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Abstract

While single-level Nash equilibrium problems are quite well understood nowadays,
less is known about multi-leader multi-follower games. However, these have important
applications, e.g., in the analysis of electricity and gas markets, where often a limited
number of firms interacts on various subsequent markets. In this paper, we consider a
special class of two-level multi-leader multi-follower games that can be applied, e.g.,
to model strategic booking decisions in the European entry-exit gas market. For this
nontrivial class of games, we develop a solution algorithm that is able to compute the
complete set of Nash equilibria instead of just individual solutions or a bigger set of
stationary points. Additionally, we prove that for this class of games, the solution set is
finite and provide examples for instances without any Nash equilibria in pure strategies.
We apply the algorithm to a case study in which we compute strategic booking and
nomination decisions in a model of the European entry-exit gas market system. Finally,
we use our algorithm to provide a publicly available test library for the considered
class of multi-leader multi-follower games. This library contains problem instances
with different economic and mathematical properties so that other researchers in the
field can test and benchmark newly developed methods for this challenging class of
problems.

Keywords Game theory - Nash—Cournot equilibria - Multi-leader multi-follower
game - Peak-load pricing

Mathematics Subject Classification 1A10 - 91A65 - 91A80 - 91B74 - 90C26

1 Introduction

In this contribution we consider a class of two-level multi-leader multi-follower games
(MLFG). In these games, the same players (in the following, the firms) first compete
on an upper level deciding on capacity expansions and afterward on a lower level
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in one or more capacity-constrained Cournot games. We allow for N > 2 firms and
do not require symmetry. In particular, we allow for possibly different costs across
firms at both levels, and also consider endogenous cost of capacity expansion that may
depend on the expansion decisions of all firms. For this class of MLFGs, we develop
an algorithm that provably computes the exact set of Nash equilibria. The algorithm
computes all pure strategy Nash equilibria and, in particular, it does not return any
additional non-optimal stationary points. We show that the solution set is finite and also
provide examples for instances without pure strategy Nash equilibria. In a case study,
we illustrate that the algorithm can be used to compute optimal strategic booking and
nomination decisions in a model of the European entry-exit gas market. Moreover,
we use our algorithm to provide a publicly available test library for the considered
class of multi-leader multi-follower games. This library contains problem instances
with different economic and mathematical properties (together with information on
their solutions) so that other researchers in the field can test and benchmark newly
developed methods for this challenging class of problems. Our work contributes to
several strands of literature, most prominently the mathematical analysis of MLFGs,
the peak-load-pricing literature, and the analysis of gas markets. We highlight the most
closely related papers in the following.

From a mathematical point of view, we consider an MLFG or an equilibrium prob-
lem with equilibrium constraints (EPEC). Existing literature in this area can roughly be
divided into two parts: For very general MLFGs, suitable optimality conditions have
been developed, e.g., in [47,48,53], existence results based on potential functions have
been contributed, e.g., in [42,43] and some ideas for solution algorithms can be found
in [45,54]. However, the study of general MLFGs without any assumptions on their
structure has certain drawbacks. Either very strong assumptions are needed, e.g., the
existence of a potential function, which might not be satisfied in relevant applications,
or, alternatively, one only aims at the identification of stationary points instead of Nash
equilibria. This usually results in algorithms that cannot compute all Nash equilibria
of the MLFG and cannot guarantee that the computed solutions are Nash equilibria.

For those reasons, a different thread of MLFG literature focuses on the analysis of
special classes of MLFGs, for which the structure is motivated by some application.
The most prominent papers in this respect analyze electricity markets, which can be
modeled as a multi-leader game with one common follower; see, e.g., [4,14,23,28,32,
60,67,70]. To maintain tractability, the focus of the analysis is still often not on Nash
equilibria of the MLFG but on weaker solution concepts such as local Nash equilibria or
some kind of Nash stationary points based on, e.g., S- or M-stationarity conditions for
mathematical programs with equilibrium constraints. There are of course exceptions
such as [3], who fully characterize Nash equilibria of a pay-as-bid electricity market.
Our paper contributes to this strand of MLFG literature by considering a class of
MLFGs motivated by an application. For multi-leader multi-follower models in the
electricity context, see, e.g., the series of papers [37,38] in which the authors focus on
modeling and do not consider to find all possible equilibria of the resulting EPEC. In
[15] the authors investigate a bilevel problem, in which leaders know the distribution
of the demand whereas followers have information on the exact realization. Firms are
only optimizing production quantities but not capacities in their model. In this setting,
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which is a difference to our setup, the existence of a stochastic version of the Nash
equilibrium is shown.

We consider situations of capacity choice prior to fluctuating demand. The tra-
ditional investment literature focused on the case of optimal (instead of strategic)
investment decisions. This so-called “peak-load-pricing” literature was initiated by
[6,66]; for a review see [13]. Later, [36] applied those results to analyze the case of
perfectly competitive markets. More recent contributions have considered the case of
strategic capacity choice prior to competition at spot markets. One strand of literature
analyzes strategic capacity choices prior to price competition at several spot markets;
see, e.g., [19,22,61], and, more recently, [52].

We analyze the case of strategic capacity choices prior to quantity competition (a la
Cournot) at several subsequent spot markets, which results in a classical MLFG setup.
In this context, [24,27,57,71,72] consider the case of strategic capacity choice prior
to uncertain or fluctuating demand. However, all these contributions consider the case
of symmetric firms. As shown in these studies, this results in a unique and symmetric
equilibrium since a firm’s profit function, if others choose the equilibrium candidate,
is quasi-concave; see, e.g., [27].

Other contributions consider the asymmetric case as well. An asymmetric duopoly
setting is considered in [50], where firms strategically choose capacity prior to Cournot
competition (closed loop), as opposed to the case, where firms simultaneously choose
capacities and output (open loop). Whereas existence and uniqueness for the latter
case already have been shown previously, the authors establish that there can exist at
most one pure strategy equilibrium of the duopoly setup of capacity choice prior to
Cournot competition at many spot markets. Several subsequent contributions provide
characterizations and algorithms allowing to determine pure strategy Nash equilib-
ria in asymmetric setups of strategic capacity choice prior to Cournot competition;
see [69] and, even more recently, [49]. By parameterizing the degree of competitive-
ness of firms (conjectural variation formulation), these contributions provide important
insights on the effect of competitive conduct on the market outcome for a range of
parameters that includes perfectly competitive firms. However, these characterizations
and algorithms focus on specific local equilibrium candidates by identifying station-
ary points exploiting the local concavity of the firms’ profit functions. The analysis
presented in this paper significantly extends these contributions. By explicitly consid-
ering inevitably arising concave kinks and non-concavities of profit functions in the
case of multiple asymmetric firms, our analysis is able to identify all pure strategy
Nash equilibria of the MLFG.

Beyond the applications in the context of electricity markets, our approach can be
applied to situations, where the capacity of a service has to be determined upfront
and cannot be easily adjusted thereafter. Examples include investments in airplanes,
hotels, or hospital capacity. An additional important application of our setup is the
analysis of entry-exit gas markets, which is the predominant European mechanism for
gas trading; see [17,18]. This trading scheme basically decouples trade and transport
of gas. In order to be eligible to trade gas at the daily spot markets, traders have to
acquire—i.e., book—capacities, which allow them to inject or withdraw gas at a given
node. Existing papers that focus on strategic behavior in gas markets do not account
for the necessity to acquire network capacity before trade; see, e.g., [5,10,12,34,64].
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Other papers assume efficient congestion management as, e.g., [46]. Contributions,
that consider potential inefficiencies in the context of entry-exit gas markets, e.g.,
[11,25,29,65,68], provide vast and interesting political arguments regarding the up-
and downsides of the entry-exit system. However, they are typically based on small
illustrative examples to enhance and illustrate their arguments. In [26], the authors
provide a framework to analyze the interaction of gas producers and traders with the
network operator in the context of the entry-exit system in a multilevel setup. First
computational techniques and numerical results have been presented in [7,30,63]. Our
framework is complementary to this approach in the sense that it is capable to analyze
the important case of strategic interaction of firms, when making their booking and
nomination decisions. To this end, see, e.g., [1,35], which find considerable strategic
behavior (market power) in European gas markets. To the best of our knowledge, the
present paper is the first contribution to provide a formal framework, which allows to
computationally analyze strategic booking and nomination decisions in the context of
liberalized gas markets in an entry-exit regime.

The remainder of the paper is organized as follows. In Sect. 2, we introduce the
MLFG model analyzed in this paper and briefly describe the solution idea. Section 3
is devoted to the capacity-constrained Cournot games on the lower level and provides
detailed properties of their unique Nash equilibria. For better readability of the paper,
some of the proofs for this section have been relegated to the appendix. The results
are used in Sect. 4 to reformulate the two-level MLFG as a single-level Nash equilib-
rium problem, for which tailored optimality conditions are developed. The algorithm
developed in Sect. 5 then uses these optimality conditions to select Nash equilibria
among all possible candidates. In Sect. 6, we present a short numerical study, in which
our algorithm is used to compute optimal strategic booking and nomination decisions
for the entry-exit model of the European gas market, and describe the test library. We
close the paper in Sect. 7 with some final remarks.

2 Model description and main solution idea

In this section, we present the details of our model. Let us start with some frequently
used notation. The vectors e, € RN, n = 1, , N, denote the canonical unit vectors
of the vector space R". For a sufﬁmently smooth function f : RN — R, the partial
derivative w.r.t. the variable x,, is denoted by a—f and the directional derivative at a point

x € RY in direction d € RY is denoted by f’(x; d). For reference, we summarize all
variables, parameters, and additional notation in Table 6 of “Appendix C”.

Next we specify the considered game. We analyze the competition between firms in
the following two-level MLFG I': In the upper level, firms n = 1, ..., N simultane-
ously choose capacities x;,, > 0. These capacities are long-term investment decisions
of the firms that are taken at the beginning of a given time horizon. We assume that the
cost for capacity expansion, which firm n has to pay, can be described by a function
S, : RY — (0, 00). This cost function may be different for different firms » and can
also depend on the others’ decisions x;,, m # n. We assume foralln = 1,..., N
that S, is continuously differentiable and monotonically increasing in all variables x,,,
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ie.,
Sp(x +eey) > S,(x) foralm=1,..., Nande > 0,

where x = (xq, ..., xN)T € RY. Furthermore, we assume that x, — S, (x)x, is
convex, i.e., x, > S, (x) + x, gfz (x) is monotonically increasing.

Given these capacities x, in the lower level, we consider several subsequent
scenariost = 1, ..., T, in which the same firmsn = 1, ..., N compete in a capacity-

constrained Cournot game G;(x), i.e., they solve

n,t

N
max ¢n,t(Qn,t) =P (Z Qm,t> dn,;t — Cnqn,t St 0< qn,t = Xn. (D

m=1

Here, x,, > 0 is the previously chosen capacity from the upper level, ¢, > 0 denotes
the production cost of firm n, Q; = ZZ:l gm.: 1s an abbreviation for the overall
produced quantity in scenario ¢, and

Pt(Qt) =06 —th (2)

with 6, > 0 and b > 0 denotes the inverse market demand function. In the Cournot
setting considered here, this leads to similar results as classic marginal pricing under
mild assumptions; see, e.g., [31,40], where similar settings are considered. For differ-
ent scenarios ¢, the capacity-constrained Cournot games thus only differ in the price
intercept 6, and we assume, without loss of generality,

0y <Oy <---<0Or.

Some possibilities to incorporate more scenario-dependent parameters into the model
are discussed in Remark 3.2.

Since for all firms n the feasible set [0, x,] is nonempty, compact, polyhedral (and
thus convex), and since the objective functions

N
qn,t ¢n,t(9n,t) =F <Z Qm,t) dn.t — Cnqnt

m=1

= _bq,i; + |0 —b Z qm,t — Cn | qn,t
m#n

are strictly concave in ¢, ;, by Proposition 2 in [44], the game G;(x) has a unique
equilibrium g;(x) € RY for all scenarios ¢ and all capacities x = (x1, ..., xy) TLIf

we denote the corresponding equilibrium price by P, (x), then the equilibrium payoff
for each firm n in scenario 7 is given by

$s (@) 1= (P0) = ) G (),
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Fig. 1 Illustration of the multi-leader multi-follower game I'

On the upper level, every firm n thus chooses its capacity x,, > 0 such that its
overall gain is maximized, i.e., firm n solves the problem

T
max 7, (X) ==Y Wi (X) = Sp(¥)xy sk x, = 0. (3)

t=1

Here, w; > 0 are weights that can be used to reflect the probability or importance of
the individual scenarios 7.

The game I is defined as the two-level MLFG described by (3) and (1). The structure
of this game is illustrated in Fig. 1.

Every scenario ¢ is a subgame of the entire game. This can be seen (even though
the game is not in extensive form) by its hierarchical structure. For each capacity
choice x in the upper level, which represents the information set for the lower level,
the capacity-constrained Cournot games G, (x) for scenarios t = 1, ..., T take place
after the capacities are fixed. Since each scenario ¢ is only connected to the upper level
and independent of other scenarios 7 # ¢, each scenario  is a subgame of the MLFG.

The structure of I also implies that all Nash equilibria (£7,§7)T € RN x RTN of
the game I" have the property that for all t = 1, ..., T, the vector §; = §;(X) is the
unique Nash equilibrium of the subgame G;(x).

Theorem 2.1 Let (%, 4) € RY x RTN be a Nash equilibrium of the game T. Then,
this Nash equilibrium is subgame perfect.

Our goal is to construct an algorithm that computes all Nash equilibria X € [0, c0)V
of the two-level game I'. The main idea of this algorithm is as follows: For every
given vector x > 0, the capacity-constrained Cournot games G, (x) have unique Nash
equilibria g, (x) forallz = 1, ..., T. We can provide explicit formulae for these Nash
equilibria and the resulting equilibrium payoff qAbn,,(x) and can thus reduce the two-
level game to the single-level game (3). However, the objective functions 7, (x) of the
resulting single-level game are only piecewise defined and can have both concave and
nonconcave kinks, see Fig. 2 for an illustration.

To be able to compute all Nash equilibria of I" despite these complications, we thus

e derive tailored first-order necessary optimality conditions for Nash equilibria con-
sisting of stationarity conditions and local optimality conditions; and then

e develop an algorithm, that first computes all candidates for Nash equilibria based
on the stationarity conditions, then checks the stationary candidates w.r.t. the local
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optimality conditions, and finally checks the locally optimal candidates w.r.t. global
optimality by verifying that unilateral deviations are not beneficial.

3 Analysis of the lower level

For a fixed price intercept 8 > 0 and capacities x,, > 0, we now consider the capacity-
constrained Cournot game G (x), where every firmn = 1, ..., N solves

N
max $n(q) =P <Z qm) Gn — Cnqn St 0 = qn < xp,
" m=1

with ¢, > 0,b > 0, and P(Q) = 60 — b Q. Note that we allow an arbitrary number N
of firms and do not impose any symmetry assumptions. Many aspects of this type
of game have already been broadly discussed in the literature; see, e.g., [41,51]. It
is shown in Proposition 2 of [44] that the capacity-constrained Cournot game G (x)
has a unique Nash equilibrium ¢ (x). For our analysis, we need very specific infor-
mation about this unique Nash equilibrium ¢ (x) and the corresponding equilibrium
payoffs $u(x). To be precise, we need to know the effect of varying the price inter-
cept 0 and the capacities x on the above mentioned quantities.

Our first step is thus to provide an explicit formula for the unique Nash equilib-
rium ¢ (x) and—at the same time—introduce the notation needed later. To this end,
note that all firms 7z can only choose a strategy g, € [0, x,,] and we can thus split them
in the sets

Z(x):={n=1,...,N:x, =0},

I(x) :={n ¢ Z(x): gu(x) =0},
Cx):={n ¢ Z(x): gn(x) = xn},
Ux):={1,...,N}\ (Z(&x) UI(x) UC(x))

of firms with zero capacity and firms that are inactive, constrained, or unconstrained
in the equilibrium. Using this notation, one can verify that in the unique Nash equi-
librium ¢ (x) the equilibrium price is given by

Px) = O+ > e €m — b mecix) ¥m @
|U(x)| +1 '

the equilibrium strategies are

0, ifnellx)UZ(x),
gn(x) = 1 BO= - if € U(x), Q)
Xn, ifneC),
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and the equilibrium payoff reads

0, ifnel(x)UZ(x),
$n(x) = { 1 (P(x) —cn)?, ifneU),
(P(x) — ca)xn, ifn e Cx).

Using the equilibrium price Is(x), we can also characterize the sets 7(x), U(x), C(x)
by

[(x) ={n ¢ Z(x): P(x) < cu),
Ux)={n¢ Z(x):cp < Is(x) < ¢y + bxy}, (6)
C(x)=1{n¢ Z(x): P(x) > ¢y + bxy).

For a more detailed analysis, it is helpful to split both sets 7 (x) and C(x) further
into those firms that are on the boundary to being unconstrained and those that are
strictly inactive/constrained:

IS(x) ={nelx): P(x) <cul,
I=(x) = {n € I(x): P(x) = cy},
C=(x) ={neCl): P(x)=cn+ bxn},
Co(x)={neCx): P(x) > cu + bxp).

Recall that in the two-level game I, the equilibrium payoff bn .+ (x) for all scenarios ¢
is a part of the objective function r,, (x) of firm . For this reason, we need to understand
the effect of component-wise changes x +-¢e¢,, ¢ € R, on the equilibrium payoff ¢3n (x)
of the same firm n. As long as a deviation x + ¢e;, does not change the sets Z(x),
I(x), U(x), and C(x), the equilibrium payoff (}A&,, (x) is constant w.r.t. x,, if n €
Z(x) U I(x) UU(x), and strictly concave in x,, if n € C(x).

To analyze the situation in which the sets Z(x), I(x), U(x), and C(x) change due
to a deviation, we consider a fixed firmn € {1, ..., N} and a small deviation x + e,
and compute its effect on the equilibrium payoff (/JA’n (x). The precise formulas can be
found in Lemma B.1 in the appendix and imply the following local properties of the
map x, — Pn(x), see Fig. 2 for a schematic illustration:

e In case n € Z(x), only positive deviations are possible and the map is locally
concave.

e Incasen € I(x) UU (x), the map is locally constant.

e Incase n € C~(x), the map is locally concave but may have a kink in x,,.

e In case n € C~(x), the behavior depends on the sets /=(x) and C=(x). If
[I=(x)] = |C™(x)], the map is locally strictly concave and differentiable. If
[I=(x)] > |C~™(x)], the map is locally concave but has a kink at x,,. However,
if |[I=(x)| < |C™(x)|, the map x,, — qgn (x) has a nonconcave kink at x,,.
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" b14
T2 = T2
Tro = fz

P S W

0 ’ T : > 1

Fig. 2 Schematic illustration of the x-space for N = 2 firms. Highlighted from firm 1’s perspective are
the cases 1 € C~(x) (in blue), 1 € U(x) (in gray) and, regarding the map x; — ¢ (x), | € C=(x)
without kink (in green), 1 € C=(x) with concave kink (in orange), 1 € C~ (x) with nonconcave kink due
to 2 € C~(x) (in red) (color figure online)

Since the equilibrium payoffs qAS,,,,(x) are a part of the upper-level objective func-
tion 1, (x), this implies that we have to handle two difficulties when computing Nash
equilibria of T":

(1) Equilibrium strategies may be points at which x, +— 7, (x) is not differentiable.
(2) Local optimality is not sufficient to guarantee global optimality.

Both of these difficulties, i.e., kinks and nonconcavity, already arise in the case
I(x) = (. Moreover, as our analysis later on reveals, only those scenarios have an
impact on a firm’s equilibrium capacity choice in which their capacity is binding.
A scenario excluded by the assumption /(x) = ¢ would thus only be relevant if in
this scenario, for some firm, it is optimal to operate at the capacity bound, but at the
same time, for other firms, it is not profitable to produce at all. This is highly unlikely
to occur in a practical context. In order to keep the notation more compact, we thus
assume that the set of inactive firms is empty from now on. A sufficient condition for
this to be true in all scenarios ¢ is given at the beginning of the Sect. 4.

Finally, recall that in the game I" we have not just one lower-level game G (x) but
instead one such game G, (x) for each scenariot = 1, ..., T. These games differ only
in the price intercept ;. The following result states that the outcome of G(x) is, in a
certain sense, monotone w.r.t. the price intercept 6. Its proof can be can be found in
“Appendix B”.

Lemma 3.1 Consider two capacity-constrained Cournot games G1(x), Go(x), which
differ only in the price intercept 01 < 0, and let 1 (x), g2(x) be the corresponding
Nash equilibria. Then, P x) < P (x), i.e., the equilibrium price increases for higher
intercepts. Furthermore, I1(x) 2 I(x) and C1(x) € Ca(x), i.e., the set of inactive
firms shrinks and the set of constrained firms grows with larger intercepts 6;.

Since we assumed that the price intercepts satisfy

0 <6 <---<0Op,
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the previous result ensures that for all fixed capacities x > 0, the sets C;(x) of con-
strained firms in scenarios t = 1, ..., T satisfy the inclusions

Ci(x) € C(x) C---CCrx).

Furthermore, since the equilibrium prices Py (x) are strictly increasing, every firm n
can be in C;” (x) in at most one scenario ¢ and is in C;” (x) for all subsequent scenarios
s > t. These two properties form the basis of our subsequent analysis of the upper
level and allow us to compute all Nash equilibria effectively.

Remark 3.2 In our model, the different scenariost = 1, ..., T on the lower level differ
only in the price intercepts 6, of the inverse demand function. It is also be possible to
consider scenario-dependent production costs ¢, ; > 0 and scenario dependent slopes
b; > 0 of the inverse demand function, as long as it is still possible to sort the scenarios
t =1, ..., T such that the inclusions

Cix) S C(x) C---CCrx)

hold for all capacities x > 0 and that n € C;~(x) is the case in at most one scenario
for every firm n.

A sufficient condition to ensure this property is to demand that for all fixed capacities
x > 0, the value of

Bi(x) =i Ot Lmev,co omr = b Ymec, vy Ym — (|U,<x>| + 1)cn,,

b (11 +1)p

is strictly increasing in ¢ for all firmsn = 1, ..., N—oratleast forall firmsn € C;(x).

Lemma 3.1 shows that this is the case for strictly increasing intercepts
01 < --- < Or, if the costs ¢, and the slope b are constant. Analogous arguments
can be used in case of strictly decreasing slopes by > - -- > by or uniformly decreas-
ing production costs ¢, ; = ¢, + A; with A} > --. > Ar. Combinations of all three
deviations satisfying these individual assumptions are also covered by the same argu-
ments by inserting artificial intermediary scenarios such that two subsequent scenarios
always only differ in one parameter, i.e., in the intercept, the slope, or the costs. Addi-
tionally, for some combinations of deviations, it is further possible to derive weaker
conditions. For example, in case of constant slopes b, time-dependent intercepts 6;,
and costs ¢, ; = ¢, + Ay it suffices todemand ) — Ay < --- < 07 — Ar.

4 Analysis of the upper level
Instead of considering only one capacity-constrained Cournot game G (x), we now go
back to considering the lower-level games G;(x) for scenarios t = 1, ..., T, which

differ in the price intercepts 61 < 6, < --- < Or. For every scenario ¢, we then know
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that the corresponding game G,(x) has a unique equilibrium §;(x) and that in the
equilibrium, the firms can be partitioned into the sets Z(x), I;(x), Us(x), and C;(x).

Throughout the whole section, we assume that there are no inactive firms, i.e.,
I;(x) = ¢ for all t. More precisely, we assume the following.

AAssumption 4.1 Forallx > Oand allt = 1,..., T, the equilibrium price satisfies
Pi(x) >c,forallm=1,..., N.

By Lemma C.1 in the appendix, this is ensured, e.g., if

""" m=1

In addition to the capacity-constrained Cournot games G;(x), we now also consider
the Nash equilibrium problem I' on the upper level, in which the capacities x;,, > 0
are chosen. Recall that here all firms n = 1, ..., N solve the problem

T
IT)ICaX T (Xp, X—p) 1= Z wt¢n,t(xns X_p) = Sp(xXp, X—p)xp st x, >0, (7)
n t=1

where we use the shorthand x_,, € RY~! to indicate the strategies (X )m-n. In case
the capacity expansion costs S, are affine linear, (7) is a single-level Nash equilibrium
problem with piecewise quadratic objective functions, a structure similar to the prob-
lems considered in [55]. However, we also allow for nonlinear capacity expansion
costs S,.

Based on the previous analysis of the lower level, we can now derive some useful
characteristics of feasible capacity vectors x > 0. Consider an arbitrary x > 0 with
the corresponding set Z(x). Then, forall t = 1, ..., T the games G,(x) have unique
Nash equilibria g, (x) with associated sets U,(x) and C;(x). Due to 6] < --- < 07
and Lemma 3.1, we immediately know

Pi(x) < Py(x) < --- < Pr(x) and Ci(x) € Ca(x) C --- C Cr(x).

Thus, if a firm n is constrained in a scenario ¢, i.e., n € C;(x), then it remains
constrained for all subsequent scenarios ¢ + 1, ..., T. Furthermore, n € C;(x) is
only possible in the first scenario, in which firm #n is constrained. At the moment, it is
theoretically possible that a firm remains unconstrained for all scenariost = 1, ..., T.
However, one can prove that in a Nash equilibrium x of (7) we always have Uy (X) = ¢,
see Lemma C.2 in the appendix.

For a Nash equilibrium X of (7) we thus introduce the following notation:

0@ 1, ifn € Z(x),
x) =
" min{r € {1,...,T}: n € C,(X)}, else,

@) = (11 (%), ..., Ty (x)) € NV,

@ Springer



616 V. Grimm et al.

Fig.3 Schematic illustration of T2 A
the x-space for N = 2 firms and o [
T = 3 scenarios. Highlighted :
are X (in blue) with 1
(x) = (1,3), E(x) =0, '
F(x)={1,2},8(x) =0and X 1
(in red) with 7(x) = (3, 2), '
E() ={2}, F() = {1}, '
8(X) = 2 (color figure online) T :

E®) :={n¢ Z&):neC ;@)
F@&) :={l,....,N}\ (Z&) UE®)),

N 0, if E(x) =0,
§(x) = R ~
max{t,(X): n € E(X)}, else.

Then, 7, (%) is the first scenario, in which firm n is constrained, E (X) is the set of all
firms, which are “equality-constrained” in their first constrained scenario, F (%) is the
set of all firms, which are strictly unconstrained/constrained in all scenarios, and & (X)
is the last scenario, in which one of the firms is “equality-constrained”. An illustration
of these objects in case N = 2 and T = 3 can be found in Fig. 3.

These definitions allow us to describe certain sets and quantities more easily, e.g.,

U)={n¢ ZX): t <1,(X)} and C;(X) ={n ¢ Z(X):t = 1,(X)},

@ = 3wk (A® -a) + Y w (A -a) - S0k,

1<7, (%) 127, (X)

For the remainder of this section, let X > 0 be an arbitrary Nash equilibrium of (7).
To keep the notation more compact, we use the abbreviations Z := Z(X), t := 7(X),
etc. and denote the equilibrium price in scenario ¢ by

O + ZmeU, cm —b Zmec, Xm . Or + ZmeU,UC,: cm —b X:mEC,> Xm

Pi(%) = — "
e Ul +1 U, UC=| + 1

Using this terminology, we can derive necessary first-order optimality conditions
for a Nash equilibrium ; see “Appendix C” for a proof.

Theorem 4.2 Let Assumption 4.1 hold and X be an arbitrary Nash equilibrium of (7).
Then, the following holds for X = (Xz, Xg, XF):
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(a) Foralln € Z we have X, = 0 and the directional derivative satisfies

bx,

77/()2;6): wt[ﬁt(f)_c -
nite ; "o ucT|+1

} — Sp(®) — B F () 0.

(b) Foralln € E we have x,, = l%(ﬁfn (X) — ¢n) > 0 and the directional derivatives

satisfy

N bx
/AL _ S _ n
mEie) = Y w [P,u) R AV 1]

t>t,+1
— S(®) = 2,52 (%) <0,

. A bx A .

(R —en) = — Y wy [Pr(x) — = —"} + 8u(®) + 2 52 (R) 0.
< U+ 1 z
(c) For alln € F we have C- = ) for all t > 1, and x, +— 1w, (xp, X_,) is

differentiable at X, with

A

. bx
YN N n ~ A 05, /o
BXn (X) 1>1, v [ I(X) o |Ut| + 1:| n(X) *n aXn (x)

(d) The sets E and F are given by
E={n¢Z:1t, <6} and F={n¢ Z: 1, >4}

This result makes several important observations possible. For a Nash equilibrium x,
we only need to know 7 (%), Z(X), 8(x) and can recover all other sets via

E®) ={n¢ ZX) : 1) =8},
FX)={n¢ZQX) : tu(x) > (D)},

U ={n¢ ZQX) 1 < (X))},

C(X)={n¢ ZQX) 1= 5D},

{n¢ Z(X):t,(x) =1}, ifr <8QX),

Cre) = :@, i > 8(5).

We thus focus on 7(%), Z(X), and §(X) and the other sets are then given as above.

Every Nash equilibrium X needs to satisfy the stationarity conditions

X, =0 foralln € Z(x),
P, (%) = ¢, + bx, foralln € E(%), 8)

gTﬂZ();) =0 foralln € F(X).
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Additionally, every Nash equilibrium % needs to satisfy the local optimality conditions

7, (X;en) <0 foralln € Z(X),
7, (X;ey) <0 foralln € E(X),
7, (X;—ey) <0 foralln € E(X).

In the next section, we use these conditions to develop a solution algorithm for T".
But before we do so, we want to close this section by stating that, under suitable
assumptions on the functions S, the nonlinear system of equations (8) has exactly
one solution for t = 7(X), Z = Z(x), and § = §(x), which is the Nash equilibrium %;
see “Appendix C” for the proof. Since there are only finitely many possibilities for
7, Z, §, this immediately implies that I" has at most finitely many Nash equilibria.

Theorem 4.3 Suppose that Assumption 4.1 holds and assume that the functions S, are
chosen such that the map

3s, N
X > (Sn(x) + Xn G (X))n_1

is monotone on |0, oo)N.

(a) Let x > 0 be a Nash equilibrium of T and © = 1(x), Z = Z(X), and § = §(%).
Then, the system of equations

x, =0 foralln € Z,
P, (x) = cp+bx, foralln¢ Z, 1, <3,
Fo(x)=0 foralln ¢ Z, 7, > 8,

has exactly one solution x* > 0, which is x* = X.
(b) The Nash equilibrium problem T has at most (N + 1)(T + DN Nash equilibria
and thus all Nash equilibria are isolated.

5 Derivation of the algorithm and proof of correctness

Based on Theorem 4.2, we can now state Algorithm 1 to compute all Nash equilibria
of the game I'. The idea of this algorithm is as follows:

1. For all values of 7, Z, and § that can occur in a Nash equilibrium, compute candi-
dates X by solving the stationarity conditions (8).

2. Check the local optimality conditions in %, i.e., whether all feasible directional
derivatives are nonpositive foralln € ZU E.

3. Verify if X, is globally optimal for all firms 7.

Note that the stationarity conditions used in the first step ensure g’;" (x) = 0 for

n € F, but do not take the objective function i, into account for n € Z U E. For this
reason, in the second step, we check the signs of the feasible directional derivatives for
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all n € Z U E. Recall that we have to work with directional derivatives here, because
for n € Z, the function 7, is not defined for x,, < 0 and for n € E, the function 7,
may have a kink at x,.

Since each function x,, +> 7, (x,, X_,) is piecewise concave, all candidates satisfy-
ing the local optimality conditions in the second step are at least local Nash equilibria
in the sense that every firm n is at a local maximum of its payoff function. However,
we still have to verify global optimality explicitly, because the objective functions 7,
can have nonconcave kinks and local optimality is thus not sufficient. To this end, for
all concave pieces of the map x,, — 7, (x,, X_,) We compute its maximum on the
subset of [0, 00), where this piece is correct, and compare it with 7, (X;,).

Algorithm 1 solveMLMFG()

1: for all © e{l,..,,T}N,Zg fn=1,....,N:1, =1}, €{0,71,..., 75} dO

2:  Use computeStationary (7, Z,d) to compute a stationary point X and the corresponding equi-
librium prices P.

3 if a stationary point X exists then

4 Use checkLocalOptimality (X, 1, Z, 8, 13) to verify local optimality of X.

5 if X is a local Nash equilibrium then

6: Use checkGlobalOptimality (£, t, Z, P) to verify global optimality of .

7

8

if X is a Nash equilibrium of (7) then
: Add x to the list of Nash equilibria of T".
9: end if

10: end if
11:  endif
12: end for

13: return the set of all Nash equilibria of I

Since we check for global optimality in the third step, we could skip the local opti-
mality test in the second step. However, the global optimality test is computationally
expensive and we thus prefer to use it as rarely as possible. The detailed algorithms
executing these three steps in Algorithm 1 can be found in “Appendix D”.

We claim that Algorithm 1 correctly computes the set of all Nash equilibria of the
game I'. To this end, we have to prove that all Nash equilibria x are identified as
candidates in the first step and pass the second and third step successfully. We also
have to prove that all non-optimal candidates generated in the first step are eliminated
at the latest in the third step. That Nash equilibria pass the second step successfully
follows immediately from the correctness of the first step and the optimality condi-
tions in Theorem 4.2. The respective results for the first and third step are similarly
straightforward, but a bit more technical and thus have been relegated to “Appendix D”.

All in all, it follows that Algorithm 1 computes all Nash equilibria of I" under
suitable assumptions on the functions S,,.

Theorem 5.1 Suppose that Assumption 4.1 holds.

(a) Then, Algorithm 1 only returns Nash equilibria of the game T'.
(b) If, additionally, the functions S, are chosen such that the map

X > (Sn (X) + X 532 (x)>:/=1 v
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is monotone on [0, 00)N, then Algorithm 1 computes all Nash equilibria of the
game I

We need the additional assumption on the maps S, to be able to guarantee that the
algorithm finds all Nash equilibria of I': Let x be a Nash equilibrium with correspond-
ing parameters t, Z, §. Then under Assumption (9), Theorem 4.3 guarantees that for
these parameters the stationarity conditions (8) have exactly one solution, namely the
Nash equilibrium X. Thus, for these parameters the Nash equilibrium £ is the candidate
computed in the first step of the algorithm.

If, in contrast, for parameters 7, Z, § corresponding to a Nash equilibrium * the sta-
tionarity conditions can have more than one solution, there are two effects to consider:
It could happen that there are other Nash equilibria with the same parameters 7, Z, §.
Since the algorithm computes only one solution of the stationarity conditions, it returns
at most one of these Nash equilibria. However, it could also happen that—besides x*—
the stationarity conditions have other solutions, which are not Nash equilibria. If one
of these other solutions is computed in the first step, the algorithm does not notice that
there exists a Nash equilibrium corresponding to the parameters 7, Z, §.

Fortunately, although Assumption (9) is a nontrivial assumption, it is satisfied in
certain standard cases, which are also widely used in the literature; see, e.g., [24,27,
42,49,50,57,71,72]:

e If the costs S, of firm n only depend on x,, i.e., S,(x) = S,(x,), then by our
convexity assumption on x, S, (x) = x, S, (x,) for all x, y > 0 we have

N
D (S0 () + X0 T 06) = S5 (3) = Y 32 (1)) (X — ¥n)

n=1

N
= ) (Su(n) 4 X0 522 06n) = Su(¥n) = Yuge () (¥ — ya) = 0.

n=1

e If the costs S, are jointly given by

N
Sn(x)=s<an> foraln=1,...,N
n=1

with s : [0, 00) — (0, 00) being affine linear and non-decreasing, i.e., s’ > 0 is
constant, then x, S, (x) is convex. Additionally, for all x, y > 0 and by using the
abbreviations X := Z,/,V:l Xp, Y = 2,1:/:1 Yn» W€ obtain
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N
D7 (5000 + 0 B0 = 5,00 = 3 32 (0) G = 30)

n=1

N
= Z (s(X) + x,5"(X) = 5(Y) — yu5"(¥)) n — Y)
1

=(EX) —s¥NX =) +5'X)llx —y[3 >0

e In combinations of the previous two cases, i.e., when the firmsn = 1,..., N can
be divided into disjoint groups N, C {1, ..., N} such that for alln € N, the costs
Sp(x) = Su(Q e N, Xm) are given by the same affine linear and non-decreasing
function, which depends only on members of the group N,.

We close this section with two academic examples illustrating (a) that the game I"
does not always have a Nash equilibrium and (b) the importance of the global optimality
check in Algorithm 4.

(@ For N =T =2, § = (10,20), b =1, ¢ = (2.5,5), w = (1, 1), and linear
capacity costs S, (x) = 2(x; + x2) for n = 1, 2, the game I' has neither a Nash
equilibrium nor points satisfying the local optimality conditions; see Fig. 4.

(b) ForN =2, T =3,60=(0,12,15), b=1, c = 4,5, w=(1,1,1), and
linear capacity costs S,(x) = x; + x2 + 2.2 for n = 1, 2, the game I" again has
no Nash equilibrium. However, there exists a point fulfilling the local optimality
conditions; see Fig. 5.

6 Numerical examples

In this section, we numerically test Algorithm 1. A case study based on the entry-exit
system of the German gas market is presented in Sect. 6.1. And in Sect. 6.2, we provide
a small library of examples, which can be used to highlight different characteristics
of the hierarchical Cournot game and to test solution algorithms.

6.1 Case study: strategic bookings and nominations in gas markets

The European gas market as of today is organized according to the so-called entry-exit
system; see, e.g., [26] and the references therein. Our goal is to analyze the implications
of strategic behavior of gas suppliers in this context.

Each of these suppliers n = 1, ..., N can supply gas to the entry-exit system at a
designated entry node v,. Several gas suppliers can be located at the same entry node.
For this reason let

be the set of all firms located at an entry node v. Firms n € N, are able to book
capacities x;,, > 0 at the entry node v,,. Bookings are usually long-term decisions and
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26 + \
L2 4

1 21 1

ToTo T2
Fig. 4 For t = (1,1) and t = (1,2), there exist Nash equilibria x = (5/2,5/4) (in blue) and
X = (30/11,25/22) (in red) w.r.t. the local payoff functions 7. However, these are not Nash equilib-

ria of I" due to a nonconcave kink in 7. Algorithm 2 eliminates those points in the consistency check,
because they are exactly on the border between both areas (color figure online)

T2 ™1

19 +

18 +

N

T1T1 Z1 T1 T1 Z1

Fig.5 Algorithms 2 and 3 only return the candidate X = (2.15, 1.4) (in red) satisfying the local optimality
conditions. However, X is not a Nash equilibrium of I since X is dominated by x| = 2.3 (in blue) for firm
1 (color figure online)

@ Springer



Multi-leader-multi-follower peak load pricing 623

the booked capacity x, grants the right of firm n to supply gas to the system at the
node v,. To stay within the physical restrictions of the system, the transmission system
operators (TSOs) establish technical capacities X EC for every node v, which reflect
the maximum amount of supplied gas that the system can handle.

For the specific market rules and results see, e.g., [39,59]. In our case, we model
inverse supply of capacities as a function S, (x) = S, (X,,), where the booking price
depends on the cumulative booking choices X, := ), .y Xu of all firms located at
the same entry node v. The technical capacity influences the functions S, such that if
the cumulative bookings X, at node v surpass the technical capacity X EC at this node,
the price increases rapidly.

Trading of gas takes place daily at virtual trading points at which firms that have
booked entry or exit capacities can sell or buy gas. Traded quantities are then nominated
for transport on a daily basis and are free of charge. Here, the booked capacities x,, of
each firm n act as upper bounds on the amount of gas g, ; that can be traded at the day-
ahead market. This day-ahead market is represented in the lower level of our model,
where t = 1, ..., T are possible scenarios and w; is the probability or frequency of
scenario . For a more detailed overview of the gas market regulation see, e.g., [62].

This two-level model is connected to a four-level model of the European gas market,
which is introduced in [26]. There, bookings and nominations are modeled in level two
and three under the assumption of perfect competition. As pointed out by the authors,
the introduction of strategic behavior introduces several challenges. In particular, these
two levels cannot be reformulated anymore as a concave single-level problem due to
the possibility of nonconcave kinks in the objective functions; see the discussion at
the end of Sect. 3. The first level of the above mentioned four-level model, which
regards the TSO, is considered by the choice of technical capacities in our model,
whereas the fourth level, regarding the actual transport of gas through the network, is
not incorporated here. The game I" is constructed to give insights into the behavior of
firms in the entry-exit model in a non-cooperative setting.

Our standing assumptions on S,, i.e., S, > 0, and that for all firms n € N,, the
map x, = xSy, (Zme Noy Xm) is convex and increasing (w.r.t. all variables,) are not
very restrictive and allow us to consider different types of cost functions.

Depending on an initial price k, > 0, a multiplicative factor s, > 0, and the
technical capacities X EC > 0, several examples for booking costs are given below:

e Constant booking costs:
Sv (Xv) = ky.
e Linearly increasing booking costs:
Sv (Xv) = 50Xy + ky. (10)

e Piecewise defined bookings costs with constant costs up to the technical capacity
and linearly increasing costs beyond this capacity, smoothed by a parabola in a
small e-neighborhood of X1¢:

@ Springer



624 V. Grimm et al.

ky, if X, < XT€ —¢,
s 2 .

So (X) = § 3¢ (Xv — X,© +s) the FX)C—e <X, <XC+e (11
5o (XU—XEC)Jrkv, if XTC + & < X,

Before we state the data for our case study, let us again briefly comment on the
implications of Assumption 4.1 in the context of this gas market example. Mainly for
notational reasons we have excluded scenarios ¢ with I, (x) # ( from our analysis. As
we have shown, only those scenarios have an impact on a firm’s equilibrium capacity
choice in which their capacity is binding. A scenario excluded by the Assumption
I;(x) = ¥ would thus only be relevant if at the same time, for one firm n, it is
optimal to nominate as much gas as the booked capacity x,, allows, whereas for other
firms m it is not profitable to nominate any gas at all. This is highly unlikely to occur
in a practical context.

In the following test case, we use our algorithm to compute the optimal strategic
booking and nomination decisions for an exemplary instance of the entry-exit system
as described above. To interpret the subsequently presented quantities and results, note
that all quantities are given in TW h, whereas prices, cost of nomination, and cost of
booking are given in €/TWh.

We assume that firms can book (purchase) capacities at two different entry nodes
A, B, allowing them to nominate (sell) gas to cover demand on 7" = 5 different days.
Demand in our test case is calibrated to meet the daily demand in Germany at five
days in 2018.! We calibrated the linear demand functions based on observed spot-
market prices (see [58]) and assumed a price elasticity of —0.1; see, e.g., [9,21,33].
This results in the following parameters for inverse demands P;(Q;), see (2),

61 =109, 6, =126, 63 =184, 64 =306, 65 =442, and b = 66.2295.

Finally, we choose the weights of all daysr = 1,...,5as w; = 1.

In our example, we investigate N = 4 different gas suppliers and consider seven
different settings regarding the participation of the firms in the gas market, their loca-
tion at the two nodes A and B, and the technical capacity X gC available at node A.
Firm 1 is located at node A, firm 4 is located at node B, firm 2 either does not partici-
pate in the market or is located at node A and firm 3 either does not participate in the
market or is located in one of the two nodes A, B.

The unit cost for procuring (or producing) gas for all firms is given by the parameters

cir=14, ¢ =14.5, c3=15, ¢4 =13.
The booking costs S, at both entry nodes v = A, B are assumed to be constant

up to the technical capacity X EC and linearly increasing afterward, with a smoothed
intermediate part as given in (11). We choose the same parameters for both nodes

I Those are February 15, May 15, August 1, October 1, and December 15, for which daily consumption is
approximated by breaking down monthly data from [8] based on daily temperature values from [16].
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Table 1 Reference values for N N N N 5
infinite technical capacities M *2 3 *4 X
1.264 1.256 1.249 1.279 5.048
1.576 1.568 — 1.591 4.736
2.099 - - 2.114 4213
e SO Sy W
1 A A A B 3 1 4
2 A A - B 3 1 4
3 A - - B 3 1 4
4 A A A B 1 1 2
5 A A - B 1 1 2
6 A - - B 1 1 2
7 A A B B 1 1 2

ky =10, s, =10b, £=0.5-107".

To obtain a reference value for the technical capacities, we first consider a situation
in which the technical capacity is not a limiting factor, i.e., X EC = oo for both entry
nodes v = A, B and, thus, both booking cost functions S, (X,) = k, are the same and
constant. In this case, the game I' has a unique Nash equilibrium, which only depends
on the participation of the firms in the market, see Table 1 (“—” indicates that a firm
is not participating in the market), but not on their location. We observe that the total
amount of booked capacities X decreases for a larger number of participating firms,
but is always larger than 4.

Based on these preliminary results we now consider the seven settings given in
Table 2, which differ in the participation of firms 2 and 3, the location of the firm 3 at
node A or B and the technical capacity X}C available at node A. The total technical
capacity X XC + X ?;C is always smaller than the total capacity booked in the case with
infinite technical capacities described above. This ensures that the technical capacities
have an influence on the Nash equilibrium of the game. We use bold to indicate that
a firm is located at node B, the remaining nodes are located at node A.

For each of the seven settings, our algorithm returned a single Nash equilibrium of
the game I". The resulting Nash equilibria for all settings are given in Table 3. Here
X A, X p denote the total capacity booked at nodes A, B.

Table 4 compares the profits of the firms for the different settings to each other
and furthermore compares the welfare and booking costs of the Nash equilibrium—
denoted by WNE(%) and S,(%) for v = A, B—to the solution of the welfare
maximization problem
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Table 3 Nash equilibria of the different considered settings

Setting £ ) 23 R4 X4 Xg 71® ©»n@d BE u® &)
1 1.003  1.000 0997 1.000 3.000 1.000 5 5 5 5 0
2 1503 1498 — 1.000 3.000 1.000 5 5 - 4 0
3 2.656 — - 1.000 2.656 1.000 5 - - 4 0
7] 0401 0399 0398 1.000 1.198 1.000 3 3 3 4 0
5 0534 0532 -— 1.000 1.066 1.000 3 3 - 4 0
6 1.000 — - 1.000 1.000 1.000 4 - - 4 0
7 0518 0517 0511 0530 1.035 1041 4 4 7] 3 3

Table 4 Comparison of Nash equilibrium and welfare solution in all seven settings

Setting  m (%) m@)  m@) m@ WNEGR  Sa@) Sz WO sy sy
1 2360 2330 2300  240.6  1787.1 10.0 10.0 22023 1380 1430
2 3632 3591 - 280.7 17432 10 10.0 22023 1380 1430
3 742.9 - - 3780 15857 10 10.0 22023 1380 1430
4 1465 1446 1428 4669  1419.1 1414 100 17571 3273 3313
5 256.1 2537 - 4982 142738 53.6 10.0 17571 3273 3313
6 528.5 - - 5343 13867 10.0 10.0 17571 3273 3313
7 2441 2419 2359 2503 14459 332 37.0 1757.1 3273 3313

T N

Ql Xv
max wt/ Pi(y)dy =Y cndni | — Z/O Sy(y)dy (12)

B 0 n=1 velA,B)
st. 0<gu;=<x, foraln=1,...,N,t=1,...,T.

We denote the objective value of the welfare problem by WOP! and the respective
booking costs at node v by S\¥. The welfare value in the Nash equilibrium, i.e.,
WNE (%), is calculated by evaluating the objective function value of (12) for the given
Nash equilibrium x and the resulting nominations ¢ according to (5) and 7 (%).

We discuss the Settings 1-3 first, in which the only difference is the number of
participating firms. As one can see, in all three settings the firms respect the technical
capacities, i.e., X, < XEC for v = A, B. Compared to Table 1 one can say that the
technical capacity severely impacts firm 4 at node B in all Settings 1-3, but the firms
at node A mostly in Setting 1, where three firms are active at node A. In Setting 2,
where only two firms are active at node A, the effect of the technical capacity on those
firms is much smaller. In Setting 3, where only firm 1 is active at node A, the effect
of the technical capacity X tT?C = 1 on firm 4 causes firm 1 to book more than in the
reference case with unlimited technical capacities. However, firm 1 still stays below
X XC = 3. In all three settings these discrepancies in bookings are not large enough for
any of the firms to be willing to exceed the technical capacity and pay higher booking
costs.
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Table 5 Overview of the eight different categories

Category Instances Description

A 2 Unique Nash eq. with § = 0, asymmetrical firms, N = 2
B 2 Unique Nash eq. with § = 0, symmetrical firms, N = 2
C 2 Unique Nash eq. with § = 0, asymmetrical firms, N = 4
D 2 Unique Nash eq. with § = 0, symmetrical firms, N = 4
E 2 Unique Nash eq. with § > 0

F 2 No Nash equilibria at all, not even local ones

G 3 Combinations of local and/or global Nash equilibria

H 10 Test cases analyzed in Sect. 6.1

Firm 4 has the same booking x4 = 1 in all Settings 1-3. In Setting 1, firm 4 is
only nominating the full capacity in the last scenario ¢ = 5, i.e. t4(X) = 5, whereas
in Settings 2 and 3 it is already nominating its full capacity in scenario t = 4, i.e.,
74(x) = 4. This indicates that the number of active firms at node A influences the
behavior of firm 4 located at node B.

As one can see in Table 4, fewer active firms at node A have a positive impact on
the profit of all remaining firms—even the accumulated profit 3} 7, (X) is increasing
when the number of active firms is decreasing. In contrast, the generated welfare in
the Nash equilibrium x is decreasing for a smaller number of active firms. Especially
in Setting 3 in which the technical capacity at node A is not fully utilized, there is a
considerable decrease in welfare compared to Setting 2.

In all of the Settings 46, the technical capacity is the main limiting factor of the
model. Consequently, in Settings 4 and 5, the firms located at node A are willing to
pay larger booking costs to book beyond the technical capacity X XC = 1. This results
in a much lower profit of firms located at node A, whereas firm 4 located at node B has
a significantly higher profit than in Settings 1-3. One can see that the booked amount
at node A, which exceeds the technical capacity, decreases with the number of active
firms.

Comparing the welfare generated in the Nash equilibria in Settings 4—0, the welfare
increases from Setting 4 to 5 and is smallest in Setting 6. The increase between
Settings 4 and 5 differs from the previous observation in Setting 1-3 that the welfare
decreases for smaller numbers of active firms. The low welfare in Setting 4 might be
caused by the extremely high booking costs S4(x) at node A.

If we now compare Settings 4 and 7, which only differ in the location of firm 3,
we can see that a more even distribution of firms at the nodes has a positive impact
on welfare. Although the firms at both nodes book beyond the technical capacity in
Setting 7, the accumulated booking costs S (X) + Sp(X) are much lower in Setting 7
than in Setting 4.

In general one can say that more competition decreases the profit of the firms.
Additionally, more competition also increases the welfare, as long as it does not exceed
the capacities of the system; see Setting 4.
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6.2 Instance library

Since Algorithm 1 computes all Nash equilibria under certain assumptions (see The-
orem 5.1) we are able to provide a library of MLFG problems together with all
corresponding solutions. The purpose of this library is to provide small to medium
sized test cases that can be used by other researchers to test their algorithms. For this
reason, we have compiled several types of problem instances with differences in the
economic setup and different properties of the resulting Nash equilibria. The instances
collected in this library are split into eight categories, (A—H; see Table 5). Category H
contains the problems solved in the case study in Sect. 6.1, whereas categories A—G
are constructed such that they fit the model described in Sect. 2 and satisfy Assump-
tion 4.1 as well as Condition (9). In total there are 25 instances in the library. The
instance data and results are publicly available at https://doi.org/10.7488/ds/3055.

For each problem instance, the provided data consists of the number of firms N, the
number of scenarios 7', the vector & = (61, ..., Or) of price intercepts of the linear
inverse demand function, the slope b of the linear inverse demand function, the vector
¢ = (c1,...,cn) of production costs of the firms, and the vector w = (wy, ..., wr)
of scenario weights. The capacity expansion costs S, for Category H are described in
Sect. 6.1. In Categories A—G the capacity expansion costs S, are modeled as linear
functions with slope s,, and offset k,,, see (10). Here, either each firm »n has their own
capacity expansion cost function S, depending only on x,, or several (or all) firms
share a capacity expansion cost function, which then depends on their cumulative
capacity. In the data for the test examples, this is indicated by firms being located at a
node and all firms located in the same node share one capacity expansion cost function.

For each test instance the results contain a list of local Nash equilibria, the runtime?
of Algorithm 1 and the number of function calls for Algorithms 2, 3, and 4. Each
local Nash equilibrium consists of the vector of capacities x, the resulting payoff
vector  and welfare (see (12)), the pattern t, the set of firms with zero capacity Z, the
information about exactly constrained firms §, and the information whether the local
Nash equilibrium is a (global) Nash equilibrium or not. If a local Nash equilibrium
is not a Nash equilibrium, for one player n an alternative strategy x, with a better
objective function value is given together with the generated revenue at that dominant
point. Since Algorithm 4 stops after finding a better strategy for one player, we do not
provide a complete list of players with dominating strategies. The results for all test
instances can be downloaded from the above mentioned repository.

7 Conclusion

We have analyzed a classic peak-load-pricing setup, in which firms choose to build
capacities to serve fluctuating demand. In our asymmetric setup, nonconvexities arise,
which can induce the existence of multiple equilibria or even the failure of existence
of a pure strategy equilibrium. For our approach to be applicable, it is crucial that
the lower-level equilibrium is unique and that it is possible to analytically state the

2 Computations have been done in Matlab on an Intel(R) Core(TM) i5-7200U with 8 GB of RAM.
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resulting lower-level outcome for different levels of capacity choices x and all scenar-
ios t. Furthermore, our setup is chosen such that a systematic and clear partition of the
x-space is possible, which allows us to efficiently search for all possible Nash equi-
libria. This results in certain requirements for the scenario-dependence of our model
parameters. Possible extensions are discussed in detail in Remark 3.2.

Based on our theoretical insights, we developed a solution algorithm for the consid-
ered class of two-level MLFGs. To do so, we provided a detailed analysis of the solution
of the lower-level capacity-constrained Cournot game, which enabled us to reformu-
late the two-level game as a single-level game. Although the profit functions of the
resulting single-level Nash equilibrium problem are nonconcave and only piecewise
differentiable, we could develop tailored optimality conditions, which all Nash equi-
libria have to satisfy. These conditions form the basis of the solution algorithm, which
provably computes all Nash equilibria, but does not return any non-optimal stationary
points. We showed that the number of pure strategy equilibria in the considered class
of MLFGs is finite and that a pure strategy Nash equilibrium does not always exist.

We illustrated the importance of the considered class of MLFGs and the effective-
ness of our solution algorithm in a case study, in which we were able to compute
optimal strategic booking and nomination decisions in the entry-exit system, which
is is the predominant mechanism in the European gas market. Our study deepens the
mathematical understanding of MLFGs, as we are now able to completely solve a non-
trivial class of MLFGs with important applications. Additionally, this special class of
MLFGs and the corresponding problem instances provided in the test library can be
used as a benchmark to asses the quality of solutions generated by other, possibly
more general solution methods for MLFGs.

Let us finally sketch some possible avenues for future research. Our approach
allows for an interpretation of the different scenarios ¢ both as fluctuating demand
over a certain period of time as well as discrete realizations of uncertainty. For the
case of risk-neutral upper-level decisions, the weights w; have to be calibrated to
encompass both the frequency and the probability of the possible scenarios. In the
context of uncertainties our approach could also be applied to handle risk-averse
decisions of strategic firms, which would result in transformed upper-level objectives
of firms (e.g., by applying risk functions, see, e.g., [2] or [56]), but would leave the
solution of the lower-level problems untouched.

Our approach currently considers the case of many potentially asymmetric firms,
in which each firm decides on investment and production for a single technology. An
interesting and realistic extension of our approach would also be the case of firms
deciding on several technologies—or in the context of our setting—groups of single
technology firms jointly maximizing their profit. For the lower-level equilibria, this
would induce a situation in which a firm first entirely uses the technology with cheap-
est production cost and then the more expensive technologies are subsequently put to
work. In this case, lower-level equilibria can still be determined analytically and are
unique. Thus, applying our conceptual approach would still be possible in general but
would require additional notation taking into account the modified objectives of firms
and to keep track of when technologies switch from zero to positive production. A full
consideration of this multi-technology case would considerably inflate the notational
burden and therefore is beyond the scope of our current analysis.
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Last but not least, one can try to transfer the ideas used here to wider classes of
MLEFGs and to couple the approach with a network model to assess the impact of the
interplay of strategic behavior and network restrictions on the efficiency of entry-exit
gas markets.
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Appendix A: Notation

Symbols commonly used throughout the paper can be found in Table 6.

Table 6 Symbols used throughout the paper. For fixed scenarios and/or capacities reduced symbols are
used as stated in the relevant section

Symbol Description

Problem variables and parameters

r The two-level game

Gt(x) Lower-level game in scenario ¢ for fixed capacity x
Xn Capacity choice of firm n

qn,t Production of firm n in scenario ¢

o Aggregate production in scenario ¢

75 (X) Objective function of firm n in I’

&n,1(qr) Objective function of firm n in Gy (x)

S (x) Cost function for capacity expansion of firm n
P (Qy) Inverse demand function in scenario ¢

6; Intercept of Py

b Slope of all Py

cn Variable production cost of firm n

Decorators

Variable/set - at equilibrium

Sets of firms
Z(x) Firms with zero capacity
I; (x) Firms not in Z(x) with zero production in scenario ¢
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Table 6 continued

Symbol Description

Ct(x) Firms not in Z(x) at full capacity in scenario ¢

U (x) Firms neither in Z(x), I; (x), or C;(x) in scenario ¢
C(x) Firms at full capacity with P;(x) = ¢, + bxy in scenario ¢
C7 (x) Firms at full capacity with P;(x) > ¢, + bxy in scenario ¢
E(x) Firms that are in C;~ (x) in their 15t constrained scenario ¢
F(x) Firms that are in C;” (x) in their 18! constrained scenario ¢
Scenarios

T (x) First scenario, in which firm » is constrained

T(x) Vector of all 7, (x)

S§(x) Last scenario, in which some firm is in C;~ (x)

Appendix B: Auxiliary results for Sect. 3

The effect of small unilateral deviations x + ge,, on the equilibrium payoff ¢, (x) of
the same firm n is studied in the subsequent result.

LemmaB.1 Foreveryfirmn = 1,..., N, all x € [0, 00)" and all sufficiently small
deviations ¢ € R thg sets Z(x + cey), 1(x + cey,), U(x + €e,), C(x + eep), and the
equilibrium payoff ¢, (x + €e,,) are given in Table 7.

Proof. Note that the equilibrium price P (x) does not change if we treat firms from
I~ (x) or C~(x), i.e., firms that are on the boundary to being unconstrained, the same
way as unconstrained firms:

O+ 2 mev) €m — DD mecx) ¥m

[U@)|+1
o 0+ ZmeU(x)U1=(x)UC=(x) Cm — b ZmEC>(x) Xm
I[UX)UI=(x)UC=(x)| +1 '

P(x) =

We focus on discussing the resulting changes in the equilibrium price P(x) and the
sets Z(x), I(x), U(x), C(x). The change in the equilibrium payoff then follows by
comparing the formula for ¢, (x) in x and x + €e,.

(a) Forafirmn € Z(x) only positive deviations ¢ > 0 are possible. In case 13(x) <
¢, firm n moves from Z(x) to I (x + €e,) and nothing else changes.
In case 13(x) > ¢y, firm n moves from Z(x) to C(x + ge;,). Since this decreases
the equilibrium price, firms from C~(x) are now in U (x + €e,,). This results in
the new equilibrium price

be

P(x +¢eep) = P(x) — [U@x)UC=(x)|+ 1"
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(b)
©

(d)

(e)

For a firm n € I(x) a deviation ¢ € R in the capacity x, has no effect at all.

For a firm n € U(x) small deviations ¢ € R do not change the equilibrium
price IS(x) and, since U (x) is defined via strict inequalities, all sets stay the same,
too.

For a firmn € C~(x) a small negative deviation ¢ < 0 increases the equilibrium
price. Thus, firms from /= (x) are now in U (x + €e¢,), which results in the new
equilibrium price

be
[U)UTI=(x)| +1°

13(x + cey) = I3(x) —

In contrast, a small positive deviation ¢ > 0 does not change the equilibrium
price, because firm n moves from C~(x) to U(x + €e;).

For a firm n € C~ (x) a small negative deviation ¢ < 0 increases the equilibrium
price. Thus, firms from /= (x) are now in U (x + €e,), which results in the new
equilibrium price

be
[U@)UI=(x)|+1°

P(x +gey) = P(x) —

Table 7 Effect of unilateral deviations on the sets Z(x), I (x), U (x), C(x) and the equilibrium payoff qgn (x)
according to Lemma B.1

n e Z(x +cen) I(x+eep) UA(x—O—se,l) C(x +¢ep)
On(x + gen)
neZx) e>0  Zx)\{n} I(x) U {n} U(x) C(x)
with P(x) < ¢y bn(x)
n e Zx) e>0 Z\{n} 1) U)UCT(x) (Cx)\CT) U{n}
with P(x) > ¢, u () +[PO) = en — e Jf — meudemrTe
nel(x) eeR Zkx) I1(x) U((x) C(x)
¢ (x)
neU(x) eeR  Zx) I1(x) U(x) C(x)
¢ ()
neC™(x) e<0 Zx) I=(x) Ux)UI=(x) C(x)
n () + [13(") —on = |U(x)UbIX:n(x)\+l]€ - |U(x)u1b:(x)\+182
e>0  Zx) I(x) Ux) U {n} Cx)\ {n}
¢ (x)
neC”(x) e<0 Zx) 1=(x) Ux)UlI=(x) C(x)

2 H bxp b 2
i) + [ PO) —en = 2o |° — wwor-wmTe
e>0 Zkx) I1(x) Ux)UC=(x) C~(x)

I 5 bx b 2
én(x) + [P(x) ~ ¢ = [TEOUCE®IF ]8 T TmuCc=m+i¢
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In contrast, a small positive deviation ¢ > 0 decreases the equilibrium price—
because firm n stays in C(x + ee,)—and thus firms from C~(x) are now in
U (x + €ep,). This results in the new equilibrium price

A N be
P(x +¢ce,) = P(x) — U U= 11" O

We now give a proof of Lemma 3.1.

Proof Consider a given price intercept 6 and a positive deviation ¢ > 0. Since the
capacities x are fixed in this proof but the intercept 6 varies, we denote the dependence
of the important quantities on 6 and not on x within this proof.

As long as this deviation is small enough, the corresponding sets in the Nash
equilibrium change to

ZO+¢e)=20), 10+¢e) =1(),
UO+¢e)=U@B)UI=B), C@O+¢e)=C®O)

with the corresponding new equilibrium price given by

A A For N
PO +e)=PO)+ OO P).

This formula is correct up to the point where the deviation is large enough to cause
firms from I =(6) to move to 1= (0 + &) or firms from U () to move to C=(0 + ¢). In
these points, the map ¢ — P (6 + ¢) is still continuous and strictly increasing but its
slope changes.

For 6, < 6, this implies P(6;) < P(6) and thus 1(f)) 2 I(6>) and
C(61) < C(6). O

Appendix C: Auxiliary results for Sect. 4

A sufficient condition for the set /; (x) of inactive firms being empty is given below.

Lemma C.1 Assume that in a scenario t, the price intercept 0; satisfies

N
6; > (N + l)mgﬁfz\lcm — X:lcm.
m=

Then, in the unique Nash equilibrium the equilibrium price Pr(x) satisfies
ﬁt(x) >cy, foraln=1,...,N

and, thus, the set of inactive firms I;(x) is empty.
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Proof Since we only consider one scenario 7 in this proof, we omit the index 7. We
know that all firmsn € C gx) satisfy P(x) > ¢, + bx,. Exploiting this in the definition
of the equilibrium price P (x), we can infer that

(U +DP@x) =0+ Y cn—b Y xn

meU (x) meC(x)
>0+ > = ICEIPW)
meU (x)UC (x)

implies

0+ mevmuce) Em

ﬁ(x) > .
U]+ [C)|+1

Using the assumption on @, this implies

P(x)

- 0 + 2 met (x)uC(x) Cm
[U@)|+Cx)|+1
N

(N + l)m IIllaX NCm — 2 m=1Sm + ZmeU(x)UC(x) Cm

U@+ [C)|+1

yenes

.....

N+1-|Z(x)UI(x)]

>  max ¢y > Cp
m=1,...,.N

for all firms n. An inactive firm n € I(x) has to satisfy ﬁ(x) < ¢;,. Consequently,
under the given assumption, / (x) = @ follows. O

The next result shows that in a Nash equilibrium x of the game T, all firms are
constrained at least in scenario 7.

Lemma C.2 Suppose that Assumption 4.1 holds. Then, in a Nash equilibrium x of (7)
we have

N
o . 1
Ur(xX) =9 and x, < b (97 + ZC’”> =:y.
m=1
forall firmsn=1,...,N.

Proof Assume that there is a firm n with n € U,(x) forall r = 1,...,T. Then,
n ¢ Z(x) and by Lemma B.1, its payoff for a small deviation ¢ € R is given by

T
R 1/ . 2 . .
G+ een) = Y wi (P& = en)” = Sl + een) G + ).
=1
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Since S, (x) is positive and increasing, firm n can thus increase its payoff by reduc-
ing x,, a contradiction to X being a Nash equilibrium. Consequently, every firm n is
constrained at leastint = T.

As we have just shown for a Nash equilibrium x of (7), every firm n ¢ Z(x) is
constrained at least in scenario t = 7' and thus

n +bxy < Pr(%) =

N N

Or + X mevr ) €m — b X mecr Gy Xm

~ <6r+ Z Cm
[Ur (X)) +1 ot

holds. Consequently, for all firms n ¢ Z(x) we have

1 N
)2,,55(97+Zcm) =Y.

m=1
For firms n € Z(x) the inequality holds due to y > 0. O

Below we give the proof of Theorem 4.2, which provides necessary optimality
conditions for Nash equilibria x of .

Proof (a) For all firms n € Z we know that x, = 0 is the global maximum of
Xn > 7Ty (xn, X_y) and, thus, the directional derivative has to satisfy 7, (%, e,) < 0.
Here, we can use t, = 1 and Lemma B.1 to compute the directional derivative

~ LN b)?n ~ A0S, a
ﬂ;,(X; en) = t; wy [P,(x) — Cy — m} — S,,(x) — xnm(x).
(b) Forall firms n € E we know by definition of E = {n ¢ Z: n € CZ } that

N R . 1 o~
P, (X)=cp+bx, = x, = Z(Ptn (x) —cy) > 0.

Since x, > 0 is the global maximum of x, +— m,(x,, X_,), both directional
derivatives have to satisfy n,; (x,e,) <0and rr,/l (X, —ey) < 0. Using Lemma B.1
again yields

. bx
/on A n A A 39S, A
mEie) = Y w [P,oc)—cn ——_] — Su(®) = R g2 (R),
ot U, UCT|+ 1 i
. X
T (X5 —ey) = — Wt |:Pt(£)_cn_ ! i|+Sn(£)+£ngﬁ(£)-

(¢) For all firms n € F we know that X, > 0 is the global maximum of x, >
7Tn (Xn, X—p) and, thus, both directional derivatives have to satisfy 7, (%, e,) <0
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and n,/l (X, —ey) < 0. Using Lemma B.1, we can compute these directional deriva-
tives and obtain

~ A A bx ~ A~ 3S, A
(& en) = >Z wy [P,m —Cn — m} — $u(R) — £n G2 (R),
/oa b b3y N A 3S, a

nn(x;—en)z—Zwt Pt(x)—Cn—m + Sn(X) + X g3t (X).
t

[ =}

Adding both directional derivatives yields

1 1
X b — <0.
Bao) w [|U,|+l |UtUC,:|+1]_

t>7,,C#0
Since X, b, w; > 0, this implies C; = ¢ for all r > 1,. Consequently,
7 (X; —ey) = —m, (X; ey), i.e., the map x, — 7, (x,, X_,) is differentiable at
X, with

A

. bx
O () — - n v N
aicrn (x) = t; Wy |:P,(x) —Cn — W] — Sn(X) —xnm(x) =0.

(d) By definition FUE ={n ¢ Z}and E C {n ¢ Z: 1, < §} holds. Part (c) implies
F C{n ¢ Z: 1, > 8}, which completes the proof. O

Below, Theorem 4.3 is proven, which states how many solutions the stationarity
conditions (8) can have.

Proof (a) We know by Theorem 4.2 that X is one solution of the system of equations. It
thus suffices to prove that the system has at most one solution to ensure uniqueness.

We can compute solutions x* = (x3, xj, x}) of the system one after the other.
The unique solution of the first equation is x}, = 0. To see that the second equation
has a unique solution xl’g, note that for all # < § we have C;” = C;_1 and thus

O + ZmEU,UC,: em =D mec, | Xm

p -
2 U, UCT |+ 1

The equilibrium price P, (x) thus only depends on the value of x,,, of firms m with
Tn < t. Consequently, the second equation has a unique solution x},, which is
computed in order of ascending values of 7,,.

In case F # ¢, it remains to show that for given x7, and x7, the third equation has
a unique solution x;‘;. To this end, recall that for all n € F, we have

o, * % D (k%
o, (X7, Xp, Xp) = E wz[Pz(xz,xE,XF) —Cn
t>1,

bx, ]
U] +1
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95
— Sn(x7, Xg, XF) — x,,ﬁ(x}, Xp, XF).
We now prove that the map

Jdmy

xp > H(xp) = (_E(XE,XE,XF))n

eF
is strongly monotone on Xr := [0, 00)!Fl. By Theorem 2.3.3(b) in [20], this
implies that the complementarity system

xp >0, Hxp)>0, xpHxp)=0

has exactly one solution and the equation H (xr) = 0 thus has at most one solution
xg > 0.

Due to the assumptions on S,, we know that for all xr, yr > 0, we have

ENY
E (Sn(x;» xz“s XF) + Xy Bx: (-x;s xz, XF)
neF

— Su (X%, Xy YF) = Y 22 (X%, Xy YF)) (Xn — V)

LAY
= > (Su(xp, xp xF) 4 X0 G2 (x5, x5, XF)
nelF
a5,
— Su (X3, X5 YF) = a5y (X5, X5 YF)) (n = Yn)
a5,
+ Y (Salxh, xp, xp) + X552 (x5, x5, XF)
neEUZ
3,
— Sy X yr) — xS (o xh v)) (g — X))

> 0.

Consequently, we obtain that for all xg, yr > 0 it holds

(H(xp) — HOp) " (xp — yF)

Z _Zwtwt'% Z Ym = Xm | + (Yn — Xn) (xXn — yn)

neF =1 meCNF

wb
Z|U;|l+l Z Z X — Ym | + G = yn) | (e — y0)
t>6

neCi/NF meCNF

2
web
:Z|U|t+l Z Xm — Ym + Z (xn_y;z)z
t>6 4

meC;NF meC;NF

v

Since F # ), weknow § < T and Cr = E U F, Ur = () and thus

[Hoer) — Hop)]' (r — yr)
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2
> wrb (Z Xm — )’m) + Z(xn - yn)2
meF meF
> wrblxr — yrl3

holds. This proves the strong monotonicity of H on X r and that the third equation
has at most one solution x, > 0.

(b) Part (a) ensures that different Nash equilibria x must have different parameters
T =1(X), Z = Z(x), and § = §(x). For combinations of t and Z, there are at
most (7 4 1)V possibilities and for 8, there are at most N + 1 possibilities. In
total, this yields at most (N + 1)(T + 1) Nash equilibria. ]

Appendix D: Auxiliary results for Sect. 5

In this section, we describe how the different parts of Algorithm 1 work in detail.
Checking the criteria for local optimality is straight-forward, so the majority of the
section deals with the identification stationary points and the check for global opti-
mality.

Lemma D.1 Suppose that Assumption 4.1 holds. Then, given a Nash equilibrium X
of (7) we can compute the equilibrium prices as follows:

(a) Forallt with1l <t <,

0 + Zm¢Z Cm — Zs<t |Cs:|ﬁ5

ﬁ 1) =
1 () U, UC=[+ 1

(b) Foralltwiths <t <T,

O + D meu, €m — b mec,ng Xm — b Y pec,nr Xm

PGy —
1) U, + 1

Proof In case E # (@, we have § > 1 and for all ¢ < 4,

0; + ZmeU, cm—b ZmeC, Xm
U] +1
0+ evuc Em = b Ypecr Am
N U, UCT|+1
0+ evucs m =D Yo Domecs I
B U UCT+ 1
_ O + ZmeU,qu Cm — Zs<t ZmeCS: ﬁS + X:mec,> Cm
B U UCT+ 1

_ 6 +Zm¢Z Cm — Zs<t |CA=|ﬁS
U, UCr| + 1

PR =
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Algorithm 2 computeStationary(r, Z, §)

Input: Sett e {l,.... T}V, Z<{n=1,....N:t, =18 €{0,1q,...

1:
2
3
4
5:
6
7
8

9:

10:
11:
12:

13
14

15:
16:
17:
18:
19:
20:
21:
22:
23:
24
25:
26:
27:
28:
29:
30:
31:

XAZ = 0.
: Compute 13, forallt =1,...,3d;see Lemma D.1 (a).
: Compute Xf; see Lemma D.2 (b).
1 if Xg # 0 then
return “No candidate exists for (z, Z, §).”
. end if
1 if F # () then

Try to compute a solution X of H(xg) = 0; see Lemma D.2 (c).

if Xz does not exist or X # 0 then
return “No candidate exists for (z, Z, §).”
end if
Define f’, for all + > §; see Lemma D.1 (b).
. end if
:foralln € EUF do
forallr < 7, do
if P > ¢, + b&, then
return “No candidate exists for (z, Z, §).”
end if
end for
for all r > 7, do
it P, < cy + by then
return ‘“No candidate exists for (z, Z, §).”
end if
end for
end for
foralln € F do
if P, < cp + bi, then

return “No candidate exists for (z, Z, §).”
end if
end for
return X = (X7, Xg, Xp) and p= (13] R ﬁT)

L, TN

Algorithm 3 checklLocalOptimality(x, (%), Z(x), §(X), P(&))

Input: A feasible point X > 0 with the corresponding data T := t(X), Z := Z(X), § := §(x), and

A S o

9:
10
11
12
13

equilibrium prices P := PR) = (P1(X), ..., Pp(X)).
foralln € Z do

Compute 7;, (£; e,); see Theorem 4.2 (a).

if 7/, (%; ex) > O then

return “X is not a local Nash equilibrium.”

end if
end for
foraln e E:={n¢Z:1, <é}do

Compute 7;, (£; e,) and 7, (£; —ey,); see Theorem 4.2 (b).

if 7 (£; en) > 0 or 7, (X; —ep) > O then
: return “X is not a local Nash equilibrium.”
: endif
: end for

: return “X is a local Nash equilibrium.”
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Algorithm 4 checkGlobalOptimality(®, T(%), Z(X), P(R))

Input: A feasible point £ > 0 with the corresponding data (%), Z(%), and equilibrium prices PR) =
(P1(X), ..., Pr()).
Initialization: Foralln =1, ..., N compute

(X, X—n) = Z %(ﬁt(ﬁ)_cn)z‘f‘ Z wt(ﬁt(i)_cn)/‘?n_insn(ffnw‘?fn)-

1<y (%) 121, (%)

1: foralln=1,..., Ndo

2 Define Z_,, := Z(x) \ {n}.

3 forallt e {l,..., T, T+ I}N with t,, = 1 forallm € Z_,, do
4 Compute ﬁt,_n forallt = 1,..., N; see Equation (14a).

5: forall < 7, do

6 if }A’,,,n does not satisfy condition (13) then

7 Continue with the next 7.

8

: end if
9: end for
10: Compute the lower and upper bound L, U on x,, > 0; see Equations (15).
11: if L > U then
12: Continue with the next 7.
13: end if
14: Compute the unique solution X, of Equation (16).
15: Compute x;; = min{max{L, 0, X}, U}.
16: if 77, (x5, X)) > 7, (X, X—) then
17: return “X is not a Nash equilibrium of (7)”.
18: end if
19:  end for
20: end for

21: return “x is a Nash equilibrium of (7)”.

holds. This shows Part (a). Moreover, for all § < t < T we have

0 + ZmeU, cm —b ZmeC, )em

B =
7 (X) U+ 1
O Y eu, m = DY ec,ne m = b Y mec,nr m
|Us| + 1 '
This shows Part (b). ]

LemmaD.2 Suppose that Assumption 4.1 holds. Then, for a Nash equilibrium X =
(Xz, Xg, XF) of (7) it holds that

(a) )’fz =0.
(b) Xg is given by

A I A
Xp = Z(Prn —cp) forall n e E.
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(¢) X is a solution of the system of equations Hr (xp) = 0, where Hp (xF) is defined
as follows:

H(xp) := (— > wz[ﬁz(XF) — e — |Uf)|x:’r 1]

t>1,

A A 9S, ;A A
+Sn(xz,XE,XF)+xnﬁ(xz,xE,XF)>

neF

In the definition of H, P, (xF) is given by

A Ot Y ey, m — DY e fm = B Y mec,nr Xm
Pi(xp) = TAES .
t

forallt > 4.

Proof Condition (a) holds by definition. Condition (b) follows from the stationarity
conditions (8) and the definition of E. Condition (c) follows from the stationarity
conditions (8). ]

Combining these two observations with Theorem 4.3 yields the following result.

Lemma D.3 Suppose that Assumption 4.1 holds and lett € {1,...,T}N, Z C {n =
1,...,N:t, =1}, and § € {0, 11, ..., TN} be given.

(a) If Algorithm 2 returns %, the nx >0aswellast(x) =1, Z(X) = Z, §(x) =4,
and P, x) = P, forallt = ., T. Furthermore, X satisfies the stationarity
conditions (8).

(b) Ifx is a Nash equilibrium of T with t(x) = t, Z(X) = Z, as well as §(X) = § and
if the functions S,, are chosen such that the map

= (500 402 w)"

=1
is monotone on [0, 00)V, then % is the unique return value of Algorithm 2.

Proof (a) Follows directly from the construction of Algorithm 2 together with
Lemma D.1 and Lemma D.2.

(b) If x isaNash equilibriumand 7 (x) = 7, Z(x) = Z, §(x) = J holds, we know from
Theorem 4.3 (a) that the stationarity conditions (8) only have the solution X and
thus, using (a), Algorithm 2 can only return X. Since x also satisfies all additional
conditions (Xg > 0, X > 0, ...) Algorithm 2 returns X. O

This theorem shows us that Algorithm D.3 is correct. The conditions for local
optimality have already been discussed in Theorem 4.2. Hence, it remains to discuss
global optimality conditions and the correctness of Algorithm 4. We check for global
optimality by checking that no firm » has an incentive to deviate from the solution. For
every firm n, we generate all patterns 7, that are compatible with X_,,, and compute
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bounds L < x, < U for possible strategies x; of firm n with t(x,, x_,) = t. For
each pattern 7, we then compute the optimal strategy x;; for firm n on the interval
[max{0, L}, U]. If this strategy leads to a strictly better payoff for firm n, then, by
continuity, we have shown that X is not a Nash equilibrium as there exists a better
strategy on the interval (L, U]. But if no pattern t leads to a better strategy for firm n,
we are sure that we have found a Nash equilibrium. The following lemma goes into
more detail.

LemmaD.4 Letx > 0, afirmn,andt € {1,...,T, T + 1}V be given.
(a) If there exists x, > 0 with t(x,, X_,) = t, the following conditions hold:

(1) tw=1forallme Z_, := Z(X)\ {n}.
(2) The price P; _, satisfies

max ¢, +biy <P _, < min ¢y + bk, foralt <1, (13)
me¢Z, iy <t M#EN, Ty >t

where Py _, is defined as

~ 0 + ZmeU, cm —b ZmeC,\{n} fm

P, = 14a
t,—n [AES (14a)
with Uy :={m & Z_, :t < Ty}, (14b)
Cri={mé¢Z_,:t>1y} (14c)

(b) Let x,, > 0 be given with t(x,, X_,) = t. Then, L < x,, < U holds, where
L :=max{L, Ly} with
L1 := max {%(13,,_,, —cCp) it < rn} ,
L» = max {%(|U,| F )Py — e — biy) i 1= Tyy T > t} and

. (15)
U = min{Uy, Uy} with

Ur = min { F(U| + DU+ D7 By =) 1 2 )
Us = min { QU+ D(Pr o = e = D) 11 = Tt < t,m ¢ ZU n}}
(¢) Let x, > 0 be given with T = T(x,, X—_,). Then, the function
Xp > e (X, X—p)

has its unconstrained maximum at the unique solution x, of the equation

N 2bx, A - - A
Z wt[PI,—II —Cp — ] — Sp(Xn, X_p) — xnvxy,sn(xn» X—p) =0,
= Ui + 1
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where 13,,_,, and U, are defined as in (14a) and (14b). The maximum x* on
the interval [max{0, L}, U], with L and U as in Eq. (15), is given by x* =
min{max{L, 0, x,}, U}.

Proof (a) Condition (1) follows directly from the deﬁmtlon of Z(x). To compute the
bounds on the prices P, _n, we use the definition of P, (x), Uy, and C; to obtain

0 + ZmEU[ cm — b ZmeC, Xm

Pi(x) =
Ul + 1
9’+Zm€Ur cm—b ZmeC[\ {n} :
[AES) P, ns ift < 1,
B 9t+2meU, cm—b ZmeC;\(n} £ bxy, D bx, :
_ — _ _bxa >
(e T = Pr-n — e 0=

Rearrangement yields the bounds on P; _,.

(b) From the prices P _, and t, we can derive bounds on the value of x,. The specific
bounds follow from the definition of U; and C;.

(¢) For all x, > 0 with t(x,, X_,) = t, the payoff of firm n has the form

Ty (xm f—n) = ﬂ,;[(xn, i—n)

= Z wt%(ﬁt,—n - Cn)2

1<ty
+3 [P b } S, (e £0)
w —cp | Xy —x Xns Xn).
Z>Tn t t,— |U | +1 n n nYn n n

Due to b > 0 and the assumptions on S,, this function is uniformly concave
in x, and thus has exactly one unconstrained maximum X,, which is the unique

solution of 7y 2 (Xn s X_») = 0. The constrained maximum on [max{0, L}, U] then
isx) = mm{max{L, 0,x,}, U} O

With these results proven, we have shown that Algorithm 4 is correct. We summarize
this in the following lemma.

LemmaD.5 Consider an arbitrary X > 0. Then, Algorithm 4 terminates successfully
if and only if X is a Nash equilibrium of T.
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