in this chapter.
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12.1 One interim inspection; errors of the first and second
kind

Let us consider the inspection game with k£ = 1 interim inspection the extensive form of which
is represented in Figure 12.1. According to the comment on p. 50, all extensive form games in
this chapter start with the Operator’s decision at the beginning of the reference time interval.
The chance moves are not explicitly named, but can be identified via the probabilities 1 — 3
and 3 as well as 1 — « and «.

Figure 12.1 Extensive form of the Se-Se inspection game with k£ = 1 interim inspection and
with errors of the first and second kind.

Operator at to

<?—(2) ?fl ;2 Z))> <((i—(t;) ?tffl ;2;)>

(w6 (Cvwlan) ()

At the beginning of the reference time interval, i.e., at time point ¢2, the Operator decides to
start the illegal activity immediately (£(Z2)) or to postpone its start (£(t2)). The Inspectorate
chooses also at the beginning of the reference time interval 3, not knowing the Operator’s
decision at tq, the time point ¢; for its interim inspection. This is indicated by its information
set "Inspectorate at ¢2". At the interim inspection a chance move takes place: In case the
Operator starts the illegal activity at ¢, it will be detected with probability 1 — /3 at time point
t1, and detected only at the PIV with probability 8. Thereafter the game ends with the payoffs
given in the Figure. In case the Operator does not start the illegal activity at t3, also a chance
move takes place at t1: With probability 1 — « the Inspectorate will confirm the legal behaviour
of the Operator, and with probability « it will raise a false alarm which will be clarified, but
causes costs —g and — f to both players. In both cases the Operator will decide to start the
illegal activity now (£(t1)) or to behave legally throughout the game (£(t1)). The illegal activity
will be detected by the Inspectorate with certainty at the end of the reference time interval
during the final PIV. The payoffs are, using (8.1), given at the end nodes.
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The subgames beginning at the chance nodes can be simplified by replacing the payoffs by
their expected values, with respect to 1 — 8 and (3, respectively with respect to 1 — « and a.
In particular the Operator’s situations after his legal behaviour at t; are equivalent since all
payoffs following a false alarm are reduced by the same amounts g respectively f. Figure 12.2
represents the reduced extensive form of the inspection game shown in Figure 12.1.

Figure 12.2 Reduced extensive form of the inspection game of Figure 12.1.

Operator at to

(d((1 = B) (t1 —t2) + B (to — t2)) — b)
(—=a) (1 = B) (t1 — t2) + B (to — t2)

(o) ()

Let g2 be the Operator’s probability to postpone the start of the illegal activity at time point
to. Because the Operator may behave legally throughout the game, see assumption (iv') for
k =1 interim inspection, the probability g1(¢1) of postponing the illegal activity at time point
t1 needs to be taken into account. Thus, the Operator's set of behavioural strategies is an
extension of (10.2), and given by

G :={g:=1(92,91) : 92 € [0,1], 91 : (t2,t0) — [0,1]} . (12.1)

Note that in the Se-No inspection game discussed in Section 10.1 we have g1 (¢1) = 0, because
the Operator is assumed to behave illegally and he has to do it at ¢1, if he does not start the
illegal activity at ¢o.

Note that according to Figure 12.1, the equilibrium probability gj (¢1) after a false alarm occurred
is the same as in the case that not false alarm occurred, because of the constant shifts, — f
respectively —g, of the payoffs. The Inspectorate’s strategy set is the same as that for the
Se-No inspection game; see (10.1).

Using Figure 12.2, the (expected) payoff to the Operator is, for any g € G and any t; € Ty,
given by

Opi1(t2;g,t1) :== (1 — g2) {d((l = 8) (t1 —t2) + B (to — t2)) — b}
(12.2)
+92 [(1=g1(t1) (@ (to — 1) b= Fa) + qa(t1) (~f ),
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and that of the Inspectorate by

Ini(ta;g,t1) == (1 - g2) {(—a) (1= pB) (t1 —t2) + B (to — L‘2))]
(12.3)

+ 92 [(1 = 91(t2)) (~a) (to — 1) = g ) + g2(t1) (=g )] -

The reason why we include t5 in the notation of the payoffs will become clear in Sections 12.2
and 12.3. Note that for d =1, b = f = 0, g(t;) = 0 for any t; € 71, and a = 0, (12.2)
simplifies to (10.3) which was to be expected as the Se-No inspection game and the Se-Se
inspection game in case of k = 1 interim inspection do not differ from a modelling point of
view. Also note that the Inspectorate’s payoff parameter g should not be confused with the
Operator’s probabilities g2 and g1 (¢1).

The game theoretical solution of this inspection game, see Avenhaus and Canty (2005), is
presented in

Lemma 12.1. Given the Se-Se inspection game on the reference time interval [ta,to] with
k = 1 interim inspection, errors of the first and second kind, and an unbiased test procedure.
The sets of behavioural resp. pure strategies are given by (12.1) and (10.1), and the payoffs to
both players by (12.2) and (12.3).

Define A3 and By by

1 1-0
AQ = m and B2 = m, (124)
and furthermore,
_ / _ /
Lg(tg) = Ay (t()ftg)fga(Bgfl) = Ay t07t2+8a . (12.5)

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op3(ts) :=
Opi1(te; g%, t7) and Inj(t2) == In(t2; 8%, 17):

(i) For
Lo(ta) > g (12.6)
the Operator behaves illegally and an equilibrium strategy of the Operator is given by
g5 =1—As =By and  gi(t1) =0 forall  te <ty <tp. (12.7)
An equilibrium strategy of the Inspectorate is given by
t’fftzz(176)142(7507@)75(1((17[3)BQ+6). (12.8)

The equilibrium payoffs to the Operator and to the Inspectorate are

Op’{(tZ) :dAZ (to—tg)—faBQ—b and
(12.9)
Ini(tg) = (7&) Ay (to - tg) —gaBs.
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(i) For
b
LQ(tQ) < E (12.10)

the Operator behaves legally, i.e., g5 = gi(t1) = 1 for allty < t; < to. The Inspectorate’s
set of equilibrium strategies is given by

b
Loz (-p -t + B0 1)
’ (12.11)
b .
E >to—17,
where t] given by (12.8) fulfils (12.11).
The equilibrium payoffs to the Operator and to the Inspectorate are
Opi(ts) = —fa and  Inj(t2) = —ga. (12.12)
Proof. In analogy to (19.5), the Nash equilibrium conditions
Opi(t2) > Opi(ta;g,17) and  Inj(t2) = Ini(ta; 87, 1) (12.13)

have to be proven for any g = (¢2,¢91) € G1 and any t; € T7.

The three strategies of the Operator, namely to start the illegal activity immediately at ¢9, to
start it at ¢1, or to behave legally throughout the game, are equivalent to {g2 = 0,¢1(¢1) €
[0,1]}, {92 = 1,g1(t1) = 0} and {g2 = 1,91(t1) = 1}.} Using (12.2) and a similar argu-
mentation as on p. 409, the Operator's Nash equilibrium condition (12.13) is equivalent to

Opi(t2) = Opi(t2; (0,91),11) = d((1 — B) (8] — t2) + B (to —t2)) — b
Opi(t2) = Opi(t2;(1,0), 1) = d(to —t1) —b— fa (12.14)

Opi(ta) > Opy(te: (1,0),81) = — f .
Because « + 8 < 1, the right hand expression in (8.2) implies

f$<f<d(t07t2),

which is, using (12.8) and the identity (1 — ) By + 3 = As, equivalent to tJ —t; > 0. The
requirement tp — ¢ > 0 is fulfilled because (1 —8) A2 < 1. Thus, t; € T; independent whether
(12.6) or (12.10) is fulfilled.

Ad (i): Obviously we have (g5, 9}) € G1. Using (12.8) and Opi(t2) from (12.9), a lengthy
calculation shows that

Opi(ta) = d((1 =) (t1 —t2) + B (to — t2)) = b

Op){(tz) :d(to—ti) —b—fa,

'The Operator has four pure strategies: £(t2)(t1), (t2)0(t1), £(t2)€(t1) and £(t2)€(t1), where the first two

are combined in £(t2).
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i.e., the first two inequalities in (12.14) are fulfilled as equalities. Furthermore, because (12.6)
is equivalent to

b<dAs(to—te)+ faAs=dAy(to—t2) + fa(l — Bg)
=dAy(tg—te) — faBs + fa,
we get by (12.9)
Opi(te) =dAy(to—t2) — faBy—b> —fa,

i.e., the third inequality in (12.14) is also fulfilled but not as equality.
Using (12.3), (12.4), (12.7) and (12.9), we get for any t; € Ty

Ini(taig" 1) = Az [(=a) (L= B) (t1 = t2) + B (to — 2))] + B2 [(=a) (to — t2) — g ]

= Ini(ty), (12.15)

i.e., the right hand inequality of (12.13) is fulfilled as equality.
Ad (ii): Using Figure 12.2, the Operator behaves legally at ¢; if

dlty 1) ~b-fa<—fa
which is equivalent to the second inequality in (12.11), and he will thus behave legally at ts if
d((1=8)(t1 —ta) + B (o —t2)) —b< —fa,

which is equivalent to the first inequality in (12.11). The third inequality in (12.14) is fulfilled
as equality. For the Inspectorate we get by (12.3) and (12.12) that In;(t2;8*,t1) = —ga =
Inj(t2) for any t1 € Ty, i.e., the right hand inequality of (12.13) is fulfilled as equality. Because
(12.11) is equivalent to

t 9<t*<i - —= toB+t
L A VAT Ay

subtracting its right hand side from its left hand side, we get, using (12.5),

1 b fa b
-3 (E—7—t0ﬂ+t2—(1—5)t0+(1_ﬂ)g>

:ﬁ (Z(Z—b’)—%—(to—h))

2 (- [l rl) - 15 (o).

Thus, condition (12.10) guarantees the existence of ¢}.

Substituting ¢} as given by (12.8) in (12.11), and using (12.4), it is seen that both inequalities
are fulfilled because of (12.10), which completes the proof. O

Let us comment the results of Lemma 12.1: First, because ¢} given by (12.8) fulfils — under
condition (12.10) — also the inequalities in (12.11), it is a robust equilibrium strategy because the
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Inspectorate can just play ¢} and does not need to check whether (12.6) or (12.10) is fulfilled.
Note that for the Se-Se inspection game with & > 2 interim inspections a corresponding
statement is only true in case of & = 0; see also Table 7.3 on p. 142 for an overview of
inspection games with a robust Inspectorate’s equilibrium strategy.

Second, for & = 0 and (d,b,a) = (1,0, 1) the equilibrium strategies (12.7) and (12.8) coincide
with the optimal strategies (10.6) and (10.7) of Lemma 10.1, and the equilibrium payoff (12.9)
simplifies to (10.8). This is not surprising, because, as mentioned on p. 234, in this case both
models are identical.

Third, the Inspectorate’s equilibrium strategy in Lemma 12.1 is like that in Lemma 10.1 deter-
ministic. Since the payoffs are linear this pure strategy could be replaced by any mixed strategy
with expected value ¢}, but there would be no advantage in doing so; see Rothenstein (1997) or
the comment on p. 188. Also, like in the discrete time and continuous time Se-No inspection
game, the set of optimal strategies of the Inspectorate is fully characterized by the uniquely
determined (expected) interim inspection time point ¢}; see the comments on pp. 68 and 189.

Fourth, the inequalities (12.11) are with £, = 0 exactly the same as that given by (9.64) for the
No-No inspection game. This is, let us mention it again, so surprising since there the equilibrium
strategies in case of illegal behaviour of the Operator are randomized ones; see (9.56). Note
that here condition (12.6) guarantees the existence of ¢7, while in the No-No inspection game
condition (9.63) is required.

Finally and surprisingly, the Operator's equilibrium strategy depends on the error second kind
probability 5 but neither on the error first kind probability o nor on the Inspectorate’s utilities
a and g.

12.2 Two interim inspections; errors of the first and second
kind

Let us now consider the inspection game with k£ = 2 interim inspections the extensive form of
which is represented in Figure 12.3.

As compared to Figure 12.1 some new features, similar to those given in Figure 6.6, can be
observed. After the initial decisions of both players at the beginning of the reference time
interval, i.e., at time point t3, and after the first interim inspection at t3, a chance move,
error first or second kind, takes place, depending on the Operator's initial decision. In case the
Operator does not start the illegal activity at t3 (£(¢3)), he decides at ¢o to start it immediately
(£(t2)) or to postpone its start again ({(t3)). The Inspectorate decides at t5 at which time
point ¢; the second interim inspection will be performed, but now its state of knowledge is
complicated: If the illegal activity is not detected at t3, and if no false alarm is raised, then
the Inspectorate does not know if it was started already at t3 (£(3)) or if it is started at ¢y
(£(t2)), or if the Operator will behave legally again (£(t2)). If at ¢ a false alarm occurs, which
is clarified by assumption, then the Inspectorate knows that so far no illegal activity was started,
and a new proper (sub)game starts with the reference time interval [t2, o] and k = 1 interim
inspection. At the second interim inspection at time point ¢;, again a chance move occurs,
and the Operator decides again to start the illegal activity now (£(¢1)) or to behave legally
throughout the game (¢(¢1)). Again, the payoffs are, using (8.1), given at the end nodes. Note
that the decisions (1) and £(t1) also occur in the proper subgame, see Figure 12.1, but this
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Figure 12.3 Extensive form of the Se-Se inspection game with k = 2 interim inspections and

with errors of the first and second kind. The proper subgame in the dashed box is identical to

the game of Figure 12.2, except that all payoffs to the Operator and to the Inspectorate are

reduced by amounts f and g, respectively.
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is not illustrated in Figure 12.3. We need to include this possibility, however, in the following
analysis.

Let g3 be the Operator’s probability to postpone the illegal activity at time point ¢3 (node
u3), let g2(t2) and g1 be the probabilities to postpone it at time point ¢2 at nodes ug and u,
respectively, and let g1 (1) and g11(¢11) be the probabilities to postpone the illegal activity at
time point ¢1 at nodes? u; and wf, and in the proper subgame where the interim inspection
is performed at time point t1; (see below), respectively. Note that the probabilities g;(t1)
and g22(t11) need to be taken into account again, because the Operator may behave legally
throughout the game; see assumption (iv'). If we define

GQ = {g = (93792791) ‘93 € [07 1}:92791 : (t37t0) - [07 1”’ ’ (1216)
then the Operator’s set of behavioural strategies is, using (12.1), given by
G2 x Gy s (12.17)

and an element of this set is denoted by g := (g3, 92,91,921,911). As argued on p. 193,
we assume that g; and g11 only depend on ¢; resp. t11 and not on the whole history (¢2,%1)
resp. (t2,t11), because the players payoffs if the game starts at time point ¢1 resp. t11 is
not influenced by t9, i.e.,, g1 = g1(t1) and g11 = g11(t11). Even in case one assumes that
they depend on the whole history, i.e., g1 = g1(t2,t1) and g11 = g11(t2,t11), the same Nash
equilibrium strategy of the Operator are obtained; see the proof of Lemma 12.2.

The Inspectorate chooses the time point to for the first interim inspection, time point ¢; for
the second interim inspection and in case no false alarm is raised at t5, and time point 17 in
the proper subgame. Thus, its set of pure strategies is, using (10.1) and (10.12), given by

Tox T, (12.18)

and an element of this set is denoted by t := (t2,%1,t11).

In Figure 12.4, the reduced extensive form of the inspection game in Figure 12.3 is presented:
All chance moves after the second interim inspection at ¢ are eliminated and the payoffs are
replaced by their (expected) payoffs. Furthermore, the proper subgame after the clarified false

alarm at ty is replaced by the payoffs Op1 (t2; (921, 911), t11) — f and Inq(te; (go1,911),t11) — g
as given by (12.2) and (12.3).

Using Figure 12.4, the (expected) payoff to the Operator is, for any g € G2 x G and any
t € T2 x Ti, given by

Opa(t3; g, t) :== (1 — g3) [d((l —B) (t2 —t3) + B(1 = B) (t1 — t3) + 5° (to — t3)) — b]
95 [(1 =) (1= ga(t2)) [d (1= B) (01 = t2) + B (b0 — t2)) — ]
+ ga(ta) [(1 = () (d(to =) b= fa) + () (~F ) )

+a <OP1(t2; (921, 911), t11) — f)] ; (12.19)

2Note that because of the constant shifts of the payoffs, see Figure 12.3, the equilibrium probability at node
w1 coincides with the one at node u}. Therefore, we only introduce a single probability g1 (¢1).
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Figure 12.4 Reduced extensive form of the inspection game of Figure 12.3.

Operator at t3

Inspectorate at t3

Operator at ty
<f1(t2 —t3) 71;) (Oljl(fzi(.‘]m‘!/u)ju) - f)
(—a) (t2 — t3) L(ts) £(t2) Iny (t2: (921, 911), t11) — g

(d((l — B) (t1 —t2) + B (to — t2)) —b)
(=a) (1 = B) (t1 — t2) + B (to — t2))

(d((l —B)(tr —t3) + B(to — t3)) — b) (d(to —t)—b— fu) (—fﬂ)
(=a) (1= B) (t1 — t3) + B (to — t3)) (=a)(to —t1) —ga)\~ga

where Op(t2; (g21,911), t11) is defined by (12.2), and that of the Inspectorate by

Ina(t3;8,t) := (1 — g3) (—a) (1 = B) (t2 — t3) + B (1 = B) (t1 — t3) + B° (to — t3))
95 [(1 =) (1 = ga(t2)) (=) (1= B) (1 = t2) + B (10 — 12))
+ ga(t2) [(1 = () ((=a) (t0 1) = g @) + g1 (t1) (=g )] )

+a <1n1(t2§ (921, g11), t11) — g)} ) (12.20)

where I'nj(t2; (921, 911),t11) is given by (12.3). Again, the Inspectorate’s payoff parameter ¢
should not be confused with the Operator’s probabilities g3, g2, g1, g21 and g11.

Note that in contrast to the Se-No inspection game treated in Section 10.3 in which the
Inspectorate chooses both time points (¢q,¢1) at t3, here — and due to the sequential nature of
its behaviour — only t5 is chosen at ¢3, and at time point ¢t — depending whether a false alarm
is raised or not — it chooses ¢; or ¢11. This is reflected in (12.19) and (12.20).

Figure 12.5 gives an overview of the different cases to be treated in the game theoretical
analysis.

The game theoretical solution of this inspection game, see Avenhaus and Canty (2005), is
presented in

Lemma 12.2. Given the Se-Se inspection game on the reference time interval [t3,to] with
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Figure 12.5 Distinction of cases of the game theoretical solution of the Se-Se inspection game
on the reference time interval [0,¢] with k& = 2 interim inspections. La(t2) and Ls3(t3) are
defined in (12.5) and (12.21), respectively.

Se-Se inspection game on the reference time interval [0, o]
with k& = 2 interim inspections

b
b Ls(0) < =
L. = d
3(0) > 5 )
(ii) of Lemma 12.2
fa 1-6 b
d(to—t3) 3—38+p2 Lo(0) > b L:(0) <
d
(i) of Lemma 12.2 comment on p. 252
15 _Ja_(-pR-a+i-p) 1-A@2-a+B-F) Ja
3-38+08%2 " diy 4—a—-203 4—a—-2p3 dtg
(i) of Lemma 12.3 (i) of Lemma 12.3

k = 2 interim inspections, errors of the first and second kind, and an unbiased test procedure.
The sets of behavioural resp. pure strategies are given by (12.17) and (12.18), and the payoffs
to both players by (12.19) and (12.20).

Define, using (12.4), As and Bs by
Ay 1 _ Ba4+(1-p)A2 3(1-p)

— — B. — —
1+(1-B)A; 3-28 and STAYA-Hf A 3-28
and furthermore,

A

La(ts) = As (1o~ 15) ~ L o (By —2). (1221)
Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op;(ts) :=
Opa(ts; g*,t*) and Inj(t3) := Iny(ts; g*, t*):
(i) For
Ls(ts) > g (12.22)
the Operator behaves illegally. For®

fa 1-p

< 12.23
d(t—15) 3351 (12:23)
an equilibrium strategy of the Operator is given by
N N 2(1 —a) — N
g3 =1- A3, g3(t2) =1— %Abm(tl) =0, t3 <la,t1 <lo,
@ (12.24)

g1 =1— 42, 911(t1) =0, 5 <tn <to,

3Note that in Lemma 12.1 there is no equivalent to (12.23).
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where t% is given by (12.25).

An equilibrium strategy of the Inspectorate is given by

fﬁ*t?}=(1*5)A3(t0*t3)fga((175)33+5)7
ﬁ _t; = (1—ﬂ) As (to—t;) — ga((l_ﬂ) BZ‘Fﬁ) and (12.25)

=1
The equilibrium payoffs to the Operator and to the Inspectorate are
Op;(tg) = dA5 (to - t3) - fCVBd —b and

(12.26)
In;(t;;) = —G,Ag (to — t3) — gOng .

(ii) For

SHESY

Ls (tg) <

the Operator behaves legally, i.e., g5 = g5(t2) = g{(t1) =1 for all t3 < ta,t1 < to and
951 = 911(tn1) = 1 for all t5 < t11 < to, where t5 fulfils (12.27). The Inspectorate’s set
of equilibrium strategies is given by

g_%az(1_5)(15;—t3)+ﬁ(1—ﬁ)(t’{—t3)+52(t0_t3)
gfgaz(17/6’)(t’{7t§)+5(t0*t§)

gzto—tf (12.27)
I Y T

The equilibrium payoffs to the Operator and to the Inspectorate are

Ops(t3) = -2 fa and  Inj(t3) = —2ga.

Proof. We have to prove that, in analogy to (19.5), the Nash equilibrium conditions
Op5(ts) > Opa(ts; g, t*) and Ins(t3) > Ing(ts; g*, t) (12.28)

are fulfilled for any g = (g3, 92, 91, 921, 911) € G2 X G1 and any t = (t2,t1,t11) € T2 X 1.

Ad (i): We first see that g* € Gy x G1. Because A3 (3 —3 5+ 8%) = (1 — ) B3 + 8, (12.23)
is, using (12.25), equivalent to t5 — t3 > 0. With the same argument as on p. 238 we have
t7 —t5 > 0 resp. tj; —t5 > 0. Thus, t* € To x T1.
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Now we show that in case of legal behaviour at t3 (¢(¢3)) and a false alarm, the Operator will
behave illegally in the subsequent proper subgame: Using (12.5), (12.21) and (12.25), we get

Lz(%)zﬁ(to—t;+§a>:ﬁ(to—t3—(t;—t3)+§a>
_ 1 1-p5 f 3-3B+p% f
—m(to—t3—m(to—t3)+gaﬁ+ga>

1
Zm (t07t3+§a(376)) = L3(t3) .

Thus, (12.22) implies La(t5) > b/d, i.e., case (i) of Lemma 12.1 is satisfied.

Like on p. 238, we consider the Operator's strategies to start the illegal activity immediately
at t3, to start it at ¢o, to start it at ¢; or to behave legally throughout the game, are equivalent
to {g3 = 0,02(t3) € [0,1],1(t7) € [0,1]}, {93 = 1,02(t5) = 0,01(¢7) € [0,1]}, {g3 =
1,92(t5) = 1,1(¢5) = 0} and {g3 = 1,92(t3) = 1,g1(¢;) = 1}. Using (12.19) and the same
argument as on p. 409, the Operator’s Nash equilibrium condition (12.28) is equivalent to the
four inequalities

Op3(t3) > Opa(t3; (0,92, 91),t%), Op5(t3) > Opa(ts; (1,0,01),t%),
Op;(tg) > Opg(tg; (17 150)313*) ) Op;(td) > Opg(tg; (17 1, 1)7t*) s
i.e., equivalent to

Op3(t3) 2 d (1= B) (t; —t3) +d B ((1 = B) (1] —t3) + B (to — t3)) — b

Op3(ts) = (1= a) (d(1 - B) (1 — t5) + d Bt — 15) = b) +a (Opi(85) - f)
(12.29)
Op(ts) = (1= a) (~fa+d(to — 1]) = b) +a (Opi(t3) - )

Op3(ts) > (1= a) (—f a) +a (Opi(t5) — f).

keeping in mind that the Operator will behave illegally in the proper subgame starting at u.
Now, using Opj (t2) from (12.9), (12.25) and Op¥(t3) from (12.26), a cumbersome calculation
shows that

Ops(t3) =d (1 = B) (t5 —t3) +dB((1 = B) (t] —t3) + B (to —t3)) — b
Ops(ts) = (1 —a) (d(1—B) (t] —t5) +d B (to — t3) — b) + a (Opi(t5) — ) (12.30)
Ops(t3) = (1 — ) (=f a+d(to — t]) — b) + a (Opi(t35) — f),

i.e., the first three inequalities in (12.29) are fulfilled as equality. The last inequality of (12.29)
follows from (12.22). In sum, the Operator’s Nash equilibrium condition (12.28) is fulfilled.

To prove the Inspectorate’s Nash equilibrium condition we consider the coefficients of o
and ¢ in Ing(ts;g*, t). Because, as mentioned above, case (i) of Lemma 12.1 is satisfied,
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Ini(t2; (931, 971), t11) evaluates, using (12.15), to Inj(t2) for all to < ti11 < ty. Thus, (12.9)
and (12.20) yield for the coefficients of ¢3 and ¢;

forta: o= (1-g5)(1-8)+g5(1-a)(1-gs(t2)) +g5a )

forti: o= (1=g5)B(1—B)—gi(1—a) (1= g5(t2)) (1= B) + 65 (1 - ) g3 (t2) )

which both evaluate to zero because of (12.24). Therefore, we get after some lengthy calcu-
lation, using (12.24) and (12.26), that Ina(ts; g™, t) = Ini(t3) for any (t2,t1,t11) € T2 X T1,
i.e., the Inspectorate’s Nash equilibrium condition (12.28) is fulfilled as equality.

Ad (ii): Let (t3,t5,¢71) € T2 x T1 be any equilibrium strategy of the Inspectorate in case
of legal behaviour of the Operator. Note that the components ¢35 and ¢} are different from
(12.25); see the comment on p. 248. We apply the backward induction principle directly to the
reduced extensive form of the game in Figure 12.4. At node u; the Operator will have legally
if d(to —t7) —b— fa < —fa which is equivalent to the third inequality in (12.27). At node
ug he behaves legally if

(1= ) (F — ) +dB(lo— 13)) —b < —fa,

which is equivalent to the second inequality in (12.27). What happens at node u}, i.e., a false
alarm is raised? The second and third inequality in (12.27) imply
b f

E*Eaz(1*5)@’{*to+to*t§)+5(t0*t§):*(1*5)(t0*t1)+t0*t§

b .
2—(1—5)a+t0—t27

which yield, using (12.4) and (12.5),

b

! b
d d

Lg(t;) =A2(t07t§)7£a(3271) < Ay (gf O¢+(1fﬂ)g) 750((3271)2
Thus, the Operator will — because of (12.10) — behave legally in the proper subgame with the
equilibrium strategy ¢i; given by the fourth and fifth inequality in (12.27) (use (12.11) and
write t7; instead of ¢7). Thus, if the Operator behaves legally at t3 (¢(t3)) then his payoff is
(1-a)(—fa)+a(—fa—f)=—2fa. Thus, he will behave legally in the entire game if

d((1=B) (t2—t3) + B (L= B) (1 —t3) + B°(to —t3)) =0 < =2 far,
which is equivalent to the first inequality of (12.27).

For the Inspectorate we get Ina(ts; g*,t) = —2 f « for any (t2,t1,t11) € T2 X 71, i.e., its Nash
equilibrium condition is fulfilled as equality, which completes the proof. O

Let us comment the results of Lemma 12.2: First, we compare the regions of b/d-values in the
Se-Se inspection game with £k = 1 and k& = 2 interim inspection(s) each played over the full
reference time interval [0, ¢], which lead to legal and illegal behaviour. Given (12.23), condition
(12.22) for t3 = O gives a smaller bound for b/d than (12.6) for t3 = 0, so that we have the
situation shown in Figure 12.6. In other words, for a smaller inspection effort (k = 1) the ratio
of sanctions to gains b/d for the Operator has to be larger to induce him to legal behaviour
than for a larger inspection effort (k = 2).
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Figure 12.6 Representation of (12.6) and (12.22) for ¢35 = to = 0 provided that (12.23) holds.

1 fa 1 fa
(o) gt (e 22) .

b/d

| |
\ \
—— legal, k=2 } }

— legal, k=1 «——

Second, according to (12.25) the Inspectorate’s equilibrium strategy at its information set I is
the same as its equilibrium strategy in the Se-Se inspection game with k£ = 1 interim inspection,
see (12.8), pointing to a straightforward generalization to any number of interim inspections.
On the other hand we see from (12.24) that this is not the case for the Operator at his decision
node ug. This phenomenon is a consequence of the game's information structure.

Third, the equilibrium of the inspection game considered here is very close to that of the Se-No
inspection game considered in Section 10.3 and given by Lemma 10.3. The equilibrium strategy
of the Inspectorate as well as the equilibrium payoffs to both players are the same, whereas
the component g35(t2) of the Operator’s equilibrium strategy in case of illegal behaviour are
different; see (10.42) and (12.24). One may explain this result as follows: For the Inspectorate
there is only one advantage in the Se-Se inspection game as compared to the Se-No inspection
game which exists only if both types of errors are possible: Whereas in both variants without
first kind errors, but eventually second kind errors, the Inspectorate does not know after the
first interim inspection without detection of the illegal activity whether or not it took place,
after a false alarm and its clarification it does know that there was no illegal activity. In the
Se-Se inspection game therefore the Inspectorate can use this information for the planning of
the second interim inspection, whereas this is not possible in the Se-No inspection game. The
Operator, on his side, reacts to this difference by an appropriately modified equilibrium strategy
such that the advantage of the Inspectorate is neutralized. A weak point of this argument is
that without both error types we also have the situation that after an interim inspection the
Inspectorate knows whether or not an illegal activity took place, but in both variants, as well as
in the variant without errors of the first kind, the equilibrium strategies of both players are the
same. Maybe these games are too simple to contain as subtle differences as described above.

Fourth, again the Inspectorate’s equilibrium strategy in Lemma 12.2 is deterministic and the
Inspectorate may announce the equilibrium interim inspection time points, if it wishes so. Or
it might randomize as described on p. 192 without having any advantage in doing so.

Finally, as illustrated for the Se-No inspection game on p. 203, the Inspectorate’s equilibrium
inspection time points (¢3,t],t};) given by (12.25) is not a robust equilibrium strategy, because
the Inspectorate has to check whether (12.23) is fulfilled in order to assure that t5 — ¢3 > 0;
see the proof of Lemma 12.2. For o = 0, however, (12.23) vanishes, and (t3,t5,¢;) given
by (12.25) is a robust equilibrium strategy; see also Table 7.3 on p. 142 for an overview of
inspection games with a robust Inspectorate’s equilibrium strategy.

After these comments we consider now some special solutions which arise when condition
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(12.23) in Lemma 12.2 is not fulfilled. Since these solutions will not be required for the
generalization to any number k of interim inspections in Section 12.3, we will set t3 = 0 for
convenience. Also, let us repeat our introductory remark: Even though these solutions cover an
unrealistic area of large values of «, and even though these solutions are of no practical value,
they are presented here in order to demonstrate the intricacies of such models.

While the Operator’s strategy set is same as the one given in (12.17), the Inspectorate’s strategy
set needs to be modified: We allow not only that the two interim inspections are performed at
the same time point, but also at time point t3 = 0, i.e., at the initial PIV. Thus, we have in
contrast to 77 and 7s:

Ti={tneR:0<t <te} and To={(ta,t1) ER?:0<ty <t <tp},
and the Inspectorate’s set of pure strategies is given by
TaxTi, (12.31)

and an element of this set is denoted by t := (to,t1,t11).

The game theoretical solution of this inspection game, see Avenhaus and Canty (2005), is
presented in

Lemma 12.3. Given the Se-Se inspection game on the reference time interval [0, to] with k = 2
interim inspections, errors of the first and second kind, and an unbiased test procedure. The
sets of behavioural resp. pure strategies are given by (12.17) and (12.31), and the payoffs to
both players by (12.19) and (12.20) for t3 = 0.

If, using (12.5) and (12.22),

L3(0) > g and Ly(0) > g (12.32)
then the Operator behaves illegally and a Nash equilibrium is given by the following equilibrium

strategies and payoffs Op3(0) := Op2(0; g*,t*) and In3(0) := Iny(0; g*, t*):
(i) For

1-5 fa _(1-B2-a+B-5
73*35+ﬁ2<d70< yp— (12.33)

an equilibrium strategy of the Operator is given by

r=1 L-a S(ta) =1, gi(t) =0, t3<tst; <t

g3 =L1— 75 o G2)=1, g{t1)=U, 13<1i211 0>
l-a+p-p (12.34)

g5 =1—As, ¢i(tnn) =0, 0<tin<tp.

An equilibrium strategy of the Inspectorate is given by

S o ap(l-p)

and
(12.35)

=08 At~ La(1-p) B 1),
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The equilibrium payoffs to the Operator and to the Inspectorate are

dtg(Qfa*/B)*fa(lfﬂ)(4*a*25)) —b and

Op(0) = A (

I—a+tf-
(12.36)
5(0) =~ 4y (H0EZ0Z AT 00C B2
(ii) For
u-pE-ats-f) _fo -
an equilibrium strategy of the Operator is given by
95=0, g(t) =1, gi(t))=0, t3<ts,t1 <to,
gor=1—Aa, ¢7;(t11) =0, 0<t11<to.
An equilibrium strategy of the Inspectorate is given by
t5=t1=0 and  t}; = (1—6)142750—505((1—/)’) By +0). (12.38)
The equilibrium payoffs to the Operator and to the Inspectorate are
Ops(0) = B2dtg —b  and  Ini(0) = —p2aty. (12.39)

Proof. Because t5 = 0, see (12.35) and (12.38), we get by (12.29) for the Operator’s Nash
equilibrium condition

Op3(0) > dB (1= B)t; + Bto) — b (12.40)
Op3(0) > (1 =) (d(1 = B)t; +dBto—b) +a (Opi(0) - f) (12.41)
Op3(0) = (1= a) (—f a+d(ty — t§) = b) + (Opi(0) - f) (12.42)
Op5(0) > (1= a) (=f ) +a (0pi(0) - £), (12.43)

where, because of (12.32), we have Opj(0) = d Aa tg — f a By — b; see (12.9).

Ad (i): Using (12.35) and (12.36), it can be see that (12.40) and (12.42) are fulfilled as equality,
whereas (12.41) follows from the left-hand inequality of (12.33). Again, the left-hand inequality
of (12.33) is equivalent to

fa

P04 a26) > (1—atf-F) 2~ B) La(0) 4 +a—25+ 5,
) to

which implies, because of (12.32), that

%(4—a—w>><1—a+ﬁ—/32><2—6>dit0+a—w+52,
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and, which implies that — after some algebra — (12.43) is fulfilled. Thus, the Operator’'s Nash
equilibrium condition is fulfilled.

Because of the right hand side of (12.32), the Inspectorate’s payoff (12.20) can be, using (12.9)
and (12.34), written as

Ing(0;8%, (2, t1,t11)) = (1 — g3) (—a) (1 = B) ta + B (1 — B) t1 + 5 to)
+g3 [(1=) ((=a) (to — tr) — g ) (12.44)

+ a((fa)Ag (to — t2) 7QO&BQ*Q)] .

The coefficient of ¢; in (12.44) is given by

(—a) (1=g3) B(L=B)—gs (1 - ),

which evaluates to zero due to (12.34). Also, the Inspectorate’s payoff (12.44) is maximized for
t5 = 0. Thus, using (12.36), we have Iny(0;g*, (0,¢1,¢11)) = In5(0) and the Inspectorate’s
Nash equilibrium condition (12.28) is fulfilled. Finally, t; > 0 can be seen to be equivalent to
the right-hand inequality of (12.33).

Ad (ii): Inequality (12.40) is by (12.39) fulfilled as equality, while (12.42) follows from (12.37).
Because

1-p)@2-a+p-p) (1-p)(a(1-p)+B(2-8))

4—a—28 2-B+a(l-p)

L (-w)@-35+8
@-fral-B)d-a-28)

we obtain from (12.37) that

1=B)(a(-p+A2=-F) fo
2-B+a(l-0) dty’

which implies that (12.41) is valid. Because

(L-p@-atp-F) 1-F2-5 _ (-2 _,
4—a—-2p 3-28  (3-28)(4—-a—-2p) ’

(12.37) implies

1-F2(2-p) _fa

3-28 dty’
and we get

d—;;(4fa726)>(275) ((lfa)Lg(O)%fﬂ’Q)Jra.

Due to the right inequality of (12.32) this inequality simplifies to

fa

b
It a-a-20)>-p (1-0) - - #) +a.

dtgy
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which implies that (12.43) is valid.

Finally, because —a < 0, t5 = ¢t} = 0 are best replies to the Operator’s equilibrium strategy
93 = 0. O

We finalize this section with two comments on the results of Lemma 12.3: First, the equilibrium
payoffs (12.36) are quite complicated and were obtained by brute force using vertex enumeration
of the convex polyhedra associated with an equivalent bimatrix game programmed by M. Canty
on the computer-algebra system Mathematica®; see Canty (2003).

Second, in Figure 12.5 the case Ly(0) < b/d is mentioned. In this case the Operator behaves
legally in the proper subgame which arises after a false alarm, but not necessarily in the rest
of the game tree. The game theoretical solutions are not presented here, because they are of
less interest from application view point; see the argumentation at the beginning of the next
section.

12.3 Any number of interim inspections; errors of the first
and second kind

The special Nash equilibria of Lemma 12.3 are of questionable practical value, since placing
interim inspections at the beginning of the reference time interval is a contradiction in terms.
In solution (ii) for example, the comparatively large false alarm costs to the Operator, see
condition (12.37), compel him to violate immediately in order to avoid false alarms altogether,
and the Inspectorate must react by also inspecting immediately. Although justifiable from
the theoretical point of view, this is not likely to be an acceptable inspection strategy in real
situations. By reducing the number of inspections by one the chance of a false alarm is reduced,
leading to solution (12.8) with an "unsaturated" interim inspection. In the sequel, we take the
point of view that the number of interim inspections should always be chosen such that, given
the Operator’s utilities d, f and error probabilities a, 3, the equilibrium interim inspection time
points are positive. For unbiased test procedures the number of interim inspections satisfying
this requirement will never be less than one; see Lemma 12.1. We shall therefore generalize
only the unsaturated equilibria, i.e., the Nash equilibria with ¢} —#;; > 0, see Lemmata 12.1
and 12.2, to an arbitrary number of interim inspections. Condition (12.47) in Theorem 12.1
below guarantees that t; — t541 > 0.

The time line of the interim inspections and probabilities for starting or postponing the illegal
activity is represented in Figure 12.7. It is a generalization of that in Figure 10.3 because here
the Operator does not necessarily have to behave illegally.

As on p. 193, the Operator starts the illegal activity at ¢;,1 with probability 1 — gi41 or he
postpones its start with probability gx1, in the latter case he starts it at ¢; with probability
1 — gi(tr) which depends on ¢ or he postpones its start again with probability gp(tx). If
the Operator postpones the start of the illegal activity until time point t,, n = 1,...,k, he
starts it there with probability 1 — ¢,,(¢,,) and postpones its start again with probability g, (¢)-
It is important to note that the probability g,(t,) refers only to the case that at all time
points tg,...,t, no false alarm is raised. If during some interim inspection a false alarm is
raised, then the Se-Se inspection game starts again as a proper subgame with the appropriate
smaller number of interim inspections. Again, and as justified on p. 193, we assume that g,
depends only on t,, and not on the whole history ty, ..., tn, i.e., gn = gn(tn). Also the proof
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Figure 12.7 Time line of the interim inspections and probabilities for starting or postponing
the illegal activity for the Se-Se inspection game with & interim inspections. For reasons of
clarity we write g,, instead of g,,(t,), n =2,...,k.

PIV PIV
i1 175 th—1 ta ty to
1 : o : : |
179k+11 1-91«] 1*%71] 1—02J1—!I1T
Jk+1 9k Gk—1 92 9
of Theorem 12.1 shows that even a dependence of g, on the whole history tx, ..., t,, ie.,

gn = gn(tk,-..,tn) would not change the Operator’s Nash equilibrium strategy.

Again, as an extension of (10.21), we define the Operator’'s behavioural strategy set to be

Gr = 1{g = (gr+1, 98> - -5 92,91) : ges1 € [0,1],
(12.45)
gn ¢ (tky1,t0) = [0,1], n=1,2,...,k}.

The Inspectorate’s strategy set is given by (10.20).

The payoffs to the two players are generalizations of those for the case of k = 2 interim
inspections and can be deduced from Figure 12.4.

The game theoretical solution of this inspection game, see Avenhaus and Canty (2005), is
presented in

Theorem 12.1. Given the Se-Se inspection game on the reference time interval [ty1,to] with
k interim inspections, errors of the first and second kind, and an unbiased test procedure. The
sets of behavioural resp. pure strategies are given by (12.45) and (10.20), and the payoffs to
the two players can be deduced from Figure 12.4.

Define for all n = 1,2, ... the constants A, and B,, by
Apm— Y ad B ="(1- 4 (12.46)
71—1+(n_1)(1_5) n—2 n)s .

and furthermore,
Lit1(tptr) = Appa (to — tpr) — ga (Bi41 — k)

Assume that for k > 1*

fa Agt1
d(to — tg+1)

5 (12.47)
B PR

k+1 + 1-3
Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Opj (ti+1)
and Inj(tgs1):

“Note that for k = 1 condition (12.47) is satisfied due to assumptions (8.2) and o + 3 < 1, and therefore,
it does not occur in Lemma 12.1.
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(i) For
b
Liy1(tes1) > - (12.48)

d
the Operator behaves illegally and an equilibrium strategy is given by

n(l—a)—(n—-1)p

Grp1=1—-App and g (t,)=1- py Ay (12.49)
for all ty41 < tn < to, n=1,...,k, which implies gi(¢t1) = 0.
An equilibrium strategy of the Inspectorate is given by
* * % «
ot = (= 8) Aut (0~ tr00) ~ L5 (1= ) Busa +8)  (1250)
forn=1,...,k and t; | =0, which fulfils t}, — t}41 > 0.
The equilibrium payoffs to the Operator and to the Inspectorate are
Opi(tis1) = d Appa (fo — tegr) — faBpar — b
(12.51)
Ing(tk+1) = —a Agsa (fo — te1) — 9 Bigr -
(i) For
b
Lir1(ter1) < 5 (12.52)
the Operator behaves legally, i.e., gf, | = gi(tx) = ... = gi(t1) = 1 for all t} 1 < t, <
to, n=1,...,k, and the Inspectorate’s set of equilibrium strategies is given by
b n f - N—1m (4% * n *
3_70‘2 (1_ﬁ) Z 6 (tm_tn+1)+ﬁ (to_tn+1)7 (1253)
m=1
with Z?nzl =0andtf, =ty forn=0,...,k.
The equilibrium payoffs to the Operator and to the Inspectorate are
Opjy1(ter) = -k fa and  Ing,(t41) = —kgo. (12.54)

Proof. In analogy to the proof of Lemma 12.2, the Operator's Nash equilibrium condition is
equivalent to the following k + 2 inequalities:

Onitisn) = d (1= 5) (G~ ) + B [(1 = 6) (5~ t12)

F A1 = B) (Eey — tis1) + oo + Bty — tes)] .. H —b

Opitein) = ~fa-td (1) (2~ ) +8 (1= ) (6~ 1)
(12.55)

+810 =B (g = )+ 4 B0 1) ]| -0

Opi(tpt1) > =k fa+d(to—t]) —b

Opi(trs1) =2 —k fa.
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Ad (i): Under condition (12.48) it can be shown that the Operator will behave illegally in any
proper subgame. We show by induction that all other inequalities in (12.55) are fulfilled as
equalities. For k = 2 we have proved this in Lemma 12.2; see (12.30). Now assume that for
k — 1 interim inspections the first k& inequalities corresponding to (12.55) hold as equalities.
Then (12.55) can be written as follows:

Opj(ti41) = B Opj—y (8) + d (8 = try1) = (1= B)b

Opj.(te1) 2 —f a+ Opi_y ()

Opi (1) 2 =2 o+ Opj 5t 1) (12.56)
Opi(tin) 2 (k1) fa+ d(to— 1)~ b,
where by (12.51) Op};_,(t}) is given by
Opy_1(t;,) =d Ay (to—t3) — faBn —b (12.57)

forn =2,...,k+1and t;, is implicitly given by (12.50) for n = 2,..., k with ¢} | := t11.

Using (12.57) we get by (12.50) foralln=2,...,k+1
— o+ Op,_5(t;, 1)
=—fa+dA,4 (to — t:zfl) — faBn,1 —-b

— A Ay (to—t5) = d Apy (t — ) = fa(Boot +1) = b
i =6~ a4 (1= 9 Auto - ) - L2 (1= 9B+ 5) )

— fa(Boi+1)—b
= A (1= (1= B) An) (o — 1)

~fa ((—An,l)((l — B) B+ B) + Bny +1) b, (12.58)

Because A,, and B, as given by (12.46) satisfy for all n = 2,3, ... the recursive relations

anl +1- ﬁAnfl

A=A, (1 - (1 - ﬂ) Anfl) and B, = 1+ (1 — ﬁ) A, )

the coefficient of d (to —t};) reduces to A,, and that of —f a to B,,. Thus, we have by (12.58),
using (12.57) forn =2,... k+1,

—fa+O0p,_5(t;_1) =dA, (to—t;,) — faBn, —b=Op;,_(t}),
which implies

Opi(tis1) = —(k+1—n) fa+ Opa_i(t}), n=3,...,k. (12.59)
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Therefore, the second to the last inequality in (12.56) is fulfilled as equality. It remains to show
that the first inequality in (12.56) also holds as equality. This claim is, using (12.59) for n = k,
equivalent to

OB () = 725 (At~ tesn) + @) =,

the right hand side of which simplifies with (12.50) to Opj_,(t;) given by (12.51). The last
inequality of (12.55) is fulfilled because of (12.48) and (12.51). Finally, condition (12.47) is
equivalent to ¢ —txy1 > 0, where t} — t511 is given by (12.50) with ¢} :=tgy1.

To show the Nash condition is satisfied for the Inspectorate, consider the Inspectorate’s infor-
mation set I,, and the edges leading to and from it as shown in Figure 12.8.

Figure 12.8 The Inspectorate’s information set I,, and its payoffs involving ¢,,.

Un+1

Vk—n+2 """ U3

1-8 1-8 1-8

(=a) (tn = tes1) \ (=a) (tn — (=a) (tn — tnt1) —g+1Inj,_(tn)

In Figure 12.8, the terminal nodes are labelled with the Inspectorate’s payoff. The symbol ()
denotes the continuation in which the Inspectorate’s payoff is a function of ¢,,. It corresponds
to the payoff

—al(1=B) (tn-1 —ta) + B[(1 = B) (tn—2 —ta) + B[... + B (to — ta)] -],

where the number of square bracket pairs is equal to n and where the combined coefficient of
t,, is simply +a, because

(1=B)+B(1=B)+BA=B)+...+ 8" (1-8)+p"
175n
1-8

For k = 2 interim inspections it was proven in Lemma 12.2 that the equilibrium strategy of the
Operator makes the Inspectorate indifferent to its choice of ¢2 and ¢; and that its equilibrium
payoff is Inj(ta) = —a Az (to — t2) — g Ba. We shall therefore assume inductively that

(12.60)

=(1-5) +p4"=1.
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for k — 1 interim inspections the Inspectorate is indifferent with respect to its choice of %,
n=1,...,k—1, and that its equilibrium payoff in any proper subgame beginning at time t,, is

Iny_i(tn) = —a Ay, (to — tn) — ga By, n=2...,k—1. (12.61)

Now we determine the probabilities px1(vy,) that the decision point v,,, m =1,...,k—n+2,
in I, is reached during the course of the game. The point vj_,12 is reached if and only if the
Operator behaves illegally at time point ¢;1 and is not detected at the (k — n) time points
thy .-, tnt1. Thus, we have

Pra1(Vh—nt2) = (1= giyy) B = Apa B0 (12.62)

The point v,,,, m = 2,...,k —n+ 1 is reached if and only if the Operator

e behaves legally at the time points txy1, ..., tntm, and (k—(n+m)+2) non-false alarms
occur at the time points tx, ..., thtrm, tntm—1;

e starts the illegal activity at the time point ¢, m—1;

e is not detected at the (m — 2) time points tp4m—2, ..., tnt1-
Therefore, we obtain forall m=2,...,k—n+1
Pr41(Vm)

(12.63)
= 9;;4—1 gr(te) - g:rwn(tmﬁ-n) (1- g':n+7z—1(tm+n—1)) (1- a)kiminJrQ 5m72 .
The point vy is reached if and only if the Operator behaves legally at the time points ¢34, ...,
tnt+1, and k — (n + 1) 4+ 1 non-false alarms occur at the time points ¢y, ..., tp+1, which leads
to

Pr1(v1) = gi1 G5 (tr) - g1 (tngr) (1 — )" (12.64)
Thus, the coefficient of ¢, in the Inspectorate’s payoff is, using Figure 12.8, (12.60) and (12.61),
given by

k—n+2
—a(1=5) Y peri(om) +al(l =) (1= gi(ta)) + @ Ay] prsa(v1) -

m=2

If this coefficient vanishes, then the Inspectorate is indifferent as to its choice of t,,. We
therefore wish to demonstrate that

k—n-+2
(1= a) (1= gi(tn)) + @ An] pria(v) = (1= 8) > prr1(vm). (12.65)
m=2
According to the induction assumption, we have
k—n+1
(1 —a) (1= gp(tn)) +aAp] pr(v1) = (1 = B) Z Pr(vm) - (12.66)

m=2
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Rewriting (12.62) — (12.64), we obtain, using (12.49),

Pt (Vk—nt2) = Agyr B

phar (W nir) = (1~ Agpr) (1 — g (t8)) (1 - ) B+ (1267)
et (vm) = %ﬁ’glg;(m) (1= a)pr(vm),  m=1,....k—n.

Thus, (12.65) is equivalent to

k—n+2
[(1—a) (1 —gntn)) +aAy) 11__7142:1 gi(tk) (1 — @) p(v1) = (1 - B) Z Pr+1(vm) 5
m=2
or to

1—Ap

(1 —a)(1—gp(tn)) + Ay 1A,

Gr(te) (1 — a) pr(v1)

=(1=B8) [Aep1 B+ (1= Apsr) (1 — gi(te) (1 — ) B0

1 Ak+1 . k—n+1
+ T_4, gr(tr) (1 —a) Z Pe(vm) = pe(Ve—n+1) | | -

m=2

With the induction assumption (12.66) this becomes, using (12.67),
0=Aps1 B+ (1= Apr) (1= gi(tr) (1 — @)

1—Appr

T4, gi(tr) (1 — a) pp(vg—pi1) B~ED

which is fulfilled by (12.46) and (12.49). Thus the Inspectorate is indifferent to its choice of
th, n=1,... k.

Finally we determine the Inspectorate’s equilibrium payoff. Since the Inspectorate is indifferent
as to the choice of ¢,, n = 1,...,k, we choose the time points tg — € < & < tp_1 < ... <
t1 < to for arbitrarily small €. Then, apart from terms involving ¢, the Inspectorate’s payoff
In}(tg41) is given by

Inn = =a Apsa + (1= Agi) [a (=g + Inj (b)) +
(12.68)
(L= @) gi(t) [0 (=g + Iy (ti)) + ..+ (1= ) g3(t2) (g )] -]
It follows from Lemma 12.2 that Ing = In}(0). Therefore, we assume inductively that
Ing = Ini(0),
or, equivalently, that

I?IZ(O) +(1Ak N
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+ (1= ) gialtes) [a (=g + iy (1) + .+ (1= @) g3 (t2) (—g) -] -
Substituting this into (12.68), we have

(1 — o) gi(tr)

Ingir = —aAgyr + (1 — Agya) [04 (=g + Ini(te)) + —=—= Ay

(In;(0) + a Ay )} ,

which, with (12.44) and t;, — to, is equivalent to

1—a)gi(t
Ingi1 = —aApsr — ga(l — Agir) {(1 —aBg)+ W&c] = In;,(0),

where the last equality follows from (12.46) and (12.49).

Ad (ii): Turning to the legal equilibrium, we see immediately that (12.53) and (12.54) satisfy
the Nash equilibrium conditions (12.55). O

Let us comment the results of Theorem 12.1: First, although the general form (12.50) of the
Inspectorate’s equilibrium strategy could be guessed from Lemmata 12.1 and 12.2, this was
not so for the Operator’s equilibrium strategy (12.49). Also, there exists no simple form for
the equilibrium expected time point .S of the start of the illegal activity of the Operator which
would correspond to those given in Chapters 4 and 10. As mentioned on p. 248, the equilibrium
inspection time points given by (12.50) constitute a robust equilibrium strategy only in the case
of a = 0; see also Table 7.3 on p. 142 for an overview of inspection games with a robust
Inspectorate’s equilibrium strategy.

Second, assume o = 0. From (12.49) we get

k(1-p5) n—1
= —t d (tn) = t t to,n=2,...,k.
Ik+1 1+k(1—ﬁ) an gn( TL) n ' k1 <lp <lg,n 5 5

This is the same result as that for the continuous time Se-No inspection game in Theorem 10.1
and, if in addition 3 = 0, as that for the discrete time Se-No inspection game in Theorem 4.1.
Like in the Se-No inspection game treated in Section 10.1, 1 — g5(t2),...,1 — g;(tx) as given
by (12.49) form only in case of & = 0 a harmonic progression; see also Table 4.1 on p. 72 for
an overview of inspection games with this property. As mentioned on p. 153, for & = 0 and
illegal behaviour of the Operator the game is strategically equivalent to a zero-sum game with
the expected detection time as payoff to the Operator; see p. 398. In fact, from (8.1) and
(12.51) we get for a = 0 the optimal expected detection time

to — T+
1+k(1-58)’

which is the same as that for the Se-No inspection game given by (10.27). We will come back
to this point in Chapter 13. Also, due to this equivalence the equilibrium strategies of both
players do not depend on the payoff parameters a, b and d. Also, (12.50) and (22.3) yield

* 1_5

t;klitn—}—l:m(toit;ﬁ»l) for n:17...,k7

which is the same as in the Se-No inspection game; see (10.26). From (22.3) we get

« % _ 1-— ﬂ * _ 1- /6 gk
by = tpi1 = TTel-5 to—tor) =m0 =p =) (to = thy1) (12.69)
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i.e., the differences between the optimal interim inspection time points are the same; see also
(10.35). This does no longer hold for o > 0.

Finally, we discuss whether the Operator can be induced to legal behaviour. We first show that
this is not always possible even if the number k of interim inspections is increased. Consider
for example tg = 10,t11 = 0,d = 11,b = 20, f = 10, = 0.05 and 8 = 0.8. Then the left
hand inequality in (8.2), and (9.49) are fulfilled. Figure 12.9 plots the equilibrium payoffs to the
Operator (12.51) and —k f « according to (12.54). We see that the equilibrium payoff (12.51)
is always larger than —k f a. Thus, the Operator cannot be induced to legal behaviour, and
the Inspectorate should choose the value of k£ which maximises its equilibrium payoff In; (0) in
(12.51). This is possible because In;(0) is increasing for all & < K4z, and decreasing for all
k > kmae, Where k4. is the positive solution of the equation 2a = ga (1 +2k + k2 (1 - 3)).

Figure 12.9 Equilibrium payoffs to the Operator for the parameters tg = 10,511 = 0,d =
11,b =20, f = 10, = 0.05 and 3 = 0.8. Solid curve: (12.51), dashed curve: —k f a.

Opi(0)
40r

-40

As mentioned on p. 252, we are only interested in the unsaturated Nash equilibria, i.e., we
require tf — ty41 > 0, which is, using (12.47) with ¢44; = 0, equivalent to
fo B
Hk+1):=A to— — | Bk — ] >0.
(k+1) kt1to = = k,+1+1_5
Because Ay resp. By is a monotone decreasing resp. increasing sequence in k, we have

H(k) > H(k + 1). Furthermore, we have limj_,o, H(k+ 1) — —oo. Therefore, there exists
an upper limit ko given by H (ko) = 0 such that (12.47) is valid for all k& < k.

On the other hand, the Operator will behave legally for all k£ with —k fa > Opj;(0), where
Op;(0) is given by (12.51). Because of associated inspection costs, the practitioner will never-
theless be interested in the smallest number k; fulfilling —k1 f a > Opj; (0). If k1 > ko then
the Operator cannot be induced to legal behaviour and the Inspectorate should choose the value
of k which maximises its equilibrium payoff; see above. If k1 < ko then he can be induced to
legal behaviour and k; interim inspections should be performed. Numerical calculations indicate
k1 < ko for reasonable values of the parameters a, 3,d,b and f.
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12.4 Choice of the false alarm probability

Like in Sections 9.4 and 10.3 we have considered in this chapter so far the value of the false
alarm probability « a parameter of the model, but — like in Section 9.5 — we ask now which
value should be chosen by the Inspectorate. It will become clear that the structure of finding
the optimal value of « is the same as in Section 9.5, the only difference is the analytical form
of the equilibrium payoffs to both players in case of illegal behaviour of the Operator. For the
same reasons as those given in Section 9.5 we limit our consideration to just £ = 1 interim
inspection and assume that (9.69) is again fulfilled.

Using (12.6) and (12.9) as well as (12.10) and (12.12), the equilibrium payoff to the Operator
is given by

Opji(ta) for Operator's illegal behaviour
Opi(a) := { _
—fa for Operator’s legal behaviour
1 1 - Bla)

_ { Alto—t2) gy~ Fog— g —b for La(t)>bfd

—fa for Lg(tg) < b/d
Define for any a € [0, 1]
Fla) =d (o~ ts) 5= ;(a) ~fa ; = ggz; b, (12.71)

Then F(«) is equal to Opj(t2), see (12.70), if and only if La(t2) > b/d, i.e., only for those
a € [0, 1] for which, using (12.6), we have

2-Ba) \° 7?4 d’
Using (9.69), (8.2) and (12.71) we obtain

F(0)=d(ty—t2) —b>0  and F(1):%(d(t0,t2),f),b,

To prove that F(«) is a monotone decreasing function on [0, 1], we proceed as in Section 9.5
and define

Fla, B) = d (to — t2) fa%fb,

1 —
2-p
which implies F(a) = F(a, f(c)). Assuming that 3(«) is a differentiable function on (0,1)
and applying the chain rule from calculus, yields for any a € (0,1)

1
1
aup=fle) (B’(@) |

4
da

Fla) = (50 Flau8). g Fla )

:(—f%,ﬁ(d(to—tz)—l-fa))
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which is less than zero, because of 5'(a) < 0.

Figure 12.10 represents F'(«) and —f a as well as the resulting Opj(«) using (9.74) with
(11 — po)/o = 1.5. Depending on the regions of definition, see (12.70), F'(«) and —f « are
solid or dashed, and Opj(«) is solid for any a € [0,1]. To see the same effects as in Figure
9.3, we choose here tg = 1,t2 = 0,b = 8, f = 4.5; the three graphs correspond again to d =9
(left top), d = 12 (right top) and d = 14 (bottom). Note that these parameters fulfil (8.2).

Figure 12.10 The equilibrium payoff (12.70) to the Operator for to = 1,to = 0,b =8, f = 4.5
and d =9 (top left), d = 12 (top right) and d = 14 (bottom).

Op;(a) Opi(a)

dto-b

dto-b

b gt

opi(a)

dto-b [

Because F'(«) is a monotone decreasing function on [0, 1], we distinguish as in Section 9.5
the cases (i) and (ii) from (9.75) with the special cases (9.76) and (9.77). Again, because
F(a) > —faforany a € [0, 1], in case (ii) and no intersection point, the Operator will behave
illegally for all values of « (bottom graph).

In order to determine the optimal value of «, we apply again the Inspectorate Leadership Prin-



Chapter 12: Se-Se inspection game 263

ciple, see Sections 7.4 and 9.5: According to (12.9) and (12.12), the Inspectorate’s equilibrium
payoff is given by

Ini(t2) for Operator’s illegal behaviour
Inj(a) =

—ga for Operator’s legal behaviour

{ G(a) for La(te) > b/d
= (12.72)
—ga  for Lz(tg) < b/d
where G(a) is, using (12.4), for any « € [0, 1] defined by
,7 1 1—B(e)
G(a) := —a(to — t2) 5B gas— B (12.73)

G(«) coincides with Inj(t2), see (12.72), if and only if La(t2) > b/d. Using (9.69), (8.2) and
(12.73) we get

G(0) = —alto—t2) <0 and G(l):—%(a(to—t2)+g)<—g.

In Figure 12.11, the solid curve represents Inj(«) for the sets of parameters used in Figure
12.10 and a = 10 and g = 3, which fulfil (8.2). Note that for plotting reasons, * in the top
left graph is slightly shifted to the right.

We see that in case of d = 9 and d = 12 (top row), for & = a* resp. @ = af and legal
behaviour of the Operator the Inspectorate’s payoff is maximized which, as outlined in Section
9.4, is the optimal choice of both players in which the Operator is deterred from behaving
illegally.

For the sake of completeness let us mention that — as in Section 9.4 — in case (ii) and no
intersection point in (9.75), i.e., the bottom graph in Figure 12.11, the application of the
Inspector Leadership Principle does not result in the deterrence of the Operator.
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Figure 12.11 The equilibrium payoff (12.72) to the Inspectorate for the sets of parameters
used in Figure 12.10 and a = 10 and g = 3.
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Chapter 13

Comparison of models in Part Il
and between models in Parts | and

Different as the inspection models presented in Part | are, their treatment as well as their game
theoretical solutions showed considerable similarities. This is expressed best in Chapter 6 where
for admittedly special cases surprising relations between optimal strategies of different models
and a convincing order of the optimal payoffs was found; see (6.42) and Figure 6.7.

To some degree this holds also for the models of this Part Il and also, if we compare the models
and their game theoretical solutions of Parts | and Il. The latter comparison, however, is not
so easy for several reasons, even though Part Il differs from Part | only by the fact that time
is considered continuous. First, most of the inspection models in Part Il take errors of the
second and some of them even errors of the first kind into account which means in the latter
case that payoff parameters for both players have to be introduced leading to non-zero-sum
games. Second, not all variants listed in Table 2.1 have been taken into account: There is
no published literature for the time continuous No-Se inspection game. Instead and due to
requirements from the side of practitioners, inspection models are presented which deal with
several facilities; see Chapter 11. Just recall that in Part | the No-Se inspection game was only
solved in case of N = 4 possible time points for &k = 2 interim inspections; see Lemma 4.1.
Third, the analytical techniques for finding optimal resp. equilibrium strategies are different for
the No-No inspection game and the Se-No resp. Se-Se inspection games of Part II.

First, let us start by comparing the No-No inspection game of Chapter 9 with the Se-No and
Se-Se inspection games of Chapters 10 to 12. It turned out that there is a remarkable difference
between these two types of inspection games. In the first one, the optimal interim inspection
time points are characterized by a probability distribution. In the second one the optimal resp.
equilibrium interim inspection time points are pure strategies, i.e., they may be announced, but
they may also be randomized which, however, does not change the equilibrium payoffs to both
players; see, e.g., p. 189 and the explanations at the end of the next paragraph.

What does this mean for practitioners? The unpredictability of interim inspections is appealing,
as they would seem to place the potential violator in a permanent state of uncertainty and
thus serve to deter illegal activity. In the context of routine verification under the Nuclear
Weapons Non-Proliferation Treaty, Sanborn (2001) contrasts the intuitive attractiveness of

265
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(unannounced) random inspections with the substantial practical difficulties of implementing
them and with the burden to the Operator in trying to accommodate them. Significantly, as
mentioned above, in the models presented in Chapters 10 to 12 the Inspectorate has an optimal
resp. equilibrium strategy which is a pure strategy, although it can play any mixed strategy
which leads to expected optimal resp. equilibrium interim inspection time points being the same
as the deterministic optimal resp. equilibrium inspection time points given by its pure strategy.
Thus there is no need to randomize and the inspection schedule can be common knowledge.

Second, let us compare the game theoretical solutions of the Se-No and the Se-Se inspection
games. In Part | we saw that — under conditions given there — the No-No and the No-Se
inspection games on the one hand, and the Se-No and the Se-Se inspection games on the other
led — after an appropriate transformation of Inspectorate’s strategies — to the same optimal
strategies of both players and the same optimal payoffs to the Operator. Since in Part Il
the No-Se inspection game is not considered, we can only compare the Se-No and the Se-Se
inspection games. Taking into account the fact that in the Se-No inspection game payoff
parameters are not considered whereas in the Se-Se inspection game they are, Theorems 10.1
and 12.1 and (12.69) show that for one facility and for 8 > 0 and o = 0 optimal strategies of
both players and the optimal payoffs to the Operator are the same.

But also for several facilities it can be shown — at least for the special case of k = 2 interim
inspections in N = 2 facilities and no error of the first kind — that the optimal strategies of
the Operator and the optimal expected detection times are the same for both inspection games
and furthermore, that the optimal strategies of the Inspectorate are equivalent in the sense
that they can uniquely be transformed into each other. Let us sketch this here: In the Se-Se
inspection game the Inspectorate chooses at the beginning of the reference time interval in
which facility the first interim inspection will take place. Let h3(1) resp. h3(2) = 1 — hg(1)
denote the probabilities that it chooses facility 1 resp. 2 for the first interim inspection and let
t2(1) resp. t2(2) denote the resp. time points. If i, i = 1,2, denotes the facility at which the
first interim inspection is performed, then the Inspectorate chooses at time point ¢2(i) facility
1 with probability ho(1;%) resp. facility 2 with probability h2(2;i) = 1 — ha(1;4) for the second
interim inspection at the time points ¢1(1;1),¢1(1;2),¢1(2;1) and ¢1(2;2), depending in which
facility the first inspection took place. The Operator decides like described in Section 11.2 for
N = 2 facilities.

As in Section 11.2, let q(;,;,) denotes the probabilities that the first interim inspection is
performed in facility iz, and the second one in facility ¢;. Putting

h3(1) ho(1;1) =t g1y,  hs(1) ha(2;1) = qa 2y,
(13.1)
h3(2) h2(1;2) =: q2,1) s h3(2) ha(2;2) =: q(2,9) »

then it can be shown that the expected detection time for the Se-Se inspection game, which
is not derived here, is the same as that for the Se-No inspection game as given by (11.24) for
N = 2 facilities. Consequently, (11.25) and (11.26) constitutes for N = 2 facilities an optimal
strategy of the Operator in both games. Using the inverse transformation of (13.1), i.e.,

ha(1) = qu,1) +4901,2) s h3(2) = q@1) +49@2,2) s

h2(1; 1) 490 q(1,1)

q(1,2) q(1,2)
= = , ho(1;2) = =
h3(1)  qa1) +9a.2) 2(1:2)

k(1) quyy +aa
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q(2,1) _ q(2,1)
h3(2) 41 +ae2)’

q(2,2) _ q(2,2)
h3(2) g1 +ae2)’

ha(2;1) = ha(2;2) =

given the appropriate ratios exist, the Inspectorate’s optimal strategy (11.27) and (11.28) for
N = 2 facilities in the Se-No inspection game can be used to obtain an optimal strategy of the
Inspectorate in the Se-Se inspection game. Obviously, the optimal expected detection times
coincide. We dare to suppose that for any number of facilities and interim inspections such a
transformation can be shown.

Third, let us compare the Operator’s equilibrium payoffs of the No-No and the Se-Se inspection
game. In Chapter 6 we saw for the special cases of N = 3 possible time points for k = 2
interim inspections and 8 > 0 that the Se-No and Se-Se inspection game led to larger or equal
optimal expected detection times than the No-No and No-Se inspection game; see (6.42) and
Figure 6.7. In Part Il we can only compare the No-No and the Se-Se inspection game for k = 1
interim inspection and « > 0 and 8 > 0. For the No-No inspection game we get for the
Operator’s equilibrium payoff, using (9.57) and (9.59), that

1 o 1
dto 75 +f1—3 </3*617,5>*b%*f04

B
b 1
- (o-1255) ()

whereas for the Se-Se inspection game we obtain by (12.9) and (12.12) for t3 = 0 (in order to
make both games comparable)

if and only if

1 1-—
55— fag—s-bz-fa

dto 5-5

if and only if
b 1 I
< - Ea
d>275<“+da)'
As shown in the proof of Corollary 9.1, we know that
. b 1 f b
f to —t* - th — | ¢ = —.
1 0 >d en 2—/)’(0+da>>d

Thus, in case of illegal behaviour the difference between these two equilibrium payoffs is, using
(9.57) and (12.9), given by

1 1 a f
(7 -575) (-5 ) <0

because of a+ 3 < 1 and f < dto; see (9.49), and (8.2) for k = 1 interim inspection. This
means, not surprisingly, that it is a disadvantage for the Operator to play non-sequentially.
Consistently with this, the limit for b/d to induce the Operator to legal behaviour is lower in
the No-No inspection game.
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This brings us to the equilibrium inspection strategy of the Inspectorate in case of the Operator’s
legal behaviour. For the No-No inspection game with k& = 1 interim inspection, the pure
equilibrium inspection time point ¢} is according to (9.64) given by

b 1 /b f
<< = | Z = _ L
to d_tl_lfﬁ (d toﬁ da)

which is the same as that for the Se-Se inspection game given by (12.11) for t, = 0. Note that
the condition for the existence of ¢} coincide in both game; see (9.63) and (12.10).

The fact that the Inspectorate’s set of equilibrium strategies in case of legal behaviour of the
Operator coincide in the No-No and Se-Se inspection game with & = 1 interim inspection is at
first sight so surprising, that we consider now the case of k = 2 interim inspections which has
not been treated for the No-No inspection game with @ > 0 and 3 > 0. Suppose there exists
a pure equilibrium strategy (¢5,¢}) of the Inspectorate. Using a generalization of (9.50), the
Operator’s Nash equilibrium conditions in the No-No inspection game are

af(1-8)(t; - )+
FBA-B)(t—s)+ ﬂZ(tOfs)]fb L 0<s<th <t <t
—2fa>
d[(l—ﬁ)(t’{—s)—i—ﬁ(to—s)]—af—b L 0<t<s <t <t

d(to—s)—2af—b D0t <t} <s <t

which are equivalent to

(1=p5)(t;—s)+

b> +801-0)(t;—s)+ 52(t0—5)+2a§ D 0<s<th<t] <to
d = (l—ﬁ)(t’{—s)-i-ﬁ(to—s)-l—ag D 0<t;<s<ti<to
to— s D0t <t} <s<tp

or, after taking into account those s which maximize the right hand sides of these inequalities,
b 2 % "
ez a-pursa-pn+ s
f > (1 tr—th t s
_Eaf(_ﬁ)(l_2)+ﬂ(0_2)

ISHSY

b *
g2t07t17

which are the first three inequalities in (12.27) for the Se-Se inspection game if we take ¢35 = 0.
The Inspectorate’s Nash equilibrium conditions are again fulfilled as equality.

In fact it can be seen nearly immediately that this equivalence holds for any number &k of
interim inspections. Suppose again the existence of a pure Inspectorate’s equilibrium strategy
(t5,...,t7). Then a generalization of (9.50) yields for the Operator's Nash conditions in the
No-No inspection game

—kfa
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If we manipulate these inequalities in the same way as those for k = 2 interim inspections and
take those s which maximize their right hand sides, then we get the inequalities

T SN [ T
gwazz(1fﬂ)(t};,lft,”;)+ﬁ(1*5)@272*@)+~~+5k71(t0*t7§)
é>t -1
d= 0 1-

These inequalities, however, are equivalent to those for the Se-Se inspection game; see (12.53)
with t;11 = 0. Again, the Inspectorate’s Nash equilibrium conditions are fulfilled as equality.
Thus we have: If the Operator behaves legally and the Inspectorate has a pure equilibrium
strategy (t,...,t}), then the Inspectorate’s set of pure equilibrium strategies coincides in both
the No-No and the Se-Se inspection game.

Finally, let us come back to the system quantities, in our case primarily time points and intervals,
which as mentioned in Section 1.4, are physical quantities and thus, may serve as important
yardsticks for practitioners. Before, however, let us remember what we pointed out in detail on
pp. 139, 153 and 259. The inspection games considered in Part || are either zero sum games,
namely those in Sections 9.1 — 9.3, 10.1, and Chapter 11, or they are, for o = 0, strategically
equivalent to zero sum games, namely those in Sections 9.4 and 10.3 and Chapter 12, all of
them with the expected detection time as payoff to the Operator. This means that in the first
case a priori only physical quantities are used, whereas in the second one these quantities can
be deduced from the solutions as it has already been shown in Chapter 12.

In Tables 13.1 and 13.2 we have collected the most important system quantities of some of
those models described and analysed in Parts | and II. In order to present an overview in which
these system quantities can be compared directly, we have omitted many important results,
e.g., in case of discrete time inspection games special results for £ > 1 interim inspections, or
in case of continuous time inspection games results for « > 0. Note that time points, e.g.,
E(S) and t*, are always related to the beginning of the reference time interval so that they can
also be considered as time intervals like Opj. Only then an expression like Ep«(S) = t* — Op}
in Table 13.1 makes sense.

In Table 13.1 we present system quantities for the No-No inspection games with discrete and
continuous time. Since, according to Theorem 3.1, there exists a solution for the discrete time
case only for k = 1 interim inspection and any number N of possible time points, for the
purpose of comparison we present the corresponding results for the continuous time case also
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only for k£ = 1 interim inspection. Remember that the discrete and the continuous time No-Se
inspection games are not generalized to any number k of interim inspections, but that for k = 1
interim inspection there is no difference between the No-No and the No-Se inspection games.

Table 13.1 System quantities for the No-No inspection games for & = 1 interim inspection
and a =3 =0.

Discrete time Continuous time

Length of the
reference time N+1 to
interval

1
Cut-off value/ n’ =min | n: 221 N—-j+1 21 P 1
time point ! 1 =0
N large: n* = (N +1) (1 - E)

—n*+1
O
. le Z N_i+r1 1
Optimal expected . Ot — 1 = to
detection time N+1l-n pr=l—t =—

N large: Opyy ~ N+l

e
Optimal expected
time point for the

Eoov — ok * . ok *
start of the illegal pr(5) = 1" = Op,y Epe(8) =" = Opj

activity

Optimal expected
interim inspection Eq:(T1) = Opy4 Eo+(Ty) = Op; 1

time point

! Note that also for k& > 1 interim inspections the optimal expected detection time is equal to
the time from the cut-off value to the end of the reference time interval to, and is also equal to
the time from the beginning of the reference time interval to the optimal expected time point
of the first interim inspection.

We see striking similarities between the system quantities of both inspection games if we re-
member that the length of the reference time interval is V + 1 for the discrete time and ¢
for the continuous time case. Whereas this is not so surprising for large N, it is by no means
trivial for the optimal expected time point for the start of the illegal activity and the optimal
expected interim inspection time point; see the last two rows.

In Table 13.2 we present system quantities for the Se-No inspections games, now for any number
k of interim inspections, but again only for the case a = 8 = 0, even though for the continuous
time Se-No inspections game Theorem 10.1 provides a solution for 3 > 0. Also remember that
for the discrete and continuous time case and a = 8 = 0, the Se-Se inspection games are
equivalent to the Se-No inspection games in the sense that Inspectorate’s optimal strategies
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can be transformed into each other. Note that the length of the reference time interval in the
continuous time case is tg — tx+1 due to the different procedures in both parts; in fact, in the
Theorems we always could choose ¢ = 0.

Table 13.2 System quantities for the Se-No inspection games for any number & of interim
inspections, one facility and a = 5 = 0.

Discrete time Continuous time
Length of the
reference time N+1 to — tki1
interval

Cut-off value/ Does not exist

time point
Optimal expected . N+1 o to—tra1
detection time OpN»k T k41 Opj, = k41
Optimal expected
time point for the E ., k.,
start of the illegal Egr.q)(5) = 2 OpPN & Efge)(5) = 2 Op + tr+1

activity

Optimal expected
interim inspection
time points

Eqr (L) = (k—n+1) Oy | £ —tips = (k—n+1)Opj !
n=1,...,k n=1,...,k

Optimal expected
time point of the first Eq+ (Tk) = Opiy, tf —tgs1 = Opi 1
interim inspection

Optimal expected
time point of the last
interim inspection

Eq-(T1) = k Oply,

* __ * o * 1
— N+1-Opi, i =HROp =10~ Op;

! Note that because ¢, n = 1,...,k, is not a random variable, they do not represent expectations but
only the optimal time point(s) of the interim inspection(s).

Here, the similarities between the discrete and continuous time Se-No inspections games are
even more pronounced maybe due to the fact that here a cut-off value/time point does not exist:
If we identify N 4+ 1 and ¢y — tx41, then all system quantities have the same analytical forms.
But there are also similarities within the discrete and within the continuous time inspections
games and between all models: The optimal expected time point of the first interim inspection
(for k =1 the only one) is just the optimal expected detection time.

Also, common to all these models is that the optimal expected detection times are related to
the ending parts of the reference time interval: Either they are equal to the time between the
last possibility for an interim inspection, n* respectively t*, and the end of the reference time
interval, or equal to the time between the expected time point of the last interim inspection
and, again, the end of the reference time interval. This holds even for the continuous time
Se-No inspection game with 3 > 0; see (10.27).
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Part Il1

Critical Time

In Part Il inspection games are considered which are characterized by an inspection philosophy
called critical time: The illegal behaviour of the Operator must be detected within that time,
otherwise he is presumed to have achieved his illegal objectives. In practical applications the
critical time may have quite different meanings. We mentioned on p. 4 that the critical time
concept has its origin in the conversion time introduced by the IAEA: The Inspectorate has
"won" the game if the illegal activity is detected within the critical time, otherwise it has "lost"
it. In this and related applications, where a fixed critical time is considered, it can be argued
that the Inspectorate performs its inspections only at integer multiples of the critical time. In
other words, time is considered to be discrete.

In other applications, like the control of waterways or straits by Customs, the critical time may
mean a night during which smugglers have a chance to cross the water without being detected
even though the illegal activity itself, i.e., the crossing, may need only one hour. In fact, here
there is a given number of nights in which Smugglers may try to cross the water with their
boats, and customs officers try to catch them during some of these nights. It does not interest
either party at which night and at which part/time of a night Smugglers are caught or not.
The point is that time is not an issue in this case, but the mathematical models are basically
the same for all conflict situations considered in Part Ill.

An important consequence of this new philosophy is that, as indicated by the wording "achieved
his illegal objectives", from the very beginning idealized payoffs, in technical terms utilities, —
in contrast to the detection time in Parts | and Il which has a physical meaning — have to be
introduced which describe the gains or losses of both players in case of detected or undetected
illegal behaviour, or legal behaviour of the Operator. More, however, will be said on this
important issue in the course and in particular in the final Chapter 18 of Part Ill.

Part Il is structured as follows: We consider after the general assumptions in Chapter 14 the
No-No and the Se-Se inspection games in Chapters 15 and 16. There will be, however, no
No-Se nor Se-No inspection games since they have not yet been analysed. In addition, because
of the large literature and due to some peculiarities, in Chapter 17 strait control models and
models with multiple illegal activities are treated.

In the final Chapter 18 the models of Part Ill are compared and research gaps are identified.
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Chapter 14

General assumptions

This Part Il differs from Parts | and Il basically by the inspection philosophy. This implies
further reaching consequences than one would imagine at the first sight. Therefore the full set
of assumptions for the inspection models to be described and analysed subsequently is presented
here. But, as already mentioned in the beginning of Part Il, this also serves the purpose that
Part |1l can be read independently.

Like in Chapters 2 and 8, we consider in Chapter 15 a simple inspected object, for example a
production line, or a nuclear or chemical facility which is subject to inspections in the framework
of agreed rules, formal agreements or an international treaty, and a reference time interval (a
week, a month, or a calender year) consisting of L complete critical time periods of length ¢;
see Figure 14.1.

Figure 14.1 Top: A reference time interval consisting of L complete critical time periods of
length ¢. Below: L inspection opportunities with not necessarily equidistant time points.

L L-1 L-2 2 1 0
Chapter 15: [ | | } 1 1
—t—
L L—-1L-2 2 1
Chapters 16, 17 and 24: . . e o o o . .

In contrast to Parts | and I, in the inspection games in Part |1l fixed inspection activities at the
beginning and at the end of the reference time interval (PIVs) do not exist. This is also the
reason why the inspections are no longer called interim inspections, because the word "interim"
indicates that there are some fixed inspection activities at the beginning and at the end of the
reference time interval.

In addition, it is assumed that by agreement k inspections are strategically placed at integer
multiples of the critical time, which is defined as the time period within which an illegal activity
has to be detected. Thus, if ¢ is the critical time and if the reference time interval consists
of L complete critical time periods, the game starts at L and has the inspection opportunities
(L —1)t,...,1¢,0, which are abbreviated by L — 1,...,1,0 and which are called steps; see
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Figure 14.1. At an inspection a preceding failure or illegal activity will eventually be detected
with some probability lower or equal than one. Also, associated with each inspection which is
not preceded by a failure or an illegal activity a false alarm may be raised which is assumed to
be clarified with certainty.

The Operator may behave illegally at the beginning of the reference time interval or at multiple
integers of the critical time except for the end of the reference time interval, i.e., he may behave
illegally at steps L,...,1. Again, we label the potential inspection opportunities in backward
order, i.e., according to the number of remaining inspection opportunities.

The objective of the Operator is — in case he behaves illegally — to place the illegal activity
such that it is not detected within the critical time, and the objective of the Inspectorate is to
perform its inspections such that the illegal activity is detected within the critical time. Due to
this new inspection philosophy utility functions have to be used from the very beginning of the
analysis which describe the gains and losses of both the Operator and the Inspectorate for all
outcomes of the inspection game; see (14.1) and (14.2).

The situation in Chapters 16 and 17 is in some aspects different to that of Chapter 15. While
in Chapter 16 it can still be assumed that inspections are performed within the framework of
agreed rules, formal agreements or an international treaty, this assumption can no longer be
made for the inspection games in Chapter 17 between Customs and Smuggler. As already
mentioned on p. 18 there exist no agreed rules, formal agreements or international treaties in
these conflict situations. Nevertheless, we assume that the following assumptions hold also for
these inspection games.

Again, it is assumed that in Chapter 16 by agreement and in Chapter 17 by Smugglers’ long
term observation of Customs’ activities, see p. 18, k inspections are strategically placed at
steps L,...,1, and that the Operator may behave illegally at steps L,..., 1; see Figure 14.1.
What has been said above about the detection of the illegal activity at an inspection resp. false
alarms holds here as well. Note that in Figure 14.1 we intentionally do not use equidistant time
points, because the steps can be any event which does not have to happen the same time after
the previous step. Absolute time in the sense of detection time does matter in the inspection
games considered here but only the fact of timeliness.

A note on wording: To be consistent with Chapter 17, in Chapter 16 we use the word "con-
trol(s)" although we refer to "inspection(s)". In Chapter 17, the steps are also called nights,
due to the different applications for which the models were originally developed, and instead of

Operator and Inspectorate the players are called Smuggler and Customs.

Let us summarize the assumptions in the following list, which are structured like those for
Parts | and Il. Note, however, that while in Parts | and Il eleven assumptions are listed, here
only ten are needed: Because PIVs do not exist in the inspection problems analyzed in Part
I, assumption (iii) of Chapters 2 and 8 is omitted. For the sake of brevity, we formulate the
following list only using the terms Operator, Inspectorate, steps and inspections.

(i) There are two players: the Operator and the Inspectorate.

(i) The Inspectorate performs k inspections at steps L—1,...,0 in Chapter 15, and at steps
L,...,1in Chapters 16, 17 and 24.

(iii) The Operator may behave illegally at most once at the steps L,...,1. In Section 17.2
this assumption is extended.
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(iv) During an inspection the Inspectorate may commit errors of the first and second kind
with probabilities o and 3. These error probabilities are the same for all k inspections.

(v) The number k of inspections is known to the Operator.?

(vi) The Operator decides — if he behaves illegally at all — at the beginning of the reference
time interval at which step to behave illegally, or he only decides whether to behave
illegally immediately at step L or to postpone it; in the latter case he decides whether to
behave illegally at step L — 1 or to postpone it again; and so on.

The Inspectorate decides at the beginning of the reference time interval at which steps
to perform the inspection(s), or it decides only whether to perform an inspection at step
L or not; in the latter case it decides whether to perform an inspection at step L — 1,
and so on, keeping in mind that it has to fully use k inspections.

(vii) Both players decide independently of each other, i.e., no bindings agreements are made.

(viii) The payoffs to the two players (Operator, Inspectorate) are given by

(d,—¢) for an untimely inspection or
a timely inspection and no detection of the illegal behaviour
(=b, —a) for a timely inspection and detection of the illegal behaviour ~ (14.1)
(=f,—9) for legal behaviour and a false alarm
(0,0) for legal behaviour and no false alarm,

where the parameters satisfy the conditions

0 < f < min(b,d) and 0<g<a<ec. (14.2)

(ix) An inspection does not consume time. For the model in Chapter 15 and in case of the
coincidence of the start of the illegal behaviour and an inspection, the illegal behaviour
may only be detected at the occasion of the next inspection.

(x) The condition when an inspection game ends are specified separately in the following
chapters.

Let us comment assumption (viii): The Operator’'s most desirable outcome is to behave illegally
without being detected, i.e., his maximum payoff is d > 0. Next he prefers to behave legally and
that no false alarm occurs, which gives him the second-best payoff 0. His third-best outcome
is to have to accept a false accusation leading to the payoff —f and least of all does he want
to be caught leading to the payoff —b. This ordering implies —b < —f < 0 < d which is
equivalent to the left hand inequality of (14.2) assuming that the false alarm costs f are less
than the gain d in case of an undetected illegal behaviour, i.e., f < d.

The best, i.e., most desirable, outcome for the Inspectorate is legal behaviour of the Operator
and no false alarm leading to the payoff 0. Thus, the Inspectorate’s highest priority is deterrence;
see Section 7.3. The second-best is to have raised a false alarm leading to the payoff —g. Its
third-best outcome is to have detected the illegal behaviour leading to the payoff —a, and finally

1The possibility that the expected number of inspections is fixed and known to the Operator is addressed
in Chapter 24; see also the comment on p. 18.
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not to have detected the illegal behaviour, which gives, because it is the worst outcome, the
minimum payoff —c. Therefore we get the ordering —c < —a < —g < 0 which is equivalent to
the right hand inequality of (14.2).

Note that the payoff (0, 0) in case of legal behaviour and no false alarm implies that inspection
costs are not part of the Inspectorate’s payoff, but rather imposed by the external parameter k;
see also p. 136. Also note that we could have normalized a second payoff parameter for each
player, e.g., to one. For the sake of clarity and for convenience in dimensional considerations,
however, we have preferred not to do so. Note that the payoff —c to the Inspectorate did not
occur in Parts | and Il, see (7.5), (7.26) and (8.1), since there it was assumed that an illegal
activity is always, eventually only at the end of the reference time interval, detected by the
Inspectorate and furthermore, timeliness in the sense of this part was not an issue. Also note
that, as indicated in (14.1), the Operator gains d and the Inspectorate looses ¢ not only in
case of an untimely inspection, but also in case of a timely inspection and no detection — with
probability 5 — of the illegal activity. Finally note that a and d are absolute payoffs, i.e., not
proportional to time like in Parts | and Il

There is an important correspondence to what has been said on p. 153 in the context of the
playing for time inspection games: If false alarms can be excluded and the Operator decides at
the beginning of the game whether to behave legally or not, then the game is strategically equiv-
alent to a zero-sum game with the timely detection probability as payoff to the Inspectorate;
see also p. 391.

Finally, more assumptions have to be made which are neither covered by the classification
scheme given by Figure 1.1 nor by the list presented above. In order to give an idea of this
kind of assumptions, in Figure 14.2 the branch "critical time and discrete time" of Figure 1.1 is
extended by two levels: "Operator’s illegal activity" and "End of Inspectorate’s activities". One
realizes that not all possibilities of this classification scheme are shown, in fact only those are
taken into account for which game theoretical models exist and are described and analysed in
the following three chapters. Note that for the sake of simplicity and better overview in Figure
14.2 the wording reference time interval and inspections is maintained throughout, i.e., also for
those models for which the wording steps and controls is used.
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Figure 14.2 Classification of critical time inspection games. Note that in case of at most one

illegal activity — which is common knowledge — the payoffs to both players are the same if the

Inspectorate’s activities end after the detection of an illegal activity or only at the end of the

reference time; see Section 15.4 for an exception.
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Chapter 15

No-No inspection game:
Canty-Rothenstein-Avenhaus
model

Like in Parts | and Il we consider first the No-No inspection game which has been analysed
by Canty et al. (2001) and which we call Canty-Rothenstein-Avenhaus inspection model. This
model can also be used for the description of the conflict between Smugglers and Customs
which is the subject of Chapter 17. Quite a different simple application will be discussed on p.
302. In the following we present this game theoretical model and its solution along the lines of
the paper; we will, however, add some essential new findings and also some explanations. More
than that, we will return to this model in Chapters 16, 17 and 24.

In this chapter, assumption (vi) of Chapter 14 is specified as follows:

(vi") The Operator decides at the beginning of the reference time interval, i.e., at the beginning
of period L, when to behave illegally or whether to behave legally throughout the game.

The Inspectorate decides at the beginning of the reference time interval when to perform
its k inspections.

Assumptions (iv) and (x) will be specified in the following sections, while the remaining as-
sumptions of Chapter 14 hold throughout this chapter.

Assumption (viii) of Chapter 14 defines the payoffs to the two players (Operator, Inspectorate).
Note that in Canty et al. (2001) no relation between d and f is specified, i.e., the false alarm
costs f are allowed to be higher than the gain d in case of an undetected illegal activity, i.e., in
case of an untimely inspection or a timely inspection and no detection of the illegal behaviour.
We will come back to this point on pp. 293 and 304. Associating with each inspection an error
second kind with probability 5 and an error first kind with probability a, the payoffs to the two
players (Operator, Inspectorate) are

(=b(1-=p)+dB,—a(l—p8)—cp) for timely inspection and illegal behaviour

. (15.1)
(=fa,—ga) for legal behaviour.
If we introduce the quantities
A=(0b+d)(1-58)>0 and B:=(c—a)(1-p5)>0, (15.2)
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then (15.1) simplifies to

(d—A,B—c¢) for timely inspection and illegal behaviour (15.3)
(=fa,—ga) for legal behaviour '

Furthermore, we assume that the Inspectorate’s decision whether or not to call an alarm is
based on an unbiased test procedure, i.e., if a4+ 8 < 1, which implies, using (14.2) and (15.2),

A-—fa>2f(1-p)—fa=2fa—fa>0, (15.4)

a relation, that is frequently used throughout this chapter.

In Sections 15.1 — 15.3 the No-No inspection game is analysed under the assumption that only
inspections which are performed before an illegal activity may incur false alarm costs. These
sections go along the lines of Canty et al. (2001). In Section 15.4 we demonstrate the sensitivity
of the game theoretical solution of the No-No inspection game if now inspections which are
performed before and after an illegal activity may incur false alarm costs. Section 15.5 deals
with the optimal value of the false alarm probability a.

Note that in Chapter 24 a Se-No critical time inspection game with an expected number of
inspections in one facility is analysed, see also p. 18, which has surprising relations to the
No-No inspection game of Sections 15.1 — 15.3.

15.1 Two periods and one inspection; errors of the first and
second kind

The inspection game analysed in this section and Sections 15.2 and 15.3 is based on the
following specifications:

(iv') During an inspection the Inspectorate may commit errors of the first and second kind with
probabilities & and 3. These error probabilities are the same for all inspections. Only
inspections which are performed before an illegal activity may incur false alarm costs.
This assumption is soften on p. 307.

(x') The game ends either at the beginning of period L in case the Operator behaves legally
throughout the game, or one period after the Operator behaves illegally.

Let us discuss these assumptions. Ad (iv'): Why, should one assume that only inspections which
are performed before an illegal activity may incur false alarm costs? This can be justified as
follows: Even though both players plan non-sequentially, the actual inspection game is played
over time. If an illegal activity is detected timely, i.e., in case of a timely inspection and
detection of the illegal behaviour, the game ends anyhow because of assumption (x'), and thus,
false alarms and their costs after the illegal activity will not occur. If an illegal activity is not
detected timely, i.e., in case of an untimely inspection or a timely inspection and no detection
of the illegal behaviour, we assume that the Inspectorate will somehow find out about it and
any inspections that may still be planned will no longer make sense, i.e., will not take place,
because the Inspectorate has lost the game anyhow. This is expressed by the elimination of
the false alarm costs. Formally: Suppose the Operator behaves illegally at the beginning of
the period i, i = L,..., 1, i.e., at the beginning of L — i + 1-th period, then at all inspections
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which are performed at L — 1,...,7 a false alarm may be raised which leads to false alarm
costs for both players, while at all eventually planned inspections at i — 2,...,0 false alarm
costs are put to zero, i.e., do not occur; see p. 307 for an inspection game with a modified
assumption (iv’). Note that while in the critical time inspection games of Part Il it has to
be defined whether false alarms may occur after an undetected illegal activity, in the playing
for time inspection games treated in Section 10.3 and Chapter 12 of Part Il, this is obsolete,
because once an illegal activity is started it is persistent until the interim inspection at which it
is detected or the final PIV. Thus, false alarms at interim inspections performed after the start
of the illegal activity do not occur by definition.

Ad (x’): Suppose the Operator behaves illegally at the beginning of the period 4, i = L,...,1,
then the game ends at the beginning of period i — 1 regardless whether the illegal behaviour is
detected at ¢ — 1 or not. In the latter case, the Operator has successfully performed his illegal
activity and thus, the game ends as well.

Let us begin by considering the inspection game with L = 2 complete critical time intervals,
i.e., two periods and & = 1 inspection. The Operator’s three pure strategies are to behave
illegally at the beginning of the reference time interval, i.e., at 2, at the beginning of period 1,
i.e., at 1, or to behave legally. Thus, his set of pure strategies is given by

I ={2,1,le}.

The Inspectorate inspects at the end of period 2, i.e., at 1, or at the end of period 1, i.e., at
0. Hence its set of pure strategies is given by

Ja1 = {1,0}.

There are two strategy combinations of both players in which the inspection is timely, namely
(2,1) and (1,0), leading to the payoffs d— A and B—c; see (15.3). For the strategy combination
(2,0) the inspection is untimely and the payoffs are d and —c. Note that in this case by
assumption (iv") no false alarm is incurred at 0. In case of the strategy combination (1,1), at 1
a false alarm may occur before the Operator behaves illegally at 1, thus, false alarm costs have
to be included and the payoffs are given by d — f a and —c — g . In case of legal behaviour of
the Operator the payoffs to both players are — fa and —g «, independently of the Inspectorate’s
strategy. The normal form of this inspection game is given in Table 15.1.

Let p; denote the probability for behaving illegally at i, i = 2,1, or behaving legally pje, and let
gq; denote the probability of inspecting at j, j = 1,0. Then, the set of mixed strategies of the
Operator is given by

Pyi={p = (p2.p1, )" €0, 1] : po + p1 + pre = 1} (15.5)
and that of the Inspectorate by
Q21 :={a:=(q,0)" €[0,1°:q1 +q =1} . (15.6)

Then the (expected) payoff to the Operator is, for any p € P, and any q € Q2,1, using (19.3),
given by

d—A d
OpQ,l(pa q) = (p27p17p|e) d— fOé d—A (QI> 5 (157)
~fa  —fa) \P
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Table 15.1 Left: Normal form of the No-No inspection game with L = 2 periods and k£ = 1
inspection. Right: Reference time interval consisting of L = 2 complete critical time periods.
The probabilities p;, i = 2,1, and ¢;, j = 1,0, are explained in the text.

| | ! 0
2 B e 2 1 0
d—A d
1 —c—ga B-c Pa 1
d— fa d—A n @
le —ga —ga
—fa —fa
and, using (19.4), that to the Inspectorate by
B-c —c
Ing1(p,q) = (p2,pipe) | —c—ga B—c (Q1) : (15.8)
—ga —ga 4q0

The game theoretical solution of this inspection game, see Canty et al. (2001), is presented in

Lemma 15.1. Given the No-No inspection game with L = 2 periods and k = 1 inspection,
errors of the first and second kind, and an unbiased test procedure. The sets of mixed strategies
are given by (15.5) and (15.6), and the payoffs to both players by (15.7) and (15.8).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op; , =
Op2.1(pP*,q") and Inj; == Ing1(P", q"):

(i) For
g> A=t (15.9)
24— fa '
the Operator behaves illegally and an equilibrium strategy is given by
B+ga . B
. — d *—=0. 15.10
Pz 2B+ga’ P 2B+ga an Ple ( )
An equilibrium strategy of the Inspectorate is given by
A A-—fa
L L A Ay 15.11
a4 24— fa and do 24— fa (15.11)
The equilibrium payoffs to the Operator and to the Inspectorate are
A? B?
Op;,=d and  Inj;=-— (15.12)

T 24— fa C+2B+ga'
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(ii) For

(A—fa)’

d< 2A— fa

(15.13)
the Operator behaves legally, i.e., p5 = pi = 0 and pj, = 1. The Inspectorate’s set of
equilibrium strategies is given by

d+ fa < o* d

<1-
>q1 = A—fa

and  q=1-—4q}. (15.14)

The equilibrium payoffs to the Operator and to the Inspectorate are

Op;l =—fa and In;l =—ga. (15.15)

Proof. According to (19.6) we have to prove that (p*,q*) € P, x Q21 fulfils
Op31 = Op2a(i,q")  and  Inyy > Ingi(p*,j) (15.16)

for all i = 2,1,le and for all j =1,0.

Ad (i): Because —c < B—c¢, d—A <d— fadueto (15.4), -c—ga < B—candd— A < d,
the payoffs are cyclic. Thus, the normal form game possesses a unique Nash equilibrium which
is the solution of the two equations

Op2,1(2,9") = Op2,1(1,9%) and Ing 1 (p*,1) = Ing1(p*,0)

with the solutions (15.10), (15.11) and (15.12). Condition (15.9) guarantees that

Ops1 > —fa=0pai(le,q").
Thus, the Nash equilibrium conditions (15.16) are fulfilled.
Ad (ii): The Operator’s Nash equilibrium condition can be, using (15.15) and (15.16), written
as

—fa>0pi(Lq) =g (d—A)+(1—g¢))d  and

—fa=0p212,q) =g (d—fa)+(1—q))(d—A),

which holds because of (15.14). Furthermore, we have for any q € Q2,1 that Ing;(le,q) =
Inj; = —ga, ie, the Inspectorate’s Nash equilibrium condition is also fulfilled. Inequality
(15.13) assures the existence of ¢} with 0 < ¢f < 1. O

Let us comment the results of Lemma 15.1: First, equality will be considered neither in (15.9)
nor in (15.13) since the payoff parameters can be estimated only imprecisely in reality. For later
purposes let us note the following equivalent formulation of condition (15.9): With

fa
A

for which 0 < = < 1 holds because of (15.4), we get, using (15.9), that

r:=1

Ax?

d
Z 1+
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is equivalent to

22 < (1+§(17;p)>71. (15.17)

We will find a generalization of this condition in Theorem 15.1.

Second, in case of a = 0, i.e., if attribute sampling is considered, case (i) leads to equilibrium
strategies which are independent of the payoff parameters. In fact, this could have been guessed
since in this case neither the first nor the second inspection opportunity can be preferred to the
other.

Third, because condition (15.13) is equivalent to both

d+ fa A A d

A “2A-fa ™ A jal'"a—ra

the equilibrium strategy (g7, ¢5)7 given by (15.11) fulfills (15.14). Thus, (¢}, ¢;)T is a robust
equilibrium strategy in the sense that given the payoff parameters d,b and f, and the probabil-
ities @ and 3, the Inspectorate can just play (¢, )" according to (15.11) and does not need
to check whether (15.9) or (15.13) is fulfilled. A corresponding statement for No-No inspection
games with k > 2 inspections and L > k periods only holds for « = 0; see pp. 292 and
304, and Table 7.3 on p. 142 for an overview of inspection games with a robust Inspectorate’s
equilibrium strategy.

Fourth, it can be shown, for example with the LCP-formalism, see Avenhaus and Canty (1996)
Chapter 9, that (15.10) and (15.11) together with the legal behaviour solution (15.14) are in
fact the only Nash equilibria.

Finally, since the detection probability 1 — 3 is a function of the false alarm probability o and
since the latter can be fixed by the Inspectorate, the question arises as to the “best” value of
a. We will return to this question in Section 15.5.

15.2 Three periods and two inspections; errors of the first
and second kind

Before turning to the general case, let us consider the inspection game with L = 3 periods
and k = 2 inspections, because here two new features which do not yet occur in the case of
L = 3 periods and k = 1 inspection can be studied: First, the Inspectorate’s mixed strategies
are transformed into strategies better suited the solve the inspection game, see (15.21), and
second, in the game theoretical solution three cases instead of two need to be distinguished
in Lemma 15.2. Also, the case of L = 3 periods and k& = 2 inspections shows already many
features of the general case which is analysed in Section 15.3.

The inspection game analysed in this section is based on the specifications (iv') and (x’) on p.
282.

The Operator's four pure strategies are to behave illegally at the beginning of period i, i =
3,2,1, or to behave legally. Thus, his set of pure strategies is given by

Is={3,2,1,le}.
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The Inspectorate performs its inspections at (2, 1), (2,0) or (1,0). Thus, its set of pure strate-
gies is given by

']~3,2 = {(27 1)7 (2, 0)7 (1, 0)} :
The notation jg,g instead of J3o is chosen, because for the general game (L, k) treated in

Section 15.3 a different representation of the pure strategies is used.

In Table 15.2 the normal form of this inspection game is represented. The entries in the bimatrix
have, using (15.3), exactly the same meaning as those in the bimatrix in Table 15.1, and need
not be explained again.

Table 15.2 Left: Normal form of the No-No inspection game with L = 3 periods and k = 2
inspections. Right: Reference time interval consisting of L = 3 complete critical time periods.
The probabilities p;, i = 3,2, 1, are explained in the text.

| | (2,1) | (2,0) | (1,0) |
3 B—c¢ B—c —c
d—A d—A d
9 B—c—ga —c—ga B—-c¢
d—A—fa d— fa d—A
1 —c—2ga B—c—ga B—c—ga
d—2fa d—A-fa d—A—fa
le 29« —2ga —2g«
—2fa —2fa —2fa«
3 2 1 0
p3 P2 P1

In analogy to the Section 15.1, let p; denote the probability for behaving illegally at 7, i = 3,2, 1,
or behaving legally pie. Thus, the Operator's set of mixed strategies is given by

Py :={p = (p3,p2,p1,pe)" €[0,1]" : p3+p2+p1+pe =1} . (15.18)

The mixed strategies of the Inspectorate are, for reasons to be understood in Section 15.3,
denoted by §(a,1), (2,0) and §(1,0). Thus, its set of mixed strategies is given by

Qs2:={q= ((1(2,1),(1(2,0),(1(1,0))T €[0,11* : Go1y + d20) + dr0) = 1} -

Then, using Table 15.2, the payoff to the Operator is for any of his pure strategies and any
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a = (q2,1) 42,0 d1,0))" € Q3.2 given by
Op32(3,4) = deo,1) (d — A) + Ga0y (d — A) + G1,0) d

Op32(2,9) = do,1) (d— A~ fa)+ oo (d— fa)+duo(d—A)
(15.19)

Op32(1,@) = o1y (d—2fa)+dpon(d—A—-fa)+Guo(d—A-fa)

Opsa(le,q) = —2fa.
Let gj, j = 2,1,0, be the probability that at j an inspection is performed. Then we have
@ =Gqo1) + o0, @ =G4e1)+dae ad g0 =qeo +duo, (15.20)

and consequently

2
ZQJ'IZ.

Jj=0
Thus, we define the Inspectorate’s strategy set (not a set of mixed strategies) by

2

Qso:=1a="(q.q,0) " €0,1:> ¢=23. (15.21)
=0

Note that here in case of L = 3 periods and k& = 2 inspections there is a one-to-one correspon-
dence between ¢;, 7 =2,1,0, in (15.21) and the elements of (15.20):

42,1 T q2
deo | =5 |1 -1 1 a | - (15.22)
4(1,0) -1 1 1 qo

Thus, for any q € Q372 there exists a q € Q32 such that (15.19) can be written as
Op32(3,4) =d — Agz =: Op32(3,q)

Op32(2,q) =d— (Aq1 + fag) = Op32(2,q)
(15.23)

Op32(1,q) =d— (Aq+ fa(q +q2)) = Opsa(l,q)

Ops3pa(le,q) = =2 f a =: Op32(le, q)

or, in closed form, as
2

Op‘iZ(,L:q) =d-— Aqi—l - fO[ Z qj 7i = 37 27 17 and Op3,2(|e:CI) = _2fa> (1524)
j=i
where 2]2:3 g; := 0. Hence, the (expected) payoff to the Operator is, for any p € P3 and any
q € @32, given by

3
Ops2(p.a) = Y piOpsali,q) — pe2 f
=1

(15.25)

3 2
=> pi|d-Ag1—fa) g¢|-—pm2fa.
i=1

i=i
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To obtain a closed form of the Inspectorate’s payoff, we first get with Table 15.2 for any
a = (G,1), 420y d1,0))" € Q32

Inz2(3,d) = B (G21) + d20) — ¢
Ing2(2,d) = B (G2,1) + d(1,0) — 92 (G2,1) + d20)) — ¢
Inzs(1,q) = —2gadey + (B —ga) (4o + dao) —c
Insa(le,q) = —2ga,
which implies, using (15.20) and (15.22),
In32(3,q) = Bga — ¢ =: In32(3,q)
In32(2,q) = Bq1 —gag —c=:In32(2,q)
(15.26)
Ingp(l,a) = —ga(gez+aq —qo) + (B—ga)g —c=:Inzz2(1,q)
Inza(le,q) = —2ga =: Inzs(le,q).
Thus, we get by (15.26) for i = 3,2,1
2
Inzs(i,q) =Bgi1—c—ga Z qj -
j=i

Therefore, the (expected) payoff to the Inspectorate is, for any p € P; and any q € @32, given
by

3
Inga(p,q@) = »_ piIng2(i,q) — pe 29
i=1

(15.27)
3 2
=Y pi |Bai—c—ga)y ¢l —m2ga.
i=1 j=i
Define
w::p% (€ (0,1))  and y:=l+% (>1). (15.28)

The game theoretical solution of this inspection game, which is structurally more complicated
than the one of Lemma 15.1, is presented in

Lemma 15.2. Given the No-No inspection game with L = 3 periods and k = 2 inspections,
errors of the first and second kind, and an unbiased test procedure. The Operator’s set of
mixed strategies is given by (15.18), the Inspectorate’s strategy set by (15.21), and the payoffs
to both players by (15.25) and (15.27). Let x and y be defined by (15.28).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op} , =
Op32(p*,q") and Inj 5 := Inzs(p*,q"):
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(i)

(ii)

(iii)
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For
A -1
2% < min {1—2(1—.@), (1+2E(1—x)> } (15.29)
the Operator behaves illegally and an equilibrium strategy is given by
* Yy— 1 i — . *
pi:y371y7 L i=3,21, and  pj,=0. (15.30)

An equilibrium strategy of the Inspectorate is given by

1—x o . .
g = mx“, j=2,1,0. (15.31)

The equilibrium payoffs to the Operator and to the Inspectorate are

l1-g —1
? and In§,2=fc+23ygil,

Opi,=d—2A
p3,2 171,3 Y

(15.32)

For
(1+2%(1—x)>_1<1—2(1—m) and (1+2§(1—x))_1<z3 (15.33)

the Operator behaves legally, i.e., p5 = p5 = p} = 0 and pj, = 1. The Inspectorate’s set
of equilibrium strategies is given by

d
%> +2(1-x) (15.34)
« «o d
+1-2)g25+2(1-2) (15.35)
* * * d
@+ A-2)(g+aq)=5+2(0-2) (15.36)
GHa+g=2. (15.37)

The equilibrium payoffs to the Operator and to the Inspectorate are

Opso=—-2A(1-2)=-2fa and Inj,=-2B(y—1)=—-2ga.

For

1-2(1-2)< (1—0—2%(1—@)_1 and 1-2(1-z) < a® (15.38)
the Operator behaves illegally and an equilibrium strategy is given by
ps=1, po=p3=0 and p,=0. (15.39)
An equilibrium strategy of the Inspectorate is given by

¢ =1, G =x and @p=1—=z. (15.40)

The equilibrium payoffs to the Operator and to the Inspectorate are

Opso=d—A and  Inj,=—c+ B. (15.41)
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Proof. To prove the Nash equilibrium conditions, we have to show that the inequalities
Op;,? > 0p372(i7 q*) ) (1542)
In3, > Ins2(p*, q) (15.43)

are fulfilled for all i = 3,2,1,le and any q € Q3 2; see (19.8).

Ad (i): It is clear that p}, i = 3,2,1, as well as ¢, j = 2, 1,0, as given by (15.30) and (15.31)
both sum up to 1. Because y > 1, we get from (15.30) that 0 < pj < pj < p5 < 1 and
therefore, p* € P5. Using (15.31) and the fact that « € (0, 1), we obtain for the Inspectorate’s
equilibrium strategy 0 < qf < ¢} < g3. Thus, g5 < L if an only if 23 <1 —2(1 — z), which is
fulfilled due to (15.29), i.e., q* € Q32.

Because fa = A (1 —x), see (15.28), we get, using (15.24), (15.31) and (15.32),

Op32(3q)7d 2A .1‘ —Op32

Op32(2,9") =d - 2 (Am +A(l—2))=0pi,

* 11—z *
Op32(1,9") = T3 (A’ 4+ AQ—2)(1+2)) = Ops 5.

5 < (1+23(11~))1

1—
“2fa=-24(1-2)<d-247—

Because the inequality

is equivalent to

we obtain, using (15.24),
Opso(le,q”) = -2 fa <d— 2A — 3 =0Op3;.

Therefore, (15.42) is fulfilled as equality for ¢ = 3,2,1 and as inequality for i = le.
To prove the Inspectorate’s Nash equilibrium inequality we get, using (15.27), (15.30) and
ga=(y—1)B,

2

3
y—1 4
[n3,2(p*7<1):§ y3_1yl ! Bq@;l—c—gag 4
i=1 =i

3
— ¢+ B Zys—llyiflqi_l_ _1Zy3 zlzq]

_i:1 v i=1 Yy

M3 y-1 2 J yi,1
N3 3F =TT iy

i=1 j=1 =1
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[ 3 y—1 2 1 y’
_ i— —
=—c+B iilyS_ly gi-1+ (y—1) 27

-yfl .7rlz2 y—1

for any q € Q3 2, i.e., (15.43) is fulfilled as equality.

Ad (ii): The left hand inequality in (15.33) is equivalent to d/A+2 (1—z) < 1, which assures the
existence of ¢ € [0, 1] fulfilling (15.34), and further implies the existence of ¢} and ¢ according
0 (15.35) and (15.36). Because (15.34) — (15.36) are equivalent to —2 f o > Ops 2(i,q*) for
alli = 3,2,1, (15.42) is fulfilled. Using (15.27), we have In3z(le,q) = Inj, = —2ga for any
q € Q32, i.e, (15.43) is fulfilled as equality.

Ad (iii): From (15.23) and (15.40) we get
Op32(3,a") = Op32(2,q") =d — A

Opsa(l,g)=d— (A(l-2)+ fa(l+z)=d-A(2—x—27). (15.44)

Because the right hand inequality of (15.38) is equivalent to 1 < 2 — z — 22 we obtain

Op32(1,q4*) < d — A by (15.44). Finally, because the left hand inequality of (15.38) is
equivalent to —2 fa = —2A(1 —z) <d— A, we get Opss(le,q*) = -2 fa <d—A4, ie,
(15.42) is fulfilled. Using (15.27) and (15.39), we have In32(p*,q) = B¢ — ¢, which is
maximized for g5 =1, i.e.,, (15.43) is valid. This completes the proof. O

Let us comment the results of Lemma 15.2: First, as mentioned at the beginning of this section,
the solution given by Lemma 15.2 shows two new features as compared to that of Lemma 15.1:
1) there is a new type of solution, namely (iii), and 2) the Inspectorate’s strategies are reformu-
lated, because the equilibrium strategy can be better expressed the new way. Also, as shown in
(15.22), there is a one-to-one-correspondence between the original strategies g2 1), 4(2,0) and
d(1,0) and the transformed ones ¢;, 2, 1,0. This is no longer true in the general inspection game
with L periods and L > k inspections to be considered in Section 15.3. On the other hand,
we will see that the game theoretical solution of the general game has the same structure as
that with . = 3 periods and k& = 2 inspections.

Second, because x > 0, the case a = 0 is not covered in Lemma 15.2, but can be obtained by
considering © — 1 and y — 1. The result is a special case of Corollary 15.1.

Third, the regions of the solutions, i.e., conditions (15.29), (15.33) and (15.38), are represented
in Figure 15.3.

Fourth, in the inspection game with L = 2 periods and k& = 1 inspection we have shown that
the equilibrium strategy (7, ¢;)7 given by (15.11) is a robust equilibrium strategy in the sense
that playing (g, g3)7 is always an equilibrium strategy no matter whether (15.9) or (15.13) is
fulfilled. A corresponding statement for the inspection game with L = 3 periods and k& = 2
inspections does not hold for two reasons: First, the equilibrium strategy (15.31) yields ¢5 > 1
under the right hand inequality in (15.38), which is a contradiction. Second, (15.31) solves
(15.34) - (15.37) if and only if in addition to (15.33) the inequality 23 < 1 —2(1 — ) is
fulfilled, which assures ¢35 < 1. Thus, (15.31) is not a robust equilibrium strategy in the sense
that it is an equilibrium strategy no matter whether (15.29), (15.33) or (15.38) is fulfilled. In
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Corollary 15.1 it is shown that for @ = 0 the case (iii) in Lemma 15.2 vanishes, and that (15.31)
is then indeed a robust equilibrium strategy; see also Table 7.3 on p. 142 for an overview of
inspection games with a robust Inspectorate’s equilibrium strategy.

Finally, as mentioned on p. 281, Canty et al. (2001) do not specify a relation between d
and f, but only f < b is assumed. Thus, thecase 1 —2(1—2) =1—-2fa/A < 0is
considered that leads in case (iii) to an additional equilibrium strategy of the Inspectorate:
q' = (g3, q7,43)T = (1,1,0)T and to the same equilibrium payoffs (15.41): From (15.23) and
(15.40) we get

Op32(3,9") =d— A, Op32(2,9") =d—A—-fa<d—A=O0p32(3,q%)
Op3,2(1q*) =d- 2f(,¥ < d_A7 Op3,2(|e7q*) = —2fOé <-A< d_A7

i.e., the Operator’s inequalities in (15.42) are fulfilled. For the Inspectorate we get, using
(15.27) and (15.39), as in the proof of the Lemma that Ins(p*,q) = Bgs — ¢, which is
maximized for g5 = 1. The case f > d seems to be of little practical relevance, because the
payoff f in case of a false alarm is usually much smaller than the gain d for an undetected
illegal behaviour; see also the comment on p. 304.

15.3 Any number of periods and inspections; errors of the
first and second kind

Let us now turn to the general case of L > k periods and k inspections. The inspection game
analysed in this section is based again on the specifications (iv') and (x’) on p. 282.

The Operator’s pure strategies are to behave illegally at the beginning of period i, i = L,...,1,
or to behave legally. Thus, his set of pure strategies is given by

I ={L,L—1,...,2,1,1le},

and the corresponding set of mixed strategies by

L
Pp = {p = (P p1me)” €0, 172D pi o+ pre = 1} : (15.45)
i=1

Again, p; denotes the probability of behaving illegally at 4, ¢ = L,... 1, or behaving legally
with probability pe. In contrast to Sections 15.1 and 15.2 we do not consider bimatrix games
in this section. Therefore, it is of no importance whether the elements in (15.45) and below in
(15.47) are seen to be row or column vectors. To be consistent with the notation in Sections
15.1 and 15.2, however, we keep the notation as column vectors.

A pure strategy of the Inspectorate is a k-tupel (jg,...,71) with L > ji > ... > j; > 0 where
Jn means that the k — n + 1-th inspection is performed at j,. A pure strategy (jg,...,Jj1) can
be identified with an L-tupel r = (rr._1,7r,...,70)T € {0,1}* with ZJL;(} rj = k. Since this
representation is more useful in the context here we define the set of pure strategies Jy ;. of
the Inspectorate by

L-1
']L,k =4 r= (’I’L,I,TL7 . 77‘0)T S {07 1}L : Z Ty = ko, (15.46)
j=0
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containing (i) elements. If G- denotes the probability that the pure strategy r € Jr, 1, is chosen,
then a mixed strategy q = (ijr)fEJL , with > 7 @ =1 of the Inspectorate is a probability

distribution over its set of pure strategies, i.e., the Inspectorate’s set of mixed strategies is given
by

Qri={a= (@)%, €, 163 G=1y. (15.47)

Note that for solving the Canty-Rothenstein-Avenhaus inspection game a different strategy set
of the Inspectorate is considered; see (15.51) and p. 304.

The payoff to the Operator resp. the Inspectorate is for any r € J, ; given by

. d—Ari,l—fa§f:ilr,' for +=L,L—1,...,2,1
_ =i T 15.4
OpL (i, 1) { —kfa for i=1le (15.48)
and
. Brii—c—ga S lly for i=L,L—1,...,21
Ingilie)=4 " i=i i ’ ’ 15.4
nLk(i,r) { —kga for i=le (15.49)

where ZJL;% r; := 0. (15.48) can be justified as follows: Suppose the Operator behaves
illegally at the beginning of period i. If the Inspectorate inspects at & — 1 (r;—1 = 1), the
Operator’s payoff is df — b(1 — 8) = d — A; see (15.3). If it does not inspect at 7 — 1
(ri—1 = 0), the Operator’s payoff d, because the next inspection is not timely. In addition,
the payoff depends on the number of false alarms that the Inspectorate caused at L —1,. .., 1.
Because Zf;il r; is the number of inspections performed until 7, the expected false alarm costs
are fa Z]L:_ll r;. Inspections perform at i —2,...,0 will not affect the Operator’s payoff; see
assumption (iv') and also Figure 15.1. A similar argumentation justifies (15.49).

Figure 15.1 lllustration of the payoffs (15.48) and (15.49) under the assumption that the
Operator behaves illegally at the beginning of period i, i = L,..., 1.

s

In order to solve the Canty-Rothenstein-Avenhaus inspection game, a transformation into an-
other game is necessary which was already demonstrated in Section 15.2. In analogy, let g¢;,
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j=L—1,...,0, be the probability that an inspection is performed at j, i.e., we have
q; ‘= Z (il‘v .]:L_1770
reJp pirj=1
Let el € {0,1}F, n=1,..., L, be the unit vector with a 1 at the n-th component. Because
ef_jr =1lifandonlyifr;=1,j=L—1,...,0, gj can also be expressed as
G= Y e _jTq. (15.50)
reJL,k

Using (15.50) we get

L-1 L1 L1
T ~ T ~
a; = Z E erL—irar | = Z r E eL—;r | = E @k=k
J=0 J=0 \reJgx reJL j=0 reJp i

and define the Inspectorate’s strategy set, which is, like Q3 2, not a set of mixed strategies, by

L—-1
Quri=4a=(a 1,90 €[0,1]":> g=ky. (15.51)
j=0

Only for k = 1 and k = L — 1 inspection(s) we have the same numbers of ¢, and g;. For
1 < k < L —1 there are more G than g; thus, the g; are uniquely determined by the ¢, but
not vice versa. We will come back to this point on p. 304 and in the context of the generalized
Thomas-Nisgav inspection game; see Section 17.1.

The payoff to the Operator is, using (15.48) and (15.50), for all i = L, L — 1,...,1 and any
q= (ér)rTe]L,k € Qrk, given by

L—-1
OpLJC(Z',El):d—A Z Ti—lér_faz Z rj[jr

reJy i j=t reJp i
-1
=d=4 ) el gyrd—Sa), D el yrd
rep j=i redpy (15.52)
-1
=d-Ag1—fa) g
j=i
= OpL,k(77q) .

Hence, the (expected) payoff to the Operator is, for any p € P, and any q € Q. given by

L
Opri(p.a) =Y piOprili,q) —pek fa
=1
(15.53)
L L—-1
=Y pi[d=Aga—fa) g| —pekfa.
i=1

i=i
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In analogy, the payoff to the Inspectorate is, using (15.49), for all i = L,L — 1,...,1 and any
q € Qrk given by
L1
Inpp(i,q) =Bgi1—c—ga g,

j=i

and thus, the (expected) payoff to the Inspectorate is, for any p € Pr and any q € Qp, , given
by

L L1
Inpr(p@)=> pi |Baii—c—gay q¢| —pekga. (15.54)
i=1 =i

The game theoretical solution of this inspection game, see Canty et al. (2001), is presented
in Theorem 15.1. Let us emphasize that according to our best knowledge this and the Se-Se
playing for time inspection game treated in Chapter 12 is the only inspection game over time
including errors of the first and second kind for which a game theoretical solution for the whole
parameter space has been found.

Theorem 15.1. Given the No-No inspection game with L > k periods and k inspections,
errors of the first and second kind, and an unbiased test procedure. The Operator's set of
mixed strategies is given by (15.45), the Inspectorate’s strategy set by (15.51), and the payoffs
to both players by (15.53) and (15.54). Let x and y be defined by (15.28).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op7 ; :=
OpLk(P™, ") and Inj ;. := Iny x(P", q"):

(i) For
2" < min [l—k(l—x), (1—0—1@3(1—@)_1} (15.55)

the Operator behaves illegally and an equilibrium strategy is given by

pi:yL_ly , i=1L,...,1 and P =0. (15.56)

An equilibrium strategy of the Inspectorate is given by

" 1—=z i .
qj:kﬁl'llj 17 j:L71770 (1557)

The equilibrium payoffs to the Operator and to the Inspectorate are

1—x y—1
L

Oppr=d—FkA 7 and  Inj, = fc+kBy —- (15.58)

1-2
(i) For
-1

<1+k%(1—m))_1<1—k(1—x) and (1—5—.’4:%(1—35)) <zF (15.59)
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(iii)

the Operator behaves legally, i.e., p; = ... = p{ = 0 and pj, = 1. The Inspectorate’s

set of equilibrium strategies is given by (E]L;Ll q;:=0)

L—1 L—1
fkfazdeq;‘_lffan;‘, i=0L,...,1, and Zq}‘zk. (15.60)
j=i j=0

The equilibrium payoffs to the Operator and to the Inspectorate are

Opp,=—kfa and  Inp,=-kga.
For
A -1
1fk(1fx)<(1+kg(lfx)) and 1—k(1—z)<at (15.61)

let m be the integer, 0 < m < k, satisfying

P >1—(k-n)1—-2)>0 for n=0,1,...,m—1 and

(15.62)
<1 —(k—m)(1—z).
The Operator behaves illegally and an equilibrium strategy is given by
pr =1, p;=0, i=L-1,...,1, and  p,=0. (15.63)
An equilibrium strategy of the Inspectorate is given by
xl—i-1 for j=L—1,....m
gGg=q k—-m—-z—... —al=m=1 for j=m—1 . (15.64)
1 for j=m-—2,...,0
The equilibrium payoffs to the Operator and to the Inspectorate are
Oppp=d—A and  Inj,=-c+B. (15.65)
Proof: According to (19.8), the Nash equilibrium conditions are given by
Opy > Opri(i,q") (15.66)
In > Inp (P, q). (15.67)

foralli=L,...,1,leand any q € Q1.

Ad (i): Because of y > 1 we have by (15.56) that 0 < p} < ... < p}, < 1. Using the geometric
series we see that p* € Pr. Because z € (0,1) we have 0 < ¢j < ... < ¢j_,. Then condition
P <1 — k(1 —2) in (15.55) is necessary for making sure that g%, < 1, which implies that
0<gj<1 for j = L —2...,0. Again applying the geometric series gives us q* € Q.

Using (15.28), (15.53) and (15.57), we get forall i = L, L —1,...,1

L—1
Opri(i,q’) =d—A g +(1-2) > q

i=i
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1 L—i

- 1 1—-a
T L% 1+(1—x)k717xL

=d—-A {k

=d—Aqp_, =O0ppy,

i.e., (15.66) is fulfilled as equality for all i = L, L — 1,...,1. Using (15.55), the inequality

o < (1+k%(1f:ﬂ))71

is equivalent to

11—z
d—Akﬁ>—k(1—x)A:—k,fa.

Thus, we get Opr i(le,q*) = -k fa<d—Aq}_, = Opj ;s e, (15.66) is also fulfilled for
i=le.

In order to show (15.67), note that (15.28) implies

L

L1 L L L1
> opi [Bai—ga Y ¢| =B > piaa—(@w—-1)> > a|, (15.68)
j=i i=1 =1 =i

i=1
which yields, using (15.56),

L L

-1 L—1 J L—1 ;
* * y] -1
-1 p qj:(y—l)ZQiji:(y—l)ZijLfl
i=1 — j=1 =1 j=1

-
L—1

=> ¢ (P41 —pi)- (15.69)
j=1

Therefore, (15.68) simplifies by use of (15.69) to
L -1
B> piain—Y 4 (P —pi)| = kpi. (15.70)
i=1 j=1

Thus, (15.54) and (15.70) leads for any q € Q% to
Inpk(P*,q) = —c+kBpi = In] 1 (P",q"),

so that (15.67) is satisfied as equality.

Ad (ii): The left hand inequality in (15.59) assures that existence of q* fulfilling (15.60).
Furthermore, the inequalities (15.60) are equivalent to —k f o > Opp (i,q*) for all 4, i =
L,...,1, and thus, the Operator's Nash equilibrium condition (15.66) is fulfilled. Using (15.54),
we have Iny ;(le,q) = In},=-kga for any q € Qr . i.e., (15.67) is valid.

Ad (iii): The right hand inequality of (15.61) assures the existence of the integer m fulfilling
(15.62). Using (15.51) and (15.64), ¢%,_; can be rewritten as

. 1—gb—m
q77l*1 :k_(m_l)_i

15.71
1—2 (15.71)
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Because
<1 —(k—-m)(1—x)

is equivalent to

1—gb—m

k—(m—1)- =dn-1 <1,

1-2z
condition (15.62) guarantees that ¢, | < 1.

The payoff to the Operator, if he behaves illegally at the beginning of period i, i = L...,m~+1,
is, using (15.28), (15.53) and (15.64), given by

L-1 L-1
Oprii,a®)=d—Ag_—fay ¢=d—Az""—fa ) ot

j=i =i

1— gl

:d—AxL’i—fai
1—=z

=d—A[z"+1 -2 =d - A.

If the Operator behaves illegally at the beginning of period i = m, we get for his payoff, again
using (15.53) and (15.64),

L—1
Opri(m,q*)=d—Ag, —fa >
j=m
- fa .
=d—A Im—1 + 7 (k - (TYL - 1) - Qm—l) (1572)
and prove that
* « *
Im—1 + fj (k - (m - 1) - qul) >1. (1573)
The left hand side of (15.73) simplifies by (15.71) to
e (k—(m—1)—q,_1)
1—gl—m fa 1—gL—m
—k—-m-1)-—" I k- - (k—(m—1)+ ——
k—(m—1) T T (k (m—-1)—(k—(m—-1))+ - )
_ .L-m
=k7(m71)7:£1 1f1’

Using (15.62) for n = m — 1, we see that
2D S (k= (m—1)) (1 —x)

is equivalent to

1—gb—m

-(m-1)—z—"——>1.
k—(m-1)—=x = >
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Thus, (15.73) is fulfilled, and (15.72) yields Opy, x(m,q*) < d — A. If the Operator behaves
illegally at the beginning of period i, i = m — 1,...,1, his payoff is, again using (15.53) and
(15.64), given by

L—1
Oprii,q’)=d—Ag —fa Y ¢=d-A—fak—i)<d—A,

j=i

because i < m — 1 < k. Because the left hand inequality of (15.61) is equivalent to —k fa <
d— A, we get Oppi(le,q*) = -k fa < d— A, ie, (15.66) is fulfilled. Using (15.54) and
(15.63) we have Iny, 1 (p*,q) = B qr—1 — ¢, which is maximized for g; _; = 1. This completes
the proof. O

Before we comment on the results of Theorem 15.1 on p. 303, we discuss the case o = 0,
i.e., the case z = 1, which is excluded in Theorem 15.1 because of x € (0,1). Indeed, the
conditions (15.55), (15.59), and (15.61) are meaningless in this case at first sight. We see,
however, that

P21 -k(1—2)
is equivalent to
Ezl4a+... +alt, (15.74)
and thus, for x = 1 equivalent to the condition & = L. Because of k < L, the inequality

% > 1—k(1—x) in (15.74) does not hold for zz = 1 and therefore, case (iii) of Theorem 15.1
vanishes. Furthermore,

A -1
k> (1+k3(17x))
is equivalent to

2k

e

2l+z+... +x ,

therefore, for z = 1 we get

A_ L
>
d <k

Thus, one obtains the following Corollary 15.1, which describes an attribute sampling problem
because of o« = 0. For later purposes we use the explicit forms of A and B as given by (15.2).

Corollary 15.1. Given the No-No inspection game with L > k periods and k inspections,
errors of the first and second kind, and an unbiased test procedure analysed in Theorem 15.1.

Then for x — 1 and y — 1 the Nash equilibrium in Theorem 15.1 reduces as follows:

(i) For

(15.75)
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the Operator behaves illegally and an equilibrium strategy is given by
pi=— i=1L,...,1 and  pp=0. (15.76)

An equilibrium strategy of the Inspectorate is given by

k

G=7. J=L-1...0. (15.77)

The equilibrium payoffs to the Operator and to the Inspectorate are

k k
Oppr=d—(1-75) (b+d)f and  Inj,=-c+(1-75) (cfa)z. (15.78)
(ii) For
k 1 1
- > — 15.7
L 1-31+b/d (15.79)
the Operator behaves legally, i.e., p; = ... = p{ = 0 and pj, = 1. The Inspectorate’s

set of equilibrium strategies is given by
-1
0>2d-(b+d)(1-8)q, j=L-1,...,0, and > ¢ =k, (15.80)
j=0

where g;, j =L —1,...,0, given by (15.77) fulfils (15.80).
The equilibrium payoffs to the Operator and to the Inspectorate are Op} , = Inj} ; = 0.

Let us comment the results of Corollary 15.1: First, surprisingly enough, we will encounter
the game theoretical results again in the next two chapters; see pp. 336, 368 and 391, and in
Chapter 24. Note that one obtains the same results as in Corollary 15.1, if one uses immediately
the payoffs (15.48) and (15.49) for « = 0.

Second, because q* = (q}_,,...,q3)T according to (15.77) constitutes a vector of probabilities
no matter whether (15.75) or (15.79) is fulfilled, and because we have under condition (15.79)

0>d7(1fﬁ)(b+d)%=OpL_,k(i,q*) for all i=1L,...,1,

q" is an element of (15.80), i.e., it is a robust equilibrium strategy in contrast to the case o > 0
and k > 2 inspections; see p. 304 and Table 7.3 on p. 142 for an overview of inspection games
with a robust Inspectorate’s equilibrium strategy.

Third, the condition (15.79) for legal behaviour, i.e., Opj ; < 0 in (15.78), can be interpreted
as a minimum condition on the number of inspections required for deterrence. Obviously this
inspection frequency has to be the larger, the smaller the ratio of sanctions to gains for the
illegally behaving Operator. Note that because k/L < 1, a necessary condition for (15.79) is

1> b1
1—B1+b/d

which is equivalent to —b (1 —3)+d S < 0, i.e., the expected payoff to the Operator for illegal
behaviour in case of a timely inspection is smaller than zero.
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Figure 15.2 Representation of (15.79) for three 3-values.

k/L
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Fourth, relation (15.79) is remarkable since it combines five model parameters in a simple and
intuitive inequality. This simplicity is reflected in Figure 15.2 in which for a given value of 1 -
the area above the 1 — S-curve represents legal behaviour of the Operator.

Fifth, let us consider a simple application. A facility with a valuable equipment or a museum
with art treasures has to be protected by night watchmen against burglary. One inspection
night shift lasts 12 hours. An illegal activity, e.g., removing and carrying away some expensive
tool or art treasure lasts 1/4 hour, about the same time, by design, as an inspection tour
through the factory, thus, L = 48. For 1— 3 =1 and b/d = 3 we get k/L = 1/4 which means
that k = 12 inspections have to be performed, i.e., on the average one inspection per hour.!
Whoever would have thought to justify a night watchmen’s rounds in this way? In practice,
of course, inspection frequencies of this kind are determined on the basis of practicability and
related common sense arguments. Nevertheless at least our results may help, given the model
describes reality appropriately, to clarify underlying assumptions on the value of b/d and other
model parameters.

Finally, the equilibrium strategies (15.76) and (15.77) do not depend on the payoff parameters
a, b, ¢ and d. s this a surprising result? Denote for any p € P and any q € Qr the
probability that the illegal activity is timely detected by wy x(p,q): If the Operator behaves
illegally at the beginning of period i, i = L,..., 1, then the Inspectorate needs to inspect at
i—1 and must detect the illegal activity (with probability 1— ). Thus, in the No-No inspection
game the timely detection probability wr, 1 (p, q) is given by

L
wrk(pa) = (1= 8) D pidi1- (15.81)
i=1

Conflict situations of this kind are presented professionally in some famous action movies with well-known
actors, e.g., Topkapi (1964) with M. Mercouri, P. Ustinov and M. Schell, How to Steel a Million (1966) with
A. Hepburn and P. O'Toole, and Entrapment (1999) with C. Zeta-Jones and S. Connery. In the second one
manipulated false alarms are part of the burglars’ strategy.
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In case of illegal behaviour and no false alarms, i.e., po = 0 and a = 0, the Operator’s
and Inspectorate’s payoffs can be expressed as a function of the timely detection probability
wrkx(P,q): (14.1) in case of illegal behaviour implies

OpL,k(p7 q) =d (1 - wL,k(pa q)) - bwL,k(p7 q) and

InL,k’(p7 q) = —C (1 - wL,k(p7 q)) - ClUJL,k(p, q) )

and thus, using (14.2), (p*,q*) is a Nash equilibrium if and only if the saddle point inequalities

wre(P* q) < wp kP, q") < wri(p,q¥) (15.82)

are fulfilled for any p € Pr, and any q € Qr ;. Note that in (15.82) the Inspectorate is the
maximizing player, while the Operator is the minimizing player, as expected due to the meaning
of wr ;. We will return to this important point on p. 391. Using the equilibrium strategies
(15.76) and (15.77), we get by (15.81) for the timely detection probability in equilibrium

L

wrk(P, Q) =Y piai, (1-5) B>

i=1 i=1

k k
Z 17 )Z.

Sl

Let us now comment the results of Theorem 15.1: First, the regions of the solutions, i.e.,
conditions (15.55), (15.59) and (15.61), are represented in Figure 15.3 along the 2 -axis. Let
us mention that

A -1
1-k(l—2)2 (1+k5(173:))
is equivalent to
—kfazd—A=dB—b(1-p),

the left hand side being the expected false alarm costs of the Operator in case of legal behaviour,
and the right hand side his expected gain in case of a timely inspection.

Figure 15.3 Structure of the solutions of Theorem 15.1.

(iid)

(1+k§(17x)>71

Second, note that for the case of k = 1 inspection the solution given by part (iii) of the Theorem
does not exist because in this case 1 — k (1 — x) =  is larger than 2 for any L > 1 periods.
Conditions (15.9) and (15.13) are, using (15.17), the same as (15.55) and (15.59) for L = 2
periods and k& = 1 inspection.




304 Chapter 15: No-No inspection game

Third, like in the inspection game with L = 3 periods and k = 2 inspections, the equilibrium
strategy (15.57) is not a robust equilibrium strategy; see p. 292 and Table 7.3 on p. 142 for
an overview of inspection games with a robust Inspectorate’s equilibrium strategy.

Fourth, as mentioned on p. 293 for the game L = 3 periods and k = 2 inspections, the case
1—Fk(1—x) <0, which is excluded here because of (14.2) but treated in Canty et al. (2001),
leads in case (iii) to the additional Inspectorate’s equilibrium strategy:

Y g qt)=(1,1...1,0,0...0).
(@1-1,91—2 a) = ( )
k L—k

The proof can be found in Canty et al. (2001).

Fifth, we mentioned on p. 295 that only for k = 1 and k = L — 1 inspection(s) we have the
same numbers of ¢, and g;. In all other cases, i.e., 1 < k < L—1, there are more ¢, than ¢;. To
give an equilibrium strategy of the Inspectorate of the original No-No inspection game, i.e., with
the strategy sets Pr, and QL,ky see (15.47), the strategies @* have to be somehow calculated
utilizing gq* as given by Theorem 15.1. Because the @* are not unique, the Inspectorate has the
freedom to choose the strategy which fits best to its practice, e.g., mixing as few as possible
pure strategies. A similar situation is discussed for the discrete time Se-No inspection game on
p. 58.

Sixth, we discuss whether the Operator can be induced to legal behaviour; see p. 260 for similar
considerations in the context of the continuous time Se-Se inspection game. For illustration we
consider the parameters

4 1
o T

Then (14.2) and « + 8 < 1 are fulfilled, and with (15.2) and (15.28) we get

d=b=19, f=1, and a=

283
In Figure 15.4, the functions 1 — k(1 — z) and (1 +k fa/d)~! as well as the three cases 1)
250 for k =1,...,50 (top horizontal line), 2) 229 for k = 1,...,120 (middle horizontal line),
and 3) 240 for k = 1,...,140 (bottom horizontal line), are depicted.

Let us comment on Figure 15.4: First, the case of £ = 1 inspection leads in all three cases to
(i) of Theorem 15.1. Second, for increasing k we observe a transition from (i) to (ii) in case 1),
and a transition from (i) to (iii) for the cases 2) and 3). Thus, only in case 1) the Inspectorate
has a deterrence strategy and it chooses the smallest k such that legal behaviour is induced,
i.e., k* with

<1+k*§(1—m))71<xL< (1-‘,-(16*—1)%(1—@)71.

In cases 2) and 3) the Inspectorate has no deterrence strategy and it should choose k such that
its equilibrium payoff Ing . is maximized: Let k' be given by

I-(K+1D)(1—-2) <zl <1-K(Q1—2).
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Figure 15.4 lllustration of the transition between the cases (i), (ii) and (iii) of Theorem 15.1.
The solid part of the 2°0-line describes legal behaviour of the Operator.

Then we obtain, using (15.58) and (15.65), the decision rule

L
-1
=
number of inspections is yL_ 1
EF+1 for kK< Y
y—1

Finally, let us consider a numerical example: We assume L = 8 periods and k& = 6 inspections
as well as

29

. — U. = :4 :4 = —_—
z=0.95, d =55, b 7, f 0 and «@ 1209’
z =0.90 d=92 b=288 f=49 and oz—ﬁ
— Y. ) - 3 - ; J — 73877
87

x=0. d=1 b= =2 d = —
z=0.85, 7, 3, f an « 133"
5 . 22
33—67 d=285, b=67 =17 and a—ﬁ.

Then we have in all four cases that
A -1
1—6(1—m)<(1+65(1—x)> , (15.83)

i.e., only case (i) and (iii) of the Theorem 15.1 can arise. In Figure 15.5, the Inspectorate’s
equilibrium strategies for the four examples are depicted from top to bottom. In the left-hand
graphs the top rows of points show the sequence
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Figure 15.5 lllustration of the Inspectorate’s equilibrium strategy q* for the inspection game
with L = 8 periods and k = 6 inspections and various values of x. Left hand column: Upper

sequence 28,27, ..., z. Lower sequence 1 —6(1—2),1—5(1—x),...,x. Right hand column:
k% *
Q77QG7 e aq()-
x=0.95 %2095
1
-
LE R N B N N - -
-
05
e 80 00
]
'] 0.25 0.5 075 1 4 3 2 1
x=0.90 x=0.90
1
*ee s 8 . L] . L ]
.
L]
05 *
. L] L] . . L]
a
] 025 05 075 1 4 3 2 1
x=0.85 x=0.85
1
-
.o o 9 . . L] L]
L]
05 *
L]
L] . - - -
a
] 025 05 075 1 4 3 2 1
%=0.83 %=0.83
1 .
. e @ L] L] L] . .
L]
0.5 .
.
L - L] . - -
1]
(1] 025 05 075 1 4 3 2 1
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and the bottom rows the sequence
1-6(1-2),1-5(1—-x),...,1-2(1—2),z

for the above given values of z. In the right hand plots the components g3, ..., g; of the
Inspectorate’s equilibrium strategy are shown.

Let us consider the top pair of graphs: Because of 28 < 1 — 6 (1 — 0.95), i.e., the leftmost
point in the bottom row lies to the right of the leftmost point in the top row, and because of
(15.83) condition (i) of Theorem 15.1 is valid, and the equilibrium strategy (15.57) is plotted
on the right hand side. For the next three pairs of graphs we have 2% > 1 — 6 (1 — 0.95) and
because of (15.83) condition (15.61) is met. We get, using (15.62),

z=09: 229>1-(6-0)1-2) and 22 1<1-(6-1)(1—-2) ie, m=1
r=08: 28 1>1-(6-1)1—-2) and 2*2<1-(6-2)(1—=x),ie, m=2
r=5/6: 282>1-(6-2(1—2) and 252<1—-(6-3)(1—=x),ie, m=3.

Thus, we obtain in these cases by (15.64) the results that ¢% is one; see the right hand plots
of Figure 15.5.

15.4 Sensitivity considerations

In order to demonstrate the sensitivity of the game theoretical solution of the No-No inspection
game on assumption (iv’), see p. 282, we assume in this section that also false alarm costs for
inspections performed after the illegal activity are taken into account, i.e., the inspection game
analysed in this section is based on the following specifications:

(iv") During an inspection the Inspectorate may commit errors of the first and second kind
with probabilities o and 3. These error probabilities are the same for all inspections.
Inspections which are performed before and after an illegal activity may incur false alarm
costs.

(x") The game ends either at the beginning of period L in case the Operator behaves legally
throughout the game, or one period after the Operator behaves illegally, or after the last
inspection.

Let us discuss these assumptions. Ad (iv"): Suppose the Operator behaves illegally at the
beginning of the period i, i = L,...,1, then at all inspections which are performed at L —
1,...,4 and at i — 2,...,0 a false alarm may be raised which leads to false alarm costs for
both players. Ad (x"): In contrast to assumption (x') on p. 282 and its justification on p. 283,
we have to include all inspections which are performed at the beginning of periods i —2,...,0
because false alarms may be raised.

In Figure 15.3 the payoff matrices for the No-No inspection game with L = 2 resp. L = 3
periods and k = 1 resp. k = 2 inspection(s) are presented under assumption (iv"). The entries
in a box indicate differences to the payoff matrices in Tables 15.1 and 15.2. The entry (2,0) in
the payoff matrix on top can be explained as follows: Because there is no inspection at 1, the
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illegal activity is not timely detected, i.e., payoff d to the Operator, and there may be a false
alarm at 0, thus, the Operator’s payoff is d — f a. The entry (2,(2,0)) in the payoff matrix
below can be explained as follows: The illegal activity is not timely detected, because there
is no inspection at 1, but there may be a false alarm at 2 and one at 0. Therefore, we have
d—2fa.

Table 15.3 Normal forms of the No-No inspection game under the assumption (iv") with L = 2
periods and k = 1 inspection (top), and with L = 3 periods and k = 2 inspections (below).

| H 1 | 0 |
2 B-e —c[-99]
d—A d
1 —c—go B—-c¢
d—fa d—A
le g« —go
_fa —fa
L (.1 (2,0 | (L0) |

3 TERET TR
d—A-fa d d—A

1 —c—2g« B—-—c—ga B—-c—ga
d—2fa d—A-fa d—A-fa

le 29« 29« —2g«
—2fa —2fa —2fa

The payoff matrices without the row "legal behaviour" are symmetric, and thus, a game the-
oretical solution for the case of illegal behaviour of the Operator, i.e., P = 0, can be given
easily: In case of L = 2 periods and k = 1 inspection, and under the condition d > (A— f «)/2,
we have

1

3 and

Py=pi=q1 =4 =

1 , . 1
Op;l:d—i(/l—kja) and Inm:—c—i(B-i-ga),

which is very different from the equilibrium strategies and payoffs given in (i) of Lemma 15.1. We
see that a change from modelling assumption (iv') to (iv") leads to a completely different game
theoretical solution. For the inspection game with L = 3 periods and k = 2 inspections the
game theoretical solution in case of illegal behaviour of the Operator, i.e., under the condition
d>2(A— fa)/3, is given by

1 1

3 and 9o =400 =90 = 3

and (15.84)

Py =03 =pi
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2 2
Op;l:d—g(A—Q—?fa) and Inz’lz—c—g(B—l—Zga).

In terms of the probabilities ¢;, 7 = 2,1,0, that at j an inspection is performed, we get from
(15.84) that ¢5 = ¢f = ¢} = 1/3, which is also very different from the equilibrium strategies
and payoffs given in (i) of Lemma 15.2.

A generalization to any number L of periods and any number & of inspections can be found
easily. We consider again the Operator’s set of mixed strategies (15.45) and the Inspectorate’s
strategy set (15.51). If the Operator behaves illegally at the beginning of period i, i = L,...,1,
and the Inspectorate performs an inspection at i — 1, then the Operator’s payoff is given by

d—A—(k—1)fa, (15.85)

because d — A is the Operator’s payoff for a detected illegal activity and the remaining k — 1
inspections all may lead to a false alarm. If, however, the Inspectorate does not perform an
inspection at i — 1, then the Operator’s payoff is given by

d—kfa, (15.86)

because he receives payoff d for an untimely inspection and the k inspections may all lead
to a false alarm. The payoff to the Inspectorate is given by (15.85) and (15.86) with the
replacements A — —B,d — —c and f — g. Using (15.85) and (15.86), the payoff to the
Operator resp. the Inspectorate is, in analogy to (15.48) and (15.49), for any r € Jr 1 given
by

S . _ d*ATiflffa(k*T‘z;l) for Z'ZL,L*L...,Q,I
Oppslir) = { “kfa for i=le

and
—~ .y | Brisi—c—ga(k—ri—1) for i=L,L—-1,...,2,1
Inp (i x) = { —kga for i=1le

Thus, using (15.50) and (15.52), the (expected) payoff to the Operator is, for all i = L, L —
1,...,1and any q = (qr)!TEJL.k € Qrk, given by

d—(A-fa) Z ri_l('jr—kfa:d—(A—foz)ql-_l—kfa::agahk(i,q),
reJ

and finally for any p € Py,

L
Opri(p,a) =Y piOpp (i) — piek f o

i=1
L
= m [df(Affa)qqafl] —kfa. (15.87)
i=1
The Inspectorate’s (expected) payoff is, for any p € Pr, and any q € QL k. given by
. L
Inpi(p.a) =Y pi|—c—(B—ga)gi| —kga. (15.88)
i=1

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in
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Theorem 15.2. Given the No-No inspection game under assumption (iv”) with L > k periods
and k inspections, errors of the first and second kind, and an unbiased test procedure. The
Operator’s set of mixed strategies is given by (15.45), the Inspectorate’s strategy set by (15.51),
and the payoffs to both players by (15.87) and (15.88).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs 5;;2,6 =
Opp(P*,q") and Ing ;, := Inp, 1 (P*, q%):

(i) For
k
d> Z(Affa) (15.89)
the Operator behaves illegally and an equilibrium strategy is given by
1
p;‘*f, i=1L,...,1 and  p=0. (15.90)
An equilibrium strategy of the Inspectorate is given by
«_ F ,
G =7 j=L-1,...,0. (15.91)

The equilibrium payoffs to the Operator and to the Inspectorate are

% k
OpLykzdff(AJr(Lfl)fa) and

(15.92)
. k
Ing = -7 <B+(L—1)ga>.
(ii) For
k
d< Z(Affa) (15.93)
the Operator behaves legally, i.e., pj = ... = p{ = 0 and p}, = 1. The Inspectorate’s
set of equilibrium strategies is given by
L1
0>d—(A-fa)g-1, i=0L,...,1, and Zq]’f:k. (15.94)
j=0

The equilibrium payoffs to the Operator and to the Inspectorate are

Opip=—kfa and In} . =—kga.

Proof: Ad (i): The strategies given by (15.90) and (15.91) obviously belong to Py, and Q7 ,
respectively. Using (15.91) and (15.92), (15.87) yields for any p € Py,

~ § k .
Opp (P, q") =d — (A*fa)z —kfa=0ppy,
and (15.90) together with (15.88) leads for any q € Q1 i to

— 1 —~x
Ingi(p*,q) = I —cL — (B—ga)k] —kga=1Inp,,
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i.e., the Nash equilibrium conditions are fulfilled as equality.
Ad (ii): (15.94) follows directly from the Operator’'s Nash equilibrium condition. O

Let us comment the results of Theorem 15.2: First, it is impressive how the game theoreti-
cal solution changes with the change of assumption (iv') to (iv"). We will observe a similar
sensitivity to a modelling assumption between the Dresher-Hopfinger and the original Thomas-
Nisgav inspection game: In the first one at most one illegal activity can be performed, while
in the latter one (exactly) one illegal activity must be performed. This little change leads to
a considerable change in the game theoretical solutions; see (16.11) — (16.13) for b = d =1,
c¢=1and a = —1in contrast to (17.31) — (17.33) forb=d =1 and 3 = 0.

Second, the equilibrium strategy (15.91) of the Inspectorate in case of illegal behaviour of the
Operator is a robust equilibrium strategy, because it also fulfils (15.94), i.e., the Inspectorate
can just play (15.91) and does not need to check whether (15.89) or (15.93) is valid; see also
Table 7.3 on p. 142 for an overview of inspection games with a robust Inspectorate’s equilibrium
strategy.

Third, if we choose a uniform distribution over the set Jy ;, see (15.46), i.e.,

I\ L
Gr = (k) for any recJog,

we get

IN 'Y /L-1\ Kk ‘
qJ_(k) (k—l)_z for all j=L-1,...,0,

i.e., g; given by (15.91).

Third, Rinderle (1996) analysed the Se-Se inspection game under assumption (iv"), and he
obtained in case of d — A > — f a equilibrium strategies which can be transformed into (15.90)
and (15.91), and equilibrium payoffs that coincide with (15.92). Note that d — A > —fa«
implies that (15.89) is fulfilled. This equivalence between the game theoretical solutions of
the No-No inspection game discussed in this section and Rinderle's Se-Se inspection game is
remarkable because under assumption (iv') such an equivalence only exists in case of L = 2
periods/steps and k = 1 inspection/control; see case (i) of Lemmata 15.1 and 16.3 and p. 351.

As mentioned at the beginning of this section, the main reason for assumption (iv'), as opposed
to assumption (iv"), was to demonstrate the sensitivity of solutions to small changes in the
assumptions. In fact, we think that assumption (iv') — no false alarms and related costs after
any timely or untimely detected illegal activity — in most cases meets reality best. However,
formal agreements and jurisdiction sometimes may have odd consequences if, for example, as
it happened, the State has to grant some compensation to convicted subjects for treatment
against formal rules. In that wider sense assumption (iv’) may appropriately describe strange
real situations.

15.5 Choice of the false alarm probability

Again, like in Sections 9.5 and 12.4, we ask for the optimal value of the false alarm probability
« and limit our considerations to one inspection in L = 2 periods. Throughout this section we
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assume that (9.69) is fulfilled again. The proceeding goes along the same lines as in Sections
9.5 and 12.4, as only the analytical form of the equilibrium payoffs to both players in case of
illegal behaviour of the Operator differs.

According to (15.12) and (15.15) the equilibrium payoff to the Operator is given by

Opjs,  for Operator’s illegal behaviour
OP;,l(O‘) = .

—fa for Operator’s legal behaviour
A? (A— fa)? (15.95)

- d_72A—fa for d>72A—foz

] (A-fa)?

fa for d< 5A- fa

Defining F(«) for any « € [0,1] by
201 _ 2

Fla) = d— 09" (1= Ba)) (15.96)

2(b+d)(1-p(e) = fa’
we see that F'(o) = Opj , if and only if d > (A— fa)?/(2A— fa). Using (9.69), (14.2) and
(15.96) we have
(b+d)?

FO)=d and  F()=d- 50"t

< F(0).

Like in Sections 9.5 and 12.4, F(«) is a monotone decreasing function on [0, 1]: Define

(b+d)* (1 - B)?
20+ d) (1-B) -

Then we have F(a) = F(a, f(a)) and get for any o € (0,1) assuming that B(a) is a differ-
entiable function on (0,1)

9 pap). 2 F 1

_ b+ d)? (1 Bla)
@A Ja)?

F(a,B8):=d

(—F (1= Bla) +2(A~ fa) B'(0)) |

A=(b+d) (1 /3(a))

which is less than zero, because of 3'(a) < 0 and (15.4).

Figure 15.6 represents F(a) and —f a as well as the resulting Op? | (a) using (9.74) with
(p1 — o)/ = 1.5. Again, depending on the regions of definition, see (15.95), F(a) and —f a
are solid or dashed, and Opj ; (a) is solid for any a € [0, 1]. We choose here b =10 and f = 3;
the three graphs correspond again to d = 4 (left top), d = 6 (right top) and d = 12 (bottom),
which fulfil (14.2).

As in Sections 9.5 and 12.4, we distinguish the cases (i) and (ii) from (9.75) with the special
cases (9.76) and (9.77), because F'(«) is a monotone decreasing function on [0, 1]. In case (ii)
and no intersection point, the Operator will behave illegally for all values of « (bottom graph),
because we have F(a) > —f « for any « € [0, 1].
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Figure 15.6 The equilibrium payoff (15.95) to the Operator for b = 10, f = 3 and d = 4 (top
left), d = 6 (top right) and d = 12 (bottom).

Opi(a) Opi(a)

dr dr

b

To determine the optimal value of «, we use the Inspectorate Leadership Principle again:
According to (15.12) and (15.15), the equilibrium payoff to the Inspectorate is

In%, for Operator’s illegal behaviour
Ins = '
' —ga  for Operator's legal behaviour
(A— fa)? (15.97)
2A—fa

(A—fa)® 7
2A—fa

where G(a) is, using (15.2) and (15.12), for any « € [0, 1] defined by

(c—a)*(1-B(a)®
2(c—a)(1-B(e)) +ga’

G(a) for d>

—ga for d<

G(a) == —c+

(15.98)
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Again, G(«) is coincides with Inj ;, see (15.97), if and only if d > (A — fa)2/(2A -~ fa).
Using (9.69), (14.2) and (15.98) we get
)2
(c—af _
2(c—a)+yg
Figure 15.7 illustrates Inj | (o) (solid curve) for the sets of parameters used in Figure 15.6 and
¢=11,a =10 and g = 3, which fulfil (14.2).

G(0) = —c and G(1)=—c+ —-g.

Figure 15.7 The equilibrium payoff (15.97) to the Inspectorate for the sets of parameters used
in Figure 15.6 and ¢ = 11,a = 10,9 = 3.

In54(a) I3 4(a)

In3.1(a)

—

For d = 4 and d = 6 (top row), we see that for & = o* resp. a = a} and legal behaviour of
the Operator the Inspectorate’s payoff is maximized. This is, as outlined in Section 9.4, the
optimal choice of both players in which the Operator is deterred from behaving illegally.

Again, in case (ii) and no intersection point in (9.75), i.e., the bottom graph in Figure 15.7,
the application of the Inspector Leadership Principle does not result in the deterrence of the
Operator.



Chapter 16

Se-Se inspection game:
Dresher-Hopfinger model and
extensions

The earliest known inspection game over time has been described and analysed by Dresher
(1962). In the terminology of Table 2.1 it is a critical time Se-Se inspection game. Whereas
Dresher formulated it as a zero-sum game with idealized payoffs, Hopfinger (1971) considered
a non-zero-sum game with general payoffs. The model and its solution have become very influ-
ential both from the methodological point of view and because of its wide range of applications.
Therefore we will call this game in honour of both authors the Dresher-Hdpfinger model.

Whereas in all previous chapters we used the term inspections we will now, for historical reasons
and in view of the next chapter, replace this term by control. Also, as mentioned in Chapter 14,
we will use the term step instead of critical time. Thus, quite generally and having in mind all
assumptions in Chapter 14, we consider L steps in at most one of which the Operator behaves
illegally, i.e., performs an illegal activity, and in which the Inspectorate performs & controls.

In this chapter, assumptions (vi) and (x) of Chapter 14 are specified as follows:

(vi") The Operator decides at the beginning, i.e., at step L, whether to behave illegally at that
step. If he behaves legally at steps L,...,¢ 4+ 1 (1 < ¢ < L — 1), then the Operator
decides whether to behave illegally at step ¢; and so on. The Operator does not need to
behave illegally throughout the game; see assumption (jii).

The Inspectorate decides at the beginning whether to control at step L. If it has still
controls at its disposal, then the Inspectorate decides at step L — 1 whether to control
at that step; and so on.

(x") The game ends either at the step at which the Operator behaves illegally, or at that step
at which the number of controls left is zero, or at that step at which the number of
controls left is equal to the number of steps left, or at step 1.

Assumptions (iv) and (viii) will be specified in the following sections, while the remaining

assumptions of Chapter 14 except (ix) hold throughout this chapter. Regarding assumption
(x') we note that if the Operator behaves illegally at step i, i = L, ..., 1, then the game ends

315
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at step ¢ regardless whether the illegal behaviour is detected at that step or not. In the latter
case, the Operator has successfully performed his illegal activity and thus, the game ends as
well.

In Section 16.1 we start as usually with a special case, and present thereafter the general
Dresher-Hopfinger model with the complete proof of the game theoretical solution. In Section
16.2 we take into account errors of the second kind, and in the Section 16.3 errors of the first
and second kind. In the latter section a solution has been found only for k = 1 control during
L steps, but it is interesting, nevertheless, because of its relation to the No-No inspection game
of Chapter 15 and its game theoretical solution. Finally, we discuss in Section 16.4 for the
Dresher-Hopfinger inspection game with L = 2 steps and k = 1 control the choice of the best
value of the false alarm probability «.

Let us specify what we said already in the introduction to this Part Ill: For the models considered
in this and the next chapter, time is a priori no issue; the steps introduced here may be days,
nights or weeks, and the objectives of the players are just the gains and losses in case of detected
or undetected illegal behaviour of the inspected side. Nevertheless, let us repeat, we call this
Part 11l Critical Time because these models describe also critical time conflicts.

16.1 Any number of steps and controls

The inspection game analysed in this section is based on the specifications:

(iv') During a control the Inspectorate does not commit any errors of the first and second
kind, i.e., if the illegal activity is carried through at the same step at which a control is
performed, then it is detected with certainty at that step.

(viii') The payoffs to the two players (Operator, Inspectorate) are given by

(d,—c) for an untimely control and illegal behaviour
(=b, —a) for a timely control and illegal behaviour (16.1)
(0,0) for legal behaviour,

where the parameters satisfy the conditions

0 < min(b,d) and 0O<a<e. (16.2)

If the Operator behaves illegally, then the case "untimely control" means that no control is
performed at the step at which the Operator behaves illegally.

Consider first the Dresher-Hopfinger model with L = 2 steps and k& = 1 control which is
abbreviated by I'(2, 1), and the extensive form of which is presented in Figure 16.1. Note that
according to the comment on p. 50, all extensive form games in this chapter start with the
Operator’s decision at L. Since it is the first of many subsequent ones, we describe it in major
detail.

At step 2, i.e., at the top of the tree, the Operator decides to behave illegally immediately ()
or not (£2). In the latter case he decides at step 1 to behave illegally immediately (¢;) or not
(¢1). Also at step 2 the Inspectorate decides, not knowing the Operator's decision, to control
(c2) or not (C2). At step 1 it cannot control (¢;) any more if it does so at step 2 (¢2), and it
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Figure 16.1 Extensive form of the Dresher-Hopfinger inspection game I'(2, 1).

Operator at 2

Inspectorate at 2

1

has to control (c;) if it does not at step 2 (&2). If the Inspectorate does not control at step
2 (¢2), then it does not know at step 1 if the Operator behaved illegally at step 2 (£2) or not
(¢2), and if he behaves illegally at step 1 (¢) or not at all (¢;) (middle information set). If the
Operator chooses {5 and the Inspectorate c2, then the Inspectorate does not know at step 1
whether the Operator behaves illegally at step 1 (lowest information set). The payoffs to the
two players are given at the end nodes of the tree and are, using (16.1), self-explaining. Note
that — as mentioned in the introduction to this chapter — the Operator does not necessarily
behave illegally.

Let us comment the two information sets of the Inspectorate at step 1. They represent the
state of information of the Inspectorate, but they have no operational meaning since at all
nodes contained in these two sets there are no alternatives. Thus, if one is only interested in
the decisions of the Inspectorate, one can omit these information sets. If one, furthermore,
omits the strictly dominated strategy ¢; resp. /1 of the Operator in the subgames starting after
the moves lacy resp. £2Co, then one arrives at the reduced extensive form game and its normal
form represented in Figure 16.2. Note that in all subsequent extensive form games we will no
longer consider information sets without alternatives at their nodes, in other words, we will
consider only the reduced extensive forms corresponding to Figure 16.2 for the game I'(2,1).

Let the probability of behaving illegally at step 2 (¢2) be p21. For the Inspectorate, let a1
be the probability to control at step 2 (c3). If the Operator behaves legally at step 2 (¢3),
then — depending on the Inspectorate’s behaviour at step 2 — the subgame I'(1,1) or I'(1,0)
at step 1 is reached. In both games the Inspectorate has no strategic alternatives because in
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Figure 16.2 Reduced extensive form and the corresponding normal form of the inspection game
in Figure 16.1.

Operator at 2

Inspectorate at 2

Lo

I'(1,1) it has to control, i.e., 1,1 = ¢i; = 1, and in T'(1,0) it cannot perform a control, i.e.,
q1,0 = qi o = 0. Thus, the probabilities g;,; and ¢1,o are fixed, and are therefore excluded from
the Inspéctorate’s set of behavioural strategies ()21 defined below. Formally, and in contrast
to the Inspectorate, the Operator has strategic alternatives in the games I'(1,1) and I'(1,0):
He can choose any probability pi 1 € [0,1] resp. pio € [0,1], where in equilibrium we have
P11 = 0and pj, = 1 because of the strict dominance. Therefore, p11 and Py are excluded
from Operator’s set of behavioural strategies P, 1. Summing up, we have

Py = {p21:P21 €[0,1]} and Q21 ={q2,1 : q21 € [0,1]}. (16.3)

Let us note that contrary to the notation of the strategies for the Se-Se inspection game in
Part I, we use here p and ¢ instead of g and h, because we transform the extensive form games
into normal form games in which the notation p and ¢ is utilized in Part I. Also note that in
order to be consistent with the notation in Chapter 17, we already use here the notation P 1.

The Operator’s (expected) payoff is, for any pa 1 € P and any ¢21 € 2.1, using the bimatrix
in Figure 16.2 and (19.3), given by

_ _ _ b d
Op2,1(p2,1,q2,1) = (P2,1, 1 — Pa,1) ( d 0) (1 32’(]12 1) (16.4)
and that of the Inspectorate, using (19.4), by
_ _ i —a —c
Ing (P21, 921) = (P2,1,1 — Pa1) (_c 0 ) (1 32;2 1) . (16.5)

The game theoretical solution of this inspection game, see Canty et al. (2001), is presented in
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Lemma 16.1. Given the Se-Se inspection game with L = 2 steps and k = 1 control, i.e.,
T'(2,1). The sets of behavioural strategies are given by (16.3), and the payoffs to both players
by (16.4) and (16.5).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op} ; =
Op21(P51:65,1) and Inj ;= Ino1(P541,45,):
The Operator behaves illegally at step 2 with probability

c

Py, = , 16.6
P21 2% —_a ( )
and the Inspectorate controls at step 2 with probability
d
= ———. 16.7
q21 2d+0b ( )
The equilibrium payoffs to the Operator and to the Inspectorate are
d? c?
Op;,l = m arld ITL;l = — Ye—a . (168)

Proof. Consider the normal form given in Figure 16.2. According to (16.2), the preference
directions are cyclic, so that there exists a unique equilibrium in mixed strategies. Then the
method of rendering the adversary indifferent as regards to the choice of his strategy leads to
the equilibrium strategies given by (16.6) and (16.7) and the corresponding equilibrium payoffs
(16.8); see Theorem 19.1. O

This equilibrium is quite different from the solution of the No-No inspection game; see (15.10)
to (15.12) with @« = 8 = 0. First, as one would expect, the ability to make use of the
information available at step 1 gives the Operator an advantage with respect to the No-No
inspection game. Indeed, subtracting the Operator’s equilibrium payoff in the No-No inspection
game from that for the Se-Se inspection game, we obtain, using (15.12) and (16.8),

d> 7dfb_gb+d>
2d+b 2 " 22d+b ’

Second, because p3 ; < 1, the Operator will behave legally with positive probability, irrespective
of his payoff parameters, i.e., he cannot be deterred from behaving illegally.

Let us now turn to the general case of any number L of steps and k controls which is denoted
by I'(L, k), and which has been analysed first by Dresher (1962). He considered a zero-sum
game with payoffs to the Inspectorate as given by +1 for detected illegal behaviour, —1 for
undetected illegal behaviour, i.e., d = b = 11in (16.1), and O for legal behaviour of the Operator.
As mentioned on p. 315, Dresher’'s model and its recursive treatment represents a landmark
in the area of inspection games over time and has been modified and extended in the decades
after its invention as we will show later on.

The payoffs in Dresher's model have been generalized by Hépfinger (1971). He assumed that
the Operator's gain for a successful illegal activity need not equal his loss if he is caught,
and also solved the resulting recurrence equation explicitly. Furthermore, zero-sum payoffs are
not fully adequate since a caught illegal activity, compared to behaving legally throughout, is
usually undesirable for both players since for the Inspectorate this demonstrates a failure of his
surveillance system. The recursive form of the inspection game as analysed by Hopfinger (1971)
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and later by Rinderle (1996) is given in Figure 16.3 both in extensive and in normal form, where
we have already presented the subgame which is reached in case the Operator behaves legally
at steps L,...,0+ 1 (for £ < L), and ¢ steps as well as k" controls are left. The variables ¢
and &’ are subjectto 2 < ¢ < Land 1 <k < min(¢—1,k). The cases £ =1 as well as &' =0
and k' = ¢ are excluded from the game theoretical analysis; see the explanations before (16.9).

Figure 16.3 Recursive extensive form and corresponding recursive normal form of the subgame
I'(¢, k") of the Dresher-Hépfinger inspection game I'(L, k), if ¢ steps and k' controls are left,
and the Operator behaves legally at steps L,..., £+ 1 (2<{¢< L, 1 <k <min(¢— 1,k)).

Operator at /¢

Inspectorate at /¢

< d ) <0p271,k'71> (Opzfm')
—c Ing 141 Ing 1

| | o |

Ing_q 31 Ing_qp
7

Op—1,,'—1 Ope—1,x/

The payoffs in both games in Figure 16.3 can be explained as follows: Suppose the Operator
behaves illegal at step ¢ (¢;). If the Inspectorate performs a control at step £ (c), then the
illegal activity is detected leading to the payoffs (—b, —a), and if it does not control at step ¢
(@), then the illegal behaviour has been successful and the payoffs are (d, —c). If, on contrary,
the Operator behaves legal at step £ (¢;), then depending on the Inspectorate’s decision (¢ or
¢¢) two subgames are reached the (expected) payoff in which are abbreviated as follows: Let
Opy—1,7 and Ing_q s resp. Opg_1 —1 and Ing_q _q denote the (expected) payoffs to both
players in the subgame with £ — 1 steps and k' resp. k' — 1 controls.

A remark on the notation: In Parts | and I the illegal and legal behaviour are denoted by £ and
¢, respectively. In Part Il we keep this notation for consistency reasons, however, because L is
the number of steps, it is appealing to abbreviate any step between L, ..., 1 by the letter £ as
n and N in the step by step game of Section 5.3. This implies that the legal behaviour at step
£ is denoted by £,. We do not expect the reader to be confused by this notation.

Two pairs of (¢, k’)-values deserve a special attention. Note that we always have k' < ¢. First,
if k¥’ = £ then the Inspectorate controls at any of the remaining ¢ steps and thus, the Operator
will behave legally in all these steps because 0 > —b, i.e., we have for the equilibrium payoffs
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Op;, =10 and Ing, =0 forall 1 < ¢ < L. Second, if ¥ = 0 then there is no control left
and thus, the Operator will behave illegally in one of the remaining steps because d > 0. Here
we get for the equilibrium payoffs Oppo = d and Inj, = —c forall 1 < ¢ < L. Thus, the
equilibrium payoffs need to fulfil for any 1 < ¢ < L the boundary conditions

Op;, =0, In;,=0 and Op;o=4d, Ingy = —c. (16.9)

Let pr, 1 denote the probability of behaving illegally at step L (21) and let qr. be the probability
to control at step L (cr,). Suppose the Operator behaves legally at steps L, ..., f+1,1 < { < L,
then the game has reached step ¢, i.e., £ steps are left, and suppose that the Inspectorate has
still " controls at its disposal, 1 < k' < min(¢ — 1,k). Then pgj denotes the probability
to behave illegally at step ¢ (¢;) and g4 denotes the probability to control at step £ (c).
Although for a complete description of the game the sets of behavioural strategies of both
players needs to be defined, we omit this here, as it is cumbersome, because each subgame
contains two further subgames, and is not further used.

The game theoretical solution of this inspection game, see Rinderle (1996), is presented in
Theorem 16.1. Given the Se-Se inspection game with L > k steps and k controls, i.e., T'(L, k),
the recursive extensive and normal forms of which are represented in Figure 16.3. The payoffs

to both players are defined recursively using the recursive normal form representation in Figure
16.3, and the equilibrium payoffs to both players fulfil the boundary conditions (16.9).

Suppose € steps, 2 < ¢ < L, and k' controls, 1 < k' < min(¢—1,k), are left, and the Operator
behaves legally at steps L, ..., ¢+1, i.e., the subgame T'({, k') is reached. Define the functions

4 K

feRy =3 (f) (Z)khd and  g(0K) =3 (f) (-%)M_i. (16.10)

i=0 =0

Then a Nash equilibrium in the subgame T'(¢, k') is given by the following equilibrium strategies
and payoffs Op} ., and Inj;,:

The Operator behaves illegally at step ¢ with probability

L
ﬁ;,k’ =1- 0—2 Cg,g ’ (1611)
- ( K ) + (k’fl) 1 a
gl —1k) g(l—-1kK —1) c

where (z 1) := 0, and the Inspectorate controls at step ¢ with probability

FE—1,K —1)

G = 7K (16.12)

The equilibrium payoffs to the Operator and to the Inspectorate in the subgame I'(¢, k') are

() ()
Opjj =d 7O and  Inj = —c FAGE (16.13)

which — for ¢ = L and k' = k — are the equilibrium payoffs of the entire game I'(L, k).
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Proof. We proceed in four steps.

1. In order to show that (16.11) and (16.12) constitute probabilities, we first prove that g(¢, k)
satisfies the two recursive relations:

gl k) =gl — LK) +g(t—1,K —1) and (16.14)

gl k) = f%g(& K —1)+ (]f,) . (16.15)

In fact, with the well-known binomial addition formula

(?)+(zf1):(njl) 1<is<n, (16.16)

and an appropriate change of summation we get by (16.10)

en=(2)+ 5 () (7

() () ()

i=0 i=1
L T K (i)
(e () )T

=g(l—1,K)Y+g(l -1,k -1),

i.e., (16.14), and

e =3 () (073 () (07 ()

(95 ()Y ()

(2w ne(f)

i.e., (16.15). f(¢, k') also fulfils (16.14) and (16.15) if one replaces —a/c by b/d. Using (16.10)
we get forall 1 <¢< L

g(&é)z(l—%)l and  g(0,0)=1,
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and thus, (16.14) yields g(¢, k') > 0, i.e., the ratios regarding g(¢ — 1,k') and g(¢ — 1,k' — 1)
in (16.11) are well-defined. To prove that pj,, € (0,1), it is sufficient to show that

) B vy

g(€_1>k/_1) g(e_lak:/)7

which is, using (16.14), equivalent to
/ (-1 /
gl —1,k 71)7 < g, K). (16.17)
We prove this inequality by induction. For ¥’ = 1 we have by (16.10)
g(t—1,0) (¢ —1) :ef1<ef%:g(z,1)

which holds because of a < ¢; see (16.2). Assume now k' > 1 and assume that (16.17) holds
forall 1,...,k" — 1. Using (16.15) with £ — 1 and adding it to (16.14) we get

g(t, k) = (172) gl —1,K — 1)+ (égll)

and shifting both variables by —1

ek =y = (1) o220+ (7).

Multiplying the second equation with (¢—1)/k’ and subtracting it from the first we get, keeping
in mind that ¢ —1 > k' > 1 implies ({ — 1)/k' < (¢ — 2)/(K' — 1),

/-1 a /-1
gl K) = g(t =LK —1) —= = (172) (kq(/zf1,1@’71)79(1372,16’72)7)

> (1—%) (g(f—l,k’—l)—g(f—2,k'—2) :f_i) .

Due to the induction assumption, the right hand side is larger than zero, i.e., (16.17) is shown,
and we have pj ;, € (0,1).

Because f (¢, k') is larger than 0 by definition, and because (16.14) for f(¢, k') instead of g(¢, k)
implies f(¢, k") > f(¢ — 1,k — 1), we see, using (16.12), that ¢;,, € (0,1).

2. For any ¢ with 2 < ¢ < L and any k' with 1 < k' < min(¢ — 1,k) we consider the
normal form given in Figure 16.3. In part 4 of the proof it is shown that the payoffs are cyclic,
see (16.31) and (16.32), which implies that there exists a unique Nash equilibrium in mixed
strategies which is determined with the help of the indifference principle, see Theorem 19.1,

Oppyw = i (=) + (1 = qGp) d = a3 Opj_y jr—1 + (1 = @7 3) Opj_y po (16.18)
and

ITLZk/ = 7]52]4 a+ (1 — ﬁzk/) [n;ffl’k/fl = 7]32]6/ c+ (1 — f)zk/) In?flﬂk/ . (1619)



324 Chapter 16: Se-Se inspection game

This leads to
d— Op;71 k!
T — Lk 16.20
0P —Opj_ e+ b+ d ( )
and
. Ing_y g —1Ing_y g
pl,k’ = - > (1621)

* * -
Ing_y—1Inj_yp_q+c—a

Inserting (16.20) into (16.18) and (16.21) into (16.19), we get the following recursive relations
for Opy ;. and Inj

d Opzfl,klfl +b Opzfl,k,

16.22
Op} 11 = OPp_ 1o +b+d ( )

Oppp =

and

* *
clng_y gy —alng

Ingy, = (16.23)

Ing g —1Ing g4 +c—a’

Two observations are important: First, if we replace b by a and d by —c in the right hand side
of (16.22), then we get the right hand side of (16.23), which means that the two recursive
relations have the same structure. Second, if we write (16.23) in the form

Ing s _a Ing_y g
= ¢ c ¢ : (16.24)

- * *
c Ing_ 1 Ing_q 44 a
K , 1 °
C

.
InM/

C

then we see that Inj,,/c depends only on the single parameter a/c which simplifies the deter-
mination of the solution of the recursive relations considerably.

3. With the transformations

ka, = Inf’k/ and a:= —%,
we have to show that
P ) BV SN (A p
Iy =~ 9 with g, K) = ; (z) a (16.25)

fulfils by (16.24) the recursive relation

Tx ~ Tk
Iy +aly

I} = (16.26)

ig—l,k’ Iy t1l+ta
together with the boundary conditions, see (16.9),

I;;=0 and Ij;=-1. (16.27)
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We see immediately that (16.27) is fulfilled. In order to show that the recursive relation (16.26)
is fulfilled we use (16.14) and (16.15) which imply that §(¢, k') satisfies

GK) = G~ 1K) + 50— 1,K — 1) (16.28)
and
~ / ~ o~ / 1
gl kY=agll, k' =1)+ ) (16.29)
Substituting ka, from (16.25) into (16.26) we get
{— _
I N
%) _ gt iw-1) "ge—1k)
— = - -
O R G R 1) R
J—10) " gl-Lk—1)
or equivalently,
-1
B g((ek’k),) _ (16.30)

(b2 g — LK) +a () gt~ 1K - 1)
(D=L =) = ()= L) = (1+a) g — LK =1)§(— 1K)
The nominator on the right hand side of (16.30) is by (16.16) and (16.29)

(::QJ G- 1K) +a (EQ,Q) G- 1K —1)

S (072) (aate- o+ (1)) a2
—ane--n ((o23)+(47)+ (020 (%)
maae-ai-0 (5 (07) ()

e () (7))

Therefore, (16.30) is equivalent to

- (ag(zfucu 1)+ (:,:21)) g6, k")

= (s nw = (7)1 - ) - @) 1K - e 1)

or, using (16.28), equivalent to

_ (ag(zf1,ku1)+ (::21)) G- 1K) + 30— 1,k — 1))
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_ (tf) G- K —1)— (::i) G—1 K 1) = (1 +a) -1, — 1§l —1,K)

which is equivalent to
. , £—2 _ ,
— lag(t—1,K —1)+ W1 gl —1,K —1)

= (éj) Gl—1,K —1)—glt -1, = 1) gt — 1,k

or, finally, after diving by §(¢ — 1,k" — 1)(> 0) and using (16.16), equivalent to (16.29), i.e.,
I from (16.25) fulfils the recursive relation (16.26).
With the remark given above, the validity of Opj s can be shown in the same way.

In order to obtain the equilibrium strategies (16.11) and (16.12), we substitute (16.13) into
the left hand equalities (16.18) and (16.19) and use, in case of (16.12), the relations (16.14)
and (16.15) for f(¢, k') instead of g(¢,k’). At this point we see the reason for the different
complexities of the optimal strategies (16.11) and (16.12): Whereas with (16.18) we can relate
474 just to Opj,,, according to (16.19) the probability Dy s is related to both Inj;, and
Ing_ypo

4. Let us come back to the preference directions which are given by
Op}_q o1 >—b and Op;_q 40 <d (16.31)
and furthermore,
Ing_y oy < Inj_q . (16.32)

Note that —c < —a holds by definition; see (16.2). Because f(¢, k') > 0 forall 2 < ¢ <L
and all £ with 1 < ¥ < min(¢ — 1, k), we have Op}fflﬁk,fl > 0 > —b. Further we get from

(16.10)
=3 () (07 ()= (5

which implies by (16.13) that Opj_, ;, < d. Relation (16.32) is by (16.13) equivalent to

—1-F

gl =1k = 1) —

< gt —1,K) (16.33)
or, using (16.14), equivalent to
(-1

The validity of this inequality, however, has already been proven after (16.17), which completes
the proof. O

On p. 319 we have shown for L = 2 steps and k& = 1 control that the equilibrium payoff of
the Se-Se inspection game is larger than that of the No-No inspection game. This statement
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is also true for any L > 1 steps and k = 1 control, because, using case (i) in Corollary 15.1 for
B =0 and (16.13), we get

*7h 1\ b(b+d)
Vit (104 0%) = Tiraiy >0

Furthermore, the statement is true for any L > k > 1: Because (16.15) for b/d instead of
—a/c implies

f(ka):f(L_1>k)+f(L_1vk_1)7
and because (16.33) yields for f instead of g
I —
A L ()

we get

*h ko kb ( L—k f(Lk—1)
df(f,k)*d“b*d)f‘dza(fTW“>

:%f(Lb’k) ((17%) f(L,k:fl)Jrf(L,k)) >0,

i.e., the equilibrium payoff of the Se-Se inspection game is larger than that of the No-No inspec-
tion game. Note that the Operator will behave legally in equilibrium with positive probability
since p; ;. < 1, however, the Inspectorate has no deterring strategy.

In Theorem 16.1 we have determined a Nash equilibrium using the recursive structure of the
game. What happens if we solve the extensive form game instead? Do we get additional
equilibrium strategies and if yes, are they payoff equivalent to those already found? Here, these
questions have not yet been addressed. In Chapter 17, however, we show that in fact the
equilibrium strategies of the generalized Thomas-Nisgav inspection game, which is also solved
using its recursive structure, are no longer unique. There are more equilibrium strategies of the
second player (called Customs in Section 17.1), if one considers the extensive form as a whole,
but they are all payoff equivalent.

As mentioned on p. 315, the Dresher-Hopfinger model has become very influential. A slightly
different and very interesting variant will be discussed in Chapter 17: In the original Thomas-
Nisgav inspection game it is assumed that the Smuggler must perform an illegal activity, in
contrast to the Dresher-Hopfinger inspection game where the Operator can perform at most
one illegal activity. This change of the modelling assumption leads to a considerable change
in the game theoretical solutions; see (16.11) — (16.13) forb=d =1, ¢c=1and a = -1
in contrast to (17.31) - (17.33) for b = d = 1 and § = 0 and also p. 368. A numerical
comparison can be found in Krieger and Avenhaus (2018b).

16.2 Any number of steps and controls; errors of the second
kind

In case of attribute sampling procedures errors of the second kind may occur, in other words an
illegal activity will, even in case the control is timely, only be detected with probability 1 — 5.
Thus, the inspection game analysed in this section is based on the specifications:
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(iv') During a control the Inspectorate may commit an error of the second kind, i.e., if the
Operator behaves illegally at the same step at which the Inspectorate performs a control,
then the illegal activity is not detected with probability 8. This non-detection probability
is the same for all controls.

(viii') The payoffs to the two players (Operator, Inspectorate) are given by

(d,—c) for an untimely control and illegal behaviour, or
a timely control and no detection of the illegal behaviour (16.34)
(=b,—a) for a timely control and detection of the illegal behaviour '

(0,0) for legal behaviour,

where the parameters satisfy (16.2).

In Figure 16.4 the extensive form of the Dresher-Hdpfinger inspection game T'(2,1) with errors
of the second kind is represented for the case of L = 2 steps and k = 1 control. The chance
moves are not explicitly named, but can be identified via the probabilities 1 — 3 and §.

Figure 16.4 Extensive form of the Dresher-Hopfinger inspection game I'(2,1) with errors of
the second kind.

Operator at 2

Inspectorate at 2

Operator at 1

1-p5 %

Let us compare this new extensive form with that of Figure 16.1: As announced on p. 317
we have omitted now the information sets of the Inspectorate at step 1 and consequently, we
have omitted its choices ¢ and c;. Instead, a chance move is introduced after a control the
outcomes of which lead to different payoffs than before.

Also we see that the Operator decides at step 1 to eventually act illegally even in case that
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there will be a control since it may not be detected. If we introduce the payoffs!

—b:=—b(1—-B)+dB and —a:=—a(l—pB)—cB, (16.35)
then we see that on the right hand side of the game in Figure 16.4 the Operator will decide for
O for —-b=0 or 52437. (16.36)

b b+d

Thus, if we replace in Figure 16.4 the chance moves by the payoffs (16.35) and if we omit the
strictly dominated strategy ¢; in the subgame starting after the moves ¢5¢5 and if we, depending
on (16.36), omit the strictly dominated strategy /1 resp. £; in the subgame starting after the
moves (2Ca, then we arrive at a reduced extensive form of this game — which is not presented
here — and its normal forms which are given in Table 16.1 and which correspond to that given
in Figure 16.3.

Table 16.1 Normal forms of the inspection game given in Figure 16.4. Left: 8 < b/(b+ d),
Right: 8> b/(b+ d).

ZQ } 82

The only difference of the left hand normal form in Table 16.1 to that of Figure 16.2 is that we
have replaced the payoffs a and b by @ and b. Using (16.2) and (16.35), we see that —b < d
and —c < —a. Therefore, both normal forms have a cyclic payoff structure and thus, a unique
equilibrium in mixed strategies. Note that after the moves ¢2¢2, the Operator decides at step
1 according to (16.36).

The game theoretical solution of this inspection game is presented in

Lemma 16.2. Given the Se-Se inspection game with L = 2 steps, k = 1 control, and with
errors of the second kind, i.e., I'(2,1). The sets of behavioural strategies are given by (16.3)
and the payoffs to both players by (16.4) and (16.5) appropriately modified according to the
normal form representations in Table 16.1.

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op} ; =
Op21(P51:¢5,1) and Inj, = Ino1(P341,45,):

(i) For
< 1 1
1-B1+b/d

In Chapter 15 we have introduced the abbreviations A and B in (15.2) which have a similar meaning as @
and b; in fact we have @ = ¢ — B and b = A — d. Comparing the payoff matrix in Figure 16.3 to them in Table
16.1, it is mandatory to identify —b resp. —a with —b and —a. Thus, the definitions (16.35) are natural for the
inspection game discussed in this section. In Chapter 15, however, the notation A and B for easier reference
to the original paper is maintained.




330 Chapter 16: Se-Se inspection game

the Operator behaves illegally at step 2 with probability
c
e
P21 = %e—a’
and the Inspectorate controls at step 2 with probability

d
C2d+b

21

The equilibrium payoffs to the Operator and to the Inspectorate are

* d2 * C2
Op271 = m and Inll = —

(i) For
1
1-B1+0b/d

the Operator behaves illegally at step 2 with probability
1
o1
P21 = 97

and the Inspectorate controls at step 2 with probability

The equilibrium payoffs to the Operator and to the Inspectorate are

Op3, = (=b+d) and  Iny, == (-a—c).

N | =

Proof. Because —b < d and —c < —a, both normal forms in Table 16.1 have a cyclic payoff
structure and thus, a unique equilibrium in mixed strategies which can be found with the help
of the indifference principle; see Theorem 19.1. Alternatively the Nash equilibrium conditions
(19.6) can be easily seen. O

Now let us turn to the general Dresher-Hopfinger inspection game with errors of the second
kind. It would be tempting — at least for 3 < b/(b+ d) — to immediately replace a and b by a
and b in the reduced extensive and normal forms as given in Figure 16.3 and modify Theorem
16.1 appropriately. This is however not so easily done since the information structure of the
Dresher-Hopfinger inspection game with errors of the second kind and more than one control
is more complicated than that with just £ = 1 control. In order to illustrate this, we consider
the game I'(3,2) with L = 3 steps and k = 2 controls. Its extensive form is given in Figure
16.5.

Figure 16.5 can be explained as follows: First of all, and as announced on p. 317, the information
sets of the Inspectorate with just one alternative and the subsequent moves are omitted. Second,
and this is new, we see that if the Inspectorate controls at step 3 and in case the illegal activity
of the Operator is not detected, the Inspectorate does not know at step 2 if an illegal activity
did take place and was not detected, or if it did not yet take place. Thus, the second (left)
information set of the Inspectorate includes the node following the moves Z3c33 which then



Chapter 16: Se-Se inspection game 331

Figure 16.5 Extensive form of the Dresher-Hopfinger inspection game I'(3,2) with errors of
the second kind.

Operator at 3

l3 l3
(x Inspectorateat3 s ,
C3 C3 C3 C3
Operator at 2
(%)
1-8 B —-C Uy Uy 0y ly
|
& A Insp. at 2 " (¢ Insp.at2 )
-5\ X - e w2 g
—a
C2 Co C2 Ca C2 Ca C2 C2
Op. at 1 Op. at 1
d d d d
—c —c —c —c B B
0y 0y 1-8 6 01 0y

(=)

leads to the same payoffs (d, —c) independently of how the Inspectorate decides. This fact
permits us to cut the information set in the way indicated in Figure 16.5. Third, following the
moves (330> we get the payoffs (757 —a), whereas following the moves ¢3¢3f2 we get either
(=b, —a) or (0,0): Using (16.36), 71 is strictly dominated by ¢; if and only if —b < 0 and vice
versa. Thus, for —b > 0 we get for both ly and 05 the payoffs (75, —a), whereas for ~b<0
the decision /5 is strictly dominated by £5, and thus, the payoffs are (0,0).

In sum, having cut the second (left) information set of the Inspectorate we can replace the
moves following ¢3c3 by the subgame T'(2,1), and the moves following ¢3¢3 by the payoffs as
described above. This way we arrive at the reduced extensive forms of the Dresher-Hépfinger
inspection game I'(3,2) with errors of the second kind which are represented in Figure 16.6.

We see that the recursive extensive form of the game I'(3, 2) is for the case § < b/(b+d) just a
special case of the one given in Figure 16.3 if we replace a and b by @ and b. Thus the solution
of this game s just given by Theorem 16.1 for L = 3 steps and k = 2 controls and @ and b
instead of a and b. Generalizing this procedure to the analysis of the general Dresher-Hdpfinger
inspection game T'(L, k) with errors of the second kind, we arrive immediately at its game
theoretical solution.
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Figure 16.6 Recursive extensive form of the inspection game in Figure 16.5. Left: § <
b/(b+d), Right: 8> b/(b+d).

Operator at 3 Operator at 3

The case 8 > b/(b+ d) is different. Having cut the information set as described before, we
can formulate the general recursive game I'(L, k) in the same way as in Figure 16.3, but now,
other than before, with the new boundary conditions for the equilibrium payoffs

b for K=t —a for K=t
Oppp = and Ing, = (16.37)
d for K=0 ' —c for K'=0

for any 1 < ¢ < L. Note that for both cases the recursive normal form is represented in Table
16.2.

Table 16.2 Recursive normal form of the subgame I'(¢, k') of the Dresher-Hdpfinger inspection
game I'(L, k) with errors of the second kind, if £ steps and &’ controls are left, and the Operator
behaves legally at steps L,..., ¢ +1 (2<{(< L, 1 <K <min({ — 1,k)).

| ce | o |

) -
—b d

’, Ing_y g1 Ing_y g
Opp—1,5/—1 Opy—1,5

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Theorem 16.2. Given the Se-Se inspection game with L > k steps, k controls, and with
errors of the second kind, i.e., T'(L,k), the recursive normal form of which is represented in
Table 16.2. The payoffs to both players are defined recursively using the recursive normal form
representation in Table 16.2, and the equilibrium payoffs to both players fulfil the boundary
conditions (16.9) in case (i) and (16.37) in case (ii).
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(i) For

_ ! 1
1—B1+b/d

(16.38)
a Nash equilibrium and the corresponding payoffs are given by Theorem 16.1 in which a
and b are replaced by a and b as defined by (16.35).

(i) For

_ ! 1
1-B1+b/d

(16.39)

and in case { steps, 2 < { < L, and k" controls, 1 < k' <min(¢ — 1, k), are left, and the
Operator behaves legally at steps L, ..., + 1, i.e., the subgame T'(¢, k') is reached, a
Nash equilibrium in the subgame T'(¢, k') is given by the following equilibrium strategies
and payoffs Opj,, and Inj,,:

The Operator behaves illegally at step ¢ with probability

1
Pew =7 (16.40)

and the Inspectorate controls at step { with probability

/
QUp = % (16.41)
The equilibrium payoffs to the Operator and to the Inspectorate in the subgame T'({, k')
are
K K
Opip=d= (=R B+d) s and  Injy=—c+(1-B)(c—a)7,
(16.42)

which — for ¢ = L and k' = k — are the equilibrium payoffs of the entire game I'(L, k).

Proof. As already indicated we need only to prove (ii). We proceed as in the proof of Theorem
16.1.

1. It is obvious that (16.40) and (16.41) constitute probabilities.

2. We will see in step 4 that the preference directions of the bimatrix in Table 16.2 are cyclic.
This means that there exists a unique equilibrium in mixed strategies. It is determined by the
following recursive relations which we have written for convenience in a way slightly different
from that in the proof of Theorem 16.1, see (16.22) and (16.23):

O, =d— (b+d d_Ole,k-’
Pegr = — (b+d) - » = (16.43)
Op(*l,k’—l - Opgfl’k/ +b+d
and
T * o - c+ In}‘_l,k,
nig = et (e=a) (16.44)

* * ~
Inj_y—1Inj_yp_+c—a
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Also we get, using (16.20) and (16.21),

d—Opj_y 1
Opj_y -1 —OPj_1pp +0+d

* *
Ing g —1Ing_q 404

* —k
o = and Porr =

Ing_y o —1Ing g +e—a’

which simplify by (16.42) to (16.40) and (16.41).

3. We see that (16.42) satisfies both the boundary condition (16.37) and the recursive relation
(16.43): In fact, the right hand side of (16.43) is, using the left hand side of (16.42) and
(16.35),

k/
(1-8) 7 i

1-8)—(1-p5) (lelliéljll)

d— (b+d)

/

k y
Zd*(lfﬁ)(ber)?:OPe,ku

which is the left hand side of (16.43). Similarly, the right hand side of (16.42) fulfils (16.44)
and the boundary condition (16.37):

kl
. (-1 s "
7C+(C*G)W = 7C+(C*(l)? :I/,Lf,k/'
- 1
[ S

4. We show that the preference directions of the bimatrix in Table 16.2 are cyclic: From (16.2)
and (16.35) we get —c < —a. Because b+ d = (1 — ) (b+ d) > 0 we have by (16.42) that
OPZ—l,k < d and, because k' < ¢,

k-1

Opj_1 41 =d~— (b+d) 1

>d—(b+d)(1—-8)=—b.
From (16.42) we also get
Ing_y 4y <Ing_yy,

which completes the proof. O

Let us comment the results of Theorem 16.2: First, and most importantly, it is surprising that
a slight change of the parameter 3 from (16.38) to (16.39) changes the type of the solution so
fundamentally, but this can be understood as follows: This change is equivalent to a change
of —b(1 — B) + d B from larger to smaller than zero, i.e., it is equivalent to a change of the
expected payoff to the Operator in case of a timely inspection from larger to smaller than zero.
Whereas in the first case the solution is still of the Dresher-Hopfinger type solution, in the
second case it is totally different and much simpler. In particular, the equilibrium strategies of
both players do not depend on the payoff parameters a, b, ¢ and d. In fact, the structure of
the equilibrium strategy of the Operator is the same as that for the Se-No and Se-Se inspection
game in Part | and for the Se-No and Se-Se inspection game with 3 =0 resp. « = 5 =0 in
Part 1l. Thus, this structure shows a universal character. We will return to this second type of
solution in part (i) of Theorem 17.1 and in Theorem 17.2.
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Although the equilibrium payoffs are so different under (i) and (ii), they coincide — as expected
— for 3 to b/(b+ d) from the left and the right hand side. We show this statement only for the
Operator’s equilibrium payoff: For (i) we get by (16.35), that b = 0 for 8 = b/(b+ d). Thus,
we obtain from (16.10) with b instead of b

=3 () (5= (%)

2

and, using (16.13),

L1 L1
Opip=d Ce) :d( c) =d <1—5) .
Thus, (16.42) yields for 8 = b/(b+ d)

OP’Z,k:Zd*(lfﬁ)(qud)%:d (1,9 7

i.e., both expressions coincide.

Second, because (16.38) is equivalent to 5 < b/(b + d), the Operator behaves — according to
case (i) —legally with positive probability for small 3, whereas in case (ii) he behaves illegally with
certainty because of the decision ¢1 in (16.36). Figure 16.7 illustrates this property explicitly.

Figure 16.7 lllustration of P(behaving illegally) = 1 for case (ii) of Theorem 16.2.

Operator at L

Operator at L — 1

Operator at L — 2

Operator at L — 3

Operator at 1

The property P(behaving illegally) = 1 can be shown as follows: Let A; be the event that the
Operator does not behave illegally before step L — 4, i = L —1,...,1. Using Figure 16.7, we
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getfori=L—-1,...,1

and therewith

A)_l+ﬂ 1)

P(beh illegally)
P (behaving illegally) T

Therefore, because there exists a probability distribution for the step at which the Operator
behaves illegally, we can determine its expected step:

1 L 1 1 L-1L-2 1 L-1

which, after all, is not surprising.

Third, in case (ii) the equilibrium strategies of both players do neither depend on the payoff
parameters nor on the detection probability 1 — /3 which again is surprising and which makes
this solution attractive for practitioners. Note that the Operator’s probability Dy s s given by
(16.40) only depends on the number of steps left, and thus, they form a harmonic progression;
see also Table 4.1 on p. 72 for an overview of inspection games with this property.

Finally, the equilibrium payoffs to both players in case (ii) of Theorem 16.2 are the same as that
in case (i) of Corollary 15.1; see p. 300. Also the equilibrium strategies can be transformed
into each other: The probability that the Operator behaves illegally at step ¢, { = L, ... 1, is,
using (16.40) or Figure 16.7, given by 1/L which is p} given by (15.76) in Corollary 15.1. For
Inspectorate’s probability to control at steps L, L — 1 and L — 2 respectively we get for k > 3:

k

L
AN T Bk kol
L IL-1)L-2"L-1L-2

LR k=1Y k=1 k-1k-2] kL
L L—1)L-2 " L-1L—-2| 1 %«

where the ¢ on the right hand side are the probabilities (15.77). It can be conjectured that for
all remaining steps this equivalence holds as well. Note however, that although the equilibrium
payoffs to both players coincide and the equilibrium strategies can be transformed into each
other, the conditions (15.75) and (16.38) are not identical. Nevertheless, this result is very
surprising and remarkable since it has no equivalent in Parts | and Il
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16.3 Any number of steps and one control; errors of the first
and second kind

Consider a last time inspections where variable sampling procedures are used which means that
errors of the first and second kind may occur. Thus, the inspection game analysed in this
section is based on the specification:

(iv’) During a control the Inspectorate may commit errors of the first and second kind with
probabilities o and 3. These error probabilities are the same for all controls. Only controls
which are performed before an illegal activity may incur false alarm costs.

Assumption (iv') is justified on p. 282. Because false alarms have not yet been considered
in this chapter, the payoffs to the Operator and Inspectorate as given by (16.34) need to be
extended to the payoffs (14.1) with (14.2) as to include the payoffs in case of legal behaviour
of the Operator and a false alarm.

Throughout this section we use again the quantities A and B that are defined by (15.2), i.e.,
A=0O+d)(1-5)>0 and B=(c—a)(1-08)>0.

Also we assume again that the test procedure is unbiased, i.e., a + 5 < 1, which implies
A— fa>0; see also (15.4).

As in Section 16.2 we start with the most simple case of the Se-Se inspection game with errors
of the first and second kind: L = 2 steps and k = 1 control, the extensive form of which is
shown in Figure 16.8. Again, the chance moves in Figures 16.8 and 16.10 are not explicitly
named, but can be identified via the probabilities 1 — 3 and 3 as well as 1 — « and a.

Let us describe Figure 16.8 in some detail and compare it with Figure 16.1. Due to the more
complicated structure we have reduced the tree wherever possible.

At step 2, i.e., at the top of the tree, the Operator decides to behave illegally immediately (ZQ)
or not (¢2). At step 1 he has to behave legally if he behaves illegally at step 2 (left branch),
otherwise (right branch) he decides to behave illegally at step 1 (¢1) or not (¢1).

Also at step 2, the Inspectorate decides, not knowing the Operator’s decision, to control (¢2) or
not (C2). At step 1 it cannot control any more if it does so at step 2 (c2), and it has to control
if it does not at step 2 (¢2). In that case it does not know if the Operator behaves illegally at
step 1 (£1) or not (¢1); in fact it also does not know whether the Operator behaved illegally
already at step 2. Thus, formally the three nodes reached after the moves l5cy, £2G2f; and
la¢C2lq, and which are all followed by ¢; should be in one information set. This situation is not
displayed in Figure 16.8, but see Figure 16.1 which indicates the overlapping information set.
If the Inspectorate controls, then a chance move has to be considered: In case the Operator
behaves illegally, this will be detected with probability 1 — 3 or not with probability 8. In
case the Operator behaves legally, a false alarm will be raised with probability a or not with
probability 1 — . A subtle modelling aspect, which already occurred in the No-No inspection
game, see assumption (iv') and p. 282, has to be highlighted: If the Operator behaves illegally
at step 2 and the Inspectorate controls at step 1, formally a false alarm may be raised at step
1. We ignore this possibility since in this case we consider the game to be finished with step 2,
see assumption (x) of Chapter 14: The Operator has successfully completed the illegal activity.
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Figure 16.8 Extensive form of the Dresher-Hopfinger inspection game I'(2,1) with errors of
the first and second kind.

Operator at 2

Inspectorate at 2

Operator at 1

The payoffs to the two players are given at the end nodes of the tree and are, using (14.2),
self-explaining. Like in all games of this chapter, the Operator does not necessarily behave
illegally.

If both players wait till step 1, then the Operator will behave illegally at step 1 if d— A > —f «,
i.e., if his expected gain for behaving illegally is larger than that for legal behaviour. Thus,
depending on d — A 2 —f «, the reduced game can be represented in normal form as shown
in Table 16.3.

Table 16.3 Normal forms of the inspection game given in Figure 16.8. Left: d — A < —f .
Right: d — A > —fa.

ly

—Cc—g«

—fa

—ga

lo

—c—ga

The normal form in case of d — A > —f « is identical to that of the No-No inspection game
in Table 15.1; the pure strategy 1 dominates the legal strategy. Note that conceptually, a
timely detection of an illegal activity can only happen in the No-No inspection game when an
inspection is performed at the time point after the illegal activity, while in the Se-Se inspection
game the control has to happen at the same step. Thus, if the critical time ¢, see p. 275, is
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set to zero, the strategies of both inspection games can be compared: The numbers 1 and 0 in
the first row of the normal form in Table 15.1 would then be shifted to 2 and 1, respectively.

As in Section 16.1, let py; denotes the Operator’s probability to behave illegally at step 2
(). For the Inspectorate, let g2 be the probability to control at step 2 (c2). With the same
argumentation as on p. 317 we reach — in case of legal behaviour at step 2 (¢3) — the subgame
I'(1,1) or I'(1,0) at step 1, and the respective equilibrium strategies are given by
1 for d—A>—-fa
DPig = {

0 for d—A<—fa and ' (16.45)

1= 1

Again, as on p. 317, we exclude the probabilities p11,p1,0 and g1,1,q1,0 from the sets of
behavioural strategies (16.3). The (expected) payoffs two both players are given by (16.4) and
(16.5) using the bimatrices in Table 16.3.

The game theoretical solution of this inspection game, see Canty et al. (2001), is presented in

Lemma 16.3. Given the Se-Se inspection game with L = 2 steps, k = 1 control, errors of
the first and second kind, and an unbiased test procedure, i.e., I'(2,1), the extensive and the
normal forms of which are represented in Figure 16.8 and Table 16.3. The sets of behavioural
strategies are given by (16.3), and the payoffs to both players by (16.4) and (16.5) appropriately
modified according to the normal form representations in Table 16.3.

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op} ; :=
Op2,1(P5,1,45,1) and Inj y := Ing 1 (D31, 43,1):

(i) For
d—A< —fa

the Operator behaves illegally at step 2 with probability

C

Pyl = —— 16.46
P21 c+ B’ ( )
and the Inspectorate controls at step 2 with probability
d+ fa
51 = . 16.47
92,1 d+ A ( )

The equilibrium payoffs to the Operator and to the Inspectorate are

d+ fa
d+ A

c—ga
c+ B

Op;y=d—A <d and  Iny;=-c+B >—c. (16.48)

(ii) For
d—A>—fa
the Operator behaves illegally at step 2 with probability

B+ga

: 16.49
551 ga’ (16.49)

—
Pa1 =
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and the Inspectorate controls at step 2 with probability

. A
BT A fa (16.50)

The equilibrium payoffs to the Operator and to the Inspectorate are

A? B?

-——<d d Ins{=— —— > —cC. 16.51
2Affa< an 2,1 C+2B+ga> ¢ ( )

Op;,l =d

Proof. In both bimatrices in Table 16.3 the preference directions are cyclic which means, that
there exists a unique Nash equilibrium in mixed strategies which can be found with the help of
the indifference principle; see Theorem 19.1. O

Let us comment the results of Lemma 16.3: First, because the game I'(2,1) in this section is a
generalization of the corresponding game with only errors of the second kind, see Section 16.2,
the results of Lemma 16.3 coincide in case of « = 0 with the results of Lemma 16.2.

Second, (16.45) implies that in case d — A > —f « the Operator will behave illegally with
certainty because we have 3, + (1 — p3 ;) pi; = 1, while in case d — A < —f o he behaves
illegally with probability p3 | € (0,1). Thus, the Operator cannot be induced to behaving legally
with certainty. '

Third, it has been mentioned on p. 338 that in case of d — A > — f « the normal form of the
No-No inspection game is equivalent to the normal form of the Se-Se inspection game. Thus,
the equilibrium strategies and payoffs should coincide. Indeed, if d — A > — f «, then condition
(15.9) is fulfilled:

(A—fo)? _ A-Ja

Comparing (15.10) with (16.49) and (15.11) with (16.50) we get

Py =031, Pr=(1—p51)P11=1-D3,

where the results of Lemma 15.1 are displayed on the left hand side of the equal sign. The
equilibrium payoffs are obviously the same. This surprising result may be understood as follows:
d — A > —f « implies that the Operator's (expected) payoff in case of a timely detection is
larger than for legal behaviour. Therefore, he will behave illegally regardless of the Inspectorate’s
behaviour. Thus, given that he behaved legally at step 2, knowing the Inspectorate’s decision
at that step (c2 or é) does not add any valuable information to the Operator. So, he could
just pick a step for the illegal activity right before the game starts.

In case d — A < —f « and condition (15.9) is fulfilled, the Operator has an advantage in the
Se-Se inspection game, because d — A < —f « is equivalent to the fact that Op3 ; given by
(15.12) is smaller than that given by (16.48).

Let us now consider the Dresher-Hopfinger inspection game with errors of the first and second
kind for any number L of steps but & = 1 control, i.e.,, T'(L,1). The recursive form of this
inspection game is presented in Figure 16.9 both in extensive and in normal form, where we
have already presented the subgame which is reached if the Operator behaves legally at steps
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Figure 16.9 Recursive extensive form and corresponding recursive normal form of the subgame
I'(¢,1) of the Dresher-Hopfinger inspection game I'(L, 1) with errors of the first and second
kind, if £ steps and 1 control are left, and the Operator behaves legally at steps L,...,¢ + 1
(2<e<L).

Operator at ¢

Inspectorate at /¢

< d—A > ( d > <Op171,0 - f04> (Opef1,1>
—c+ B —c Ing_19—ga Ing_1,
| H | c |
_ B—c¢ —c
d—A d

Ing_10—go Ing_11
Ope-10—f o Ope-1,1

7

L,...,0+1 (for £ < L), and £ steps as well as one control are left (2 < ¢ < L). The payoffs
Op¢—1,. and Ing_q,. are explained below.

Let 1 denote the probability to behave illegally at step L (£), and let gz, 1 be the probability
to control at step L (cr). Suppose the game has reached step £ with 2 < ¢ < L and the
Inspectorate has still the only control at its disposal. Then p,; denotes the probability to
behave illegally at step ¢ if the Operator does not do so before (£;) and ge,1 denotes the
probability to control at step £ (¢¢). In case of £ = 1, the equilibrium strategies are again given
by (16.45). Again, the sets of behavioural strategies are omitted; see the comment on p. 321.

The (expected) payoffs to both players is defined recursively using the normal form represen-
tation in Figure 16.9, where Op,_1,. and In,_; . denote the (expected) payoffs to both players
in the subgame with ¢ — 1 steps and 1 or 0 controls left. The equilibrium payoffs need to fulfil
the boundary conditions

Ops; and Inj; accordingto (16.48) or (16.51)
(16.52)
Op;p=d  and Ingog=—c  forany 1<¢<L.

The game theoretical solution of this inspection game, see Canty et al. (2001), is presented in

Theorem 16.3. Given the Se-Se inspection game with L > 3 steps, k = 1 control, errors of
the first and second kind, and an unbiased test procedure, i.e., T'(L, 1), the recursive extensive
and the recursive normal forms of which are represented in Figure 16.9. The payoffs to both
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players are defined recursively using the recursive normal form representation in Figure 16.9,
and the equilibrium payoffs to both players fulfil the boundary conditions (16.52).

Suppose ¢ steps, 3 < { < L, are left and the Inspectorate has still the only control at its
disposal, i.e., the subgame T'(¢, 1) is reached.

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Opj , and
ITL* :
1

The Operator behaves illegally at step ¢ with probability

In}_L1 +ct+ga

5l = , 16.53
Pea 1”271,1 tctgatB ( )
and the Inspectorate controls at step { with probability
d—Opj_
; Ll (16.54)

I = d = fa—Op;_ + A

The equilibrium payoffs to the Operator and to the Inspectorate in the subgame T'(¢,1) are,
using (16.48) or (16.51) depending on the respective case,

fa
fa fa =2
1‘(1‘d—op;,1> (1‘7)
ga

go gayt-2
1— |1+ — (1 —)
( +c—}—]ng’l) + B

which — for £ = L — are the equilibrium payoffs of the entire game I'(L,1).

Opjy =d— (16.55)

and

Ingy = —c— (16.56)

Proof. It is obvious that p, € [0,1] and, because of (15.4), also ¢;, € [0, 1].

For any £ with 2 < ¢ < L we consider the recursive normal form representation of the subgame
I'(¢,1) in Figure 16.9. The preference directions of the payoffs are cyclic again, which will be
shown at the end of the proof and is assumed to be given at present. Because of this cyclic
structure there exists a unique Nash equilibrium in mixed strategies which is determined, using
(16.52), with the help of the indifference principle, see Theorem 19.1:

Opj1=q1(d=A)+(1—qi1)d=q1(d—fa)+(1—q;1)Op;_1, (16.57)
and
Ingy =P (B =)+ (1~ i) (~e—g0) = —phyet (L~piy) Ini_yy,  (16.58)
which leads to (16.53) and (16.54). Inserting (16.53) into (16.58) and (16.54) into (16.57),
we obtain the following recursive relations for Op;; and Ing;:
d—Opp_y,
d—fa—OpLLl—l—A

Oppr=d—Ag=d-A (16.59)
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and

e — —c(c+ga)-F(B—c)j'n}f_L1 s c+1Inj g,
61 Inj ;,+c+ga+B In}fflﬁl—i-c—kga—}—B'

(16.60)

With some elementary manipulations it can be shown that (16.55) and (16.56) fulfil (16.59)
and (16.60), respectively.

To prove that the preference direction are cyclic we start with the case ¢ = 3: (16.48) and
(16.51) both imply Ops ; < d and Inj3, > —c. Furthermore, we have B — ¢ > —c, and, using
(15.4), d — A < d — f . Thus, the preference directions are cyclic for £ = 3. The proof is
now conducted by induction using the fact that Opj ; as given by (16.59) is smaller than d
(induction hypothesis is Op;_; ; < d), and Inj, as given by (16.60) larger than —c (induction
hypothesis is Ing 1, >— ¢), which completes the proof. O

Let us comment the results of Theorem 16.3: First, the distinction of the cases d— A =2 —f «
which can be expected from Theorem 16.2 and Lemma 16.3 enter Theorem 16.3 via the
boundary conditions (16.48) or (16.51) that are used in (16.55) and (16.56). Note for ease
notation we have presented the equilibrium strategies as a function of the equilibrium payoffs.
For further discussion we now derive the explicit expressions as well as their limiting behaviour
for &« — 0. Let = and y be defined as in (15.28), i.e.,

ga

r=1-—— (€(0,1)) and yzl-‘rF >1).

We obtain in case of d — A < —f a for (16.55) and (16.56), using (16.48), the expressions

1—=z

Op;;=d—A P/ and
S A |
d+A(l—x)
(16.61)
Ingy =—c+B cy ! )
’ yﬁfl -1
c—(y—1)B

which simplify for & — 0, or equivalently z — 1 and y — 1, using L’Hospital’s rule to

* _ d * — 7(‘
OPL’lid_AA—i-d(L—l) and In} = —c BB+ T-0 (16.62)
Furthermore, (16.62) implies, using (16.53) and (16.54), for & — 0
4
A+d(-1)"

C
=% *
Pea = 5177 1\ and 1 =

Bte(l—1) (16.63)

In case of d — A > — f «, we obtain for (16.55) and (16.56), using (16.51), the expressions

T y—1
Op;;=d— Al—xe and Ing, =~ 1

(16.64)

which lead, using (16.53) and (16.54), to the explicit forms of the equilibrium strategies

1—=
Pey = ﬁy and ey = (16.65)

s 1—2t"
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(16.64) and (16.65) simplify for o — 0, which is again equivalent to © — 1 and y — 1, using
L'Hospital’s rule to

1 A B
Dol =1 = 7 and Opp,=d— I and Inj = —c+ T (16.66)
Second, for « = 3 = 0 the solution of Theorem 16.3 coincides with those of Theorem 16.1 for

k =1 control: (16.10) implies with ¥’ =1

L e A L0 AN a
L1)= 2y =2 1) = ~4)y =212
F(L,1) Z;(Z) (d> St and gl 2;() ( c) S
and thus, we get for (16.11), (16.12) and (16.13), using g(/ —1,0) =1 and f(¢{—1,0) =1,
o ¢ . d
Pey = — o0 and ¢, = brdi’ (16.67)
with the equilibrium payoffs
-1 L-1
Op*LJ:d(l) =d? Ll and 7 ) :—027L71 (16.68)

I =— .
F(L,1) btdl MLLT TOUT) “atcl
Because a = 8 = 0 implies d — A = —b < 0, we see, using the definition of A and B, that
(16.67) and (16.68) coincide with (16.63) and (16.62). Thus, the game theoretical solution
of the Se-Se inspection game discussed in this section is for « = 8 = 0 the same as that for
Theorem 16.1 and k£ = 1 control, as expected.

Third, for o= 0 but 3 > 0 we see that the condition d — A < 0 is equivalent to 8 < b/(b+d),
i.e., case (i) in Theorem 16.2 is valid. Then, using (16.67) and (16.68) with @ and b defined
by (16.35) instead of a and b, respectively, we get

c d
Bl = d ¢ = , 16.69
= @@= +ep)+ct " WTHA—pB)—dp)+dl (16.69)
with the equilibrium payoffs
Opp, = d? L1 and Inj, =—¢ L1 (16.70)

(b(1-B)—dp)+dL © T —-B) +ch)+tecL”

Using the definition of A and B, (16.69) and (16.70) are seen to be equivalent to (16.63) and
(16.62).

Because the condition d — A < 0 is equivalent to 8 < b/(b+ d), case (ii) in Theorem 16.2 is
valid. Again, it can be seen by simple comparison that (16.66) coincide with (16.40), (16.41)
and (16.42). In sum, we have shown that the game theoretical solution of the Se-Se inspection
game discussed in this section is for « = 0 but 5 > 0 the same as that for Theorem 16.2 and
k =1 control, again as expected.

Fourth, as in the special case L = 2 steps, the Operator cannot be induced to behaving legally
with certainty. While in the case of d — A > — f a he behaves, using of (16.45), illegally with
certainty, in case of d — A < —f « he behaves legally with positive probability.

Finally, we draw the attention to the relation of the Se-Se to the No-No inspection game already
mentioned on p. 340 for the case L = 2 steps: For d — A > — f o we have
fa fal fa 1 1
I+ =142 — <1422 =
S Rk o e b R I
A A A
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and thus, for all L > 2,

Using (15.28), we get

el < <1+f7a)_1=(1+%(1—$))_17

i.e., (15.55) is fulfilled for k& = 1 control. Obviously, the equilibrium payoffs (15.58) coincide
with (16.64). Furthermore, the equilibrium strategies can be transformed into each other:
The probability that the Operator behaves illegally at step L is the same; see (16.65) for
¢ =L and pj as given by (15.56). Furthermore, the probability that he behaves illegal at step
0,1 <¢<L-—1,is, using (16.65), given by

L
(1=pr1) (X =Pr11) - (L= Piy11) Piq = Dia H (1 —pp1)
=041
L L i—1

y—1 o4 ( y—1 i—l) y—1 44 y -1 y—1 ,4
- LI (- 4=yt = v 55— = vy,

0 _ i 0 _ i _ L _

y -1 i=0+1 y -1 y -1 imit1 Y 1 yr -1

i.e., pi as given by (15.56) for i = £. For the Inspectorate similar considerations can be made:
For ¢ = L, (16.65) coincides with (15.57) for j = L — 1. Also, the Inspectorate’s probability
of controlling at step £,1 < ¢ < L — 1, is, using (16.65), in analogy to the last equation

* * * * 11—z —/
I-gr )1 =qi—11) - L =qp11) @1 = " att,

i.e., g as given by (15.57) for j = £+ 1.

In sum, for d — A > — fa the game theoretical solution of the Se-Se inspection game coincide
resp. can be transformed into the game theoretical solution of the No-No inspection game for
k = 1 control. We have observed this remarkable property already for k > 1 inspections and
any number L of steps in case of a = 0; see p. 336. We will see that for k > 1 and a > 0 this
does not hold any more; see p. 351.

As for the case L = 2 steps, the Operator has an advantage in the Se-Se inspection game in
case of d — A < —fa and (15.55) is fulfilled, because d — A < —f « is equivalent to the
inequality
d—A Lo Sy
1-—- 7d rl-1 1-at
d+A(1—x2)

i.e., the equilibrium payoff Opj ; to the Operator in the No-No inspection game given by (15.58)
is smaller than that in the Se-Se inspection game given by (16.61).

Due to the complexity of conditions to be taken into account, further generalizations of the
above result to k& > 1 inspections at L > 1 steps in the sense of Theorems 16.1 or 16.2 seem
infeasible. Therefore, we present two observations and consider then the special case I'(3,2)
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of the Dresher-Hopfinger inspection game with errors of the first and second kind in order to
illustrate the complexity of the general game T'(L, k):

First, if kK = L, then the Operator will behave legally at any step provided d — A < —L f .
Otherwise he will behave illegally right at step L in order to avoid false alarm costs, because
they are — by assumption — excluded after an illegal activity; see assumption (iv’).

Second, if k& < L, then in the course of the game all possible situations are reached with positive
probability in which an illegal activity has not yet occurred and the same number of steps and
controls remain. Therefore, the cases

d— Az -Kfa for K=kk—1,..,1

have all to be considered.

We now analyse the Dresher-Hopfinger inspection game I'(3,2) with errors of the first and
second kind the reduced extensive form of which is presented in Figure 16.10.

Let us describe Figure 16.10. At step 3, i.e., at the top of the tree, the Operator decides to
behave illegally immediately (£3) or not (£3). At step 2, he has to behave legally, if he behaves
illegally at step 3 (left branch), otherwise (right branch) he decides to behave illegally () or
not (¢2) at step 2. The same holds then for step 1 in case he behaves legally at step 2.

Also at step 3, the Inspectorate decides, not knowing the Operator’s decision, to control (c3)
or not (€3). If it decides to control at step 3, then it decides at step 2 to control (c2) or not
(¢2). In the first case it cannot control any more at step 1, in the second case it has to control
at step 1. If the Inspectorate decides not to control at step 3, it has to control at steps 2
(¢2) and 1 (¢1). The information sets of the Inspectorate at steps 3 and 2 are shown in Figure
16.10, its information set at 1 is not shown for simplicity since here it has to control which
leads to the payoffs shown in the Figure. Note that the subtle modelling aspect described
in assumption (iv’) and on p. 337 regarding false alarms holds here as well: If, for example,
the Operator behaves illegally at step 3 and the Inspectorate does not control at step 3, then
formally false alarms may be raised at steps 2 and 1. We ignore this possibility since in this case
we consider the game to be finished with step 3: The Operator has successfully completed the
illegal activity. Chance moves are no longer shown in this reduced form of the game instead, the
error first and second kind probabilities are included in the payoffs to both players at the end
nodes. As in Figure 16.8, not all information sets are depicted in Figure 16.10. For example:
the three nodes reached after the moves #3¢3, l3¢3ls and (3¢50, and which are all followed by
the strategy cocy should be in one information set.

In order to solve this inspection game, the three cases

(i)d—A<-2fa (i) —2fa<d-A<—-fa and (iii): —fa<d—A
have to be distinguished. The solution is different for each one of the above, and each case
involves subcases.
The game theoretical solution of this inspection game is presented in Lemma 16.4, where only
case (iii) is treated in Canty et al. (2001) explicitly.

Lemma 16.4. Given the Se-Se inspection game with L = 3 steps, k = 2 controls, errors of
the first and second kind, and an unbiased test procedure, i.e., I'(3,2), the extensive form of
which is represented in Figure 16.10.
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Figure 16.10 Reduced extensive form of the Dresher-Hopfinger inspection game I'(3,2) with

errors of the first and second kind.
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Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Op; , and

d—A<-2fa

an equilibrium strategy of the Operator is given by

. c—ga . 0 for k' =2
Pra=c R
27 (B4 —c(B+ga) r (16.46) for K =1

and an equilibrium strategy of the Inspectorate by

. (A+d)(d+2fa) i {1 for k' =2
QK =

432 = )
327 (A+d?—d(A-fa) (16.47) for k' =1
The equilibrium payoffs to the Operator and to the Inspectorate are

Opio=d—Ag;, and Injy=—cpiy—2ga(l—p3,).

(ii) For
—2fa<d-A<-—-fa (16.71)
and
d+ fa fa
At <! (16.72)

an equilibrium strategy of the Operator is given by

B +c 1 for ]C, =2
2B+c)(B+ga)’ MU\ (16.46) for K =1

pip=1-DB

and an equilibrium strategy of the Inspectorate by

A+d 1 for k'=2
gGo=A v Gy =
BT RA+d) (A fa) k (16.47) for K =1

The equilibrium payoffs to the Operator and to the Inspectorate are
Opso=d—Ags, and  In3s=—c+B(1-p3,).

If (16.72) is not fulfilled, the Operator behaves illegally at step 3 with probability one,
i.e, P35 =1, and the Inspectorate controls at step 3 with probability one, i.e., g5 = 1.
The equilibrium payoffs to the Operator and to the Inspectorate are Op} o, = d — A and
Iny,=B—c.
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(iii) For
—fa<d-A (16.73)
and
(1 - %) (2 — %) >1 (16.74)
an equilibrium strategy of the Operator is given by
Ba=1- Bl pzk={1 oo
' (2B +ga)? - B (16.49) for K =1

and an equilibrium strategy of the Inspectorate by

24— fa . 1 for k'=2
ok =

Go=A—t"12
T (2A-fa2 - A (16.50) for K =1

s

The equilibrium payoffs to the Operator and to the Inspectorate are
Opzp=d—Aq, and  Inzy=—c+B(1—p3y).

If (16.74) is not fulfilled, the Operator behaves illegally at step 3 with probability one,
i.e, P35 =1, and the Inspectorate controls at step 3 with probability one, i.e., ¢35 = 1.
The equilibrium payoffs to the Operator and to the Inspectorate are Ops 5 = d — A and
Inj, =D —c.

Proof. Ad (i): Using Figure 16.10, the Operator chooses in this case after the moves £3c302¢2
the strategy ¢; and after the moves (3¢5 the strategy f5. Thus, we arrive at the recursive
normal form given in Table 16.4, where the equilibrium payoffs Op3, and Inj, are given by
(16.48).

Table 16.4 Recursive normal form of the Dresher-Hopfinger inspection game I'(3, 2) with errors
of the first and second kind for case (i).

| |

=~ B—-c —c
d—A d

In;’lfga —2ga
Ops;—fa —2fa

l3

The non-trivial requirements for cyclic preferences for the bimatrix of Table 16.4 are then given
by

d—A<Op3;—fa and Inj; —ga< -2ga. (16.75)
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The first requirement is fulfilled, because d — A < —2fa and fa < A imply dfa — A% <
—2 f o A, which is equivalent to

which is equivalent, using (16.48), to the left inequality in (16.75). Using (16.48) again, the
second requirement is equivalent to ¢ > 0, which is true because of (14.2). Thus, the game
has cyclic preferences, and the equilibrium strategies and payoffs can be found again with the
help of the indifference principle; see Theorem 19.1.

Ad (ii): In this case, the Operator chooses after the moves £3¢3(2¢; the strategy {1 like in case
(i), but after the moves (3¢5 the strategy f5; see Figure 16.10. The recursive normal form of
this game is given in Table 16.5, where again the equilibrium payoffs (16.48) are used.

Table 16.5 Recursive normal form of the Dresher-Hopfinger inspection game I'(3, 2) with errors
of the first and second kind for cases (ii) and (iii).

| | | g |
= B—-c —c
d—A d

Iny; —ga B-c
Ops,—fa d—A

l3

To obtain cyclic preference directions, the inequalities
d—A<Op;;—fa and Iny; —ga<B-—c (16.76)

have to be valid. The first requirement is, using (16.48), equivalent to (16.72). Table 16.3
implies that the best Inspectorate’s payoff in the game I'(2,1) is B — ¢. Thus, the second
condition holds as well. Therefore, the preference directions are cyclic and again the indifference
principle leads to the equilibrium strategies and payoffs.

If condition (16.72) is not fulfilled, then the preferences are not cyclic and the game has a
unique equilibrium in pure strategies in which the Operator behaves illegally right at step 3 and
the Inspectorate inspects at step 3, i.e., pj, = g3, = 1. Their respective payoffs are d — A
and B —c.

For illustration, if & = 0.5, 8 = 0.25, f =5, and d = b = 8, then (16.71) and (16.72) are
fulfilled. If & = 0.95, 3 =0.04, f = 20, and d = b = 22, however, only (16.71) is valid.

Ad (iii): Using Figure 16.10, the Opgrator chooses after the moves ¢3c3loC, the strategy /.
and after the moves £3¢3 he chooses (s like in case (ii). The recursive normal form is also given
in Table 16.5, where — instead of (16.48) - the equilibrium payoffs Op ; and Inj; are given
by (16.51).

The non-trivial requirements for cyclic preferences are given by (16.76). The first condition is,
using (16.51), explicitly given by (16.74). The second requirement holds again, because B — ¢
is the best Inspectorate’s payoff in the game I'(2,1). The equilibrium strategies and payoffs can
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be found again with the help of the indifference principle. The argumentation in case (16.74)
is not fulfilled goes along the same lines as in case (ii).

For illustration, if & = 0.7, 8 = 0.25, f = 5, and d = b = 6, then (16.73) and (16.74) are
fulfilled. If « =0.95, 8 =0.04, f =20, d = 41, and b = 21, however, only (16.73) is valid.

This completes the proof. O

As remarked on p. 282, taking into account the possibility of errors first and second kind in
time-critical inspection problems leads to a large number of model variants. For example: If
instead of assumption (iv') on p. 337, assumption (iv’) on p. 307 is used, then the game
theoretical solution of the No-No and the Se-Se inspection game can be transformed into each
other; see the comment on p. 311.

Let us conclude with what has been announced on p. 345: Other than in the case of k = 1
control, the game theoretical solution of the Dresher-Hdpfinger inspection game I'(3,2) with
errors of the first and second kind given in Lemma 16.4 is very different from that of the
corresponding No-No inspection game given in Lemma 15.2.

16.4 Choice of the false alarm probability

Like in Sections 9.5, 12.4 and 15.5 we ask for the optimal value of the false alarm probability
«, and again we limit our considerations to k = 1 control at L = 2 steps, and assume that
(9.69) is fulfilled again. The situation here, however, is different from the previous ones because
the Operator will behave illegally with positive probability for all values of «; see Lemma 16.3.
Thus, we are just looking for that value of a which maximizes the Inspectorate’s equilibrium
payoff.

Because (a) is assumed to be a monotone decreasing function of «, see (9.69), the function
d—(b+d)(1—p(«)) is also a decreasing function with the value d > 0 for &« = 0 and, using
(14.2), —b < —f for a = 1. Thus, there exists a unique o* € (0, 1) being the solution of

d—(b+d)(1-p(a%) =—fa".

According to (16.48) and (16.51), the Inspectorate’s equilibrium payoff is given by

BZ
—c+ SBroa for a<a*
In \(a) = 2 e : (16.77)
—c+ B for a>ao*
c+ B

and thus, using B=(c—a)(1—/3), ¢>aand g >0,
(c—a)(c—g)

In3{(0) = — d Ini (1) =— — < —a.
n31(0) c an ns (1) c+ 5e—a a

Because of (9.69), the function (¢ — a) (1 — B(a)) + g« is monotone increasing from 0 for
a=0toc—a+g<cfora=1, wehave (c—a)(l —B(a)) +ga < cforany a € [0,1]
which is equivalent to

B2 c—ga

<—c+ B

7C+2B+goz c+ B’
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Figure 16.11 The equilibrium payoff (16.77) to the Inspectorate for the parameters d = 12,b =
6,f=3and c=11,a=6,g = 3.

In34(a)

In Figure 16.11, the solid curve represents Inj,(a) according to (16.77) for the parameters
d=12,b=6, f = 3 (for finding a*) and ¢ = 11,a = 6, g = 3, which fulfil (14.2).

It depends on () where the maximum o™ of Inj,(a) is attained: at o™ = o*, at a™ €
(a*,1) or even at o** = 1. In the latter case the Inspectorate has to call for an alarm under
any circumstances at the control, which means that the detection system needs to be revised.



Chapter 17

Strait control and models with
multiple illegal activities

There is a large number of models which deal with Smugglers who want to cross a strait with
some contraband and with Customs who want to catch them. In principle, these models can
also be interpreted in terms of critical times and inspections, but here this wording sounds
somewhat superficial. In addition, and this is new here, there are models dealing with multiple
illegal activities. Therefore and, as mentioned already on p. Ill, because of the large literature,
we consider in this chapter this class of models separately.

In doing so, we do not just present the models and their game theoretical solutions. Rather we
discuss the assumptions underlying these models, since they have not been formulated explicitly
in many cases, and we show that some limiting assumptions need not be made, in particular
in view of the information states of the players in the course of the game; see von Stengel's
inspection game in Section 17.2.

Note that in this chapter and other than so far, we name the games by their authors. Also it
should be mentioned that according to our best knowledge von Stengel (1991) was the first
who discussed carefully the issue of information in recursive inspection games.

In Section 17.1 we introduce the generalized Thomas-Nisgav inspection model and derive its
game theoretical solution which is published in this monograph for the first time. Thereafter, we
describe and analyse the inspection game by Baston and Bostock (1991), in which a situation
is considered where Customs has two patrol boats that can be used during the same night.
Section 17.2 deals with inspection models with multiple illegal activities.

Note that the assumptions of Chapter 14 are specified separately in Sections 17.1 and 17.2.
While most of these assumptions are rather unproblematic, assumption (v) needs a justification
because in conflict situations between Customs and Smuggler no agreed rules, formal agree-
ments or international treaties exist the Smuggler has to adhere: How does the smuggler know
the number & of controls? Assumption (v) can be justified keeping in mind that Customs has
to obey rules given by its State, and that Smugglers can observe the long term activities of
Customs; see also pp. 18 and 276.

Note that in Chapter 24 a Se-No critical time inspection game with an expected number of
inspections in one facility is analysed, see also p. 18, which has surprising relations to the
generalized Thomas-Nisgav inspection game treated in Section 17.1.

353
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17.1 Any number of nights and controls; errors of the sec-
ond kind: Generalized Thomas-Nisgav model, Models
by Baston and Bostock and by Garnaev

Let us start with the work of Thomas and Nisgav (1976) which deals with problems the most
simple one is close to that analysed by Dresher (1962). But let us mention already now that
there is a fundamental difference in the assumptions between these two model which lead to
completely different solutions. Let us quote Thomas and Nisgav:

We consider a long, narrow strait where smuggling activity is taking place. Let
side A represent a patrol unit whose objective is to capture or reduce the value of
contraband held by side B, the infiltrator or smuggler seeking escape by crossing the
strait to exit from side A’s territory. The contraband held by side B is perishable
with a lifetime of M time units; consequently, he must make his escape within
M time units in order to benefit from his infiltration. An example of the type of
contraband is intelligence information. Side A is under a single command equipped
with speedboats containing search radar and communication units. Side B is an
individual unit with small motorboats.

Although side A has search radar, due to the narrowness of the strait, side B’s
radar echo will be shadowed by land, thus making radar detection near the shore
virtually impossible. Thus, A can detect B only if B is sufficiently far from shore.
For obvious reasons, side B only attempts escape at night, and he departs from a
point near a village or parallel to a village located on the other side of the strait.
Although the patrol boats are much faster than B'’s, the fact that the strait is long
and narrow gives side B a chance to cross successfully without being detected.

Let us return to our convention, i.e., let the first player represent the Infiltrator or Smuggler,
seeking to escape by crossing the strait to exit from the second player’s territory. This activity is
in the following called illegal activity or smuggling. The second player is the patrol unit, in the
following called Customs, whose objective is to capture or reduce the value of contraband held by
the first player. The contraband itself is perishable with a lifetime of L time units; consequently,
he must make his escape within L time units in order to benefit from his infiltration.

Thomas and Nisgav (1976) analyse first a zero-sum game where each side, Smuggler and
Customs, has a single boat each and where the Smuggler is detected with probability 1 — 3
when the patrol boat controls the strait. They assume the payoff to Customs to be 1 if it
catches the Smuggler and —1 if it does not.

In this section the inspection model of Thomas and Nisgav is generalized in two ways: First, it
is assumed that the Smuggler decides at the beginning of the L nights either to behave illegally
during these L nights with certainty or not at all. Second, a non-zero-sum game is considered
with the payoffs given below; see (17.1) and (17.2).

Furthermore, it is assumed that there are no errors of the first kind, that the Customs'’s resources
are limited to k < L night patrols, which are then distributed on the L nights, that the
Smuggler’s success requires a single crossing of the strait during one of the L nights, and that
both players know the values of k£ and L.

In this section, assumptions (iii), (iv), (vi), (viii) and (x) of Chapter 14 are specified as follows:
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(iii") The Smuggler may behave illegally at most once at the steps L, ..., 1.

(iv’) During a control Customs may commit an error of the second kind, i.e., if the Smuggler
behaves illegally at the same step at which Customs performs a control, then the illegal
activity is not detected with probability 5. This non-detection probability is the same for
all controls.

(vi") The Smuggler decides at the beginning, i.e., at step L, whether to behave legally through-
out the game or not. In the latter case he decides whether to behave illegally at step L.
If the Smuggler behaves legally at steps L,..., ¢+ 1 (1 < ¢ < L — 1), then he decides
whether to behave illegally at step ¢; and so on. The Smuggler behaves illegally latest at
step 1, if he decided at the beginning to behave illegally.

Customs decides at the beginning whether to control at step L. If it has still controls at
its disposal, then Customs decides at step L — 1 whether to control at that step; and so
on.

(viii’) The payoffs to the two players (Smuggler, Customs) are given by

(d,—c) for undetected smuggling
(=b,—a) for detected smuggling (17.1)
(0,0) for no smuggling,

where the parameters satisfy the conditions

0 < min(b,d) and 0<a<c. (17.2)

(x') The game ends either at step L in case the Smuggler behaves legally throughout the
game, or at the step at which the Smuggler behaves illegally, or at that step at which
the number of controls left is zero, or at that step at which the number of controls left
is equal to the number of steps left, or at step 1.

The remaining assumptions of Chapter 14 except (ix) hold throughout this section.

Four comments on the above assumptions and the wording in this section: First, in the following
the term "step" is used synonymously to the term "night" referring to the application the original
Thomas-Nisgav inspection game was developed for.

Second, assumption (vi') indicates that the generalized Thomas-Nisgav inspection game is a
Se-Se inspection game. Between the three Se-Se inspection models analysed in Chapters 12, 16,
and this section the following important difference is emphasized: While in the Avenhaus-Canty
inspection game and in the Dresher-Hopfinger inspection game, the Operator decides to behave
legally or illegally in the course of the game, in the generalized Thomas-Nisgav inspection game
discussed here the Smuggler makes this decision only at the very beginning of the game.

Third, note that "undetected smuggling" means "untimely control or a timely control and
no detection of the smuggling", and that "detected smuggling" means "timely control and
detection of the smuggling".

Fourth, regarding assumption (x') we note that if the Smuggler behaves illegally at step 4,
i =L,...,1, then the game ends at step i regardless whether the illegal behaviour is detected at
that step or not. In the latter case, the Operator has successfully performed his illegal activity
and thus, the game ends as well.
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In order to obtain the payoffs for the above described original Thomas-Nisgav inspection game,

we have to choose a = —1, ¢ = 1, and thus, b = d = 1 because it is a zero-sum game.
Note that at first sight this is not literally a special case of the generalized Thomas-Nisgav
inspection game since a = —1 contradicts (17.2). Because, however, the "no smuggling" case

in (17.1) is excluded in the original Thomas-Nisgav inspection game, the normalization (0, 0)
for "no smuggling" disappears, and only the condition a < ¢ remains in (17.2), which is fulfilled
becausea =—-1<1=c

In order to understand the information structure of the generalized Thomas-Nisgav inspection
game — which we abbreviate by I'(L, k) — we consider first the special cases I'(2,1) and I'(4, 2).
Figure 17.1 represents the extensive form of the game I'(2,1). Note that according to the
comment on p. 50, all extensive form games in this section start with the Smuggler, and that
chance moves are not explicitly named, but can be identified via the probabilities 1 — 3 and .

Figure 17.1 Extensive form of the generalized Thomas-Nisgav inspection game I'(2,1).

Smuggler at 2

Before the first night the Smuggler decides either to smuggle during the first night (#5), postpone
it to the next night (¢2) or decide not to smuggle at all (le stands for legal behaviour). Not
knowing the Smugglers decision at step 2, Customs can either decide to patrol in the first night
(co stands for control) or not to patrol in the first night (&2 stands for not control) which
means that it needs to patrol in the second night. With the abbreviations

~b=-b(1—-p)+dB and —a=-a(l-pB)—cB, (17.3)

which have already been introduced in (16.35) and are repeated here for easier reference, we
get immediately the reduced normal form which is given in Table 17.1. Note that in the original
work by Thomas and Nisgav (1976) not the extensive form but the (recursive) normal form of
the inspection game is considered from the very beginning. We will come back to this important
issue on p. 368.

In order to solve the extensive form games in this chapter, we transform them into normal form
games. Thus, we use — as in Chapter 16 — from the very beginning the notation p and ¢ instead
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Table 17.1 Reduced normal form of the generalized Thomas-Nisgav inspection game I'(2, 1).

[ = [
EQ 7’6 —a d —C
ZQ d —C 75 —a
le 0 0
0 0

of g and h; see also the comment on p. 318.

Because the Nash equilibria are presented in behavioural strategies, the sets of pure strategies
for the players is neither introduce here for the game I'(2,1) nor later for the general game
I'(L,k). Instead, let in analogy to Section 16.1, p2 1 denote the probability to smuggle in the
first night (£2 at 2), p2.1 denote the probability not to smuggle in the first night, and pj. be the
probability not to smuggle at all. In case of illegal behaviour — which happens with probability
D2,1 +p2,1 — and in case the smuggle is not performed in the first night, i.e., £ with probability
p2,1, it has to be done in the second night independent of the number of controls & available
in the second night, i.e., p1» = 1 for &’ = 0,1. This implies that p; v = 1 is not a strategic
variable and is thus not considered in the Smuggler’s set of behavioural strategies

Pyy = {p = (P21,p21.me)" €[0,1° : Po1 +p21+pe =1} . (17.4)

For later purpose we also introduce the Smuggler's set of behavioural strategies in case legal
behaviour is not taken into account:

P2/’1 = {p =p21 P21 € [U, 1]} . (17.5)

For Customs, let g2 1 be the probability to control in the first night (cz at 2). In case of the
decision €y, i.e., no control in the first night (with probability 1 — ¢ 1), Customs has to control
in the second night. In analogy to the Smuggler's 5y ;v = 1, the probability ¢; 1 is 1, i.e., not
a strategic variable, and is thus not considered in the Custom’s set of behavioural strategies

Q21 :={ad:=q21:q21 €[0,1]} . (17.6)

The Smuggler's (expected) payoff is, for any p € P> and any q € Q2,1, using Table 17.1,
given by

Op2,1(p,q) := P21 ( ~bga1 +d(1— Q2,1)> + P21 <d g1 —b(1l— Q2,1)> (17.7)
and that of Customs by
Ingq1(p,q) = P2 ( —aq1—c(l- QQ,l)) + p21 ( —cq1—a(l— Q2,1)> , (17.8)

see (19.3) and (19.4). Note that although we call in this section the players Smuggler and
Customs, we remain with the old notation for the payoffs.
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Comparing the normal form game in Table 17.1 for the "illegal" game, i.e., the game in which
the Smuggler smuggles with certainty, with the one of the Dresher-Hopfinger inspection game
with errors of the second kind for the case 3 > b/(b + d), see the right hand normal form of
Table 16.1, we see that both normal forms coincide.

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Lemma 17.1. Given the generalized Thomas-Nisgav inspection game with L = 2 nights, k = 1
control, and with errors of the second kind, i.e., T'(2, 1), the extensive and reduced normal forms
of which are represented in Figure 17.1 and Table 17.1. The sets of behavioural strategies are
given by (17.4) and (17.6), and the payoffs to both players by (17.7) and (17.8).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Opj ; :=
Op2,1(p*,q") and Inj; := Ing 1 (P", q"):
(i) For

! 1
1-B1+b/d

(17.9)

N =

the Smuggler behaves illegally in the entire game I'(2,1), i.e., pj, = 0. An equilibrium
strategy of the Smuggler is given by

—x * 1
b1 =D21 = bR

and an equilibrium strategy of Customs by

1
51=—. 17.1
a2 2 ( 0)
The equilibrium payoffs to the Smuggler and to Customs are

Op;l:d—(l—ﬂ)(b—kd)% and Ins,lz—c—k(l—ﬂ)(c—a)%.

(i) For

1 1
1-B1+b/d

- (17.11)

1
2
the Smuggler behaves legally in the entire game I'(2,1), i.e., pj, = 1 andﬁg1 =p5,=0.
Equilibrium strategies of Customs are given by

L#<*<1,i 1
1-Bltb/d 21> "1 -g11b/d’

(17.12)

where g5 | given by (17.10) fulfils (17.12).
The equilibrium payoffs to the Smuggler and to Customs are

Opsy =1In3; =0.
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Proof. Ad (i): As mentioned before this Lemma, the normal form of the "illegal" game
coincides with the one of the Dresher-Hopfinger inspection game with errors of the second kind
for the case 8 > b/(b+ d). Thus, its solution is given by Lemma 16.2 (ii). The condition
Op21(le,q*) = 0 < Opj ; is fulfilled by virtue of (17.9).

Ad (ii): The equilibrium strategy of Customs in case of no smuggling is determined by

ly: 0> 75q571+d(17q§,1) and ly : ()qu;’lfb(lfq;"l),

which leads, using (17.3), to (17.12). Condition (17.11) ensures that (17.12) is not empty. [

Note that (17.10) is a robust equilibrium strategy; see also Table 7.3 on p. 142 for an overview
of inspection games with a robust Inspectorate’s equilibrium strategy.

Before treating the generalized Thomas-Nisgav inspection game I'(L, k), we consider now the
game I'(4,2). At first sight it may be surprising that other than in the last chapter, this game
is chosen instead of the simpler game I'(3,2). It will turn out, however, that we will encounter
a new property for the solution of the game I'(4, 2) which cannot yet be observed in the game
I'(3,2); see p. 369.

Figure 17.2 represents the extensive form of the generalized Thomas-Nisgav inspection game
r'4,2).

Because it is the most complex extensive form game analysed in this monograph, we comment
it in some detail. The moves of the Smuggler are quickly explained: Before the first night
(step 4) he decides to behave illegally immediately (£,), to postpone the illegal activity (£4),
or to behave legally throughout the four nights (le). In the second case, he decides before the
second night (step 3) to smuggle immediately (#3) or not (¢3), and so forth. If after two nights
Customs has already spent its two controls (¢4 and ¢3) and the Smuggler has not yet smuggled
(¢4 and ¢3), then he does this in the third or fourth, i.e., last, night.

The situation of Customs is more complicated: Of course, if the Smuggler behaves illegally
during the first night, and Customs controls and detects it (with probability 1 — 3), then the
game ends with payoffs (—b, —a) to the two players. Also, it is clear that Customs, when
deciding before the first night (step 4) to control in this night (c4) or not (¢4), does not know if
the Smuggler will behave illegally immediately (¢4), or if he postpones the illegal activity (¢4),
or if he will behave legally throughout the four nights (le). This is indicated by the information
set named "Customs at 4". What is Customs information state before the second night, if, for
example, it does not control during the first night (¢4)? Customs does not know, if 1) Smuggler
behaved illegally during the first night (£4), if 2) Smuggler behaved legally during the first night
(£4) and will smuggle or not in the second night (£3 or £3), or if 3) the Smuggler will behave
legally throughout the four nights. This is indicated by the upper of the two information sets
named "Customs at 3". All subsequent information sets can be explained analogously.

In order not to let this figure become too complicated, some of the chance moves are not
explicitly shown instead, they are replaced by the (expected) payoffs (,i)’ —a). And also, as in
earlier extensive form games, the moves ¢; and ¢; of Customs are not explicitly shown since
before the last night Customs has no longer a choice: Either it controlled already twice, then
it cannot any more, or not, then it has to do so.

Looking at Figure 17.2, we see that we can simplify the extensive form game considerably:
First, if the Smuggler behaves illegally during the first night then he will either be detected or
not. In any case the payoffs are (—b, —a) thus, we can cut the information sets as shown in
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Figure 17.2 Extensive form of the generalized Thomas-Nisgav inspection game I'(4,2).

360

Smuggler at 4

{4 ly le
a\ Customs at 4 ,v
[ Cq Cy
Cy Smuggler at 3 Cy
_ _ Cq
1-8 l3 l3 l3 l3
G /N Customsats oy /Ty X
A L T e At L B e e e /
(o) /oo L N AV AN
( Customs at 3 L& B
\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\\ I I 3
c3 C3 c3 c3 C3 B C3 C3 C3 c3
3 S.at2 . S.at2 -~
d _ d b N d 1-8 d S 0 _ 0
3 ? 3 7 [ c3
—c —c —a —c —c —a 0 0
_ B
ly by A\vv
3 -a 2 Ll
( Customs at 2 ! 1 X
(3 Customs at 2 )
C2 Co C2 Ca C2 Co C2 Co C2 Ca C2 Co
C2 Co C2 Co C2 Co C2 Co

() () () () () ()




Chapter 17: Strait control and models with multiple illegal activities 361

the Figure. The same happens if the Smuggler decides to behave legally throughout the four
nights: Then the payoffs are (0,0) and the information sets can be cut appropriately.

Let, in analogy to the notation in the generalized Thomas-Nisgav inspection game I'(2, 1), p4 2
be the probability to smuggle in the first night, ps 2 be the probability not to smuggle in the
first night, and pje be the probability not to smuggle at all. In case of illegal behaviour (with
probability ps 2 + pa2) and in case the smuggle is not performed in the first night, a game with
three nights and 1 (¢4) or 2 (¢4) remaining controls is reached.

Let in the game with ¢ = 3 nights, &/, k' = 1,2, denote the number of controls left. Then ps s/
denotes the probability to smuggle immediately (¢3). Because the decision to behave legally
throughout the entire game can only be made at the very beginning of the game (at 4), the
probability ps 5 of postponing the illegal activity to one of the next two nights (¢3) is given by
1 — p3 . If the game with ¢ = 2 nights is reached, and &’ = 1 control is still left, then ps
denotes the probability to smuggle immediately (f2). Note that in case of £ = 2 nights and
k' = 2 controls left, in both nights controls have to be performed. Thus, Smuggler's set of
behavioural strategies is, using (17.5), given by

Pyo = {(Pa2,a2,1e)" € [0,1]* : pag+pag+pe=1} x Py x Py x Py (17.13)

Formally two different probabilities p32(ca) and ps2(¢4) (say) would need to be introduced:
If Smuggler decides for ¢4 then p32(c4) after Customs choice ¢4 is potentially different from
p3,2(Ca) after its choice ¢4. Because Theorem 17.1 indicates that in equilibrium both probabil-
ities coincide, we model them as equal from the very beginning.

For Customs, let g4 2 resp. 1 —gu 2 be the probability to control in the first night (c4) resp. not
to control in the first night (¢4). Suppose the game with ¢ = 3 nights and £/, ¥’ = 1,2, controls
is reached. Then g3 ;s denotes the probability to control in the next night (c3). The probability
g3,2 belongs to the upper of the two information sets named "Customs at 3" in Figure 17.2,
and g1 belongs to the lower one. In case the game with ¢ = 2 nights and k¥’ = 1 control is
reached (the case k' = 2 controls implies g22 = ¢1,1 = 1), the probability to control in the
third night (c2) is denoted by g2 1. Note that formally two different probabilities in this case
need to be introduced, because at 2 Customs has two information sets: One in the subgame
starting after the moves (4c403¢3, and the other one in the subgame starting after the moves
£4¢403c3). Figure 17.2, however, demonstrates that both subgames are identical, and therefore,
only one probability g2 1 is introduced. Thus, Custom’s set of behavioural strategies is given by

Qs2 :={qs2: @2 €[0,1]} x {g32: g32 € [0,1]} x
x {g3,1 1 q3,1 € [0,1]} x {g2,1 : g2 € [0,1]} . (17.14)

Let the Smuggler's illegal strategies £4, £403, £4¢305 and £403(2¢1 be numbered by i, i =4,...,1.
Using Figure 17.2, the (expected) payoff to the Smuggler is, for any q = (ga,2, 93,2, ¢3,1,92,1) €
Q4,2, given by

Opa2(4,q) = qa2(—b) + (1 —qp2)d
Ops2(3,q) = qu2 <Q3,1 (=) + (1 — g3,1) d> +(1—qa2) (%,2 (=) + (1 — g3.2) d)

Ops2(2,d) = qu2 (%,1 d+(1-gs31) (QQ,l (=b) + (1 — q21) d))
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+ (1= a1) (a52 (21 (=) + (1= @2.) d) + (1 — a32) (D))
Ops2(1,9) = qa2 <(I3,1 d+(1—-gs31) <q2,1 d+(1—-g21) (—5)))

+(1—qu2) (%,2 <Q2,1 d+(1—qo21) (—5)>> +(1—gs2) (—5)> ;

or, equivalently, by

d—Ops2(4,q)
— T = (2

b+d
d— 0p4 2(37 q)
G- P2 q) 11—

" @21+ (1 —qa2)as2

(17.15)

d—Ops2(2,q)
T iid a2 (1 —q31) g1 + (1 — qu2) (%,2 G21+1— %,2)
d— Opis(1,
7;_?2( & =q2(1—q31) (1 —q21) + (1 —qu2) (%,2 (1—go1)+1— %,2) .

The right hand side of (17.15) consists of probabilities only. But what do they mean? In order
to answer this question, we consider the six possibilities

43, 42, 41, 32, 31, 21,

for Customs to distribute its two controls on the four nights and furthermore, the probabilities
dj. j=4,...,1, to control in the 4 — j 4 1-th night. Thus, we have

s = P(43) + P(42) + P(41), s = P(43) + P(32) + P(31),
(17.16)
G = P(42) + P(32) + P(21) G = P(41) + P(31) + P(21)

Determining now the probabilities on the right hand side of (17.16) with the help of Figure
17.2, we get

P(43) =qu2q31, PM42)=qa(l—g31)q21, PMAL) =q2(1—g31)(1—q1),
PB2)=(1-q2)g2aq21, PGB =1-q2) g2 —q1),
P(21) = (1 —qs2) (1 —g32),
and therefore, using (17.16),
G4 = Qa2

@3 =qa2q31 + (1 —qu2)q32

) (17.17)
G=q21—qg1)p1+1—q32) (%,2 g1 +1- Q3,2>

G=aq2(1—q31)(1—q1)+(1—quo) <Q3,2 (1—go1)+1— Q3,2) -
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Thus, we see, surprisingly enough, that the terms on the right hand side of (17.15) are just the
probabilities g, j = 4,...,1. Define

4
Qaz =1 a@:= (GG, @) €01 g=27¢ . (17.18)
j=1

Note that we do not transpose the vectors in (17.18) and (17.20) because we do not define the
payoffs to the two players using matrix operations as in (17.7) and (17.8). Then, using (17.15)
and (17.17), the Smuggler’s payoff can be written in terms of q € Q4 :

Opsa(i, @) :=d—G (b+d), i=4,...,1. (17.19)

Let p; denote the Smuggler’s probability for choosing the illegal strategy i (remember that his
illegal strategies £4, €403, 40305 and £40302¢1 are numbered by 4, i = 4,...,1), and let P
denote the probability to behave legally throughout the entire game. Define

Py = {p = (P4, P3, P2, P1, Pre) € (0,1 sz+ple = 1} (17.20)

Then, using (17.19), we get for Smuggler's (expected) payoff

'y

4
Opa (P, @) = Z (4-@b+d) +he0=d(—pe)— b+d) > pidi.  (1721)
: L

Custom’s (expected) payoff can be determined from (17.21) by replacing d by —c and b by a.
Thus, we have

4 4
Ingo(p.q) = Z —c—Gi(a—c)+pe0=—c(l—pe) = (@—c) Y pig- (17.22)

The game theoretical solution of this inspection game — based on the strategy sets (17.20) and
(17.18) instead of the behavioural strategy sets (17.13) and (17.14) — which is published in
this monograph for the first time, is presented in

Lemma 17.2. Given the generalized Thomas-Nisgav inspection game with L = 4 nights,
k = 2 controls, and with errors of the second kind, i.e., I'(4,2), the extensive form of which
is represented in Figure 17.2. The Smuggler’s set of mixed strategies is given by (17.20), the
Inspectorate’s strategy set by (17.18), and the payoffs to both players by (17.21) and (17.22).

Then a Nash equilibrium is given by the following equilibrium strategies and payoffs Opj , =
Opa2(P*,q%) and Inj 5 = Ing2(P*, q"):
(i) For
1 < 1 1
2 1-B1+b/d

(17.23)

the Smuggler behaves illegally in the entire game I'(4,2), i.e., pj, = 0. An equilibrium
strategy of the Smuggler is given by

pr==,  i=4,...,1, (17.24)

e~ =
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and an equilibrium strategy of Customs by

w1 .
G =3, j=4,...,1. (17.25)

The equilibrium payoffs to the Smuggler and to Customs are
1

Opfm:d—(l—ﬁ)(b—kd)% and Inj‘m:—c-i-(l—ﬁ)(c—a)i.

(ii) For
1 1 1

27 1-B1+b/d

the Smuggler behaves legally in the entire game I'(4,2), ie., pj, = 1 and p; = 0,
i =4,...,1. Equilibrium strategies of Customs are given by

1 1
1-31+0b/d

2

4
<@, j=4...,1 with > =2, (17.26)
j=1

where §;, j = 4,...,1, given by (17.25) fulfils (17.26).
The equilibrium payoffs to the Smuggler and to Customs are Opj , = Inj, = 0.

Proof. Ad (i): Using (17.21), (17.23) and (17.24), we get for any p € P2

L 1 - . =O0p;s for pe=0
Ops2(p,q") = d—5(6+d) (1= Pre) ,

<Opiy for pe>0

i.e., the Nash inequality for the Smuggler is fulfilled. For Customs, (17.22) and (17.24) with
Dy, = 0 imply for any q € Q4,2

4
s 1, ) .
Inga(p*, @) = —c— - (@a—c) Y G =1Inj,.

Thus, Customer’s Nash inequality is fulfilled as equality.
Ad (ii): Applying the Nash criterion for the Smuggler to (17.21) yields (17.26). O

Note that (17.25) is a robust equilibrium strategy; see also Table 7.3 on p. 142 for an overview
of inspection games with a robust Inspectorate’s equilibrium strategy.

So far, we have determined the equilibrium strategy of Customs in terms of the ¢; and not in
the original ones. The relation between §u, §3, G2, G1 and qu2,¢32,¢3,1, 92,1 is given by (17.17).
Using (17.25), the solution of (17.17) are given by

. 1 2 1 1
dy2 = 90 Q§,2 = 3 ,Q§,1 = 3 and @1 =5 (17.27)

and

1 %
Qo= 30 Gatae=1, ¢202¢1—-1)=0 and ¢5,(1-2¢5,)=0. (17.28)
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Thus, (¢39,431) = (1/4,3/4) or (¢52,431) = (0,1) can be chosen in (17.27). Note that only
(17.27) will be covered in the recursive approach in Theorem 17.1. We will come back to this
issue on p. 368.

How can we solve the generalized Thomas-Nisgav inspection game I'(L, k)? Let us consider
again the extensive form of the game I'(4,2) in Figure 17.2. If we cut the information sets
of Customs as described on p. 359 we can represent this game in recursive extensive form as
shown in Figure 17.3, where the subgames I''(3,1) and I'(3,2) represent only the "illegal"
parts of the game I'(3,1) and I'(3,2).

Figure 17.3 Reduced extensive form of the inspection game in Figure 17.2. T17(3,1) and
I(3,2) are the "illegal" parts of the game I'(3,1) and I'(3,2).

Smuggler at 4

We can solve this recursive extensive form game by using the corresponding recursive normal
form representation and by replacing I"(3, 1) resp. I"(3,2) by their equilibrium payoffs Op3 |
and In}; resp. Opj 5 and Inj 5. This procedure leads us to a recursive treatment of the general
game T'(L, k) which we applied already to the Dresher-Hopfinger inspection game. Figure 17.4
represents the recursive extensive form as well as the corresponding recursive normal form of
the generalized Thomas-Nisgav inspection game I'(L, k). Comparing this Figure with Figure
16.3 we see that the "illegal" parts are identical if we replace a and b by @ and b. Again, we
do not expect that the reader is confused by the notation £, and £;; see p. 320.

Let pr, . denote the probability to smuggle in the first night (fr at L), prk denote the probability
not to smuggle in the first night (¢;, at L), and p be the probability not to smuggle at all.
Suppose £ nights with 2 < ¢ < L are left for smuggling and Customs has &k’ controls at its
disposal, 1 < k' < min(¢ — 1,k). Then Py denotes the probability to smuggle in the next
night, i.e., in the first of ¢ remaining nights. This implies — because behaving legally is not
a choice in this subgame — that 1 — g is the probability not to smuggle in the next night.
For Customs, let g1/ be the probability to control in the next night. The cases £ =1 as well
as k' = 0 and k' = /¢ are excluded from the game theoretical analysis; see p. 320 and the
boundary conditions (17.29).

As argued on p. 321 we do not introduce the sets of behavioural strategies. The (expected)
payoffs to both players is defined recursively using the normal form representation in Figure
17.4, where Op;_; . and Iny_;,. denote the (expected) payoffs to both players in the subgame
with ¢ — 1 steps and k" or k' — 1 controls left. For brevity, we suppress in Op;_1. and Ing_q.
Smuggler’'s and Customs strategies in the remaining ¢ nights. The same boundary conditions
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Figure 17.4 Recursive extensive form and corresponding recursive normal form of the subgame
['(¢, k") of the generalized Thomas-Nisgav inspection game I'(L, k), if £ nights and &’ controls
are left, and the Smuggler behaves legally during the nights L,..., (+1 (2<¢< L, 1<K <
min(¢ — 1,k)). The edge labelled by le applies only in case of ¢ = L.

Smuggler at ¢

Cy Ce
7 i —a —c
—b d
‘ Ing_ 11 Ing_y
Ce
Ope—1,4/-1 Opg—1,1r
applies only in case ; 0 0

as that of the Dresher-Hopfinger inspection game with errors of the second kind, see (16.37),
have to be met. We repeat them here for easier reference

—b for K =t —a for K =¢
Oppp = and Ing ., = ) (17.29)
d for K=0 —c for K'=0

forall 1</ < L.

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Theorem 17.1. Given the generalized Thomas-Nisgav inspection game with L > k nights, k
controls, and with errors of the second kind, i.e., T'(L, k), the recursive extensive and normal
forms of which are represented in Figure 17.4. The payoffs to both players are defined recursively
using the recursive normal form representation in Figure 17.4, and the equilibrium payoffs to
both players fulfil the boundary conditions (17.29).

Suppose ¢ nights, 2 < { < L, are left for smuggling, Customs has k' controls at its disposal,
1 < kK < min(¢ — 1,k), and the Smuggler behaves legally at steps L,..., ¢ + 1, i.e., the
subgame T'(¢, k') is reached.
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Then a Nash equilibrium in the subgame T'(¢, k') is given by the following equilibrium strategies
and payoffs Opj ,, and Inj

(i) For
k 1 1

L 1-B1+b/d

(17.30)

the Smuggler behaves illegally in the entire game I'(L, k), i.e., pj, = 0. An equilibrium
strategy of the Smuggler is given by

. 1
Py =7 (17.31)
and an equilibrium strategy of Customs by
. K
q&k/ = ? . (1732)

The equilibrium payoffs to the Smuggler and to Customs in the subgame I'(¢, k') are
K K
Opjr=d—(1-7) (b—}—d)? and Injp =—c+(1-0) (c—a)z7 (17.33)
which — for ¢ = L and k' = k — are the equilibrium payoffs of the entire game I'(L, k).
(ii) For

k 1 1

J— > —_

L™ 1-p1+0b/d

(17.34)

the Smuggler behaves legally in the entire gameI'(L, k), i.e., pj, = 1, and p, ., = p} .. =
0 forall¢=2,...,L and all ¥ = 1,...,¢. Equilibrium strategies of Customs are given
by the set of inequalities

0 Z OpL,k(i7q*) for z’:EL,ELZL,l,ZLZL,IZL,Q,...,ZL...ngl, (17.35)

where q; ., given by (17.32) fulfils (17.35).
The equilibrium payoffs to the Smuggler and to Customs are Opj , = In} ; = 0.

Proof. Ad (i): As mentioned, comparing Figure 17.4 with Figure 16.3 we see that the "illegal"
parts are identical if we replace a and b by @ and b. Thus, part (i) of Theorem 17.1 corresponds
to part (ii) of Theorem 16.2.

Ad (ii): The equilibrium strategies q* of Customs have to satisfy the Nash equilibrium condition
for the Smuggler. Formulating this condition in terms of the pure strategies of the Smuggler,
see Section 19.2, we obtain the inequalities (17.35). O

Let us comment the results of Theorem 17.1: First, comparing the equilibrium strategies and
payoffs as given by (17.31) — (17.33) with (16.40) - (16.42), and with (15.76) — (15.78), we
see that they coincide, which means that the equilibrium strategies and payoffs of the "illegal"
generalized Thomas-Nisgav inspection game are the same as that of the Dresher-Hopfinger
inspection game with errors of the second kind and 1 < 1/((1 — 8)(1 4+ b/d)) which are the
same as that for the Canty-Rothenstein-Avenhaus inspection game for e = 0. In the latter case
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the conditions for illegal and legal behaviour are even the same as those given here; compare
(15.75) with (17.30) and (15.79) with (17.34). However, they are still different games from a
structural point of view! On p. 391 we will present an explanation for these surprising properties:
We will show that all games mentioned above are strategically equivalent to zero-sum games
with the probabilities of not detecting the illegal activity as payoffs to the Operator/Smuggler.
Note that like in Section 16.2 the Smuggler’s probability Dy s @S given by (17.31) only depends
on the number of steps left, and thus, they form a harmonic progression; see also Table 4.1 on
p. 72 for an overview of inspection games with this property.

Second, the equilibrium strategy of Customs in case of the Smuggler's legal behaviour, case
(ii), are given implicitly, because their explicit form appears to be infeasible for the general case.
The first inequality in (17.35) for i = ¢, is

0> g (=0)+ (1 —gpp)d,
or, equivalently

1 1

1-B1+b/d
and corresponds to (17.12) and (17.26). Furthermore, the equilibrium strategy (17.32) of

Customs is a robust equilibrium strategy; see also Table 7.3 on p. 142 for an overview of
inspection games with a robust Inspectorate’s equilibrium strategy.

<4k

Third, as mentioned on p. 356, in case of a = —1, ¢ = 1, and b = d = 1 the original
Thomas-Nisgav inspection game is considered and (17.33) implies
. k
Inj=-1+(1-6)27F. (17.36)

which is the result obtained by Thomas and Nisgav (1976). Note that conditions (17.30) and
(17.34) does not play any role in Thomas and Nisgav's work, because the Smuggler must
behave illegally and will get — in case (17.34) is met — a negative equilibrium payoff. As
mentioned on p. 327, the change of the modelling assumption "at most one illegal activity" in
the Dresher-Hopfinger inspection game to the assumption "(exactly) one illegal activity" in the
original Thomas-Nisgav inspection game leads to a considerable change in the game theoretical
solutions; see (16.11) — (16.13) for b =d =1, ¢ = 1 and @ = —1 in contrast to (17.31)
- (17.33) for b = d = 1 and 8 = 0. A numerical comparison can be found in Krieger and
Avenhaus (2018b).

Fourth, because Theorem 17.1 is based on the recursive extensive form in Figure 17.4, it
remains an open problem if the game theoretical solution of the generalized Thomas-Nisgav
game in extensive form representation has the same solution as given by Theorem 17.1. For that
purpose it has to be proven that the extensive form representation can indeed be transformed
in a recursive extensive form, i.e., if information sets can be cut in a way that leads to the
recursive extensive form in Figure 17.4. For the game T'(4,2) this could be directly seen by
inspecting Figure 17.2 which led to Figure 17.3; see also the comment on p. 371.

Finally, we realize that the recursive procedure leads in case (i) to a unique equilibrium strategy
of Customs, but that the analysis of the game T'(4, 2) shows that the solution is not unique; see
(17.28). Of course, the special equilibrium strategy of Customs in Theorem 17.1 is for the game
I'(4,2) contained in the set of equilibrium strategies given in Lemma 17.2. We encountered
the same situation in Chapter 15; see the comment on p. 295. More than that, for « = 0
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the equilibrium payoffs to both players given in Corollary 15.1 are the same as those given in
Theorem 17.1. Whereas at first sight this is surprising, this is no longer so if one reflects the
assumptions for the generalized Thomas-Nisgav game: Because it is not important in which
night the Smuggler is caught or not, and because he decides at the beginning whether to behave
legally during the next L nights or not, the No-No inspection game with o = 0 analysed in
Corollary 15.1 is basically equivalent to the Se-Se inspection game considered here in the sense
that the equilibrium strategies can be transformed into each other and that they lead to the
same payoffs to both players.

Combining this insight with the results for the game I'(4,2) as given by Lemma 17.2 we are
led to the following

Conjecture 17.1. Given the generalized Thomas-Nisgav inspection game with L > k nights,
k controls, and with errors of the second kind, ie., T'(L,k). Let p;, i = L,...,1, be the
Smuggler’s probability to smuggle in the L — i + 1-th night, i.e., i = L refers to the illegal
strategy 0r, i = L —1,...,1 to the illegal strategy €1y _1...¢;i114;, and i = O to legal
behaviour €10y ... 41, and let G;, j = L,...,1, be Customs’s probability to control in the
L — i+ 1-th night.

In case of illegal behaviour of the Smuggler — case (i) of Theorem 17.1 — an equilibrium strategy
of the Smuggler is given by
1

=t =Ll ad g0,

and that of Customs by

G=7. J=L...L

The equilibrium payoffs to the Smuggler and to Customs are given by (17.33).

In case of legal behaviour of the Smuggler — case (ii) of Theorem 17.1 — an equilibrium strategy
of Customs is given by

L
1 1

— < j=1L,...,1 ith O =k.
= 5igpa=% J=kol w ;qj

The equilibrium payoffs to the Smuggler and to Customs are Opy, ; = In} ;. = 0.

Note that there are (2‘) possibilities of Customs for distributing its k& controls on the L nights;
only in the special cases k =1 and k = L — 1 control(s) the probabilities for these possibilities
are in case of illegal behaviour of the Smuggler uniquely determined by the ¢;. This was the
reason why we considered the game I'(4, 2) instead of the simpler I'(3,2): In the latter one we
would not have detected the non-uniqueness of the solution of the general game.

So far, we could have interpreted this game, like the Dresher-Hopfinger inspection game, in
terms of inspections and critical times. But then, Thomas and Nisgav (1976) proceed to
consider a situation where Customs has two patrol boats, which can be used during the same
night, and here, there is no longer a reasonable interpretation in terms of inspections. They
distinguish two cases: 1) identical boats of Customs, i.e., boats which are characterized by
the same detection probability, and 2) two types of boats, i.e., having different detection
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probabilities. For both cases, Thomas and Nisgav formulate the respective linear programming
problems without solving them. It was the achievement of Baston and Bostock (1991) to
present the optimal payoff to Customs resp. Smuggler explicitly for case 2); see Theorem 17.2
below. However, they did not provide any optimal strategies.

For case 2) of two non-identical boats the assumptions on p. 355 are further specified as
follows:

(iii") The Smuggler performs an illegal activity once at one of the steps L, ..., 1.

(iv") During a control Customs may commit an error of the second kind. If only patrol boat
i, 9 = 1,2, is used during the night in which the Smuggler attempts to cross the strait,
then w; € (0, 1] is the probability that the Smuggler is detected and therefore caught.

If both patrol boats are used during the night in which the Smuggler attempts to cross
the strait, then w with w > max (w1, ws) is the probability that the Smuggler is detected
and therefore caught.

The detection probabilities wy, w2 and w are the same for all controls.

(vi") The Smuggler decides at the beginning, i.e., at step L, whether to behave illegally at
that step. If the Smuggler behaves legally at steps L,..., £+ 1 (1 < ¢ < L — 1), then
he decides whether to behave illegally at step ¢; and so on. Because of assumption (iii"),
the Smuggler behaves illegally latest at step 1.

Customs decides at the beginning whether to control at step L. If it has still controls at
its disposal, then Customs decides at step L — 1 whether to control at that step; and so
on.

(viii”) The payoffs to the two players (Smuggler, Customs) are given by

1,-1 for undetected smugglin
(1,-1) geiing (17.37)
(-1,1) for detected smuggling .

(X") The game ends either at the step at which the Smuggler behaves illegally, or at that step
at which the number of controls for each boat left is zero, or at that step at which the
number of controls left for each boat is equal to the number of steps left, or at step 1.

Three comments on these assumptions: First, note that while so far in this monograph the
detection probabilities are denoted by 1 — 3, we use in assumption (iv”) and in the remainder
of this section the notation w,w; and ws in order to make the following analysis easier to be
comparable to the original work by Baston and Bostock (1991), and to keep the equations as
simple as possible. Also note that we exclude the cases w = max (w1, w2) and w = w1 + wa,
because wy, w9, and w cannot be estimated precisely.

Second, (17.37) indicates that Baston and Bostock (1991) model this situation as a zero-sum
game with the same payoffs as used by Thomas and Nisgav (1976); see p. 356. If the Smuggler
behaves illegally during the same night in which Customs controls, then the (expected) payoff
to the Smuggler is given by

1—2w; if the first boat is used
1—2ws if the second boat is used
1-2w if both boats are used.
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Third, again we note with respect to assumption (x’) that if the Smuggler behaves illegally at
step i, i = L, ..., 1, then the game ends at step i regardless whether the illegal behaviour is
detected at that step or not. In the latter case, the Smuggler has successfully performed his
illegal activity and thus, the game ends as well.

Let I'(L, k1, ko) denote the inspection game in which the Smuggler makes the attempt to cross
the strait in one of the L nights, and in which Customs has k;(> 0) patrols available for patrol
boat i, i = 1,2. It is also assumed that if the Smuggler does not attempt to cross the strait
during a given night then he learns what patrol boats Customs used during that night.

Suppose there are ¢ nights left (2 < ¢ < L), and Customs has 1 < &} < min(¢ — 1,k)
and 1 < &k, < min(¢ — 1, k2) patrols left for each boat. If the Smuggler has not crossed the
strait during the nights L,..., ¢+ 1, then the subgame I'(¢, k], k}) is reached, in which the
(expected) payoffs to the Smuggler is denoted by Ope i 1y,- Again, for brevity, we suppress
in the expression Opy_1,.. Smuggler's and Customs strategies in the remaining £ nights. The
recursive normal form of the Baston-Bostock inspection game is given in Table 17.2.

Table 17.2 Recursive normal form of the subgame I'(¢, k{, k%) of the Baston-Bostock inspection
game I'(L, k1, ko), if £ nights and k] resp. k), controls are left, and the Smuggler behaves legally
during the nights L, ..., {+1(2< (<L, 1 <k <min({—1,k1), 1 < k) <min(¢ -1, ks)).

patrol with 1st | patrol with 2nd | patrol with 1st 1o patrol

boat boat and 2nd boat P

0 1— 2w 1— 2w, 1—2w 1
7 Ope_1.1 11, Ope11; a1 | OPe1k 11,1 Ope_1,1 1,

We mentioned on p. 368 that a formal proof for cutting the information sets in the generalized
Thomas-Nisgav inspection game remains an open task. Note that from here on and especially in
the next section only the recursive normal form of the inspection games are considered and not
the respective extensive form games which would be appropriate to illustrate the information
situation of the players during the course of the game. A potential trap when starting right away
with the recursive normal form is that crucial information sets are not recognized. What would
be the right approach from our point of view? There are two: First, one starts with modelling
the inspection game in extensive form and proves that information sets can be cut in a way
that leads to a recursive extensive form game and then to a recursive normal form game. The
only inspection game in this Chapter for which these steps were performed consequently is von
Stengel's inspection game in Section 17.2. Second, one assumes that after each step/night both
players have full information, which can lead to strange modelling assumptions; see Hohzaki’s
inspection game in Section 17.2. However, also in this case the recursive approach can be
justified.

Let pr k, k, denote the probability to smuggle in the first night, and pr i, %, denote the proba-
bility to postpone the smuggling. Note that because the Smuggler has to cross the strait, the
probability pje which had to be considered in the generalized Thomas-Nisgav inspection game,
is zero. For any £ with 2 < ¢ < L, suppose that the Smuggler behaves legally during the
nights L,...,¢+ 1, and Customs has 1 < kf < min(¢ — 1,kq) resp. 1 <k} < min(¢ — 1, ko)
resources left for boat 1 resp. 2, i.e., the game has reached the subgame I'(¢, k|, k}). Then
De,k; k, denotes the probability to smuggle in the (L — £+ 1)-th night, and py s/ 1 the proba-
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bility to postpone the smuggling again. Because the Smuggler has to cross the strait, we have
D1k ok = 1.

In the generalized Thomas-Nisgav inspection game only the probability gy for Customs to
control in the next night had to be considered. In the Baston-Bostock inspection game, however,
it also has to be distinguished which boat is used. In order to keep the notation simple, let ¢
denote the probability that no patrol is scheduled for the next night, let ¢; denote the probability
that patrol boat 4, i = 1,2, is going to patrol next night, and finally let ;2 denote the probability
that patrol boats 1 and 2 are going to patrol next night. It is clear that g9 + ¢1 + ¢2 + q12 = 1.
Note that we ignore ¢, kf and k% in the q. for the sake of brevity.

Again, in order to solve the recursive inspection game, boundary conditions for the optimal
payoff to the Smuggler have to be met. For all 1 < ¢ < L we have

1 for ki =ky=0
/
1- 2k w for 1<k} <min(¢, k1), k=0
Opt 1 1 = ¢ (17.38)
bhike 2k wy
1-— 27 for k& =0,1<k)<min(l, ko)
1-2w for ki=kh=1¢

which can be justified as follows: If no control is left, then the payoff to the Smuggler is one.
If only resources for one boat are left, i.e., /c’l > 0 and k’Q = 0 or vice versa, then the original
Thomas-Nisgav inspection situation is met, and the boundary conditions are given by (17.33)
with b = d = —1. In case k] = k} = £, i.e., the number of patrols left for each boat is the
same as the number of nights left, then Customs controls in any of the remaining ¢ nights with
both boats, and the payoff to the Smuggler is 1 — 2 w.

Although Baston and Bostock (1991) have only derived the optimal payoff to the Smug-
gler/Customs, we provide in addition the corresponding optimal strategies of both players,
which were found using M. Canty’s Mathematica® programs; see Canty (2003).

The game theoretical solution of this inspection game is presented in

Theorem 17.2. Given the Baston-Bostock inspection game with L nights, 1 < k1 < ko < L
patrols for boat 1 and 2, and with detection probabilities wy, w2 and w, i.e., (L, k1, k2), the
recursive normal form of which is given in Table 17.2. The payoff to the Smuggler is defined
recursively using the recursive normal form representation in Table 17.2, and the optimal payoff
to the Smuggler fulfils the boundary conditions (17.38).

Suppose £ nights, 2 < ¢ < L, are left for smuggling, Customs has k| and k!, resources for
boat 1 resp. 2 at its disposal, 0 < k} < min(¢ — 1,k1) and 0 < k) < min(¢ — 1,k2)), and
the Smuggler behaves legally during the nights L,...,¢ + 1, i.e., the subgame T'(¢, k], k%) is
reached.
Then optimal strategies and the optimal payoff Op;*g_k,1 ), t0 the Smuggler in the subgame
I'(¢, Kk}, kb)) are given as follows: An optimal strategy of the Smuggler is given by

. 1

Pikiig, = - (17.39)

In case ki = 0 and k, > 1 an optimal strategy of Customs is given by ¢5 = ki /¢ and in case
of ki > 1 and k}, = 0 by qf = k} /L. If k| K}, > 0 an optimal strategy of Customs is given by
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1) For w > wy + wo by
11

Gz =—7 (Mw+ (ke —k)w), g=1-g, a=¢=0.
2) For w < wy + ws and
o for ki + ki < ¢ and
— wy < wy by
q;:il(k’lwﬁkéwz), w=1-¢, a=a,=0.
wy
— wy > wy by
Lo11 , . . £ _
qlzw—lz(lw1+k2w2)7 w=1-q, 4 =4q12=0.
o for ki + kb > ¢ and
— wy < wy by
G=—— (@K~ k) w— (= Ky wi— (€~ k) ws) ,
w—wy ¥
a2 =1-4q3, % =q1 =0.
— wy > wy by
= (@O K~ Ky w— (£~ Ky wi — (€~ k) ws) |
w—wy £
a2 =1-gai, % =490 =0.

The optimal payoff to the Smuggler in the subgame T'(¢, k, k}) is

1) for w > wy + wy

. 2
OPipwy, =1-7 <k§ w + (ky — ky) w2> ;

2) for w < wy + wsy

1- (k’l wy + kb w2> for

SN SN

OPirg gy =4 1= 5 ((+ 85— Ow

(0= k) wy + (C—K) wQ) for

ki +ky <t

i +ky>1¢
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(17.40)

(17.41)

(17.42)

(17.43)

(17.44)

(17.45)

(17.46)

which — for ¢ = L, ki = k1 and kY, = ko — is the optimal payoff to the Smuggler of the entire

game F(L, ]CL ]{?2)
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Proof. According to Figure 17.2 we deal with a 2 x 4 zero-sum matrix game. In the following
we will only prove solution (17.40); the other ones can be shown in the same way.

Mixing the 3rd and 4th column we get with ¢f = ¢3 = 0, ¢ = ¢{y and 1 — ¢* = ¢f the

following condition for the optimal payoff Opj ., .., which makes the Smuggler indifferent with
IS RLDY

regard to the choice of his pure strategies, see Theorem 19.1:

Opyp ey, =4 (1—2w) + (1 —¢")
(17.47)
=4 Opp_y gy g1+ A=) Opp_y gy 4y
which leads to

1—O0p:
. D1,k

q

= _ - . (17.48)
2w+ 0pe-1,k;—1,kg—1 - Opé—l,k’l,kg

Inserting (17.48) into the first equation of (17.47) leads to the recursive relation for the optimal
payoff
w L= Opp_y o gy,

20+ 0Py 1 py—1 — OPp_1 i g

It can be seen immediately that (17.45) fulfils (17.49) as well as the 1st, 3rd and 4th boundary
condition in (17.38). In the comment below on the asymmetry of (17.40) and (17.45) it is
shown that k1 < ko implies k] < k%, and thus, the 2nd boundary condition in (17.38) is not
applied. Inserting (17.45) into (17.48) leads to (17.40).

Using (17.39) and (17.45), it can be seen immediately that
* 1 * 1
Oppy gy, = (1= 2w) 5+ 0Py 11 (1= 5

* 1 1

In order to prove that the saddle point criterion for Customs is satisfied, we also need to consider
the 1st and 2nd column; we have to show that

1. 1
Opg gy < (1 =2w1) 5+ ODp_y 1 g (1 - z) (17.50)
. 1, 1
Oplvk/hké S (1 — 2w2) 7 + Opf*l,ki,kéfl 1-— z . (1751)

Using (17.45), it can be seen that (17.50) holds only because of the condition w > w; + ws,
whereas (17.51) is fulfilled as equality.

As mentioned above, (17.46) can be obtained in the same way as demonstrated for (17.45):
(17.41) and (17.42) are obtained by mixing the 2nd and 4th, respectively the 1st and 4th
columns, and (17.43) and (17.44) are obtained by mixing the 2nd and 3rd, respectively the 1st
and 3rd columns. O

Let us comment the results of Theorem 17.2: First, as in the generalized Thomas-Nisgav
inspection game, see case (i) in Theorem 17.1, it is remarkable that the optimal strategy
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(17.39) of the Smuggler is independent of Customs’ detection probabilities w;, we and w,
and independent of the inspections resources k] and k} available. The Smuggler's probability
ﬁqu’ké as given by (17.39) only depends on the number of steps left, and thus, they form a
harmonic progression; see also Table 4.1 on p. 72 for an overview of inspection games with
this property.

Second, the optimal payoff in the Thomas-Nisgav inspection game can be obtained from (17.45)
as follows: Let us assume that no patrol boat 1 is available, i.e., (k} <)k; = 0. Then (17.45)
simplifies to

N 2
OpLog, =1— I ko wa

regardless whether w > w; + wy or w < wy + we, i.e., the result obtained by Thomas and
Nisgav (1976); see (17.36).

Third, we see that the expressions (17.41) — (17.44) and (17.46) are somehow symmetric in
K} and ki. This is not true for (17.40) and (17.45). Why? Because we have assumed w.l.o.g.
that &y < k2 and because (17.40) implies gi, > 0 and ¢f > 0, we know that before the second
night either kf = k1 and k5 = ko or k} = k1 — 1 and k) = ko — 1 must hold, i.e., k] < kb,
and so on. Thus, the asymmetry in (17.40) and (17.45) is due to the assumption k; < ko.

Fourth, although only one optimal strategy of Customs is given in Theorem 17.2, in case 1)
there are two additional optimal strategies of Customs which are obtained by mixing the 2nd
and 4th, respectively the 2nd and 3rd columns, which require, however, additional conditions
to K, kb, ¢, we and w; see (17.51) which is fulfilled as equality in case 1). The same effect
occurs in case 2).

Fifth, Customs might switch between the optimal probabilities (17.41) and (17.43) or (17.42)
and (17.44), respectively. For example: Consider the game I'(6,2,3) and w; < ws. Then the
following subgames can be reached during the course of the game:

16,2,3) "4 res,2,3) U 12,2 T 1) YL
Sixth, in Baston and Bostock (1991) it is mentioned, that because "nowhere [it is] assumed
that wy # we, it is clear that the case when the two patrol boats are identical can be obtained
by taking wi = wy in the above." The word above refers here to (17.45) and (17.46). It is true
that formally w; = w2 can be chosen. But what does that mean in practice? According to the
recursive normal form of the Baston-Bostock inspection game in Table 17.2, they distinguish
from our point of view even in the case w; = wy two types of patrol boats (maybe having
different related costs, different boats need specialized staff for operation, etc.), but with the
same detection probabilities w1 = ws. From our point of view they do not treat the case
of identical patrol boats in the sense of Thomas and Nisgav (1976), i.e., case 1 on p. 369,
because the recursive normal form of that inspection game is given in Table 17.3, and it is
clearly different from that of the Baston-Bostock inspection game in Table 17.2.

Seventh, note that the optimal payoff depends on the relation between the probabilities w and
w1 + we. In case the two boats operate stochastically independently, then the non-detection
probabilities are multiplied, i.e.

l—w:(l—wl)(l—wz)
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Table 17.3 Recursive normal form of the subgame T'(¢, k) of the Thomas-Nisgav inspection
game with two identical boats I'(L, k), if £ nights and &’ controls for both patrol boats together
are left, and the Smuggler behaves legally during the nights L,... /+1 (2<{¢< L, 2<kK <
min(2¢ — 1,k)).

H patrol with one boat ‘ patrol with two boats ‘ no patrol
7 1—2w; 1-2w 1
£ Opg—1,k'—1 Ope—1,1'—2 Ope—1,1-1

which implies, because w; € (0,1], that, beside max(wy, ws) < w, we have
w < wi +ws,

i.e., they are subadditive. Thus, (17.45) holds only if the two boats’ detection activities are
positively correlated.

Eight, what has been said on p. 368 regarding the generalized Thomas-Nisgav inspection game
applies here as well: It remains an open problem whether the game theoretical solution of
the Baston-Bostock inspection game in extensive form representation has the same solution as
given by Theorem 17.2.

Finally, let us repeat that Baston and Bostock (1991) did not present optimal strategies of
Customs. This is somewhat surprising since these optimal strategies are advices to Customs,
in other words, important for those practitioners who are not able to derive these advices
themselves.

But nevertheless, there are further interesting questions to the Baston-Bostock inspection game
and its game theoretical solution which still wait for an answer. Why, for example, is the 1st
column never used in an optimal strategy of Customs under the condition w > w; + we; see
g; = 0in (17.40)? Or, why is the 3rd column never used in an optimal strategy of Customs
under the conditions w < w1 + wy and kj + kb < £; see ¢fy = 0 in (17.41) and (17.42)7
Or, why is the 4th column never used in an optimal strategy of Customs under the conditions
w < wy 4wy and kj + kY > £; see ¢ in (17.43) and (17.44)?

Garnaev (1991) and Garnaev (2000) extended the work by Baston and Bostock (1991) such
that he considered three different types of control boats which are characterized by different
detection probabilities. He used linear programming in order to find optimal strategies for
some cases. He showed that also in the three boat variant of the inspection game an optimal
strategy of the Smuggler is given by (17.39). He also noted that by its structure the Customs
and Smuggler game is similar to the Searcher-Evader game with a time lag; see Gal (1980).

17.2 Multiple illegal activities: Models by von Stengel, by
Sakaguchi, by Ferguson and Melolidakis, and by Hohzaki

This section is devoted to models which deal with multiple illegal activities. We will see that
they do not only generalize the inspection models with exactly one and at most one illegal
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activity, but show also interesting and surprising structural relations to models considered in
Chapter 16 and Section 17.1. It should be mentioned, however, that according to our best
knowledge these models are not the results of studies of real world inspection problems; we will
return to this issue on p. 392.

The players in the inspection games treated in this section are differently named by the authors.
While the Operator or Smuggler is sometimes called inspectee or attacker, the Inspectorate or
Customs is referred to as inspector or defender. In the following, due to the different possible
applications, we call synonymously the two players Operator or Smuggler and Inspectorate or
Customs, and we use the general terms step(s) and control(s).

Let us start with the inspection game by von Stengel (1991), for which assumptions (iii), (iv),
(vi), (viii) and (x) of Chapter 14 are specified as follows:

(iii") The Operator may perform at most m illegal activities at the steps L,..., 1, i.e.,, m is
the number of intended illegal activities, where he can behave illegally at most once per
step.

(iv’) During a control the Inspectorate does not commit any errors of the first and second
kind, i.e., if the illegal activity is carried through at the same step at which a control is
performed, then it is detected with certainty at that step.

(vi") The Operator decides at the beginning, i.e., at step L, whether to behave illegally at that
step. At astep £ (1 < ¢ < L —1) and in case the Operator can still perform an illegal
activity, see assumption (iii’), he decides whether to behave illegally at that step; and so
on.

The Inspectorate decides at the beginning whether to control at step L. If it has still
controls at its disposal, then the Inspectorate decides at step L — 1 whether to control
at that step; and so on.

(viii") The payoffs to the two players (Operator, Inspectorate) are given by

(1,-1) for an untimely control and illegal behaviour
(—b,b) for a timely control and illegal behaviour

(0,0) for legal behaviour,
with b > 0.

(x") The game ends either at the step at which the Smuggler behaves illegally and a control
is performed, or at that step at which the number of controls left is zero, or at that step
at which the number of controls left is equal to the number of steps left, or at that step
at which the number of intended illegal activities left is zero, or at step 1. In case of a
timely control, the Operator does not need to return the payoff he received for previous
successful illegal activities.

The remaining assumptions of Chapter 14 except (ix) hold throughout this section.

As before, L and k denote the number of steps and controls, respectively. Note that like in
Dresher (1962) the inspection game is a zero-sum game. Also note that von Stengel (1991)
uses instead of L, k and m a different notation; see also Table 18.1 on p. 389.
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Suppose ¢ steps are left (2 < ¢ < L), the Inspectorate has still £’ controls at its disposal
(1 < ¥ < min(¢ — 1,k)), and the Operator has m' intended illegal activities left (1 < m/ <
min(¢,m)). Then the subgame I'(¢,k’,m’) is reached, in which the (expected) payoff to the
Operator is denoted by Opy s . We suppress again Operator’s and Inspectorate’s strategies
in the expression Op;_1... The recursive normal form of von Stengel’s inspection game is
presented in Table 17.4.

Table 17.4 Recursive normal form of the subgame T'(¢, k', m’) of the von-Stengel inspection
game (L, k,m), if ¢ steps, k' controls and m/ intended illegal activities are left (2 < ¢ < L,
1<K <min({ —1,k), 1 <m’ < min(¢,m)).

| o
7 —b 14+ Opp—1p/mi—1
7 Ope—1,1'—1,m/ Ope—1,1' m

Table 17.4 can be explained as follows: Let us assume that the Operator behaves illegally (Z;)
at step . If the Inspectorate controls (¢;), then the game terminates, and the Operator has
to pay —b (< 0) for being detected, but, according to assumption (x'), the Operator need not
return the payoff he gets for previous successful illegal activities. If the Inspectorate does not
control at step £ (¢;), a payoff of 1 is credited to the Operator and m/ reduces to m’ — 1. If
the Operator behaves legally (¢;) in that step, then m’ leaves unchanged. Furthermore, it is
assumed that even after a step without a control, it becomes common knowledge whether the
Operator behaved legally or not. At first sight this assumption seems to be absurd. It will turn
out on p. 380, however, that the optimal strategies of this inspection game do not depend on
this assumption.

Suppose ¢ steps, k' controls and m’ intended illegal activities are left with 2 </ < L, 1 < k' <
min(¢ —1,k), and 1 < m/ < min(¢,m)). Let py s . denote the probability to behave illegally
at step £ (2 < ¢ < L). Then 1 — Py sy is the probability to postpone the m/ intended illegal
activities. Note that Dy o =0, especially DY 1 =0, and pj o ; = 1. The probability for the
Inspectorate to perform a control at step £ is denoted by gy ;. The optimal payoff to the
Operator is denoted by Opzk,’m,.

In order to solve this recursive inspection game, the boundary conditions for the optimal payoff
to the Operator

0 for K =¢

!

Op gy = § m' for K =0,1<m' <min(¢,m) (17.52)
0 for m'=0,1<k <min(¢—1,k)

for all 1 < ¢ < L have to be met, which can be justified as follows: If the Inspectorate must
control in every remaining step (k' = £), then the Operator will not gain anything by behaving
illegally. Thus, he will behave legally and Opj , ., = 0. If the Inspectorate has no controls left
(K" = 0), then the Operator will behave illegally as often as he intended to (but — by assumption
— at most once in every remaining step), each time increasing the Operator’s payoff by one,
e, Opjom = m’. If there is no intended illegal activity left (m’ = 0), then the Operator
behaves legally in all remaining steps, and his optimal payoff is zero.
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The game theoretical solution of this inspection game, see von Stengel (1991), is presented in

Theorem 17.3. Given the von-Stengel inspection game with L > k steps, k controls, and
at most m intended illegal activities (m < L), i.e., T'(L,k,m), the recursive normal form of
which is represented in Table 17.4. The payoff to the Operator is defined recursively using the
recursive normal form representation in Table 17.4, and the optimal payoff to the Operator
fulfils the boundary conditions (17.52).

Suppose { steps, 2 < £ < L, are left, the Inspectorate has k' controls at its disposal, 1 < k' <
min(¢ — 1, k), and the Operator has m' intended illegal activities left, 1 < m' < min(¢,m),
i.e., the subgame I'(¢, k', m') is reached.

Define

s(0, k) =§: ()bk’*i

=0

Then optimal strategies and the optimal payoff Opj,, e to the Operator in the subgame
T(¢, k', m') are given as follows: An optimal strategy of the Operator is given by, using (17.55),

ﬁ* _ Op?fl,k/fl,m’ - Op;,k/,m’ (17 53)
Lk smy b+ OpszkLLm/ 5 .

and an optimal strategy of the Inspectorate by

s(—1,k —1)
Py = —————————" 17.54
QZ,I@ ,m S(f, k/) ( )
The optimal payoff to the Operator in the subgame T'(¢, k', m') is given by
() — (o)
Opj gy =~ KL 17.55
pé,k ,m S(& k,) ’ ( )

which — for ¢ = L, k' = k and m' = m — is the optimal payoff to the Operator of the entire
game (L, k,m).

Proof. Like in earlier cases, we apply the principle of making the adversary indifferent; see
Theorem 19.1. Given that the payoff matrix in Table 17.4 is cyclic, we get with ¢* = ¢} ./ ./

OPZ/@',m/ =¢"(-0)+(1-¢)(1+ Opzfl,k",m’—l)
(17.56)
=q" Opp_1pr—1w + (1 = ") OPp_1 pr g -
This leads to
=1 = Opj_y s mr—1 + OPf_q g

m’

= S . (17.57)
b =1 =0p}_ 1 1 = OP_1 1m0 + OP_1 o

Inserting ¢* from (17.57) into the first equation of (17.56) we get the following recursive relation

for Op} s

’e
,m/

* *
-1- Oplfl,k’,m’fl + 0p471,k’,m’

Op; i = (=b
tarant = (=) —b=1=0p;_1 1 = OP)_1 pr—1m + OPL 1t

(17.58)
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—b— Opzf1.,k'71,m'
—b—-1- OPZ—I,k’,m’—l - OPZ—I,k’—l,m’ + OPZ—l,k',m'

+ (1= Op;_1 4 mr—1)

With the help of rather cumbersome algebraic manipulations, see von Stengel (1991) for details,
one can show that (17.55) indeed fulfils the recursive relation (17.58) as well as the boundary
conditions (17.52). Inserting (17.55) into (17.57) one obtains (17.54).

Using the payoff matrix in Table 17.4, the Operator's optimal strategy p* = 7,/ ., can be
determined from

Opp gy = 0" (=0) + (1 = P") Opi_y -1,

which leads to (17.53). Note that pj;, ., can not be expressed in terms on s(¢, k') as simple
as g} s,y see also (16.11) in Theorem 16.1.

Finally, it is shown by von Stengel that the payoffs in Table 17.4 are cyclic, which completes
the proof. O

Let us comment the results of Theorem 17.3: First, note that the Inspectorate’s optimal payoff
—OPpj 1, decreases with the number m of intended illegal activities. However, that payoff is
constant for all m > L — k since then (Lkl'l”) = 0. Indeed, the Operator will not perform more
than L — k illegal activities since otherwise he would be caught with certainty.

Second, (17.54) illustrates that the Inspectorate’s optimal probability ¢;,, . of a control at
step ¢ does not depend on m'. This means that the Inspectorate need not know the value of
m’ in order to play optimally. Hence, the assumption in this game about the knowledge of the
Inspectorate after a step without a control can be removed, see p. 378: The solution of the
recursive game, see Theorem 17.3, is also the solution of the inspection game without recursive
structure, where — more realistically — the Inspectorate does not know what happened at a
step without a control. This is analysed by von Stengel (1991) using the extensive form of the
game. As mentioned on p. 371, von Stengel’s inspection game is the only one in this chapter
— except the generalized Thomas-Nisgav inspection games I'(2, 1) and I'(4,2) of Section 17.1
— for which the reduction of the extensive form representation to the recursive form has been
shown.

Third, Theorem 17.3 generalizes the zero-sum version of the Dresher-Hopfinger inspection
game, ie., d=c=1and a = —bin (16.1), see Figure 16.3 and Theorem 16.1, to any m > 1.
Note, that in a later work, von Stengel (2016) generalizes this model insofar as varying rewards
to the Operator for successful illegal behaviour are introduced. Also, non-zero-sum models as
well as an inspector leadership version of the original game are considered.

Sakaguchi (1994) has analysed an inspection problem which is very similar to that of von Stengel
(1991). The basic difference is that Sakaguchi assumes that the game is not terminated after
the detection of an illegal activity, but rather continues throughout the L steps. A minor
difference is that Sakaguchi assumes b = 1 in assumption (viii'). Thus, only assumption (x)
from p. 377 is specified as follows:

(x') The game ends either at the step at which the number of controls left is zero, or at that
step at which the number of controls left is equal to the number of steps left, or at that
step at which the number of intended illegal activities left is zero, or at step 1.

Note that Sakaguchi (1994) uses a slightly different notation from ours; see Table 18.1 on p.
389. The recursive normal form of this inspection game is given in Table 17.5. We see, if
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we compare Tables 17.4 and 17.5, that in case of detected illegal activity the game continues
(indicated by Opy—1 4/—1,m—1) and that —b is replaced by —1. The boundary conditions
coincide with (17.52). The probabilities Py s,y and g . are defined as in von Stengel’s
inspection game.

Table 17.5 Recursive normal form of the subgame I'(¢, k', m’) of the Sakaguchi inspection
game ['(L, k,m), if £ steps, k' controls and m’ intended illegal activities are left (2 < ¢ < L,
1<k <min(f—1,k), 1 <m’' < min(f,m)).

L c “
7 =1+ Ope—1,1'—1,m'—1 14+ Opo—1 1 m/—1
£y Ope—1 1 —1,m Opo—11/m

In contrast to von Stengel (1991), Sakaguchi was not able to prove the cyclic nature of the
payoff matrix in Table 17.5 although numerical calculations led to the conjecture that it holds
indeed.

The game theoretical solution of this inspection game, see Sakaguchi (1994), is presented in

Theorem 17.4. Given the Sakaguchi inspection game with L > k steps, k controls, and at
most m _intended illegal activities (m < L), i.e., I'(L,k,m), the recursive normal form of
which is represented in Table 17.5. The payoff to the Operator is defined recursively using the
recursive normal form representation in Table 17.5, and the optimal payoff to the Operator
fulfils the boundary conditions (17.52).

Suppose { steps, 2 < £ < L, are left, the Inspectorate has k' controls at its disposal, 1 < k' <
min(¢ — 1, k), and the Operator has m' intended illegal activities left, 1 < m' < min(¢, m),
i.e., the subgame I'(¢, k', m') is reached.

Define
-2
Yo ()

Mok =

and let us assume that

Ho—2 k' —1 Mok’

>1. (17.59)
He—1,k" =1 He—1,k

Then optimal strategies and the optimal payoff Opj;, .. to the Operator in the subgame
(¢, k',m') are given as follows: An optimal strategy of the Operator is given by

!
—om (e — po—1 k1)
- b
24 pp1 ke — -1k 1

Dokt m
and optimal strategy of the Inspectorate by

1T+ pg—1pr B Zi‘iﬁl (‘21)

o5 Ho—1k" — Ho—1k'—1 ziio (Lf)

1

*
90k m!
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The optimal payoff to the Operator in the subgame T'(£, k', m’) is given by

(%)
Opzk’,m’ = (7m,) Kk = m, k’#‘@ 5 (1760)
Yico (3)
which = for { = L, k' = k and m’ = m — is the optimal payoff to the Operator of the entire
game I'(L, k,m).

Proof. Once more, the principle of making the adversary indifferent is applied; see Theorem
19.1. Thus, the proof goes along the same lines as that of Theorem 17.3: It is shown that
(17.60) fulfils the recursive relation
(I+ Opzfl,kul,qu) Opzfl,k',m' - (-1+ OPZ—I,k’,m’—l) OpZ—l,k’—l,m’

2+ OPE—Lk'—l,m’—l + Opz—l,k’,m’ - OPZ—l,k’,m’—l - OPZ—I,k’—l,m’

.
Opp ity =

as well as the boundary conditions (17.52). The details of this — again — cumbersome calculation
can be found in Sakaguchi's original work. Let us note that the assumption (17.59) guarantees
the cyclic structure of the payoff matrix in Table 17.5, and that 0 < 7}, ., < L. O

We see that the optimal payoff to the Operator according to (17.60) has a similar structure
as that according to (17.55). In case of m = 1 intended illegal activity, the game theoretical
solution of Sakaguchi’s inspection game coincides with the game theoretical solution of Dresher-
Hopfinger's inspection game for b = d = 1, see Theorem 16.1, which coincides with the game
theoretical solution of von-Stengel’s inspection game for b = 1, see Theorem 17.3, as expected.

There is, however, more to say, about recursive inspection games with multiple illegal activities:
We now shortly discuss the work by Sakaguchi (1977), by Ferguson and Melolidakis (1998)
and by Sakaguchi (2003), and will conclude this section with the inspection game by Hohzaki
(2011) .

In an earlier paper Sakaguchi (1977) considered an inspection model with the assumptions (iv')
and (viii') with b = 1 from p. 377, assumptions (x') from p. 380, and assumptions (iii’) and
(vi") are specified as follows:

(iii") The Operator performs m illegal activities at the steps L,...,1, where he can behave
illegally at most once per step.

(vi") The Operator decides at the beginning, i.e., at step L, whether to behave illegally at that
step. At astep ¢ (1 <¢ <L —1)and in case the Operator must still perform an illegal
activity, see assumption (iii”), he decides whether to behave illegally at that step; and so
on.

The Inspectorate decides at the beginning whether to control at step L. If it has still
controls at its disposal, then the Inspectorate decides at step L — 1 whether to control
at that step; and so on.

Whereas, of course, the recursive normal form is the same as that given in Table 17.5, the
boundary conditions for the optimal payoff to the Operator are now, only the first one is
different from them in (17.52):

!

-m’ for K =¢
Opj oy =4 m  for K =0,1<m' <min(l,m) (17.61)

0 for m'=0,1 <k <min(¢—1,k)
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for all 1 < ¢ < L: Because the Operator has to perform the m/ illegal activities, he will be
caught with certainty in case the Inspectorate performs a control at every step (k' = ¢). Thus,
the Operator looses m/'.

The probabilities g/ and gy s 5y are defined as in von Stengel's inspection game. Note,
however, that pp¢¢ = 1.

The game theoretical solution of this inspection game, see Sakaguchi (1977), is presented in

Theorem 17.5. Given the Sakaguchi inspection game with L > k steps, k controls, and m
illegal activities (m < L), i.e., T'(L,k,m), the recursive normal form of which is represented
in Table 17.5. The payoff to the Operator is defined recursively using the recursive normal
form representation in Table 17.5, and the optimal payoff to the Operator fulfils the boundary
conditions (17.61).

Suppose { steps, 2 < £ < L, are left, the Inspectorate has k' controls at its disposal, 1 < k' <
min(¢ — 1, k), and the Operator has m’ illegal activities left, 1 < m’ < min(¢,m), i.e., the
subgame T'(¢, k', m') is reached.

Then optimal strategies and the optimal payoff Opj;, ... to the Operator in the subgame
(¢, K',m') are given as follows: An optimal strategy of the Operator is given by

m L/

Dig s = 7

and optimal strategy of the Inspectorate by

/
N _ k
Q' m = v

The optimal payoff to the Operator in the subgame I'(¢, k', m') is given by

. 2K
Opg,k',m’ = ml (1 — 7) s

which — for ¢ = L, k' = k and m’ = m — is the optimal payoff to the Operator of the entire
game I'(L, k,m).

Proof. The proof can be found in Sakaguchi (1977). O

Note that the optimal strategies as well as the optimal payoffs to the Operator in the two
versions of Sakaguchi’s inspection game, see Theorems 17.4 and 17.5, are totally different! This
demonstrates the sensitivity of the optimal strategies and payoffs on the model assumptions,
an effect that can also be observed in the Dresher-Hopfinger’s inspection game with errors of
the second kind; see Theorem 16.2.

Ferguson and Melolidakis (1998) consider the same recursive structure as Sakaguchi (1994), see
Table 17.5, but they use different payoffs which result in different boundary conditions which
then, of course, result in different solutions. Since, however, the presented models of v. Stengel
and Sakuguchi — more than one illegal activity without and with the termination of the game
after the first detection of an illegal activity — which we still call fundamental, Ferguson and
Melolidakis analyse variations of Sakaguchi’s model. Therefore, we do not present their work
here, but refer the interested reader to the original work. We will come back to the issue of
fundamental models at the end of this section on p. 388.
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Sakaguchi (2003) analysed in a later work the case that the illegal activity (expressed as cargo
to be smuggled during one night) is considered to be a uniformly distributed random variable
which then leads back to a game the recursive structure of which has only two variables.

Let us conclude our collection of models with multiple illegal activities with an inspection
game presented by Hohzaki (2011), see also Hohzaki et al. (2006), which deals with multiple
smuggling as well, the difference to the notation in this monograph can be found in Table 18.1
on p. 389: During L steps — Hohzaki considers days — the Smuggler tries to smuggle the
contraband = € N, which may be divided in portions 1,2, ...,z — 1, which then are smuggled
in separate steps. If portion y, y = 1,...,x, is smuggled, and if a patrol boat is under way,
then the smuggling is detected with probability ¢1(y), and it is not detected with probability
g2(y), where g1(y) + g2(y) < 1. According to Hohzaki, the probability of no capture and no
successful smuggling (no event) is 1 — ¢1(y) — ¢2(y). We do not understand what no event
means, but this is not important for the subsequent analysis.

Customs can patrol at most k times. Before each step, Customs decides to patrol or not.
Unless Customs captures the Smuggler, the game transfers to the next step. Before each step,
both players, Smuggler and Customs, get information about the strategies their adversaries
took before the previous step. Especially the portion y smuggled in the last step — if at all - is
known to Customs. Upon capture of the Smuggler or the expiration of the preplanned number
of steps, the inspection game ends.

The payoff to both players is zero-sum. Successful smuggling yields the Smuggler a reward of
1 per unit of smuggled contraband while Customs looses the same. If Customs captures the
Smuggler, it gets a reward o > 0 (« should not be confused with the false alarm probability
used so far in this monograph), which is an amount relative to the value of the contraband.

Therefore, the assumptions from p. 377 are specified as follows:

(iii") The Smuggler smuggles at steps L,...,1 as much as possible from the contraband x
which may be divided in portions 1,2,...,z — 1.

(iv") During a control Customs may commit an errors of the second kind, i.e., if portion ¥,
y=1,...,z, is smuggled at the same step at which a control is performed, then the
smuggling is detected with probability ¢1(y), and not detected with probability g2(y)
where q1(y) + g2(y) < 1.

(vi") The Smuggler decides at the beginning, i.e., at step L, which portion 0,1,...,z to
smuggle at that step, where portion 0 refers to "no smuggling". At astep £ (1 < /(¢ <
L —1) and in case the Smuggler can still smuggle, see assumption (iii’), he decides which
portion 0,1, ... to smuggle from the remaining contraband at that step; and so on.

Customs decides at the beginning whether to control at step L. If it has still controls at
its disposal, then Customs decides at step L — 1 whether to control at that step; and so
on.

(viii') The payoffs to the two players (Smuggler, Customs) are given by

(1,-1) for an untimely control and illegal behaviour
(—a, ) for a timely control and illegal behaviour

(0,0) for legal behaviour,

with o > 0.
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(x') The game ends either at the control at which the smuggle is detected, or at that step
at which the portion of contraband left is zero, or at that step at which the number of
controls left is zero, or at step 1.

Suppose ¢ steps are left (2 < ¢ < L), Customs has k' patrols at its disposal (1 < k' <
min(¢—1,k)), and the Smuggler has the contraband 2" with 1 < 2" < z left. Let Opj ;, (2" —y)
be the optimal payoff to the Smuggler, if £ steps and &’ patrols remain, and when the contraband
x' — y still has to be smuggled. The recursive normal form of this inspection game has 2’ + 1
rows and 2 columns; it is presented in Table 17.6.

Table 17.6 Recursive normal form of the subgame T'(¢, k', z’) of the Hohzaki inspection game
(L, k,x), if £ steps, k' controls and the contraband z’ are left (2 < ¢ < L, 1 < K <
min(¢ — 1,k), 1 <2’ <z).

-
_ —aqi(z') + 2’ g2(2") /
0y =2 + (1 = q1(2)) Ope—1,1-1(0) '+ Ope-1(0)
a0 @D ae -1 .
1(y =T 1) +(17q1(z/71)) Op[—l,k’—l(l) T 1 +Opé—1,k (1)
’ —aq(y) +yq(y) /
_ + O IRRY _
x Yy (y) +(1_q1 (y)) Opgf1,k/71($/—y) Yy Pe—1,k (1‘ y)
Y —aq(1) +yg(l) .
TR 00 Op -y | PO
' (y=0) Opg—1,1—1(2") Ope—1,0(2')

Boundary conditions for the optimal payoff to the Smuggler are given by

0 for 2/=0,1<k <min(/-1,k)
Op; 1u(z') = { (17.62)
’ 2 for K =0,1<2'<z
for all 1 < ¢ < L: If nothing is left to be smuggled (z' = 0), then the Smuggler's payoff is
zero. If no control is left (K = 0), then he can smuggle the remaining amount whenever he
wants, i.e., he gains z’.

In order to find closed expressions for the optimal strategies and optimal payoff, Hohzaki further
assumes a constant detection probability ¢; := ¢1(y), and a constant non-detection probability
@ = ¢2(y)-

Now Hohzaki proceeds as follows: He assumes the no-partially smuggling assumption, i.e., the
Smuggler considers only two pure strategies in each step: Either not to smuggle at all during
the next step (y = 0), or to smuggle the whole contraband that is left (y = 2’). Thus, the
recursive normal form game presented in Table 17.6 is reduced to the 2 x 2-game presented
in Table 17.7, where (17.62) and the constant detection and non-detection probabilities have
already been taken into account.
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Table 17.7 Reduced recursive normal form of the subgame I'(¢, k', ) of the Hohzaki inspection
game I'(L, k, z) of Table 17.6.

e g
0 —aq+Tq x
x Opg—1,p7—1(x) Ope—1,1 ()

Hohzaki solves the inspection game in Table 17.7 and shows that the "no-partially smuggling
assumption" is valid for the original game in Table 17.6, i.e., it is indeed optimal for the
Smuggler to smuggle the total contraband 2’ at the next step or not.

In the next Theorem we only present the optimal payoff to the Smuggler. Statements on the
optimal strategies can be found in Hohzaki (2011).

Theorem 17.6. Given the Hohzaki inspection game with L > k steps, k controls, and a
contraband x, the recursive normal form of which is represented in Table 17.6. The payoff
to the Smuggler is defined recursively using the recursive normal form representation in Table
17.7, and the optimal payoff to the Smuggler fulfils the boundary conditions (17.62).

Then the optimal payoff to the Smuggler is given by

va(a:)% for aqg—xq <0
. L=1Y k1
Opj y(z) = k) ) (17.63)
: for aqg—xzq >0
L—k+i—1\ , »
> (e e
=0
where y(z) = aq — zq2 + .
Proof. The proof can be found in Hohzaki (2011). O

Let us look at the recursive normal form of the Dresher-Hopfinger inspection game, given in
Figure 16.3 with a and b replaced by @ and b, and at Theorem 16.2. If we define b := o q1 —z g2
and d := x, then we get v(z) = b+d = (1—f3) (b+d), and the optimal payoff (17.63) coincides
with the equilibrium payoffs to the Operator (16.42) in case of & q1 —x g2 < 0, and with (16.13)
in case of a q; —x ga > 0: Whereas for the case a1 — x g2 < 0 this can be seen immediately,
the other case takes a little more effort: Here we have according to (17.63)

L—-1
Opip() = d ( b )

’ M L—k+i-1 N\
ki

(17.64)
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and according to Theorem 16.2, i.e., using (16.13),

L—-1 L-1
G0y (kr?kid ( k) — (17.65)
F(LK) ; (f) <Z> ;) (ki) (2)

Let us write the denominator of Hohzaki's form (17.64) as

ST () S YR () ()

J=

OP*L,k =

Changing the order of summation leads to

SEC )

7j=0 1%
thus, both the denominators of (17.64) and (17.65) are equal if

k—

<.

I
o

SN ()= ().

o o L—-1-1 L—1-14\ .
or,substltutlngk—z—mand( i )_<L—17k>'lf

2 ()06 7o)

i=j
foral L=23,....,k=1,....L—1and j=0,...,k.

Indeed, this can be shown by induction with respect to L. For L = 2 this can be seen directly.
Let us assume that (17.66) is fulfilled for L—1, allk =1,...,L—1,and all j =0,..., k. We

have to show that
k ) ‘
L—i\ (i) _(L+1
; <L - k) (J) B <Ic 7]') (17.67)

forallk=1,...,Landall j=0,...,k. For L—1 towards L we have forall k =1,...,L—1,
using elementary properties of binomial coefficients,

S ()0 -2 0 (L)
E 0L A0
)0
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- (kf) i (k—f—j) B (ifD

i.e., the right hand side of (17.67). Using (4.50) with a = j and b = L, we obtain for the left
hand side of (17.67) in case of k = L

iL*’i i_ii_L+1_L+1

= \L-1)\j) = \i) \i+1) \L-j)’

i.e., the right hand side of (17.67) for k = L. Thus, (17.66) is proven, and it is shown that
the optimal payoff (17.63) coincides with the equilibrium payoffs to the Operator (17.65) resp.

(16.42).

The interesting point of this identity is the fact that in the original Dresher-Hopfinger inspection
game, i.e., (16.13), the first solution in (17.63) - identical to that of the generalized Thomas-
Nisgav inspection game as given by Theorem 17.1! — could not be seen since b was assumed
to be positive; only b can be positive or negative.

Note that it would be interesting to find out, whether and like in von Stengel’s inspection game,
the result of Theorem 17.6 can also be obtained if one does not assume that Customs is always
fully informed, i.e., also after those steps where no patrol boat was under way or no smuggling
was detected.

Let us conclude this chapter with a remark concerning the subtitle of this monograph: Today, it
may be a question of taste whether one considers the inspection games presented in this section
still as fundamental or not. We have taken them into account here in order to demonstrate
that some of the approaches developed for the analysis of simpler games, e.g., recursive ones
with only two variables, still can be applied successfully and furthermore, in order to give some
idea of already existing extensions of assumptions and models. Once the inspection games
considered in this section are better understood than now and above all can be supported by
convincing practical applications, we think that they can also be called fundamental models
without hesitation.



Chapter 18

Classification of models in Part Il

Even for those who have already studied inspection games of the kind described in Chapters
16 and 17, it is not so easy to maintain control over all the different assumptions underlying
these games. They all satisfy, of course, the general assumptions listed in Chapter 14. But it
was also pointed out there that many more assumptions are required to specify completely an
inspection game over time dealing with Customs and Smugglers and related problems. Figure
14.2 extends Figure 1.1 by the two levels Operator’s illegal activity and End of Inspectorate’s
activities.

Before continuing let us keep in mind that all games considered in Chapters 16 and 17 are
Se-Se inspection games in the sense of Table 2.1. More than that, they are step-by-step games
in contrast to the games in Chapters 5, except for Section 5.3, and 12 which may be called
event-by-event games: Both players take their decisions only after an inspection/control.

For the inspection games presented in Section 17.2 we recommend to study the original papers
in order to fully understand the models and their analysis. Since in these papers the notations
differs considerably and may lead to confusion, in Table 18.1 an overview on the notation for
the most important quantities in the publications dealing with multiple illegal activities is given.

Table 18.1 Overview of the notation used in this monograph and by different authors.

This von Stengel | Sakaguchi (1994), | Ferguson and Melolidakis H}:xi::(i(iglall)’
monograph (1991) Sakaguchi (1977) (1998) (2006)
number of
L L n n n n
steps/nights
number of
inspections/ k m k k k
controls
number of illegal
activities/ m k l l
smuggling
optimal payoff
to Operator/ Oprkm | —v(n,m,k) —vg(n) ~V(n,k,1) —v(n, k,x)
Smuggler

389
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In Table 18.2 an attempt has been made to present a quick overview on the Se-Se inspection
games of Chapters 16 and 17. Basically they are classified according to the scheme given in
Figure 14.2: The rows describe the Operator’s legal or illegal behaviour, and the columns the
termination of the game. The columns are subdivided according to the sampling procedure
used by the Inspectorate resp. Customs. Obviously not all assumptions can be covered by such
an overview, and not all variants are taken into account, e.g., the Dresher-Hopfinger inspection
game with errors first and second kind and one inspection. Also, Table 18.2 does not reflect the
fact that small changes in the assumptions may lead to totally different optimal strategies and
payoffs, compare, e.g., the model by von Stengel (1991) and Sakaguchi (1994) on one hand
and those by Sakaguchi (1977) and Ferguson and Melolidakis (1998) on the other. Thus, for
all these details one has to look at the models themselves.

Table 18.2 Classification according to Figure 14.2: Se-Se inspection games of Chapters 16
and 17.

game ends after a detection of an illegal game ends only
activity or after L resp. n steps after L resp. n steps

p=0 B>0 B=0
Dresher (1962),
at most one Hopfinger (1971)

illegal activity Generalized Dresher-Hopfinger?
Generalized Thomas-Nisgav!+?

Thomas and Nisgav (1976), one boat
Baston and Bostock (1991), two boats
Garnaev (1991), three boats

(exactly) one
illegal activity

von Stengel (1991),
at most m (>1) | yon Stengel (2016) Sakaguchi (1994)

illegal activities
Hohzaki (2011)

Sakaguchi (1977),
Ferguson and Melolidakis
(1998)

(exactly) m (> 1)
illegal activities

! Published in this monograph for the first time.
2 Smuggler decides at the beginning of the game whether to behave illegally or not.

One aspect in Table 18.2 which is hidden behind the terms at most and exactly deserves special
attention, and it will be paid in the next paragraph. Before let us remember that in all inspection
problems analysed in Parts | and Il which were described as zero-sum games and in which only
the expected detection time was the payoff to the Operator, it was assumed that the Operator
behaves illegally with certainty. Furthermore, it was pointed out in Chapters 7 and 12 that
under this assumption and for the case that false alarms can be excluded, the games under
consideration are equivalent to zero-sum games with the expected detection time as payoff to
the Operator.
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Now, in Part 11l we consider inspection problems where it is either assumed that at the beginning
of the game the Operator decides to behave legally or not — Chapter 15 and the generalized
Thomas-Nisgav inspection game in of Section 17.1 — or he decides this in the course of the
game — Chapter 16, the Baston-Bostock inspection game in of Section 17.1 and Section 17.2.
More than that, in case the Operator decides to behave illegally during the course of the game,
part (ii) of Theorem 16.2 shows that in equilibrium the Operator behaves illegally with certainty
even though he has not decided this at the beginning of the game. Note that in this case the
equilibrium payoffs to the players are the same as if the Operator would have taken this decision
at the beginning of the game.

Let us consider those cases where the Operator decides at the beginning of the game whether
to behave legally or not, i.e., the No-No inspection game of Chapter 15 and the generalized
Thomas-Nisgav inspection game treated in Section 17.1. In case he behaves illegally, and if we
denote the timely detection probability by wy, x, then quite generally and according to (14.1),
the (expected) payoffs to the two players are given by

Oprr=d(l—wry) —bwr and Inpp=—c(l—wry) —awrp, (18.1)
or, slightly changed,
Oprir=d—(b+d)wrp and Inpp=—c+(c—a)wry.

In other words, these payoffs are linear functions of wy, j, and the games under consideration
are strategically equivalent to zero-sum games with the timely detection probability as payoff to
the Inspectorate, independently of how wr, , is composed of the strategies of both players. This
implies that the equilibrium strategies of both players do not depend on the payoff parameters
a, b, ¢ and d. We have observed this property in Corollary 15.1, in Theorem 16.2 (ii) as well
as in Theorem 17.1, see (15.78), (16.42) and (17.33), but typically not in Theorem 16.1. This
may also explain why the equilibrium payoffs in all three cases are the same and therefore, why
the equilibrium probability of timely detection

k

wip=(0-5)1

is the same in all three cases: As mentioned on p. 273, it does not interest either party at which
point of time an illegal activity is detected or not, and furthermore, the equilibrium payoff to
the Operator in case of illegal behaviour is positive. Therefore, the Operator behaves illegally
in any case, and the equilibrium strategies of both parties lead to the same results.

Of course, if we consider a priori zero-sum games with the timely detection probability as payoff
to the Operator, then we do not get any more a condition for legal behaviour of the Operator
being his equilibrium strategy. In the original game and according to (18.1), this condition is
given by

Opp=0>d(l—wp,) —bwy

or equivalently,
oo 1
w _
L= 14 b/d’

which means that the larger the ratio b/d is, the smaller needs the timely detection probability
to be in equilibrium. But even if this ratio b/d of the payoff parameters can hardly be estimated
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it helps, as we have seen, that the equilibrium strategy of the Inspectorate in case of illegal
behaviour of the Operator is also an equilibrium strategy in case of legal behaviour.

This situation corresponds to that in Parts | and Il where we use the detection time — the time
between the start of an illegal activity and its detection — as payoff to the Operator. This holds
also for the case o = 0 of the Se-Se inspection game with continuous time which is analysed
in Chapter 12: If the Operator behave illegally in equilibrium then we see again, part (i) of
Theorem 12.1, that the equilibrium payoffs are again proportional to the optimized expected
detection time.

If false alarms cannot be avoided, then the situation is much more complicated since the game
is no longer strategically equivalent to a zero-sum game. The same holds if the Operator does
not decide at the beginning of the game whether to behave legally or not, and if certain illegal
behaviour is not his equilibrium strategy. In this case neither the detection time nor the non-
detection probability can be defined therefore, general payoffs have to be introduced in the way
we did it or some other — openendedness has its prize.

These considerations apply primarily to practitioners: If expected detection times in Parts |
and Il and probabilities of detection in Part 11l can be used as payoffs to the Operator in zero-
sum games, then only purely technical parameters describe the inspection problem, see Section
1.4, and thus, in most real world inspection problems the use of optimal inspection strategies
becomes much more attractive.

These findings lead us to a final remark: One quickly realizes that there are several white areas
in Table 18.2. They indicate plenty of material for further studies in this exciting area. However,
even though not all of the models in this Table have been motivated by real world problems,
we maintain our view expressed earlier that it is wise not just to try to fill gaps in the literature
and change or generalize assumptions, but rather to study interesting applications and try to
model them as carefully as possible.
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Chapter 19

Non-cooperative two-person
games

Before starting, some friendly warning: For those readers of this monograph, who do not know
game theory, the study of the following pages does not replace that of a textbook on the subject
like that by Morris (1994) or more elaborate, by Myerson (1991). Rather, the purpose of this
description is twofold, namely first, to let the reader know which game theoretical concepts
and tools are used throughout this monograph, and second, to present the notation for these
concepts and tools which in game theory, as mentioned on p. 10, is not yet so unified as it
should be.

Throughout this monograph we consider games in normal and in extensive form. Both forms
are equivalent in the sense that each extensive form game can be represented as a normal form
game and vice versa — we make abundantly use of this fact — however, it is necessary to make
a reservation: If one addresses the problem of equilibrium selection then one has to realize that
there are subtle differences between these two forms; see van Damme (1987).

In the following we consider only finite games, i.e., games with finite sets of pure strategies of
the players. In Part Il we consider also infinite games, but they are explained and analysed in
detail at the hand of the concrete problems treated in that part such that we need not discuss
them here again in general.

Also, we consider only two-person games according to the basic inspection problem considered
in this monograph where there is only an Operator and an Inspectorate. Of course, there exist
inspection problems with more than two players which then have to be described with the help
of n-person games, n > 2, but again, we do not deal with them in this monograph.

19.1 Normal form games

For the purpose of illustration we propose to keep in mind the games described in Sections 3.1
and 7.2 even though we will consider now more general ones. Let us start with the assumption
that the first player — the Operator — has |I| pure strategies! and that the second player — the
Inspectorate — has |J| pure strategies. The i-th resp. the j-th pure strategy of the Operator

!For a finite set A the number of elements is denoted by |A|.
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resp. the Inspectorate represents the i-th resp. the j-th unit vector. In order to avoid problems
with the enumeration we will write — although mathematically slightly incorrect — ¢ instead of
e; and j instead of e;. If both the Operator and the Inspectorate decide to play the pair of
strategies (4, j) then the Operator receives the payoff Op(i, j) and the Inspectorate the payoff
In(i, j). Since these payoffs can be arranged in the form of two |I| x |J| matrices, we call this
type of games also bimatrix games.

Note that in game theory it is assumed that both players know the pure strategy sets (the own
and that of the other player) and also the payoffs to both players. This condition is called
common knowledge without which game theory — as used in this monograph — would not work.

In the first example in Section 3.1 we see that there is no pure strategy combination (¢*, j*) with
the property that any unilateral deviation of one player from his strategy i* resp j* does not
improve his payoff. Thus, a new idea is needed in order to get closer to a satisfactory concept
of a solution of a bimatrix game, if there is no such (i*, 7*): Each player should choose a pure
strategy at random. In this way, the other player has no way of predicting which pure strategy
will be used. The probabilities with which the various pure strategies are chosen will probably
be known to both opponents, since they both can make game theoretical consideration and
because of the common knowledge assumption; the particular pure strategy chosen for a game,
i.e., the realization of the random experiment, however, will only be known to the adversary
when the game is actually played.

Formally, one has to introduce — following a general procedure, see Peters and Vrieze (1992),
Morris (1994) or Myerson (1991) — the concept of mixed strategies. A mixed strategy of a
player is a probability distribution over his set of pure strategies. Thus, the Operator’s set of
mixed strategies is given by

]
P=Sp:=p1....pp)" €0, pi=1 (19.1)
i=1
and that for the Inspectorate by
17|
Q=S q:=(q,....qm)" €0,17:> g =1}. (19.2)
j=1

If the players decide to play the mixed strategy combination (p, q), then the (expected) payoff
to the Operator is given by

1l 1]
Op(p,a) ==Y Y pig;Op(i,j) (19.3)
i=1 j=1
and that to the Inspectorate by
111
In(p,q) := Z Z piq; In(i, 7). (19.4)
i=1 j=1

Thus, we define

Definition 19.1. The quadruple (P,Q,Op, In) is called a two-person game in normal form.
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Having in mind inspection games where both players do not cooperate in the sense that they do
not take into account mutually binding agreements, we consider only so-called non-cooperative
two-person games. The solution concept for these games is the so-called Nash equilibrium, see
Nash (1951), which says that any unilateral deviation from this equilibrium does not improve
the deviator's payoff:

Definition 19.2. Given the two-person normal form game (P, Q,Op, In) as defined by (19.1)
— (19.4). Then the pair of strategies (p*,q*) € P x Q consitutes a Nash equilibrium if and
only if

Op* :=Op(p*,q") 2 Op(p,q")  and  In":=1In(p",q") = In(p",q) (19.5)

forany p € P and any q € Q,

It can be shown, see Nash (1951), that every non-cooperative two-person game with finite pure
strategy sets possesses at least one Nash equilibrium in mixed strategies, but of course — see
the example in Section 3.1 — not always in pure strategies.

How can equilibrium strategies be found? Let us just mention three techniques; a comprehensive
overview can be found in McKelvey and McLennan (1996): First, Nash’s proof relies on the
fact that a Nash equilibrium can be seen as a fix point of an appropriate continuous vector
function that maps a closed, bounded and convex set onto itself. Applying Brouwer's fix point
theorem provides the existence of a fix point and thus, of a Nash equilibrium. An algorithm for
finding a Nash equilibrium that uses fix point computations has been developed by Scarf; see
Scarf (1967) and Scarf and Hansen (1973).

Second, it can be shown that a Nash equilibrium of a bimatrix game is equivalent to the
determination of a solution of an appropriate Linear Complementary Problem (LCP); see Peters
and Vrieze (1992) or Canty (2003). The LCP formulation has the advantages that — in principle
— all Nash equilibria of a bimatrix game can be found, and that there exist efficient algorithms
for finding at least one solution of an LCP, a well-known one being the algorithm of Lemke and
Howson (1964) that finds one Nash equilibrium, but usually, not all. It should be mentioned
that Canty’s Mathematica® programs, see Canty (2003), allow the determination of symbolic
Nash equilibria, a possibility — in particular for the explicit solution of large size games as they
occur in practical applications — that has, at least from our point of view, not yet received
the attention it deserves. His programs has been used to find Nash equilibria resp. optimal
strategies (see below) for the games in Sections 6.1, 6.3 and 17.1, and in Chapters 12 and 15,
which confirms in a convincing way the programs’ usefulness.

Third, Nash equilibria can be found using the indifference principle that is explicitly applied in
Section 5.2 and Chapters 16 and 17.2

Theorem 19.1 (Indifference Principle). Given the two-person normal form game (P, Q, Op, In)
as defined by (19.1) — (19.4). Then the two statements are equivalent:

(i) (p*,q*) € P x Q constitutes a Nash equilibrium with the payoffs Op* and In*.

(ii) If Op* > Op(i,q*) for a pure strategy i € I, then p} =0, and if In* > In(p*, j) for a
pure strategy j € J, then q}f =0.

2The ominous explicitly refers to the fact that many other Nash equilibria resp. optimal strategies in this
monograph have been determined using the indifference principle, for which the determination, however, is not
presented here but only the prove that they constitute a Nash equilibrium resp. saddle point.
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Proof. The proof can be found in Myerson (1991), pp. 93, or — for zero-sum matrix games —
in Morris (1994), pp. 49. O

The name indifference principle can be motivated from (ii) of Theorem 19.1: The equilibrium
strategy of the Inspectorate q* is determined such that the Operator is rendered indifferent
regarding his pure strategies which he plays with positive probability, and the Operator’s equi-
librium strategy p* is determined such that the Inspectorate is rendered indifferent regarding
its pure strategies which it plays with positive probability.

As mentioned, Definition 19.2 does not give any advise how to find equilibria. But even in case
one wants to prove that a pair of strategies (p*, q*) — found in some way or other — is a pair of
equilibrium strategies, one may encounter technical difficulties. Therefore, it is helpful to know
that (p*, q*) constitutes a Nash equilibrium if and only if

Op* > Op(i,q*) forall i=1,...,|I| and
(19.6)
In* > In(p*,j) forall j=1,...,]1J],

in other words, it is sufficient to consider only the pure strategies of the players. If one compares
the complexity to find a Nash equilibrium (see the techniques above) to the relatively simple
task of showing that the |I| 4 |J| inequalities in (19.6) are fulfilled, it becomes clear why it is
much easier to prove that proposed equilibrium strategies fulfil the Nash equilibrium conditions;
see also the comment on p. 25 for zero-sum games.

Nash equilibria are not unique in general, neither the equilibrium strategies nor the equilibrium
payoffs. In the case that there are multiple equilibria, the selection of one equilibrium, which
is then considered the solution of the game, represents a major problem; see van Damme
(1987). In this monograph this problem is not addressed systematically, i.e., no attempt is
made either to determine all equilibria of a game or else, to prove that the presented equilibria
are unique. There are, however, exceptions: For special reasons, multiple equilibrium strategies
are discussed in Sections 15.2, 15.3 and 17.1. More than that, sets of equilibrium strategies of
the Inspectorate are presented in all cases in which the Operator behaves legally.

At some places in this monograph we use the concept of strategically equivalent games, see
Maschler et al. (2013): Two normal form games (P, Q,Op, In) and (P,Q, Op, In) are called
strategically equivalent, if and only if Op resp. Inis a positive affine transformation of Op
resp. In, i.e., there exist a,b > 0 and ¢,d € R with ONp(Lj) =aOp(i,j) + c resp. INn(Lj) =
bOp(i,j) + d for any (i,7) € I x J. It follows directly from this definition, that each Nash
eqmllbrlum in (P,Q,Op,In) remalns a Nash equilibrium in (P, Q, Op7 In) with the equilibrium
payoffs Op =aOp* +cand n" =bIn* +d.

If we define for any a,b >0, any ¢; €R, all j =1,...,|J|, any d; €R, and all i =1,...,|I|,

Op(i,j) == aOp(i,j)+¢; and  In(i,j) := bIn(i,j) +d;, (19.7)

then the game (P, @, Op, In) is strategically equivalent to the game (P, Q, @7, fﬁ)

So far, the Inspectorate’s strategy set (19.2) consists of probabilities which add up to one. In
Chapters 15 and 24 and Section 17.1, however, the Inspectorate/Customs uses another type
of strategy set; see (15.51), (17.18) and (24.21). Thus, for demonstration, let us assume that
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the Inspectorate’s/Customs strategy set is now given by

[J]
Q=3a:=(q,...q,)" €0, > g =k,
j=1

where k is a given integer with & < |J|. Thus, a strategy set is considered in which the
probabilities ¢; do no longer add up to one. The payoffs to both players in Chapters 15 and 24
and Section 17.1 have essentially the same structure as (19.3) and (19.4).

The Nash equilibrium of the normal form game (P,Q,Op, In) is still defined by (19.5), the
inequalities (19.6), however, need to be modified: (p*,q") constitutes a Nash equilibrium of
(P,Q,Op, In) if and only if

Op(p",q") 2 Op(i,q")  and  In(p*,q") = In(p",q) (19.8)

foralli=1,...,|I] and any § € Q.

An important special class of non-cooperative games is the class of zero-sum games. Here,
the payoffs to both players add up to zero for any (pure) strategy combination, i.e., In(i,j) =
—Op(i,j) foralli=1,...,]I| and for all 5 =1,...,|J], and thus,

In(p,q) = —Op(p,q), (19.9)

for any p € P and any q € @, which means that only the payoff to the Operator needs to be
specified. Accordingly we also call these games matrix games.

Because for zero-sum games the Nash conditions (19.5) reduce to simple forms,

Op(p*,q") > Op(p,q") and — Op(p*,q*) > —Op(p*,q)

for any p € P and any q € @, we call the Nash equilibrium in this case a saddle point, and
the Nash conditions saddle point condition:

Definition 19.3. Given the two-person normal form game (P,Q,Op) as defined by (19.1),
(19.2) and (19.9). Then the pair of strategies (p*,q*) € P x Q constitutes a saddle point if
and only if

Op(p,q”) < Op(p*,q") < Op(p*,q) (19.10)

for any p € P and any q € Q.

Saddle point strategies are also called optimal strategies. In analogy to the property in (19.6),
p* and g* are optimal strategies if and only if

Op(i,q") < Op(p*,q") < Op(p™,J), (19.11)

foralli=1,...,|I| and forall j =1,...,]J|, i.e., both inequalities have only to be proven for
the pure strategies of the players.

An important property of zero-sum games for practical applications is the following: If a zero-
sum game has the saddle points (p*,q*) and (p3,qj), then (p*,qj) and (pj,q*) are also
saddle points of the game with the property

Op(p*,q") = Op(p*,qi) = Op(p7,q") = Op(p7,qi),
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i.e., all saddle points are interchangeable and lead to the same optimal payoff to the Operator.
For this reason finding all saddle points is more a mathematical challenge than necessary for
applications. There is, however, an exception: In Section 4.2 it is demonstrated that a selection
of optimal strategies based on practical considerations may be useful.

Again, there are different techniques for finding saddle points. Quite generally, saddle points
of a matrix games can be determined with the help of Linear Programming methods; see von
Neumann and Morgenstern (1947), Karlin (1959b) or Morris (1994). Symbolic saddle points
can again be found using the Mathematica® programs in Canty (2003).

19.2 Extensive form games

Normal form games are deceptively simple. The concept of a strategy, however, comprises many
different aspects, for example sequencing, information, chance and others. These aspects, which
are so important for the description and analysis of real life conflicts, are much better expressed
in extensive form games.

A non-cooperative game in extensive form is a graphical representation of the possible moves
of all players from the beginning of the game until its end. It has the form of the tree — growing
from the top to the bottom — where a set of branches starting at some point indicate a player’s
alternative at that point.

A precise mathematical definition of extensive form games has been given, for example, by Hart
(1992) and Myerson (1991) and goes as follows. Let us mention in passing that we present the
general definition for n-person extensive form games, even though we consider only the case
n = 2, since it is not more complicated then the special one.

Definition 19.4. An n-person game non-cooperative extensive form game is a rooted tree —
usually growing from the top to the bottom — together with labels at every decision point or
node and decision alternative or branch, defined as follows:

e Each non-terminal node has a player label that is taken from the set {0,1,...,n}. Nodes
that are assigned a player label 0 are called chance nodes. The set{1,2,...,n} represents
the set of players in the game, and for each individual player i in this set, the nodes with
the player label i are decision nodes that are controlled by that player.

e Every alternative at a chance node has a label that specifies its probability. At each chance
node, these chance probabilities of the alternatives are non-negative numbers that sum
to one.

e Every decision point or node that is controlled by a player has a second label that specifies
the information state that the player would have if the path of the play reached this node.
When the path of the play reaches a node controlled by a player, the player knows only the
information state on the current node. Thus, two nodes that belong to the same player
should have the same information state only if the player would be unable to distinguish
between the situations represented by these nodes when either occurs in the play of the
game.

e FEach alternative or branch at a node that is controlled by a player has an alternative or
move label. Furthermore, for any two nodes x and y that have the same player label and
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the same information label, there must be one alternative or move at both nodes that
has the same move label.

e FEach terminal or outcome node has a payoff label for each player, such that for each
player i, there is a payoff u;, measured on some utility scale.

As mentioned above, we consider only two-person games. Chance nodes play a major role in
the inspection games of this monograph: Once the Inspectorate performs an inspection after
the beginning of an illegal activity, a chance node describes whether it will be detected with
probability 1 — 3, or not with probability 3. Or, once the inspection is performed before the
beginning of an illegal activity, a chance node describes whether the legal behaviour will be
confirmed with probability 1 — « or a false alarm will be raised with probability a.

A pure strategy in an extensive form game is any rule for determining a move at every possible
information state in the game. Mathematically, a strategy is a function that maps information
states into moves. For each player i let S; denote the set of possible information states of
player i in the game. For each information state s in S; let Dy denote the set of moves that
would be available to player i when he moved at a node with information state s. Then the set
of pure strategies for player 7 in the extensive form game is the cartesian product X g, Ds. In
other words, a pure strategy of a player is a complete plan for his choices at all his information
sets.

A mixed strategy means that the player chooses, before the beginning of the game, one such
comprehensive plan at random according to a certain probability distribution.

An alternative method of randomization for the player is to make an independent random choice
at each one of his information states. That is, rather than selecting for every information set,
one definite choice — as in a pure strategy — he specifies instead a probability distribution over
the set of choices there; moreover, the choices at different information sets are stochastically
independent. These randomization procedures are called behaviour(al) strategies.

Without going into details of games with perfect recall — which we are considering exclusively
in our applications — we assert that mixed strategies and behavioural strategies of these games
are equivalent to each other in the sense that they lead to the same (expected) payoffs; see
Hart (1992).

The concept of the Nash equilibrium and the saddle point in a zero-sum game is defined in
the same way as in normal form games. It can be determined in different ways, let us just
mentioned three of them: In extensive form games with perfect information, i.e., in extensive
form games where all information states of all players consists of exactly one decision node, a
backward induction procedure is used which means that non-optimal moves are eliminated from
the bottom to the top. In this monograph such games do not occur, even though we apply this
method to some branches of extensive games. Or one uses behavioural strategies and tries to
find a Nash equilibrium with the help of the Nash conditions. Or one transforms the extensive
form game into a normal form game and applies the solution techniques available for this type
of games. In our application we use both methods.

It should be mentioned in passing that normal form games, which are derived from an extensive
form game, may have more Nash equilibria than the latter ones, but in our applications we do
not encounter this difficulty.
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Chapter 20

Receiver Operating Characteristic
of a binary classifier system

In Section 9.5 we have introduced the Receiver Operating Characteristic (ROC) to illustrate the
performance of a binary classifier system, and we have assumed that the requirements (9.69)
are fulfilled. In this chapter two test procedures namely an intuitive test and a Neyman-Pearson
test are considered for two test problems. It will be shown, that all tests meet the requirements
(9.69), but that the ROC curve is not always a concave function. Note that the concavity of
the ROC curve is usual needed to show that game theoretical solutions are unique; see, e.g.,
Avenhaus and Canty (1996) and Avenhaus and Krieger (2014). It is, however, not utilized in
this monograph.

We introduce the requirements (9.69) here again for easy reference, namely

B0)=1 and B(1) =0, (20.1)
a+Bla) <1, (20.2)
() < 0. (20.3)

Requirement (20.1) can be motivated as follows: If one wants to avoid any false alarm, i.e.,
«a = 0, then one must never raise an alarm, which means that an illegal activity will never be
detected, i.e., 5 = 1. Conversely, if one wants to detect the illegal activity with certainty, i.e.,
B = 0, then one always has to raise an alarm, i.e., @ = 1. In condition (20.2) the false alarm
probability @ has to be smaller than the detection probability 1 — 5(«), i.e., the probability to
raise an alarm, if there is no illegal activity, must not be smaller than the probability to detect
the illegal activity. A decision procedure with this property is called unbiased; see Rohatgi
(1976). Finally, (20.3) means that the non-detection probability decreases with increasing false
alarm probability. This is a reasonable requirement to any detection system, consider, e.g., a
simple fire alarm device consisting of a bi-metal strip.

In statistical terms we deal here with a test problem: Let us call Hy the null hypothesis which is
in our case the hypothesis that the Operator behaves legally, and H; the alternative hypothesis,
in our case the hypothesis that the Operator behaves illegally. Then, « is the probability to
reject Hy if it is true, and 3 the probability to reject Hy if it is true.

For the purpose of illustration a sample of size one is taken to test the two simple hypotheses
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Hy and Hy.! Consider a Gaussian (or Normally) distributed random variable X with expected
value p and variance o2 and assume

Ho: X ~N(uo,02) and  Hy: X ~N(uy,0?), (20.4)

where 19 < 11 is assumed and the both cases 03 = o7 and 02 # o7 are considered. Because
Em,(X) = po < p1 = Eg, (X) an intuitive test is given by the critical region C

C={zreR:z>c} (20.5)

for some ¢, i.e., for a realization x larger than a threshold ¢, Hy is rejected and H; accepted,
and for a realization z smaller than the threshold, H; is rejected and H accepted. Because
we are interested in a size « test, i.e., Py, (C) = a, we get for the threshold ¢

c=po+0oo® (1 -a), (20.6)

where ®(.) denotes the cumulative distribution function of a Gaussian distributed random
variable with expected value 0 and variance 1 (standard normal cumulative distribution function)

# 1 2
D(z) := — ey
@= [ =

and where ®~1(.) is the inverse function of ®(.). Thus, using (20.6), the error second kind
probability, i.e., the non-detection probability 8 = 3(«), is for any oy and o1 given by

Bla) =Py, (C) =Py, (X <c) = <ﬂ> ) (@ > (1-a) - M) . (20.7)
o1 g1 g1
This function, i.e., one minus the ROC curve for the intuitive test, is represented in Figure 20.1
for 1o = 0 and p1 = 1, and for the cases 02 = ¢? = 1 and 02 = 1,0 = 4. A random guess
would give a point along the diagonal line which is also called the line of no-discrimination.?

Before discussing Figure 20.1 in more detail, we present the Neyman-Pearson test for two
simple hypotheses, in our case for the test problem (20.4), i.e., a size « test which minimizes
the second kind error probability 3; see Rohatgi (1976) or Casella and Berger (2002). Let
fu,(z) and fm, () be the density functions of the random variable X under Hy and H;. Then
according to the Neyman-Pearson Lemma the critical region of this test is given by

le (x)
= R: > 20.
Cri={z R S0 >k (208)
for some k € [0, 00). Using the density functions
1 2 2 1 2 2
— —z%/(203) d — —(z—-1)?/(207)
fH()(:U) \/ﬂﬂ'o € an fH1(x) \/ﬂd] € ’
we obtain for the test problem (20.4) with pp = 0 and gy = 1 the critical region
z—1)?  a?
g1 90

n Statistics, a hypothesis is called simple if all parameters of the distribution of the random variable under
consideration are specified, in contrast to composite hypothesis, in which not all of the parameters are specified.

2The 45° ROC curve is attained using a detector that bases its decision on flipping a coin, ignoring all the
data; see Kay (1998).
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Figure 20.1 The Receiver Operating Characteristic (ROC) curves for the four tests.

1-B(a)
1

Or -
| Neyman-Pearson test " 3

0.0 0.2 0.4 0.6 0.8 1.0

for some k. Note that if 07 = o7, then the critical region (20.9) simplifies to the critical region
(20.5) of the intuitive test. This is the reason why in Figure 20.1 the case 02 = 0 = 1 is also
referred to as Neyman-Pearson test.

For 03 =1 and o} = 4, (20.9) simplifies to
Cr={zeR:32+22—-1> K"}

1

:<_oo_,§(_1—\/m>} u{é(—ljt\/m),oo)

for some k”. Because 3(«) cannot be given explicitly as in (20.7), we first determine numerically
for any a =i/100, i = 1,...,99, the threshold £ that fulfils

i) =1= (3 (5 (-1+VI7F) ) =8 (5 (1-VATTF) ) - .

and determine then the error second kind probability

B (ﬁ) =P, (Cr)

:@(é(fu\/m)f%)fq>(%(717\/m)f%).

The pairs (¢/100, 8(i/100)), ¢ = 1,...,99, lead to the curve referred to as "Neyman-Pearson
tests, 0 = 1,07 = 4" in Figure 20.1.
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Let us comment Figure 20.1: First, (20.1) is fulfilled for all four tests which lead only to three
different ROC curves.

Second, only the Neyman-Pearson tests fulfil (20.2).

Third, for 03 = 1 and o} = 4 the ROC curve of the Neyman-Pearson test lies well above that
of the intuitive test for all a, which illustrates that the Neyman-Pearson test maximizes the
detection probability 1 — B(«) for all size « tests, i.e., especially for the intuitive test.

Fourth, while all three tests have a monotone increasing ROC curve, i.e., (20.3) is valid, only
the Neyman-Pearson tests lead to concave ROC curves. The intuitive test is biased for all
0.8414 < a < 1.

Finally, and in view of further studies, note that according to van Trees (1968) and Pepe
(2004), the following statements regarding the ROC curve hold for all simple hypothesis testing
problems: Let fr,(z) and fr, (z) be the density functions of the random variable X under Hy
and Hj. If the so-called likelihood ratio fm,(z)/fm,(x) is a continuous function, then

(1) the points (0,0) and (1,1) belong to the ROC curve;
(2) the ROC curve is a concave function;

(3) the ROC curve is above the line of no-discrimination, i.e., the test/classifier is unbiased.
This property follows from (1) and (2).



Chapter 21

Proof of Lemma 10.3

We have to prove that the Nash equilibrium conditions
Op;(ts) > Opats; (93, 92(t3), 91 (1)), (2, 17))  and (21.1)
Inj(ts) > Ina(ts; (95, 95(t2), 91 (t1)), (t2, 1)) (21.2)

are fulfilled for any g = (g3, g2(t5), 91(t})) € G2 and any t = (t2,t1) € T2, where Opa(t3; g, t)
and Ins(t3; g,t) are defined by (10.39) and (10.40), respectively.

Ad (i): We first prove that the Operator’s Nash equilibrium condition (21.1) is satisfied. Using
(10.43), we get

t’f—ﬁ:%(to_t3_(t;_t3))_§2?5
:%(to_%)_g%iﬁ (1_(1—ﬁ)§3_—23ﬁﬁ+62)) (21.3)
and therewith
e 31—_2% (to — t3) — ga % (21.4)
and further
to—ti=to— s~ (1 ~ 1) = 515 (o~ ) + ga 33:266 , (21.5)

Therefore, the coefficient of g1(t7) in Opa(ts; (93, 92(t3), g1(t])), (t5, 7)) according to (10.39)
is

Lo 30
d 3-2p

(to — t3) +

—d(to—tf)+b:—d( >+b<o

3-2p

because of the left hand inequality of (10.41). Thus, the right hand side of (21.1) is maximized
by g7 (¢]) = 0, and we get

Opa(t3; (93, 92(t3), 91(t1)), (£, £1)) < Opa(t3; (93, 92(t3), 0), (2, £7))

407
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for any ¢1(¢7) € [0,1]. Furthermore, we obtain, using (21.3) and (21.5), for the coefficient of
92(t3) in Opa(ts; (93, 92(13),0), (t3, 7))

—fa—dlty —t5 — (1= B)(to —17)] =0

i.e., the coefficient of g5(t3) vanishes. Using this fact and (10.43), (21.4) and (21.5), we get
for the coefficient of g3 in Opa(ts; (g3, 0,0), (¢5,¢7))

—d[(1=B) (t5 —t3) + B (1= B) (t] —t3) + B (to — t3)] + d (to — t]) =2 f =0
after some lengthy calculations. Therefore, we finally have by (10.39), (10.44) and (21.5),
Opa(t3; (93, 92(t3), 91(t1)), (85, £1)) < Opa(ts;(0,0,0), (£, 7))
=d(to—1]) —b—2fa=0pj(ts)

for any g3, 92(t5),g1(t;) € [0,1], i.e., the Operator’s Nash equilibrium condition (21.1) is
fulfilled.

In order to prove that the Inspectorate’s Nash equilibrium condition (21.2) we obtain from
(10.40) for any t = (t2,t1) € To, using (10.42),

Iny(ts; (93, 92(t2), 91 (1)), (t2, 1))

:ﬁ<—a[(l—ﬁ)(@—t3)+5(1—5)(t1—t3)+52(f0—t3)]>
+31__2ﬁﬁ <—a[(1—ﬂ) (tr = t2) + B (to — t2) + (to — t1)] —390)-

Collecting the terms with t1,¢5 and t3 yields

Iny(ts; (93, 92 (t2), 91 (1)), (2, 1))

:%(tS[_(l_6)_,B(l—ﬁ)—ﬁ2}+t2[1_ﬁ_(1_6)2_ﬁ(1_ﬁ)]
+’“LlWl‘/”H(l—ﬁ)z—(1—ﬂ‘)]+to[/32+/>’(1—ﬁ)+(1—ﬂ‘)])—3gagl—_2ﬁ
= 555 (19 —3ga g7,

i.e., In3(t3) according to (10.44) for any t = (t2,t1) € T2. Thus, (21.2) is fulfilled as equality.
We still have to show t3 < t5 <t} < tg. The inequality t3 < t3 is, using (10.43), equivalent to

(1*5)(t0*t3)*§a(3*35+52)>0

which is equivalent to the right hand inequality of (10.41). Because of

17(175)(3736+62)_ﬂ(275)2
3-28 T 3-28"
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(21.3) is equivalent to

t—th = 31:2/85 (to — t3) — 50‘53(27772?'
Thus, t5 < t] is equivalent to
(1—5)(t0—t3)—§a6(2—ﬁ)>0. (21.6)
Because of
3-38+8-52-p)=3-50+28=(3-28)(1-p)>0
we obtain

3-38+82>p8(2-5)
and with the right hand inequality of (10.41)

i « t07t3 t()*tg
d1-p8 "3-38+p2 B(2-8)’

which is equivalent to (21.6). Finally, t; < to is by (21.5) equivalent to

to—t3+§a(3—ﬂ)>0,

which is fulfilled anyhow.

Ad (ii): Because the payoff to the Operator in case of legal behaviour is —2 f a, he will choose
this strategy in equilibrium, using (10.44), if

3(1-5)

3-283 -0

—2fa>d

1 :
to — t3) —
3 23 (to—t3) — fa
which follows from (10.45). Whereas the Nash equilibrium condition (21.2) for the Inspectorate
is fulfilled as equality, the proof of (21.1) is more complicated. We first note that (21.1) is
equivalent to

Op3(t3) = Opa(t3; (0, 92(t3), 91(17)), (3, 17)) (21.7)
Ops(ts) = Opa(ts; (1,0, 01(t7)), (3, 11)) (21.8)
Ops(t3) = Opa(ts; (1,1,0), (t3, 1)) (21.9)
Ops(t3) = Opa(ts; (1,1,1), (t3,17)) - (21.10)

This can be seen as follows:
=: Because (21.1) holds for any g3, g2(t2), g1(t1) € [0,1], we get (21.7) by successively

choosing {g3 = 0,92(¢3) € [0,1],91(t]) € [0,1]}, {g3 = 1,02(t5) = 0,01(¢7) € [0,1]},
{93 = g2(t5) = 1, 91(t7) = 0} and finally {g3 = g2(t5) = g1 (¢t}) = 1}.
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<=: We multiply (21.10) by g1 (¢7) and (21.9) by 1 — g1 (¢}) and add the two inequalities. This
gives

-2 f o> (1 - gl(tT)) Op?(t'S; (17 1a O)v (t§7 t’{)) + gl(f{) Op?(tlﬁ (17 15 1)5 (t;t’{)) :

Now let us multiply this inequality by g2(t3) and (21.8) by 1 — g2(t3) and add these two
inequalities. This gives

=2 fa = (1= ga2(t3)) Opa(ts; (1,0, g1 (1)), (3, £1))
+ 92(t3) [(1 — g1(t1)) Opa(t3; (1,1,0), (£5,11)) + g1(t1) Opa(ts; (1,1, 1), (5, 17)) | -

If we finally multiply this inequality by g3 and (21.7) by (1 — g3) and add these two inequalities,
we get (21.1). Thus the equivalence is shown.

Whereas (21.10) is fulfilled as equality, the inequalities (21.7) — (21.9) are explicitly given by
—2faz>d[(1-B)(t5 —ts) + B (1= B) (1] —t3) + 52 (to — 13)] = b
—2fa>d[(1-p) (1 —t3) + B (to—13)] —b— fa
“2fa>d(to—t)—b-2fa,

which are equivalent to (10.46).

This completes the proof of Lemma 10.3. O



Chapter 22

Recurrence relations used in
Chapters 10, 11 and 12

In this chapter we prove the equivalence of three recursive relations.

Lemma 22.1. Let 8 € [0,1). For k > 1 and arbitrary to,t1,...,tg, tk+1 € R the three
recursive relations

k+1—n

ty— oy = (1= ) —— 2T (¢ 21
k1 = ( B)1+k(1—[3)(0 k1) (22.1)

1-p5
th —thy1 = ———— < (to — tn d 22.2
, — tntl 1Jrn(li/@,)(o +1)  an (22.2)

1-8
th —tpt1 = ———F—— (to— ¢ , 22.3
+1 1+k(1*5)(0 k+1) (22.3)

where n =1,...,k, are equivalent. If tj11 < to thenty < ... <t;.

Proof. The proof consists of three parts:
1: (22.1) < (22.3): Foralln =1,...,k— 1 we subtract (22.1) with n — n+1 from (22.1)
and get

_1-B
1+k(1-0)

1-p

tn - tn+1 = m (tO - tk+1) ’

<k+1—n—k+n) (to—tk+1) =
ie, (223)forn=1,...,k—1. In case n = k, (22.1) and (22.3) are equivalent by definition.
Starting with (22.3) we get

tn = ter1 = (tn — tng1) + (Fnp1 — tng2) + oo+ (B — tht1)

1-p

B e T

(to — tht1)

ie, (22.1)forn =1,...,k—1. Again, for k = n, (22.3) and (22.1) are equivalent by definition.

411
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2: (22.1) and (22.3) = (22.2): From (22.1) with n — n + 1 we get

k— k—
lnt1 = (1—5)W£6)t0+ (—(1—5)W£ﬂ)+1> kg1
_ k—n 1+n(l-7)
- ma—mt teRa—p
or, equivalently
et _ 1 y Q=P k=—n),
1+k(1—-8) 14+n(1—p) \ "' 1+k1-58 °)°

Inserting this into (22.3) we get

to—t _ 1-5 to — 1-58 t _wt
n 'n+1*1+k(1_5)/0 1+n(1_6) n+1 1+k(1—ﬁ) 0

_1-p 1-pB)k=-n)y,6  1-p

STrk1-5B) (” 1+n(1—5)>t0 Trn(d_p
1-5

“Tra—p o)

ie., (22.2).

3: (22.2) = (22.1): We show by induction with respect to & that (22.1) follows from (22.2).
For k = 1 both equations are identical. Thus, we have to show that

1-p

tnftnﬂzm(toftnﬂ), n=1,...,k
implies
tn—tmlz(l—ﬂ)%(to—tkvﬂ% n=1....k (22.4)
also holds for k + 1, i.e., we have to prove that
tn_tn+1:#16_ﬂ)(t0_tn+l)> n=1,...,k,
and
U1 — thto = 1= (to — tit2) (22.5)
1+(k+1)(1-5)
imply
k+14+1-n

tn — o = (1—5) (to—trgo), n=1,...k+1. (22.6)

1+(k+1)(1-p0)
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We have for n = 1,...,k and (22.4)
tn — tk+2

=tp — tg41 + tky1 — thyo

k+1—n

=(1—5)m

(to = tet1) + b1 — it

k+1—n
=(1-5) m (to — th2 — (thp1 — thg2)) + thg1 — trgo

=(1-5) % (to — trt2) — ((1 - B) % - 1) (tht1 — toy2) -

Using (22.5) it follows that

tnftk-ﬁ—Q
gy k= k¥ lom 1-5 _
‘{“ DTrria—p (“ DTk >1+<k+1>(1—/3)} (fo = thr2)
18 =Bk 1-m =+ EA-B)]
- TR T+ (1 5) J to=thsa),
which simplifies to

th — thro = (1= B) hrltl-n (to — tht2)

1+(k+1)1-75)

which was to be shown for n = 1,...,k. For n = k+ 1, (22.5) and (22.6) are equivalent by
definition.

If tx11 < to then ty < ... < t; follows directly from (22.3), which completes the proof. O

All three variants play their roles in Section 10.1. Note that it follows from (22.3) that the time
differences t,, — t, 11, n = 1,...,k, between two subsequent interim inspections are the same
up to the last one which is by (22.1)

1-p

_ to—tkm
TY k(=5 (to—th41) = 7= = (22.7)

th—t =to —t —k )
0o—t1="1o—tkt1 T+5(1-5)

and which is the optimal expected detection time in the inspection game considered in Section
10.1. (22.7), however, also plays — in a modified form — an important role in Chapters 11 and
12. (22.2) and (22.3) for instance can be generalized to any number N > 2 of facilities; see
(11.53) and (11.64).
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Chapter 23

Supplementary considerations to
Sections 11.2 and 11.3

In Section 23.1 it is proven that the heuristically derived strategies on p. 221 do not satisfy
the saddle point criterion. Thereafter, in Section 23.2 two Lemmata are provided the results of
which are essential for the proof of Theorem 11.2.

23.1 Proof of (11.41)

With g* = (g3, 8%), where g} resp. g3 are given by (11.25) resp. (11.40), we get by (11.24)
(N+2(1-75))Opn2(g" (q,t))

- Z 4(iz,i1) [(to —t)(1-5)

(i2,i1)€{1,...,N}2

g & N,
Tt —t2) 2 S0 B0 4t — 1) D 45 a0
r=1

N r=1
— 3)2 )
-ty Nﬁ Lot -t -8 1 (1o - 1) 1 -8)]. (23.1)
Because we have for all i; =1,...,N

N

dog=N-1+8
r=1

and, by (11.39), for any (i, i1) € {1,...,N}?
N —-2+2p3 for is#£1iy

N
3 g 10 _ { |
r=1

N—-1+8%2 for is=1
the coefficients Ay, ..., As of ty,...,t3 are, using (23.1) and
N
1
Si= N A(is,iz) »

i9=1

415
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given by
1- ﬂ N 22 1; (r)
Ao = > U(iz,in) [(1—ﬁ)+T(N—1+5)+25 2 L
(i2,i1)€{1,...,N}2 oy
1-p5 N
:(1—B)+T(N—1+5)+Z Qizin) (N = 1+ B2)
19=1
N N
io=1 i1=1,i1#i2
=N-— (1 - [3)2 S7
by
1— B)2 »
A = 7(1 - B) + ( Nﬂ) + (1 — /6’) Z q(iQ,il)Bﬂlz(/Ll)
(i2,i1)€{1,...,N}2
(1- 8y v v
=—-(1-8)+ ~ -t B Y @i 81 i
i2=1 ip=1
=(1-p8)%5,
by
- 1-p 1y )
Ay = q(iQ,il)[_T(N_1+ﬂ)— ~ +(1_5)]707
(i2,i1)€{1,...,N}?
and by
N > . .
A3 = Z Uizin) [, Z 521:1 i]<7) . (1 7 5) ﬂ]].i2(z1) - (1 . 5)]
(i2,31)€{1,....N}? r=1

N
= iy [~ (V=148 - (1= 8) 8- (1- )]

ig=1

N N
20 Y day [~ (N-2428) = (1-5) ~ (1= )] =N
e illliilz
Thus, (23.1) yields
(N +2(1—-8))Opna(8*. (q,t) = to [N — (1 - B)? 5} (- B82S —tsN,

i.e., (11.41), which completes the proof. O



Chapter 23: Supplementary considerations to Sections 11.2 and 11.3 417
23.2 Lemmata for the proof of Theorem 11.2

The following Lemma 23.1 is used for proving the right hand inequality of (11.55).

Lemma 23.1. Consider for any k € N with k > 2, any N € N, any (ig,...,i1) € {1,...,N}*
and arbitrary tj41,...,to € R the function R defined by (11.57).

Then we have for any (i, ...,i1) € {1,...,N}¥

R(ik,...,’il) = (to —tk+1). (23.2)

N
1-58
Proof. Let (iy,...,i1) € {1,...,N}* be a fixed but arbitrary combination of facilities to be

inspected. We collect the coefficient Ay, of t5,h =1,...,k, and get by (11.57)

Ay =~ 1y, (in1) (1 - ) — R(h) — g=o=1 ()
(23.3)

+ ﬂ-ihﬂ(ih) (1 - 5) + L(h) + 6Z§:h+l T (@)

with 1, (ig) == 0, L, (ix) =0, Y54, L, (i) :=0and Y°0_; 1;(i5) := 0, and where

h—2 NS S TN ()| -
—1 1;, (2 g=tt1 G 1-— : h=3,...k
Ry = | 2= 07 (=5 and (23.4)
0 : h=1,2
k Tl b (1 g) o h=1,.. k-2
— im \? J= : RN
Lk = 2 m=h+t2 Lin (in) B (1-8) (23.5)
0 : h=k—1,k

We start by evaluating R(h) for h = 3,... k. Case 1: If Zh 2 15, (i¢) = 0, then 1;, (i¢) =0
forall ¢=1,...,h -2, ie., R(h) =0. Case 2:If Zz: 1;,(i¢) > 1 then 45 = iy for at least
one { =1,...,h —2. As a consequence there exist a largest index (e {1,...,h—2} and a
smallest index ¢ € {1,...,h — 2} with i; = i; = i;, and 7> 0. With (23.4) we get

h—2
1, (i¢) BZ] g1 Lij (i) _ Z 521 1 Li; (i)

—1 1<0<h—2:
ip=1ip,

h)

Q

= 1y, (in)+1 Ml L Gn)

= ﬁ joigr Lij(in) + ﬂzy 0417 + ...+ pi=tn (23.6)

By definition of ¢ we know that 7o) # hoigpy # Ghy--.,in—2 # in. Therefore, we have

Z;‘ z1+1 1, (in) = Ly, (in)- Also we obtain by the definition of / that i; = ip buti; | #

ihy--.,i1 7 i, which implies Z 13, (in) = Z;L;ll 1;;(in) — 1. Now (23.6) yields

h—

R(h) _ =8 ;7zz+1 L <7h) ﬁ i1 iy (in)F +.'.+51ih71<ih)

= ‘

h—1 i
(1 — ﬂZJ:Z-H 1 ( h)+1) /(1—=5) for ip_q1 #ipn
h—1 .
6 (1 _ ﬁzj:/@rl llzj(l}z)) /(1 _ B) 'FOI’ ih*l — ih
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(1 ) oy ﬂz.f@'h)) /(11— B) for in_1 #in

_ e _ (23.7)
(ﬂ — ﬂZJ':l 11(“")) /(1 — ﬁ) for Th—1 = 1p
Case 1 together with (23.7) of case 2 lead for all h =3,...,k to
R(h) = ﬁlih,l(ih,) _ 52?;} i (in) (23.8)

Note that (23.8) even holds for b = 2: R(2) = p1(2) — gLi(i2) = ( in accordance with
(23.4).

Evaluating L(h) for h = 1,. .., k—2 we proceed in a similar way. Case 1: If Z?:hﬁ 1;;(in) =0
then 1, (in) = 0 for all m = h+2,... .k, ie, L(h) = 0. Case 2: ¥ 35, , 1; (i) > 1
then i; = 4, for at least one j = h + 2,...,k. As a consequence there exist a largest index
e {h+2,...,k} and a smallest index ¢ € {h+2,...,k} with i; = i; = i and (>0 1t
follows that 77} | 1y (in) = 1L, (in). With (23.5) we get

k

L(h) _ S i, () FE T = Y gEIh 1)
-5 S h42<m<k:
Im=1lp
— 525;}1“ LijGn) 4 ﬂzg;iﬂ L)+l BZf;iﬂ Li;(in) (23.9)

With a similar argument as above we have Zﬁ;}lﬂ 1, (in) = 14y, (i) and Zg;}Hl 1, (in) =
Sk i1 1i(in) — 1, and thus get by (23.9)

i)

Bl (n) o gEITh G0t Ly g )
1-5

(1 — 52§;}1+1 Li; U’”“) /(1—75) for dipy1 #ip
/6 <1 - ﬁ22;)11+1 ]lij <Zh)) /(1 - 6) for Z‘thl = Z.h

(1= g% 150 1 - ) for ins1 # in
- . _ . (23.10)
(ﬂ _ [32;‘:)14—1 11z‘j(ln)> /(1—B) for in1 =in
Case 1 together with (23.10) of case 2 lead for all h =1,...,k — 2 to
L(h) = 51ih+1(ih) _ /52?:h+1 L, (in) (23.11)

In analogy to R(2), (23.11) holds also for h = k — 1. We have L(k — 1) = Blix (ir—1) _
Bli(ie-1) = 0, in accordance with (23.5).

Using (23.8) and (23.11), (23.3) simplifies for all h = 2,...,k — 1 (only applicable in case of
k> 3) to

Ap = =1, (i) (1= B) = Brn ) 15, (i) (1= B) + hinen () (23.12)
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for h =1 with 1;, (i) := 0 and Z?:l 1;,(in) :=0to
Ar = =14, (o) (1 = B) = =1 150 4 14, (1) (1 = ) + FHa (V)
= —1+414(i1) (1 — B) + L2001 (23.13)
and for h = k with 1;, ,, (i) := 0 and Zé?:kﬂ 1;,(in) :=0to
A= =L (i) (1= B) = B ) 4 4 () (1= ) + BZ0ren 1)

= 1y, (ig_1) (1 — B) — Bre—1 (W) 1, (23.14)

Evaluating (23.12) — (23.14) for the four cases ip,_1 = i, = ipt1, tho1 = ih F# hel, 1 #
ip, = ipt1 and ip—1 # ip,ip 7# ipe leads to Ap =0 forall h=1,... k.

Because (ik,...,i1) € {1,...,N}* was a fixed but arbitrary combination of facilities to be
inspected, we have A; = ... = Ay = 0 for any (ig,...,41) € {1,..., N}¥, and therefore by
(11.57)

k
. . m—1 ;. (im
R('Lka”wll):tO*tk-}-l‘l’ E tOBZY:l ]<Z )
m=2

(23.15)
Z 627 1 11 (r) Z tk+1 627 041 ]11 (ie)

(=1

to—t
+ (to — tit1) 1*5

for any (ig,...,i1) € {1,..., N}*. From (23.15) we get for the coefficient Ag of ty — we write
for the sake of clarity Ag(ig,...,41) —

Aot i) =1+ Z R Z BT B (23.16)

and show by induction with respect to k that Ag(i,...,41) = N/(1 — ). For k = 2 we have
for any (ig,41) € {1,..., N}? by (23.16)

N

o (i 1 . .

A0(22,21) =1+ BLI(ZZ) + m ; 6]1” (M)+1iy (r)
1 1 2 S
1+ +m(1\771+6) for iy =9
1+50+ﬁ(1\772+2ﬁ) for i1 #io

N
-8
Let Ag(ig,...,01) = N/(l — B) for an arbitrary k > 3 and any (ig,...,41) € {1,...,N}*.

Let (igy1,0k,---,%1) € {1,..., N}**1 be a fixed but arbitrary combination of facilities to be
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inspected in the game with k + 1 interim inspections. Using 1;, () = 0 for r # ;4 and
nik+1 (ik+1) =1, (2316) yields fork > k+1

Ao(igs1, k- - -5 101)
k+1 . N . . ‘
=1+ mZQ BZJ 1 Lij(im) + =3 Z 62;‘:1 i, (r) + BZJ:I i (t41)+1

r#ig+1

k
=1+ Z ,BZ;Y;] ]li](im>+ﬂz?:1 i (ikt1) + 1 562] 1 iy (ipg)+
m=2
S ) _ L S )
-I-A(](Z‘k,...,il)—l—mEZ:Qﬁ j=1 “ijum _1—55 j=1 ~ij Pkl
:AO(Z/C,7ZI)

Therefore, we have Ay (i, .. .,i1) = N/(1—f) forall k > 2 and any (ig, ...,i1) € {1,..., N}*.

Let (ig,...,i1) € {1,...,N}* be again a fixed but arbitrary combination of facilities to be
inspected. For the coefficient Ag;1 of tx11 we get again from (23.15)

k—1
At Gigs 1) = 717— Z BTI=1 L) 5™ ¥ i) (23.17)
/=1

Replacing iy by ix_¢11, £=1,...,k, in (23.17), we get by (23.16)
Ak+1(lka e 721) = *Ao(lk, . ,11) = m

for any (ig,...,41) € {1,...,N}*. Therefore, (23.15) simplifies to (23.2), which completes
the proof. O

It should be noted that (23.2) holds for any ¢j.1,...,% € Rand not just for (tx,...,t1) € Tk,

as required in the proof of Theorem 11.2.

The next Lemma is used for proving the left hand inequality of (11.55).

Lemma 23.2. Consider for any k € N with k > 2, any N € N and any g € G 1, the function
L(g) defined by (11.62). Then we have for any g € Gy 1,

L(g) = N*+1, (23.18)

Proof. We evaluate (11.62) separately for each g,,,, m = 2,...,k + 1, and start with g2. For
the sake of brevity we again suppress the arguments of g,, in the following equations. Because
ws depends on (ik,...,43,tk,...,t3) and g2 on (ig,...,42,tk,...,42), we obtain for the terms
of (11.62) containing g2

N
w3 Z [92,1'1 Q=8+ (N+1- Z gor B T)}

i1=1
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—ws [(1=g2) (1= B+ (N +1-5 Zgw Z o)

i1=1

= wy [(1=g2) (L= B2 + (N +1=8) (N =1+ 8) (1 - o)

=ws N2(1—go). (23.19)
Therefore, we get
Sy (i, ..., i1)
N N
=Y Y e B8 Y g ]
(igyeenyin)€{1,..,N}o—1 i1=1 )
=N > ws (1 —g2). (23.20)

(i, i2)€{1,..., N }E=1

For g with m € {3,...,k + 1} we get from (11.62) for the terms containing gy,

Sm(ilw ceey il) = Z Z |:wm+1 Imyim -1 (1 - 5)2

(i seeerim ) E{ Ly, N} =mAL (G, i) €{L,..., N} 1

N
N+ m=1) (1= B) W1 3 gong B0 20

r=1
m—2
+ 37 (1 ) wares g, F00 1500 (1 )] (23.21)
(=1

To evaluate (23.21) we perform some preliminary calculations regarding the expressions in line
1, 2 and 3 in (23.21). First, we have

N
> Gmim s = Y, Gmims > 1
(im—ti)E{L N} im-1=1 (i) (Lo N}
=N""2 (1~ gn). (23.22)

Second, in order to simplify the expression

S S gm0

(im—tyit)€{1,..,N}m—1 7=1

N
=" Gms > pri=’ 1) (23.23)
r=1

(im—1yeensi1)E{ Ly, N}m—1

we count the tuples (im—_1,...,41) € {1,...,N}™! that lead to Z;";f 1,(r) = €, £ €
{0,...,m — 1} and get the results in Table 23.1.
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Table 23.1 Number of tuples (i1, ..,%1) € {1,..., N}™! that lead to Z;’;l 1;,(r) = £,
2e{0,...,m—1}.

, tuples (im—1,...,41) € {1,..., N}™1
that lead to Z;-”;ll 1i,(r)=¢
0 (" (N = 1ymt
1 (mfl) (N _ l)mflfl
‘ () @7 1y
o1 L

Thus, we obtain using the binomial theorem and the results of Table 23.1

m—1
Z 5271:711 ]lij(r) _ Z (WLZ 1> 6[ (N _ 1)mflfl — (N 1+ ﬁ)mfl ,
(bm—1yeyin)E{1,..., N}m—1 =0
and therefore by (23.23)
N m—1
Z Z Gmr 62;:1 11j(r) — (N — 1+ B)mfl (1 _ gm) ) (2324)
(im—1,.i1)€{1,..., N}m—1 r=1
Third, we evaluate the term
m=2 m—1 .
(m—10) > i, fr=err Ly le) (23.25)
=1 (im—1,ii1)E{L,..,.N}m—1

For a fixed ¢, £ € {1,...,m — 2}, we get

Z Iy 52;":7511 1y, (i)

(im—1eyi1)E{L ..., N}ym—1
al m—1 .
= Z Z 9mig Z Bei=t+1 i (ie)
(d0—1yeryi1 ) E{L .., N} G0=1 (i tseesits ) E{ Ly N} €1
=N - gm) (N = 14 9™ (23.26)

Therefore, we get by (23.25), using (23.26) and z := (N — 1+ 3)/N,

m—2

(m—10) 3 iy Bt L ie)

(=1 (1 yeerin)E{1L,..., N}—1
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m—2
=N""2(1—-gn) (m —€) 2™, (23.27)
=1
Because z € (0,1), we have
m—2 m—2 m—2 d d m—2
-1 _ ¢ _ +1 _ 041
(m —£) 2™ ZE_’_DZ_Z%Z _dz< Z )
(=1 (=1 (=1 (=1
_d 2 1—2"2\ 2(2-2)—2""1(m—(m—1)z2)
T dz 1—z B (1—2)2
and obtain, using the definition of z,
m—2 m—1—~
-1
Ym0 (Y5)
=1
_ N (N1 N4+ (m—1)(1-8) .
T a-pye N N '
and therewith by (23.27)
m_2 m—1 3
(m—20) Z Gmiy 521 o1 Ty (i)
=1 (im—1,-yi1)E{L,..,.N}m—1
N™ (N=14+8)" " (N+(m—-1)(1-5)) 4)
=(1- Im ( - N™ . 23.28
G \T=ap e (25.28)
Because (11.47) implies wy,+1 gm = Wi, (23.21) simplifies for m = 3,...,k, using (23.22),
(23.24) and (23.28), to
Sm(ika”-vil) =N" Z Wm+1 (1fgm)
(ieyesim)E{ L., N mm+1
= N™ > (Wimt1 — W) (23.29)
(i yeersim ) €{ 1., NpmmA1

and for m = k + 1, because of wy12 =1, see (11.47), to

Ski(ig, i) = N (1= gryr) -

(23.30)
Thus, using (23.20), (23.29) and (23.30), (11.62) simplifies to

k+1
L(g) = > Nwy+ Y Splin, ..., in)
(iyenyin)E{L,.., N }F m=2

= Z ng

(ifyoonrin)E{1,.., N}
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+N2 Z (wg—wg)

(ikyersin) E{1,..., N =1

Keeping in mind that wy,,, m = 2,...,k, only depends on (ik,...,in), we finally obtain
(23.18), which completes the proof. O



Chapter 24

A Se-No inspection game with an
expected number of inspections:
Krieger-Avenhaus model

As mentioned on p. 18, there are two reasons why in this monograph so far only inspection
games with a deterministically! fixed integer 1,2, . .. of inspections resp. controls are considered.
In short, let us repeat that these inspection games were in the focus of the research interests
from the very beginning, and also, that practitioners have only been interested in this type of
inspection game; see Avenhaus et al. (2010). There exist, however, a priori no reasons why
inspection games with a fixed number of inspections should be preferred to inspection games
with an expected number of inspections.

We saw in Chapter 11 that for a fixed number k of interim inspections for all N facilities the
optimal strategy of the Inspectorate means to randomize the number of interim inspections in
each of the N facilities. Thus, for the sake of clarity we emphasize that in this chapter we
consider just one facility for which the expected number of interim inspections for some time
period is given and known to the Operator.

Recently the interest in inspection models with an expected number of inspections has increased.
Where does this interest come from? We have observed two reasons: First, practitioners like
to argue with the term unpredictability, and they usually mean the following: "Because the
Operator only knows the expected number of inspections per year, he never knows how many
inspections are truly carried out, and this should be somehow advantageous for the Inspectorate
because there is always the possibility that another inspection is performed after all." One way
to evaluate this statement is to compare the optimal payoff to the Operator for the inspection
model with a fixed number k of inspections to that with an expected number of u = k
inspections. If the latter optimal payoff is smaller than the first one, the practitioner would
prefer the inspection model with an expected number of inspections. Note, however, that
planning considerations are neglected: The number of inspections can be larger or smaller than
k, which can be seen as an disadvantage from the planning point of view.

Second, some practitioners argue "that in case the Operator plans sequentially, i.e., a Se-No

In contrast to an expected or even random number of inspections resp. controls. In the following we use
just the wording fixed and expected number.

425
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or a Se-Se inspection game with a fixed number of inspections is considered, the Operator
could wait until the last inspection is performed and then behave illegally immediately (in case
of playing for time games) or else, behave illegally at one of the remaining steps (in case of
critical time games)." This, however, is a faulty argument, because this strategy is in none of
the inspection games discussed in this monograph an optimal resp. an equilibrium strategy of
the Operator.

For purpose of illustration and to address the first reason given above we treat in this chapter a
Se-No critical time inspection game with an expected number of inspections, where the analysis
can be seen as a starting point for further research, see Section 1.5, in two directions: First,
the game considered in this chapter could be solved taking payoff parameters into account as
in the corresponding games in Part Ill. Second, any other inspection game of this monograph
might be worth to be analysed under the assumption of an expected instead of a fixed number
of inspections resp. controls.

In this chapter, assumptions (iii), (iv), (v), (vi), (viii) and (x) of Chapter 14 are specified as
follows:

(iii") The Operator performs an illegal activity once at one of the steps L, ..., 1.

(iv') During an inspection the Inspectorate may commit an error of the second kind, i.e., if
the Operator behaves illegally at the same step at which the Inspectorate performs an
inspection, then the illegal activity is not detected with probability 5. This non-detection
probability is the same for all inspections.

(v') The Inspectorate performs an expected number u € Q (Q is the set of rational numbers)
of inspections at steps L, L — 1,...,1 with 0 < p < L. The number px is known to the
Operator.

(vi") The Operator decides at the beginning, i.e., at step L, whether to behave illegally at that
step. If he behaves legally at steps L,...,£+ 1 (1 < ¢ < L — 1), then the Operator
decides whether to behave illegally at step ¢; and so on. The Operator behaves illegally
latest at step 1; see assumption (iii’).

The Inspectorate decides at the beginning when the inspections are performed; see as-
sumption (Vv').

(viii') The payoffs to the two players (Operator, Inspectorate) are given by

(1,-1) for an untimely inspection or
a timely inspection and no detection of the illegal behaviour (24.1)
(-1,1) for a timely inspection and detection of the illegal behaviour

(x’) The game ends either at the step at which the Operator behaves illegally, or at step 1.

The remaining assumptions of Chapter 14 except (ix) hold throughout this chapter. Because
of the payoffs (24.1), the Se-No inspection game treated in this chapter is the analogon to
the original Thomas-Nisgav game with a fixed number of controls; see p. 356. Regarding
assumption (x') we note again that if the Operator behaves illegally at step i, i = L,..., 1,
then the game ends at step i regardless whether the illegal behaviour is detected at that step
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or not. In the latter case, the Operator has successfully performed his illegal activity and thus,
the game ends as well.

In Section 24.1 the Se-No inspection game with L = 3 steps is analysed and special optimal
strategies of the Inspectorate are discussed. Section 24.2 deals with a simplified Se-No inspec-
tion game with L steps which is used to formulate a conjecture about the optimal strategies
of both players and the optimal payoff to the Operator of the original Se-No inspection game.
Surprising relations to the generalized Thomas-Nisgav and the Canty-Rothenstein-Avenhaus
inspection games are highlighted.

24.1 Three steps; errors of the second kind

For the purpose of illustration we start with the case of three steps, i.e., L = 3, the extensive
form of which is presented in Figure 24.1. Because the Inspectorate behaves non-sequentially,
the game starts with the Inspectorate’s decision; see the comment on p. 50. Here, the chance
moves are already incorporated into the Operator's payoff.

At step 3, i.e., at the top of the tree, the Inspectorate’s decides when to perform its inspections:
0 resp. 1 indicates no resp. an inspection, where the first component of the triple refers to
the Inspectorate’s decision at step 3, the second component to its decision at step 2, and the
third one to its decision at step 1. Note that in contrast to the inspection games with a fixed
number of inspections here the expected number of inspections is not part of the game tree,
but only appears in the boundary condition (24.3).

The Operator decides at step 3 — not knowing the Inspectorate’s decision — to behave illegally
immediately (£3) or not (¢3). In the latter case he decides at step 2 to behave illegally imme-
diately (ZQA’O resp. 5271) or not (€20 resp. £21). In the latter case he must behave illegally at
step 1 because of assumption (iii"). The payoff to the Operator is given at the end nodes of the
tree and are, using (24.1), self-explaining keeping in mind that in case of a timely inspection
the payoffis 18+ (-1)(1—-8) =28 —1.

The Operator’'s two information sets can be explained as follows: At step 2 he only knows
whether there was an inspection at step 3 or not. Thus, all decision nodes of the Operator
at step 2 that belong to triples of the kind (0,-,-) resp. (1,-,-) need to be in the same in
information set. To indicate the Operator’s decisions at the information sets, they are denoted
by €2 resp. f21 and foq resp. £ where the second index indicates whether there was an
inspection at step 3 or not.

In accordance with the notation in Parts | and I, let the probability of behaving illegally at step
3 (3) be 1 — g3, and behaving illegally at step 2 (¢, resp. f21) be 1 — gao resp. 1 — ga1.
Because of assumption (iii'), the Operator must behave illegally at step 1. Thus, the Operator’s
set of behavioural strategies is given by

Gy = {g = (g3, 92,0, 921) € [0, 1]3}. (24.2)

The Inspectorate chooses its triples (j3, j2,71) € {0,1}3 with probability Q(js,j2.jr)» Where they
do not only have to add up to one, but also have to lead to expected value . Therefore, the
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Figure 24.1 Extensive form of the Se-No inspection game with L = 3 steps and with errors of

the second kind.
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Inspectorate’s strategy set is given by

Q3 = {q = (4(0,0,0) 4(1,0,0)+ - - -» 4(0,1,1)> A(1,1,1)) € [0,1]%

Z Ujs.gagn) = 1 and (24.3)

(43,42,91)€{0,1}3

9(1,0,0) T 9(0,1,0) + 90,0,1) + 2 (q(1,1,0) + 9(1,0,1) + 90,1,1)) +3q,1,1) = M} .

Using Figure 24.1, the (expected) payoff to the Operator is, for any g € G3 and any q € Qs,
given by

Ops3(g,4d) = q0,0,0) + 9(1,0,0) ((1 —g3)(28-1)+ 93)
+ 40,10 (1 — 93+ 93 ( (1—920)(28-1) +g2,o>>

+ 40,01 (1 — 93+ 93 (1 — 920+ g2,0(28 — 1)))
(24.4)

(
(

a0 (1= 9) 28 -1) + g5 (1= 920) @B~ 1)+ 21) )
( (1

+qa,01) (1 —9g3)(28—1)+g3 (1—921+g21(2ﬁ—1)>>

+4900,1,1) (1 —93+93(26 — 1)> +qa1,y(28-1).

The game theoretical solution of this inspection game, which is published in this monograph
for the first time, is presented in

Lemma 24.1. Given the Se-No inspection game with L = 3 steps, the expected number
wu(> 0) of inspections, and with errors of the second kind. The Operator’s set of behavioural
strategies is given by (24.2), the Inspectorate’s strategy set by (24.3), and the payoff to the
Operator by (24.4).

Then an optimal strategy of the Operator is given by

2 1

g3 = 3 and 95,0 = 95,1 =3 (24.5)

and an optimal strategy of the Inspectorate by

Q000 =00 and 41 00) = d01.0) = 4(0,01) = @1

(24.6)
qzkl,l,o) = qzﬁl,O,l) = q?o,l,l) =:a2 and qz(l,l,l) =:asz,
where the a;, i = 0,...,3, have to satisfy
ag+3a;+3az+az=1 and 3a;+6a2+3a3=p. (24.7)
The optimal payoff to the Operator is
Op; = Ops(g".q") =1-2(1-p) . (24.8)

3
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Proof. Using (24.5) and (24.6) with (24.7), it is easily seen that g* € G5 and g* € Q3. We
have to show that

Op3(g,q*) < Ops3(g”,q*) < Ops(g”, q) (24.9)

for any g € G5 and any q € Q3. By (24.3), (24.4) and (24.5) we get for the coefficient of
28 -1

1

U
3 ((I(l,ojo) +q(0,1,0) + 9(0,0,1) T 2 (Q(l,l,o) +49a,01) + Q(0,1,1)> +3 Q(1,1,1)) =3

Thus, we get, using the abbreviations a := g 00y, b = g,00) + 90,1,00 + %0,0,1), € =
qa,1,0) T 9(1,0,1) T 90,1,1) and d == q11,1),

Ops(g*,q)
uo3 2 1
=(28-1) 3 + 3 90,00) + 3 <Q<1,0,0) +4(0,1,0) T Q(0,0,1)> + 3 (9(1,1,0) + 4,01+ Q(0,1,1)>

:(2571)§+%(3a+2b+c), (24.10)

where a+b+c+d=1and b+2c+3d = u. These boundary conditions yield, by elimination
of d, 3a+2b+c=3— pu. Therefore, (24.10) finally simplifies to Ops(g*, q) = Op} for any
q € Q3, and the right hand side of (24.9) is fulfilled as equality.

To prove the left hand side of (24.9), we first note that we have for any g € G3
(1 =g) @81+ ) + (1= g5 +95 (1= 920) 28 1) + 20) )
+ (1 — g3+ 93 (1 — 92,0+ 92028 — 1)))
=(1-93)(28+1)+ys <1 +(1=920)(28-1)+g20+1—g20+ 72028~ 1)))

=28+1
and

(A=g)@B-D+g (1= 020) 28 -1) +g2))
+(1-g)@A- 1)+ (1= g1 +02026-1)) + (1-g5+9528-1)
=(1-g) (228-1+1)

95 (1= 020) 28 =D goa+ 1= g+ 920 (28-1) + 28~ 1))

—48-1.
Thus, (24.4), (24.6) and (24.7) imply for any g € G3

Ops(g. ) = a0+ 01 26+ 1) + a2 (45 1) +a3 (26 ~1) = 1 -2 (1~ ) & = Op§.
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i.e., the left hand side of (24.9) is fulfilled as equality, which completes the proof. O

Let us comment the results of Lemma 24.1: First of all, the optimal strategy (24.6) and (24.7)
of the Inspectorate is not unique; we will come back to this important point on p. 437. We
can choose, e.g., the probabilities q(;, ;, j,) such that only the nearest integer values of u are
mixed:

e ForO<pu<1
W

Goooy =1=m and 4 00) = G010 = G0 = 3 (a1)

41,100 = 9(101) = 40,1, = 91,11y = 0,

e For 1 < pu<2by

po 2 - p—1
oo =3T3 ad  dqhig =0y = Goany = 5

401,00) = 40,1,0)

%0.00) = 9(1,11) = 0, (24.12)
e For 2 < pu<3by

3—pn
91,10) = 4100 = Goy) = 3 and  qfy ) =p -2

(24.13)

90,0.0) = 4(1,00) = 0,1.0) = 4(0,0,1) = 0

Second, for p = 1,2,3, i.e., for an integer (expected) number of inspections, the optimal
inspection strategies (24.11) — (24.13) indicate that in these cases the number of inspections
is not randomized. Instead of using (24.11) - (24.13) for u = 1,2, 3, one can, however, also
choose a mixed strategy. For = 2, e.g., one can choose ag = a2 = 0 and thus, by (24.7) one
gets a; = 1/6 and a3 = 1/2. Therefore, another optimal strategy of the Inspectorate is, for
=2, given by

4(1,0,0) = 9(0,1,0) = 9(0,0,1) = 6 and =35

‘IZo,o,o) = q(l,l,o) = qzﬁl,o,l) = qzﬁo,1,1) =0.

Note that with Lemma 24.1 we have also found the solution of the corresponding Se-No
inspection game with a fixed integer number of inspections. In case of one inspection one just
have to put g(0,0,0) = 4(1,1,0) = 9(1,0,1) = 4(0,1,1) = 4(1,1,1) = 0 in (24.4) to obtain the payoff to
the Operator, and then g3 = 2/3 and g3, = 1/2 as well as qFL0,0) = qzko,l,o) = q€07071> =1/3
are optimal strategies in the inspection game with (exactly) one inspection.

Third, we compare the results of Lemma 24.1 with those of the generalized Thomas-Nisgav
inspection game for L =3, d =b=1and k/3 < 1/(2(1 — 3)). We see that the Operator’s
optimal strategies (24.5) coincide with the equilibrium strategy (17.31) of the Smuggler

_ 1 _
p§,k=§=1*9§ and Py =s=1-gs0=1-g5,,

2
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and that the optimal payoff (24.8) coincides with the equilibrium payoff (17.33) for k = p.
Therefore, if the Operator decides sequentially, then he need not care whether the Inspectorate
decides non-sequentially using the expected number p of inspections, or decides sequentially
using the fixed number k = u of inspections. These properties of optimal strategies we have
already observed in Chapter 6.

Fourth, we compare the results of Lemma 24.1 with those of the Canty-Rothenstein-Avenhaus
inspection game for L =3, a =b=c=d =1, a =0and k/3 < 1/(2(1 — B)). Let p;,
i = 3,2, be the probability that the Operator behaves illegally at step 7. Then (24.5) implies

1

3 b

i.e., (156.76) for L = 3. Let gj, j = 3,2, 1, denote the probability that the Inspectorate performs
an inspection at step j. Then we have

*

py=1l—-gi=5 and pi=g3(1—g5) =935(1—951) =

43 = q(1,0,0) T 4(1,1,0) T 4(1,01) T 91,1,)
42 = 4(0,1,0) T 4(1,1,0) T 9(0,1,1) T 9(1,1,1) (24.14)

q1 = 4(0,0,1) T 4(1,0,1) T 49(0,1,1) T 9(1,1,1) 5
and (24.11) — (24.13) imply independently of p that

which coincides with ¢5 = ¢ = ¢ in (15.77) for k = p and L = 3. Again, the optimal payoff
(24.8) coincides with the equilibrium payoff (15.78) for k = p. Thus, if the Inspectorate decides
non-sequentially (either using the expected number i of inspections or using the fixed number
k = p of inspections), then it need not care whether the Operator decides sequentially or not.
We did not observe these properties of optimal strategies in Chapter 6.

We mentioned on p. 427 that the probabilities go o and go; need to be distinguished from
a modelling view point, because the Operator might choose a different probability depending
whether there was an inspection at step 3 or not. The fact g5, = g3 ; is a result of the game
theoretical analysis. However, the game tree in Figure 24.1 points to an interesting heuristic
argument: Suppose the Operator behaves legally at step 3 (¢3), then the decision situation
he faces at step 2 is independent of whether there was an inspection at step 3 or not. For
example, if the Inspectorate chooses one of the triples (0,0, 0) or (1,0, 0), then the (not proper)
subgames entered after the decision /3 are equal. The same is true if the Inspectorate chooses
(0,1,0) or (1,1,0), or if it chooses (0,0,1) or (1,0,1), or if it chooses (0,1,1) and (1,1,1).
According to this heuristic argument it can be assumed that the probabilities g2 o and g2 are
equal and we abbreviate them by ga. Thus, the Operator’s strategy set is then given by

Gy = {& = (93,92) € [0, 11} (24.15)

Putting g2.0 = g2,1 =: g2 we obtain for the coefficient of 23 — 1 from (24.4), using (24.14),

(1—g3) (Q(l,o,o) +4@,1,0) T 91,0,1) T Q(1,1,1)>

+93(1—g2) <Q(o,1,0) + 41,100 T q0,1,1) + Q(1,1,1))
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+ 9392 <¢J(0,0,1) + 41,01 T 90,1, + (I(l,l,l))

=(1-g)az+g(1—g)e+9390q. (24.16)

The expression in (24.16) is the probability that an inspection is performed at the same step at
which the Operator behaves illegally. The payoff to the Operator is in this case 23 — 1. The
remaining terms in (24.4) simplify, using (24.14), to

(1-g3) (QI(o,o,o) + 4(0,1,0) T 4(0,0,1) + Q(o,1,1)>
+93(1 —g2) <Q(o,o,o) +4(1,0,0) + 90,0,1) + Q(1,o,1)>

+ 9392 ((J(o,o,o) +4(1,0,0) T 90,1,0) T q(1,1,o))
which gives by (24.14)
(1—93)(1—gq3) +93(1—g2) (1 —g3) +g392(1 —q1), (24.17)

i.e., the probability that no inspection is performed at the step at which the Operator behaves
illegally. The payoff to the Operator is in this case +1. Note that using (24.14) as basis for
the Inspectorate’s behaviour, its strategy set is now

Qs = {ﬁ = (g3,92,q1) € [0,1° : g3 + o+ q1 = u} : (24.18)
Using (24.4), the Operator’s payoff can be expressed, for any g € Gs and any q € Qs, by

Ops(8@):=28-1)((1-93)a3+931 —g2) @2+ g3 921)
(24.19)

+(1—9g3)(1—g3)+g3(1 —9g2) (1 —gq3) + 9392 (1 — ).
This expression will be generalized in Section 24.2 to any L = 4,5, .. ..

24.2 Any number of steps; errors of the second kind

We now consider the case of L steps, and solve first the simplified Se-No inspection game with
an expected number p of inspections. "Simplified" refers here to the fact that this game is
based on the assumption that the Operator’s probabilities at step j, j = L —1,...,1, do not
depend on the history of the game, i.e., do not depend on what will have happened at steps
L,...,j+ 1. As a consequence — see last section — we can utilize the probability ¢; that an
inspection is performed at step j; see (24.14) for L = 3 steps.

As a generalization of (24.15), the Operator’s strategy set in the simplified Se-No inspection
game is given by

éL = {g = (gL7gL71> s 792) € [07 I]Lil} ) (2420)

where gy denotes the probability of not behaving illegally at step ¢, and that of the Inspectorate,
as a generalization of (24.18), is given by

L
Qr:=<q:=(qz,...,q) €[0,1]" Z (24.21)
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where ¢; denotes the probability that the Inspectorate performs an inspection at step j.

As a generalization of (24.16) and (24.17), the probability that an inspection is performed at
the same step at which the Operator behaves illegally is given by

L L
d-ga [ 9. (24.22)
i=1

r=i+1
where H}?:Lﬂ g¢ = 1 and g1 = 1, and the probability that no inspection is performed at the
step at which the Operator behaves illegally is given by

L

L
D -g)1-a) I] -

i=1 {=i+1

Therefore, the (expected) payoff to the Operator is, for any g € Gy, and any q € @L, given by

L L
OpL(8@)=028-1)> (-g)a [] gz+z 1—gi)(1—q) H ge. (24.23)
i=1 (=i+1 (=i+1

Of course, (24.23) simplifies to (24.19) for L = 3 steps.

The game theoretical solution of the simplified Se-No inspection game, see Krieger and Aven-
haus (2018a), is given in Lemma 24.2. Even though the following result applies to any L, we
do not formulate it as a Theorem — as we have done throughout this monograph — but as a
Lemma to indicate the provisional nature of our analysis.

Lemma 24.2. Given the simplified Se-No inspection game with L steps, the expected number
wu(> 0) of inspections, and with errors of the second kind. The Operator’s set of behavioural
strategies is given by (24.20), the Inspectorate’s strategy set by (24.21), and the payoff to the
Operator by (24.23).

Then an optimal strategy of the Operator is given by

(-1
gi=—— t=L....2 (24.24)

and an optimal strategy of the Inspectorate by

a=L  =r..1. (24.25)
The optimal payoff to the Operator is
Op, = Op () =1-2(1-8) 2. (24.26)

Proof. Obviously, we have g* € Gp and @* € Q1. We have to prove that
Op.(8.d") < Op,(8".@") < Op.(8".9) (24.27)

forany g € Gp and any q € QL. Because (24.23) can be written as

Op1(8.9) Z(l—gz (1-20-9a) 1 o

l=i+1
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we get by (24.25) and g1 =1

L L
Op@a) = (1-20-9%) > (1-g) [[ w=1-20-5%=0n,

i=1 l=i+1

for any g € G1, and by (24.21) and (24.24)

~ | L1 1 g s
Op @)=Y - (1-20-8a) ] 7* S (1-2(1-8)q)=Op,
i=1 l=i+1 i=1
for any q € @L, i.e., the saddle point criterion (24.27) is fulfilled as equality. O

Let us comment the results of Lemma 24.2: First, we see that the Operator’s optimal strategy
(24.24) coincides with that of the generalized Thomas-Nisgav inspection game ford =b =1
and k/L < 1/(2(1—p)) in (17.31). Also, the optimal payoffs (17.33) and (24.26) are the same
for k = p. The relation between the Inspectorate’s optimal strategies (17.32) and (24.25), i.e

K'/C resp. /L, is, for £ = L —1,...,1, unclear. Using the Operator's optimal strategy as
given by (24.24), we see that 1 — g3,...,1 — g} form a harmonic progression; see also Table
4.1 on p. 72 for an overview of inspection games treated in this monograph with this property.

Second, comparing the results of the Canty-Rothenstein-Avenhaus inspection game fora = b =

c=d=1 a=0and k/L < 1/(2(1 — B)), we see that the Operator's optimal strategies

can be transformed into each other. Let p;, i = L...,2, be the probability that the Operator

behaves illegally at step i if he does not do so before. Then (24.24) implies forall i = L,...,1
1 oW L-1 1 1

pLZI*QZZZ and p;‘=92--~92‘+1(1*9i):T"'¢+1_L7

i.e., (15.76). This is intuitive since the Operator who ignores the history in fact behaves
non-sequentially, like in the Canty-Rothenstein-Avenhaus inspection game. The Inspectorate’s
optimal strategies (15.77) and (24.25) obviously coincide for k = u. Again, the optimal payoffs
to the Operator (15.78) and (24.26) are the same.

Third, let us assume that instead of the critical time concept which is the basis of (24.23),
the probability to detect the illegal behaviour is considered as the objective function. This
probability is, using (24.22), given by

P (detect the illegal behaviour) = (1 — 3) Z (1—g) H g - (24.28)
(=i+1

It can be shown that (24.24) and (24.25) are also optimal strategies if (24.28) is taken as the
objective function. The resulting optimal probability to detect the illegal behaviour is

P’ (detect the illegal behaviour) = (1 — 3) %

Thus, it does not matter whether the Inspectorate plans its inspections based on the (expected)
payoff (24.23) or based on the probability to detect the illegal behaviour (24.28), because they
both lead to the same optimal inspection strategy. This issue is also addressed on p. 391.

Fourth, introducing payoffs to the Operator as in (17.1), it can be shown that he behaves legally
if and only if condition (17.34) is fulfilled; see Krieger and Avenhaus (2018a).
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Having solved the simplified Se-No inspection game with the expected number p of inspec-
tions, we get back to the original game. Again, let g1, be the probability to postpone the illegal
behaviour at step L, and let gy ;, .. j,.,) be the probability to postpone the illegal behaviour
at step £ if the inspection history (jr,...,j¢+1) has been observed. The Inspectorate chooses
(4L, - --,J1) with probability q(;, . ;). Let the strategy sets G, and @, be defined as appro-
priate generalizations of (24.2) and (24.3). The payoff to the Operator is, for any g € G, and
any q € @y, given by

Opr(g.q) = > Uipir) ((1 —gr)(1=2(1-5)1;.(1))

(Jrs--d1)€{0,1}F

L-1 L—-1
Y (U= Gn g 90 || 90010y 1= 2(1 = B) 15, (1)) (24.29)
n=2 {=n+1
L—-1
90 T 900 (1= 200= ) 1, (1)),
=2

where, like (11.23), the indicator function is given by

{O:iyéj

1;(j) = 1 : i=4°

Then Lemmata 24.1 and 24.2 lead to

Conjecture 24.1. Given the Se-No inspection game with L steps, the expected number p(> 0)
of inspections, and with errors of the second kind. The Operator's set G of behavioural
strategies and the Inspectorate’s strategy set Oy, are appropriate generalizations of (24.2) and
(24.3), and the payoff to the Operator is given by (24.29).

Then an optimal strategy of the Operator is given by

L-1

-1
gZziL and ; =

90,Gipsederr) =
Urrdie) =g (24.30)
forall ¢=L—1,...,2 andany (jp,...,je+1) € {0,1}F7¢,
and an optimal strategy of the Inspectorate as follows: Any of the tuples (jr,...,j1) € {0,1}F

with k-times "1" is chosen with probability ax, k = 0,..., L, such that these probabilities
satisfy

L
L L
Z<k)ak:1 and Zk(k>ak:p.
k=0 k=1

The optimal payoff to the Operator is given by (24.26).

The right hand side of the saddle point inequality (24.27) with Opy(g, q) instead of ONpL(g, q)
can be proven as follows: Using (24.30), (24.29) simplifies for any q € @, to

. 1
Opr(g*,q) =1-2(1-5) E Qjpit) (f 1;,(1)
(JLresd1JEAO,1}E
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§51L71L72 n L-1L-2 1 >

ht ... 1, ()+——="2...21,(1
n L L-1 nJrlﬂ"()Jr L L-1 2ﬂi)

n=2

L
1
=1-20-8)7 Y a3 (D)
(Jrssg1)€{0, 1} n=1
—1-2(1-8)% = op}.
So far we were not able to prove the left hand side of the saddle point inequality (24.27) for
any L, but only for L = 3, see the proof of Lemma 24.1, and for L = 4, not presented here.
Even though this proof does not seem to be out of reach, we leave it to our readership, thus
encouraging further research in this fascinating area.

Most importantly, we realize, as we did already after Lemma 24.1, that the optimal strategy
of the Inspectorate is not unique. A special optimal strategy of the Inspectorate is given by
choosing it such that only the nearest integer values of p are mixed, more precisely: Any of
the tuples (jz,...,1) € {0,1}" with exactly [u] "1", i.e., |] inspections are performed, is
chosen with probability?

Lt p]—p
(i)

and any of the tuples (jz,...,j1) € {0, 1}* with exactly ] +1 "1", i.e., || + 1 inspections
are performed, is chosen with probability

(24.31)

p=lnl
(LMJL+1)

(24.32)

Any of the tuples (jz,...,j1) € {0, 1}* with less than || or more than ] +1 "1" are chosen
with probability 0. If 41 is an integer, then ;1 — [p] = 0 and (24.31) and (24.32) yield

-1 . . .
) () for (jr.....) € {01} with b 1;,(1)=p (2433)
g yegn) = ) ’ :
0 for (jr,...,j1) €{0,1}F with Sk 1, (1) #p

Let us close this chapter with two remarks on the applicability of these results: First, of course,
we provide optimal strategies even in the case that for some reason or other the given number
of expected inspections is not an integer. If it is an integer, then the Inspectorate can either
use this fixed number leading to (24.33), or it can use some mixed strategy, e.g., (24.31) and
(24.32). In the former case the number of inspections is exactly p and thus, the Inspectorate’s
inspection effort is a priori fixed. In the latter case there might be actually more or less than
inspections, which — in case of more than p inspections — is a disadvantage for the Inspectorate.

Second, we answer the question "Is there any advantage of using inspection games with an
expected number instead of a fixed number of inspections?"; see p. 425. If the optimal payoff
to the Operator is used to decide whether an expected or a fixed number of inspections should
be preferred, then the Se-No inspection game treated in this chapter shows that both models
are equivalent in the sense that they result in the same optimal payoff to the Operator for

2The floor function | | maps z to the greatest integer less than or equal to .
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any integer value of u. So here, there is neither an advantage nor a disadvantage of using a
model with an expected number of inspections, and a model can only be selected by taking
into account further criteria such as organizational ones which may favour a solution as given
by (24.31) to (24.32), or the initially mentioned unpredictability.

If the latter one has the highest priority, then all possibilities k& = 0,..., L of numbers of
inspections should be used, e.g., by

1 ) .
17% (27%—71) C Grseeo) = (0,...,0)

Uigmit) = L ) .
m : (]L7...7j1) S {071}L\{(07,0)}

if pis small

o 1

(o) <t
and by

py 1 o .
(1-%) 5= L (o) € (0 {(L )

*

preemin) = 1
I (1—%> (2_F> © U,ei) =041

if uis large

N 1
o)
This, on the other side, makes planning difficult; perhaps the responsible officials will prefer a

solution of the kind given by (24.11) — (24.13) resp. (24.31) and (24.32). Life is not always
made easier by freedom of choice.
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