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ABSTRACT

Market Dynamics with Non-Homogeneous Poisson Processes

Preston Tanner Redd
Department of Mathematics, BYU
Master of Science

The Bertrand Duopoly model for demand in economics is a well-used model. Although
this model has important insights towards pricing strategy, it does not accurately depict true
market behaviors. In this paper, we will examine the advantages and disadvantages of the
current model and its assumptions.

We then take a whole new approach towards modeling this phenomena, using Poisson
processes to model the demand of goods. We will discuss why this is a better approach and
explain how we can extend this to better understand pricing strategies and market dynam-
ics. We then apply our findings to the newsvendor problem, a commonly used problem in
inventory management. Using non-homogeneous Poisson processes we explain how to find
an optimal pricing strategy and an optimal inventory level for the newsvendor problem.

In this paper we explain how to extend the newsvendor problem to a newsvendor duopoly
problem. Again we show how to find the optimal pricing strategies and inventory levels for
multiple goods in a market. Having found the optimal pricing strategy and inventory level, we
then examine the market dynamics in more details. We explore monopolistic and duopolis-
tic markets where the goods range from complements to substitutes and homogeneous to
differentiated goods. We discuss how to model the progression of the inventory probabilities
and then explain how to price inventory options.

Keywords: Poisson rates, inventory options, inventory management, dynamic pricing, opti-
mal inventory, newsvendor problem
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CHAPTER 1. INTRODUCTION

Currently the Bertrand model is well used and is a widely accepted representation of de-
mand in economic models. Although many insights are gained by using it, in this paper,
we question the assumptions and results of the Bertrand model. We propose a new model
to consider demand using Poisson rates. In Section 2, we provide background information
about the Bertrand model as well as the Poisson distribution. Included is the basic assump-

tions of the Bertrand model and basic properties of the model and also of Poisson processes.

In Section 3 we propose our new model and show how it is applied to a basic well known
problem called the newsvendor problem. We give the background and intuition behind solv-
ing the posed problem and visit the work of Angelos, et. al. [1]. We show how a firm can
use Poisson rates to develop an optimal pricing strategy for a good [10], find the optimal
initial inventory for the retailer, price an inventory option, and find the optimal wholesaler
price all in a finite time horizon sales period. We go through an example of this one good

market setup.

We then generalize the newsvendor problem to include multiple retailers. We call this
problem the newsvendor duopoly problem and explain how to extend the previous results
to several different market types. First in Section 4, we consider a duopolistic case where
the two retailers are selling the same exact product and have the same demand constraints.
Amongst other things, we observe that the pricing strategy of firms selling complementary
goods isn’t always intuitive. We see that a firm with a lot of inventory compared to its rival
is likely to drastically drop prices, even below the optimal sales price at expiration. It is also
shown how cross price elasticity changes over time in a linear demand case. We also observe
that when goods are substitutes, they have higher expected profits when their competitor
has less inventory; when the goods are complements, the firms have higher expected profits

when their competitor has more inventory. We continue to extend the framework to other
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market structures.

In Section 5 we look at a duopolistic market in the presence of collusion. We explain how
this is synonymous to examining a monopolistic market. Against conventional wisdom, we
see that optimal initial inventory levels of monopolies aren’t necessarily lower than those in
the duopolistic market. We also observe that the monopolistic profits are not significantly
better than the combined total in the duopolistic market nor are prices necessarily always

higher in the monopolistic case.

Section 6 addresses the same problem with differentiated goods. It covers both the
duopolistic and monopolistic market structures. Our conclusions about monopolies are con-
firmed as we see cases when the total profit is less than that of the duopolistic case and
when the optimal initial inventory levels are higher in the monopolistic market. Because the
goods are differentiated, there is a disparity in the leverage the two firms have in the market.
The differences in market leverage causes there to be imbalances in the market. We observe
several effects of the market imbalances in the behavior of the pricing strategies, the cross

price elasticities, and the expected remaining revenue.

We offer our final remarks in the conclusion found in Section 7 and conclude by reviewing
our findings and defending our approach towards understanding market dynamics using non-

homogeneous Poisson processes.

CHAPTER 2. BACKGROUND

2.1 BERTRAND MODEL

The Bertrand model is an economical model used to understand the behavior of firms in an

oligopolistic market. It was introduced as a rival model to the already established Cournot
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model, proposed in 1838 by the French philosopher and mathematician Antoine Augustin
Cournot [18]. Unlike the Cournot model where firms optimize profit by choosing output

levels, firms in the Bertrand model optimize their profits by choosing their good’s price.

Joseph Bertrand suggested the new model in 1883 in a critical review of Cournot’s pre-
vious work. One of the critiques of Cournot’s work was that changing quantity may not
be feasible or practical in the short run. This led to one of the advantages of Bertrand’s
model, feasibility; a firm can easily and inexpensively change the prices of their goods, unlike
changing output, which could take extended periods of time to make the adequate changes

at the factories both at the input and output side.

One of the negative results that dissuade economists from fully accepting the Bertrand
model is that price must always equal marginal cost in a multi-firm market, with few excep-
tions. We acknowledge the research done to show price doesn’t have to equal marginal cost
in the presence of product differentiation, demand fluctuations, or in an infinitely pricing re-
peated game but question the core assumptions in the Bertrand model. (Edgeworth showed

that p # MC in the case of diminishing returns to scale and quantity restrictions [18].)

2.1.1 Assumptions. The Bertrand model makes the following two controversial assump-

tions:

1. Consumers always purchase from the cheapest seller.

2. If two sellers charge the same price, purchases/sales are split evenly.
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This is expressed in the demand for good i as shown below,

0 if p; > a
0 if p; > Dj
q; = B ‘
S ifpi=pi=p<a
2 if p; < min{a, p;}

where ¢; is the quantity demanded for good ¢, p; is the price of good 7, and a is the absolute

highest a consumer will pay for the good.

This is to suggest that the smallest monetary increase will detract all potential buyers
and send them to a competitor. This is not very likely. Consider buying a car. Assume there
are two dealers who sell the exact same car but one charges $0.01 more. Although the penny
increase may discourage some buyers, it is unlikely that many people would change their
decision on such a small difference. This inexplicable phenomenon motivates our research
and our proposed model. In our paper, we will show how our model accounts for these fault

in the Bertrand model.

2.2 PoOISSON RATES

The Poisson distribution was introduced by the French mathematician and physicist Simeon
Denis Poisson in 1837 and models the number of occurrences or events that will take place in
a given time interval. One of its first and most notable applications was made by Ladislaus
Bortkiewicz in his book “Das Gesetz der kleinen Zahlen,” German for “The Law of Small
Numbers.” The late 19th century publication outlined Bortkiewicz model of Prussian soldiers
deaths caused by a horse kick, or otherwise known as “Bortkiewicz’s disease” [11]. Although
the discovery of the Poisson distribution is sometimes given to Abraham de Moivre (although
not written in such clear form as Poisson’s representation), some believe it should have been

called the “Bortkiewicz distribution” due to his application of it towards rare events [11].
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Since its acceptance in statistical theory, the Poisson distribution has been used in many
fields including demography, queuing theory, reliability engineering, and epidemiology. Pois-
son processes are commonly used to model a variety of things including doctors’ visits, tele-

phone calls, birth-death processes, hotel booking, radioactive decay, and website requests

[7],[13].

2.2.1 Poisson Rates in Demand. Given the similarity of its other applications, the
Poisson distribution is a reasonable way to model demand through modeling the arrival rates
of customers. The beauty of the Poisson distribution, unlike other economic models, is that
it incorporates randomness. Most economic models, including the Bertrand and Cournot
model, consider demand in a deterministic approach. Encompassing the randomness of de-
mand helps companies better understand what is happening in their respective market and
allows them to make better pricing strategy decisions as well as teaching them how to adapt

in order to optimize their profit.

Adopting this probabilistic approach and using Poisson rates, allows demand to fluctuate
on a given time interval even in the presence of constant prices. You wouldn’t expect a bakery
to sell the same amount of bread everyday even if the prices remained constant, so in this
regard, it does indeed make sense to use Poisson rates. It is not in the scope of this paper to
explain how to approximate the Poisson parameters for a given economical system but we
note that this is also an active field of research [3]. We will consider a simplistic approach
by assuming the Poisson parameters for demand either follow a linear demand curve or a

log-linear demand curve, both common models of demand.

2.2.2 Properties of Poisson Rates. Let X be a random variable following a Poisson

distribution with Poisson parameter \. Recall that on a small fixed interval of time At, the
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Poisson process satisfies the following

P( X(t+ At) =n+m|X(t) =n)
1= AMAt+o(At) ifm=0
= M+ o(A)  ifm=1
o(At) itm>1

where m,n € Z. Therefore if we modeled demand, D, on the given interval, we could

represent the number of units demanded with a certain probability as follows

0  w/ prob 1 — AAt + o(At)
D=4 1w/ prob \At + o(At) (2.1)

> 2 w/ prob o(At)

We will use this fact of Poisson processes repeatedly throughout the paper in order to solve

subproblems of a dynamical system.

CHAPTER 3. NEWSVENDOR PROBLEM

The newsvendor problem is one of the canonical problems in inventory management [17],[15].
In the newsvendor problem, a retailer or salesman buys initial inventory, I, at wholesale price,
Cy, at the beginning of the day, ¢ = 0, and sells during the day [0, T]. The good is perishable
and so the time horizon, [0, 7], is finite. At the end of the sale period, t = T', the remaining
inventory, Ir, is no longer sellable (such as a newspaper) but carries a salvage price of Cr
(for example the newspaper may be recycled) [16]. Many questions arise for the salesman
and are addressed in current research. What is the optimal sales price? What is the optimal

initial inventory? We will answer both of these questions.

We let u be the fixed price over the sales period and X be the random variable representing
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the demand for the day. We write the salesman’s profit function,
II = Io(u - Co) - (u - OT)IT

where I is the only variable because everything else is a constant but Ir depends directly

on the random variable X. In fact
It = max(ly — X, 0).
The expected profit is therefore
E[MI] = In(u — Cy) — (u— Cp)E[I7].

Angelos, et. al. [1] has shown that the derivative of the remaining inventory with respect to
the initial inventory is

d

dIOE[IT] = F(Iy).

where F' is the cumulative distribution function of the random variable X. Take the deriva-
tive of expected profit with respect to the initial inventory and solve for the optimal initial

inventory.

SEEI) = (u= o)~ (u— Cr) Bl

= (’LL — C()) — (U — CT)F(]O) =0
1 [u—Cy
= pl =2
0 (’LL — CT)
We now have the optimal initial inventory given a fixed price. In the next section we explore

what would happen if we varied prices as the sales period progressed.

www.manharaa.com




3.1 PRICING STRATEGY

Consider the same problem but now allow the newsvendor to vary the price throughout the
sales period. The question of what is the optimal pricing strategy given dynamic pricing
now arises. This idea of dynamic pricing for a perishable good is also an active field of
research [20]. Let {u;(¢) ]I-OZI be a set of functions representing the sales price at time t with
Jj remaining units of inventory. Let X (¢) be a nonhomogeneous Poisson process where the
customers’ purchases arrive at the rate A(w;(t)). In order to solve for the optimal pricing
strategy, we will discretize the time interval, set up a dynamical program, solve the subprob-
lem by finding the optimal price on the given time interval, and then back iterate to get an

optimal pricing strategy [4],[6],[5].

First discretize the sales period [0, 7] into n equal time intervals. Fix u;(t) for each time
interval and let u; ; = u;(iAt). Also let \;; = A(u;(iAt)) and I; = I(iAt). By Equation 2.1,

the demand for the product on a small enough time interval, 7, is given by

0  w/prob 1 —\ At + o(At)
Di=41 w/ prob \; jAt 4+ o(At) . (3.1)

>2 w/ prob o(At)

Let S be the function representing the inventory sold during period ¢ given by
S(I;, D;) = min(I;, D;).
Consequently, the state equation is given by
Iiyy=1; — S(I;, D). (3.2)

Maximizing the expected profit given a set inventory level is the same as maximizing the
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expected revenue given the same inventory level. Since these are the same problems given
a set amount of inventory, we can examine maximizing the total revenue as if it was the

expected profit and then decide the optimal inventory numerically. The total revenue is

given by
n—1 n—1
R = ZukaS(Ik, Dk) + CT(I() - Z Dl)+
k=0 =0

where ()™ = max(0, ) and S (I, Dy) represents the sales at time period k. Inventory at time

k is given by I. The remaining revenue at time i is

n—1
R(I) =Y w1, Sy, Dy) + Cr(Iy — D)*
k=i

where D = Z?:_ol D,. Denote R;; = R(I;) when j = I; for simplicity. We see R;o = 0 and
Rn’j = jCT

We desire to optimize the expected revenue by maximizing expected remaining revenue
at time 7 given all information from time 0 to 4. This is the same as choosing u; ; at time 4

for all possible j, 1 < j < Iy to maximize
n—1
E[R;;] = Z g, 1, B[S (I, Di)] + CrE[(Iy — D)*] (3.3)
k=i
subject to the state equation I,y = I; — S(I;, D;).
Using the law of total expectation we can write

E[R;;] = E(E[R;;|Di])

= > E[R;;|Di = KP(D; = k).

£>0
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For k > 2 we have P(D; = k) = o(At). Recall that the sum of little-o terms is still little-o

to get
E[R;;] = E[R,;|D; = 0|P(D; = 0) + E[R; ;| D; = 1|P(D; = 1) 4+ o(At). (3.4)

Let E@j = E[Rz’]] If] > 0 then

n—1

Zuk’]kS(Ik, Dk) + CT(I() — D)+

k=i

E[R;;|D;=0] = E

= ui,jS(I’i7 0) + E

nz_l uk,IkS(Ik, Dk) + CT(]() — D)+] (36)

k=it1
Eit1. (3.7)

Similarly, it can be shown that
E[R;;|D; = 1] = w;j + Eiy1j-1. (3.8)
Substituting Equations 3.7 and 3.8 in we can solve for E; ; in Equation 3.4,
Ei; =1 —=XN;A)Eiy1j+ N jAH(u;; + Eiv1j-1) + o(At). (3.9)

We now have a dynamical program with boundary condition R, ; = jCr. We can back
iterate to solve the program by solving for u; ; in the subproblem. We do this by taking the

derivative of Equation 3.9 with respect to u; ; to get
0= /\;’j(uf’j)At (U’Zj + Ei+1,j—1 — Ei*l—Lj) + /\i,j(uf’j)At. (310)

We can now solve for u;; to solve the subproblem. Given u;; in any time period iAt, we
can back iterate to get the optimal pricing strategy. We can do this for different demand

functions for A; ;(u; ;). We will show the results for both the linear demand model and the

10
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log-linear demand model.

3.1.1 Linear Demand. Suppose the Poisson parameter for demand is a linear function

with respect to price. That is to say \; j(u; ;) = a — bu;; for some a,b > 0 then 3.10 gives us

Ei1j— Eip1j1 b
o= : : —. A1

u

Figures 3.1 and 3.2 below show the optimal sales price strategy as well as the expected

remaining revenue.

Optimal Sale Prices
5.0 . T

4.8
4.6 777-77”-;7‘7"7-\1“

4.4(

Price

401

38F

36

3.4
o]

Figure 3.1: Optimal sale prices for each inventory level I. Assume Iy = 10, A\(u) = 10 —
2u, C() = 4, CT = 2, and T = 10.

Figure 3.1 shows the optimal pricing strategy measured in price over the time of good’s
lifespan. We see that as the expiration time approaches, the optimal price decreases as
retailers are trying to “dump” their inventory. This is a common practice in inventory
management. Figure 3.2 is a plot of the expected remaining revenue over time. We see that
as time expires, the expected remaining revenue decreases. We see this decrease because the
retailer has lowered prices in order to get as much revenue as possible before the expiration
time. At expiration, the salvage price is lower than what the retailer could normally sell at

so he tries to pull in as much revenue while it’s still worth something.

11
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Expected Remaining Revenue

Expected Remaining Revenue
- N N
w o w
T T T

=
o
T

v

(=]

o
N
N8
o
o

10

Figure 3.2: Expected remaining revenue for each inventory level I. Again assume [, =
10, AM(u) =10 —2u, Cy =4, Cpr =2, and T = 10.

3.1.2 Log-Linear Demand. Now suppose the Poisson parameter for demand is a log-
linear function with respect to demand. In other words, A ;(u; ;) = a(u;;)~" for some b > 1

then 3.10 gives us

i b
Wij =351 (Biv1; — Eit1-1) (3.12)

Graphs of the optimal pricing strategy and the expected remaining revenue will be similar

to those in Figures 3.1 and 3.2.

3.2 OPTIMAL INVENTORY

Solving the dynamic programming problem gives the expected remaining revenue of each
level of inventory at any given time and a pricing strategy that will generate that expected
remaining revenue. Clearly the more inventory, the higher the expected remaining revenue;
a retailer, however, is concerned about maximizing profit, not just revenue. Knowing the
expected remaining revenue will help the retailer choose which inventory to start out at to
maximize profit. Recall that profit is given by total revenue minus total costs. Assume that

the total cost is given by the inventory level, I, multiplied by the wholesale price, Cj, of the

12
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good, TC(Iy) = Cyly. In other words,

n—1 n—1
HIO = ZukaS(Ik? Dk) + CT(I() - Z -Dl)+ - COIO'
k=0 =0

Recall that Ejj, is the expected remaining revenue, E[Ry ], at time t = 0 with I,

remaining units of inventory. Then the expect profit can be found to be

n—1 n—1
E[ll;,) = E|> wer Sk Di)+ Cr(lo— Y D)t | = Coly
k=0 =0
EO,IO - 00]0.

We can numerically find the optimal initial inventory level, I, by plotting the expected
profit values at each inventory level in consideration. This is easy now that we already have
the expected remaining revenue values, Ey j, at time ¢ = 0, from the dynamic programming
problem. Figure 3.3 show the expected profit across the different initial inventory levels. We
see that in our previous example, there is a clear optimum value of inventory at Iy = 8. We
also see that the expected profit of the company with initial inventory 8, is slightly above
3.5.

Optimal Inventory

»
=l

Expected Profit
= = ™ N w w
) n =) w =) [t
. T . .
*
*
»
*
*
»

o
n

4
o

. n . . n
2 a4 6 8 10 12
Initial Inventory Level

Figure 3.3: Optimal inventory in a one good market over initial inventory level I. Assume
AMu) =10 — 2u, Cyp =4, Cr =2, and T = 10.

13
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3.3 INVENTORY PROBABILITIES

A retailer may be interested in finding the expected remaining inventory, E[I7]. One potential
reason to calculate E[I7] is to price a European inventory option. A European inventory
option is similar to a European option on a stock. A European inventory option gives the
owner the right to sell inventory at a set strike price, K, at a given time, T". The strike price
is assumed to be above the salvage price, K > Cr, otherwise the option is useless. Although
buying an inventory option doesn’t increase the expected profit to the retailer, it has been

proven to eliminate some risk through decreasing the variance of the expected profit. Note

that Iy = (fy — ?:_01 D,;)". Consider the profit function of a retailer without an inventory
option

n—1 n—1

T = Y ey, Sk, Dy) + Cr(ly = > D))" = Colg
k=0 =0
n—1
= Z Uk,IkS(Ik, Dk) + CTIT — C()IO
k=0

and with an inventory option

n—1

f[ = Zuk,fks(lkﬂ Dk) + K[T — COIO —p
k=0

where p is the cost of the option. The cost neutral price of the option is found when

E[IT) = E[II]. It can be seen that this price is given by

We note that with an inventory option, the optimal pricing strategy will likely change but

Ip

it has been show that given a set pricing strategy, {u;;};2,, the expected profit with and

14
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without the inventory option is the same [1]. In other words,

E [101{u;, }oo) = B [Ml{u;, 2]

Now let Pj(t) = P(I(t) = j) denote the probability that the inventory level is at j units
at time ¢. Consider the probability distribution P(t) = (Po(t),P1(t),..., P, (t)) where I,
is the initial inventory level. By definition of expected value, E[I7] = Z;OZO JP;(T) and the

price of the European option is

p = (K- Cp)E[l7]
= (K- CT)Zj‘Pj(T)‘

j=0

Now we explain how to find P;(7"). First discretize the time interval [0,7] into n equal
subintervals. So At = T'/n and denote P;; = P;(iAt). Because the demand is a Poisson
process we can use Equation 3.1 to see that the following transitional probabilities hold

between probability states over time:

]P)(IH_1 = j|]Z = j + ].) = )\i7j+1At + O(At)

P(Liy1 = jlI; = j +2) = o(At).
By using laws of probability and partitioning the probability space, we also know that

1o
Pirg=P(lin=34) = > Pl = jlli = k)P(; = k)
k=0

Io
= > P(Liys = jl|I; = k) Pi

k=0

15
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We can simplify this by including the transition probabilities from previous inventory level

as follows
(1 — )\i,IoAt)f)i,Io + O(At) ] = ]0
Pi+1,j = (1 — )\i,IoAt)Pi,j -+ )\i,j_HAtP +i+1 +O(At) 0< j <1y - (313)
Pio+ Xi1AtP; ) + o(At) J=0

Note that P(0) = (0,0,...,0,1) since at time ¢t = 0, there is exactly Iy units of inventory
by definition. We can now use our optimal pricing strategy which we already found and our

initial condition to find the probability distribution P(¢) at any time ¢.

In Figure 3.4 we start with initial inventory level of Iy = 8 since that was our optimal
inventory level. The blue line with the first spike above the rest is when inventory is at the
initial inventory level. As we progress to the following lines with spikes, we decrement the
inventory by one every time, giving the last green line the inventory level of zero. Given the
inventory probabilities at time 7', we can calculate E[/7] = 0.1103 and p = (K — Cr)E[I7] =
0.1103.

Inventory Probabilites

1.0

Probability

Figure 3.4: Inventory probabilities over time. Let \(u) =10 —2u, Co =4, Cr =1, K =2
and T' = 10.

16
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3.4 WHOLESALER OPTIMIZATION

A wholesaler selling the good to the distributor may notice that the firm is making a greater
profit than they think the distributor warrants. The wholesaler may try to capture some of
the profit by adjusting the wholesale price, Cy. We can numerically solve for the optimal
wholesale price for the wholesaler by simply maximizing the wholesaler’s profit function.
Assume it’s revenue is simply the optimal initial inventory for the firm, I, multiplied by the

per unit profit, (Co — Cr) as seen below.

HW = IS* (Co —CT)

We know that the optimal initial inventory, I, is a function of C but we solved for
I numerically; so there is no closed form solution. We can however, solve for the optimal
wholesale price, Cy, numerically. In Figures 3.5 and 3.6 we graph the wholesaler’s profit as
a function of wholesale price. The sawtooth shape is caused because as we go right on the
r-axis, there is a short period when the optimal inventory is the same but the price is in-
creasing, resulting in the increasing part of the sawtooth. As the price continues to increase,

the optimal inventory drops, resulting in the decreasing part of the sawtooth.

Wholesaler Profit
70 T .

60 -

50+

40 -

Wholesaler Profit

20+

10

2 3
Wholesaler Price (C_0)

Figure 3.5: Optimal wholesale price given A(u) = 10 — 2u, C7 = 0 and T = 10.
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Wholesaler Profit
25 . . .

20

15+

1or

Excess Wholesaler Profit

9.0 25 3.0 35 4.0 4.5 5.0
Wholesaler Price (C_0)

Figure 3.6: Optimal wholesale price given A(u) = 10 — 2u, Cp = 2 and T = 10.

We note that if the wholesale price is below two, then the firm has an arbitrage op-
portunity where the buy price is less than the guaranteed sales price. We can eliminate the
arbitrage opportunity in one of two ways. Either consider the market without a salvage price
or consider the wholesale prices greater than two and also look at the revenues of all the
goods after the first two units of price. Considering the market without a salvage price (as
we did in Figure 3.5) will change the optimal pricing strategy for the firm and will ultimately
change the dynamics of the whole problem. Considering the wholesale prices greater than
two and looking at the revenues from all the goods after the first two units of price is equiv-
alent to considering the marginal cost of the wholesaler equal to two. We do this because
we're interesting in finding the optimum profit we can gain from the firm and not towards
whoever is buying the salvage priced item. This way, there’s no arbitrage opportunities and
we successfully see what the optimal wholesale price is. In our case, we see that the optimal

wholesale price is close to 3.5.

CHAPTER 4. DUOPOLISTIC NEWSVENDOR PROBLEM

A duopoly is an oligopoly with two firms. In other words, a duopoly is a market with only

two goods sold by different firms. These goods can be homogeneous or heterogeneous goods.
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Homogeneous goods refers to goods that are identical; whereas, heterogeneous goods are not
the same goods but they sell in the same market. In the context of the newsvendor problem,
we could consider two newspaper boys selling the same paper, the New York Times, versus
two newspaper boys selling the New York Times and the Washington Post respectively as
examples of homogeneous versus heterogeneous goods. Duopolistic models can also give us

insights on market where two firms are the dominant players in a market.

Consider the demand of two goods in a duopolistic market as given by the random vari-
ables, X, and X, which are Poisson processes. Assume the Poisson parameters are functions
of the price of the two goods, A,(ug,up), Aa(Ua, up) respectively. Firms a and b sell goods
a and b respectively. Let the firms have an initial inventory amounts, I,, ;o respectively.
Allow the firms to vary their prices and let {{uajk(t)}j‘;‘i o and {{u, (t)}j‘;ﬁ}g’zol be the
respective set of functions representing the firms pricing strategies given the respective in-
ventory at time ¢ € [0, T] with j, k remaining inventory units of goods a, b respectively. Note
that the optimal price of good a depends on the inventory levels of both good a and b and
we accordingly adapt our pricing strategies to incorporate this. At time T the goods have
expired and are now worth some salvage prices C, r and Cj 1 respectively. The remaining

inventories for time ¢ is given by I, 4, Ip;.

The cross price elasticity, E,;, is the percent change in quantity demanded for good a

divided by the percent change in the price of good b. This can be written mathematically as

0Q. Py
“T 0P, Q.

In our case, the demand is a random variable but we can use the Poisson parameter A,,

which is the mean of the random variable, to represent our demand function, @),. We have
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o\, P,
E,p=—222
“ 9P A\,

(4.1)

Two goods are said to be a complementary goods if the cross price elasticity is positive.
If the cross price elasticity is negative, they are said to be substitutes. Since both P, and
A, are always nonnegative, the sign of the cross price elasticity is solely determined by g—?;;.
It is worth while to examine both cases as the behavior of the optimal sale price strategy
changes depending on whether the goods are complements or substitutes. If £,;, = 0 and

Ey o, = 0, then we say the goods are neither substitutes nor complements.

Given a pricing strategy, we can find the demand functions for the Poisson rates and the
cross price elasticity of the goods. So once we find that, we’ll be able to calculate the Poisson

rates, the cross price elasticities, and the expected remaining revenues of both goods.

4.1 PRICING STRATEGY

In order to find the optimal pricing strategy, discretize the time interval into time spans of
length At. We assume that on the discretized time interval, the firm fixes the price. Similar
to the newsvendor problem, let S(I,x, D, ) represent the amount of units of good a sold at
time k as a function of remaining inventory I, and demand D, ;. We let u,; ;; represent
the sales price of good a at time ¢At with remaining inventory levels j, k respectively for

goods a,b. We write retailer a’s profit function, II, as

n—1
Ha = E :ua7k7]a,ka1b,kS(Ia7k7 Dayk) + Ca’7TIa’T - O(LOIa’O
k=0
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Take the expected value of 11, we can find that

n—1

E[Ha] = Z ua)kala,kvjb,k]:E[S(Iavk’ Daak)] + Oa7TE|:IT:| - Ca70[a70
k=0

We've assumed that the prices uq; i, Upijr are fixed on each small interval of time.
Fixing the prices on small intervals implies that the Poisson parameters A, ; i, v i are

also fixed on the time interval. We can then state that

P( X.(t+At) =n+m|X.(t) =n)
I — Aa(uq;(t)At +o(At) ifm=0
= Aa(Uq (1)) At + o(At) ifm=1

o(At) ifm>2
Which gives us

0  w/prob 1 — A\, ;xAt + o(At)
Daoi=1q 1 w/ prob A\, kAt + o(At) (4.2)
> 2 w/ prob o(At)

for our demand function of good a on interval i. So the amount of inventory a sold is still
represented by
Sa(la,i7 Da,i) = min{ja,b Da,i}-

The same state equation,

Ia,i—i—l - Ia,z’ - S(Ia,ia Da,z’)a

still holds.

Recall that after the initial inventory is set, maximizing total revenue is equivalent to

maximizing total profit. As before, we will maximize the total revenue given set initial
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inventory levels, 1,0, I 0, and then discuss how to choose the optimal inventory in order to

maximize profit. We can write total revenue for firm a as

n—1
R, = g Uak, Iy o Iy xS (Lasks Dag) + Corlar
k=0

and remaining revenue as

n—1
R(Iaa'L) = Z uaakzla,k7lb,kS(Iaak’ Daak) + CaaTIa7T'
k=i

Note that the total revenue for firm b is equivalent up to symmetry.

Choose g jk, Upijk at time ¢ for all 1 < j < I, 1 < k < Ip to maximize their

respective total expected revenue functions

n—1

E[Ra,i,j,k] = Z ua,i,j,kE[Sa(Ia,Z; Da,Z)] + Ca,TE[Ia,T]J
(=i

and E[Ry; ;x|. From now on denote E[R,; ;1] as Eq; j,. By laws of total expectation we have

Euijr = E(E[Ra;jklDasi, Doil)
= Y E[Reiji|Dai = ¢, Dyi = dP(Dy; = ¢, Dy; = d)
,d>0
= E[Rq,jk|Dai, Dyi = O0]P(Dy,;, Dy; = 0)
+E[Rqijk|Dai = 0,Dp; = 1|P(Dy; =0, Dy = 1)
+]E[Ra,i,j,k|Da,i - ]., Dbﬂ' - O]P(Da’i - 1, Db,i - 0) (43)
+E[Rqijk|Dasis Dvi = 1P(Dy i, Dpi = 1)

+o(At).
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Examine each part of the summation and note that

E[Ra,ijk|Dai, Dy = 0]
= E |: ?:_11 ua,E,IanSa,Z + Ca,T(Ia,O - Da)+|Da,ia Db,i = 01|

= ua,i,j,ksa,i(la,iy O) +E [Z?:_zl_ﬂ ua,Z,IalSa,Z + C’a,T(Ia.,O - Da)_q

= Ea,i+1,j,k~ (44)

Similarly, it can be show that
E[Raijk|Dai =0,Dp; =1] = Egi1k-1 (4.5)
E[RuijklDai=1,Dpi =0 = ugijr+ Eaivij1k (4.6)
E[RuijklDai=1,Dpi =1 = taijr+ Eait1j-14-1- (4.7)

We also note that assuming the Poisson rates are independent, we get

]P’(Da’i, Db,i = 0) = [1 — Aa,i,j,kAt + O(At)] * [1 — )\b,i,j,kAt + O(At)] (48)

P(D,i =0,Dp; =1) = [1— NijulAt + o(At)] Ny, e At (4.9)
]P)(Da’i = 1, Dbﬂ‘ = 0) = )\a,i,j,kAt * [1 — /\b,i,j,kAt + O(At)] (410)
]P’(Da’i, Db,i = 1) = )\a,i,j,kAt * )\b,i,j,kAt- (4.11)

Substituting equations 4.4-4.11 in for the total expectation in equation 4.3 above, we get

Eaijr = [1—AaijwAt] * [1— X jrlt] (Bgit1jk)
1 = ANayij e O] * Npij oAt % (Eajivjh—1)
HXa,i gk A % [1— Npi i kAL (Ua ik + Eajit1,j—1k)
ik A % N i A (Ui g + Eait1,j—1,k—1)

+o(At)
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We know that Rk = jCar where n is the number of discrete time intervals, (+;),
because C, 1 is the salvage price. We can now find F,; ;, and Ejy; ;. for all 7, j, k by using
a dynamical program to iterate backwards from this initial condition. We must also note
that if j or k is zero, then the Poisson rate to sell the said good is zero. In other words,

Aa,iok = 0 and N0 = 0. So we know that

Euijo = [1—=XaijoAt] % (Eait1,50) + Aaijo At * (Ugijo + Eait1,j-1,0) + 0o(At)

To find the optimal price for inventory levels j, k at time i, we take the derivative of

the previous equations with respect to u, ;x, set them equal to zero, take the limit as At

*

approaches zero and solve for uy ; ;. Through symmetry we can infer that uj, ;, will be

o .
similar to uy ; ;..

We find,
_ aEa7i7j7O . / /
0= = i j0 At ¥ (Eair150) + Ao j oAt * (Uaijo + Eait1,j-10) + AayijoAt
04,0
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when £ = 0 and

OE,,
0=k —

Dassr A1 — Nij kAt (Bait1jk)

ayirj.k
—[1 = Xai gk A Ay kAL (Eiv k)
a” RO * N i kA ¥ (Eg it jke—1)

1= Aaigw D] % Ay kAL (Eojiv je—1)

+AL, gk H [ = N 1k AL (Uagijn + Faig1j-1k)

—Naji g e AL * )\Z,i,j,kAt (Uaijk + Pajit1j-15)

FXaij o A % [1— Ny i Al

AN k% Ny kAE (1 + Baisj—16-1)
)\a”kAt*Ab”kAt( Up ikt Baiv1j-1k6- 1)

+>\a,i,j,k At x )\b,i,j,kAt'

when k£ # 0. We can divide by At first and then take the limit as At approaches zero to find

simplify down to

0=-X\,; ijo* (Baivij0) + )\Q,i,j,o * (Ui j0 + Pait1,j-1,0) + Aasijo (4.12)
when £ = 0 and
0=—Noijk (Bajitr k) = Myijk (Bajitigk) T Ak * (Basit1gh—1) + N gk * (Uayigik + Eajit1,j-1k) T Aai,jk (4.13)
when k # 0.

We can now plot the optimal pricing strategy for any given demand function representing

the Poisson parameter. The pricing strategy is given regardless if the products are comple-

ments or substitutes.
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4.1.1 Linear Demand. For the rest of the paper, we will assume the Poisson parameters
are linear functions with respect to the prices. In other words, the Poisson parameters are

given by the system of equations

A1 (t) ay bir bi2 pi(t)
Ao(t) as o1 bao p2()

where by1,bys > 0. We make this assumption for simplicity and note that this is a common
way to denote the demand for two goods [19]. It is assumed that by; > byy and byy > boy,

otherwise it is theoretically possible to get infinite demand.

We now find the optimal pricing strategy for the linear demand case. We can see that

N, o : :
! = %Lk — by, Substituting A, ;0 and A, ; ., into Equation 4.12, we get

a,i,5,0 Bua,i,j,k a,i,J,

* *
0 = bt (Eait150) —bur (ua,i,j7() + Ea,i+1,j—1,0) +ay — bnua,i,j,o — biaup; .0
1
*
Uaigo = gp— (@1 bulEuirigo = Eairrg-10) = biztviso)
11
Similarly
. 1
Upiok = BT (a2 + bo2(Epit1,0k — Ebit1,06-1) — b2a1Uaiok) -

/

Now substitute A4 ;0 and A ; ;o into Equation 4.13 to get

0 = b (Bairrgr) + bo2 (Bairigr) = boo (Bairrjr—1) = bun (w50 + Baitij1k)
(a1 — buiug; ;5 — bi2un k)
*

Ugigk = ﬂ (a1 + bllEa,i+1,j,k + b21Ea,i+1,j,k - b21Ea,i+1,j,k—1 - bllEa,i—i-l,j—l,k - b12ub,i,j,k)
11

By symmetry we can find a similar optimal value for ug; ;. Set up the system of equations
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and solve for u*

*
ik and (A to get

—1
! Uy ik ] B [ 2b11b22  bi2bao ] [ bao (a1 + (b11 + b21) Eajit1,5,k — b21Fait1,5k—1 — b11Fajit1,j—1,k)

Uh i ik bo1b11  2b11b22 bi1 (a2 + (baz + b12) Epit1,5k — b12Ebi41,j—1, — b22Eb it1,j,k—1)

whenever k # 0.

The Figures 4.1 and 4.3 are the graphs of the optimal pricing strategies of a two good
market with linear demand functions. The first graph is when the goods are substitutes and
the second graph shows complementary goods. Similarly, the Figures 4.2 and 4.4 are the

corresponding graphs of the expected remaining revenue.

Optimal Sale Prices

5.0

(3.3)
(3.2)

Price

25 . . . . . . .
.0 0.5 1.0 15 2.0 25 3.0 35 4.0
Time

Figure 4.1: Optimal sale prices for two substitutes in a duopolistic market. Assume I,o =
Iro = 3 and Ai(p1,p2) = 10 — 5p1 + 3p and Aa(p1, p2) = 10 + 3p1 — 5ps. Let Cug = Chp =
4, Ca,T = Ca,T = 2, and T = 4.

In both cases (substitutes and complements), a general rule of thumb would say that the
remaining time till expiration is correlated with the sale prices and as the expiration time
approaches, the sale price decreases. However, this isn’t always true for the complementary
goods. This alone is a phenomenon worth noting. Before we explain this phenomenon, we
also note that some of the optimal sale price lines cross. This is due to the imbalance of
inventory levels. At the beginning of the time period, the competitor’s inventory level is less

relevant as it is closer to the expiration date. This causes the sale prices to cross as time
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14 Expected Remaining Revenue

(3.3)
(3.2)
(3.1) ]
(3,0
(2,3)
(2.2) ||
(2.1)
(2,0) |]
(1.3)
(1,2)
(L1) |
(1,0

12

10

$5%
-]

;

%.O 0.5 1.0 15 2.0 25 3.0 35 4.0
Time

Figure 4.2: Expected remaining revenue for substitutes in a duopolistic market. Assume

Lo = Iyp = 3, M(p1,p2) = 10 — B5py + 3pa, A2(p1,p2) = 10 + 3p1 — Bp2, Cop = Chp =
4, Cor = Cyr =2, and T = 4.

approaches its expiration.

Why does the behavior of the pricing strategy of the complementary goods differ from
that of the substitutes? It is interesting to see that in some cases the optimal sale price in
the complementary goods has a dip and is actually lower before its optimal sale price at
the expiration time. Even though the sales price never goes below the salvage price, this

behavior is still hard to explain; especially since it doesn’t happen in the substitute case.

We do notice that this behavior happens when the firm has a lot of their product but
the competing firm has low inventory levels. For example, this happens in Figure 4.3 when
inventory levels are (3,1). The low inventory level firm has lots of time relatively to sell their
few units of product. The firm wants to take advantage of the time so they raise their prices
in order to increase the expected remaining revenue. This rise in price decreases the demand
not only for the corresponding good but also the other good because they’re complements.
Since the higher inventory level firm has more inventory, relatively little time, and now a
lower demand, they lower their prices in order to compensate. The low inventory firm keeps

prices high until right before the expiration time. So as the expiration time gets closer, the
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Optimal Sale Prices

3.4

(3.3)
(3.2)||
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3.0

29

281

2.70

Figure 4.3: Optimal sale prices for complementary goods in a duopolistic market. Assume

Ino = Ino = 3, M(p1,p2) = 10 — 2p1 — pa, Aa(p1,p2) = 10 — p1 — 2py. Let Cpg = Cpp =
3, Ca,T = Ca,T = 2, and T = 10.

10 Expected Remaining Revenue
T T

(3,3)
(3,2) |4
(3.1)
(3,0) ||
(2,3)
(2,2) |]
(2,1)
(2,0)
(1.3)
12)||
(1,1)

2.0}

9l

8l

$$%
o

Figure 4.4: Expected remaining revenue for complementary goods in a duopolistic market.
Assume I, 0 = Iy = 3, Ai(p1,p2) = 10 — 2p1 — pa, Ao(p1,p2) = 10 — p1 — 2pa, Cup = Cho =
3, Ca,T = Ca,T = 2, and T = 10.

low inventory level firm dramatically drops their prices which sends the demand for the other
firm up due to the higher demand. This is an interesting phenomenon that isn’t intuitive

and captured by this model of demand.

4.2 (CRross PRICE ELASTICITY

We determined that two goods are complements or substitutes if the cross price elasticity is

positive or negative respectively and that the sign of the cross price elasticity is determined
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g
oP,

by 2a. It is easy to see that

op. = —bys. So the sign of the cross price elasticity is deter-

mined solely by the sign of by,. Similarly the sign of Ej,, is determined by by;. Therefore,
if b1 and by are positive, the goods are complements and if by, and by are negative, the

goods are substitutes.

Recall that the cross price elasticity of good a with respect to good b is given by

o\, P,
E,p=—222
“ 9P A

However the price and the Poisson rate are both functions of time so we should really write

N By(1)
a,b(t) - 8_]3;,)\a(t) .

We calculated the optimal sales price strategies by discretizing the time intervals. Having
calculated the optimal pricing strategies for both firms, we can find the corresponding Pois-
son rates and cross price elasticity for each time interval in the discretization by plugging in

the optimal sale prices.

We write F,; ;x to denote the cross price elasticity of good a with respect to good b, at

time iAt when there is still (j, k) levels of inventory for a and b respectively. We write

*
O Uy 4.5,k

Euiir= — 4.14
’ ,_],k: an )\aﬂiy‘j’k ( )
where A, is a function of the optimal sale prices ug; .\ and uy,; ;. So although gi‘i is

a constant in the linear demand case, the cross price elasticity E,; ; is still a function of
time and will change as the sales price and demand change. Figures 4.5 and 4.6 are the
plots of the cross price elasticity as time progresses for each corresponding inventory level

for markets with the substitutes and complementary goods respectively.
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2 Cross Price Elasticity for Good a (E_{a,b))

20

=
«n

Cross Price Elasticity
=
o
T

Figure 4.5: Cross price elasticity of a duopolistic market with homogeneous substitutes over
time. Assume I,o = Ly = 3, A(p1,p2) = 10 — 5py + 3p2, Aa(p1,p2) = 10 + 3py — 5ps,
Coo=Cro=4, Cor=Cor=2,and T = 4.

Cross Price Elasticity for Good a (E_(a,b))

5|

—10}

Cross Price Elasticity
1
A
w

(1,2)
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Figure 4.6: Cross price elasticity of a duopolistic market with homogeneous, complementary
goods over time. Assume [, o = Iyo = 3, A1 (p1,p2) = 10—2p1 —pa, Aa(p1,p2) = 10—p1—2ps,
Ca,O = Cb,O = 3, Ca,T = Ca,T = 2, and T = 10.

At the beginning of the time period, the magnitude of the elasticities are higher than
at anywhere else. This is due because the prices are at their highest peak and the demand

parameters, A, are at the lowest at the beginning of the time period. Looking at Equation

4.14, it is easy to see why this would cause the magnitude of the cross price elasticity to be

high.
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Similarly, we see that the highest magnitudes of cross price elasticity for both the sub-
stitute and complementary goods occur when the respective good has the lowest inventory
level. We explain this because the less inventory you have, the more likely you are to have
high prices and low demand because you're trying to milk the system for as much as you

can. Because your demand is low, the magnitude of the cross price elasticity is high.

Next we examine the effect of the competitor’s inventory level on cross price elasticity. In
the substitutes good market, the magnitudes of cross price elasticity are ordered according
to the number of competitor’s inventory. That is to say, the lower the competitor’s inven-
tory level correspond with lower the cross price elasticity holding all else constant. The
complementary goods are opposite and the competitor’s inventory level and the cross price

elasticity are inversely proportional.

Although we would expect the competitors’ inventory levels to influence cross price elas-
ticity differently for substitutes and complements, we now have a way to measure their

effects.

4.3 OPTIMAL INVENTORY

Again we desire to find the optimal inventory level that maximizes profits for firm a. Recall
that the total profit of firm a, assuming total cost, T'C', has no overhead cost and is just

given by T'C' = C, 01,0, is given by

n—1
Mo = taktostniSUak Dak) + Carlar — Caolag
k=0

and the total revenue of firm a is given by

n—1
R, = E ua,k,la,k,lb,ks(fa,m Doy) + Corlar.
k=0
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We can find the total profit by taking the difference between total revenue and the total cost

as follows:

Ha - Ra - Ca,OIa,O~ (415)

To find the optimal inventory level, we desire to maximize the expect profit E[II,] with

respect to I, 0. We can take the expected value of each side of the profit function in Equation

4.15 to get

E[Ha] - E[Ra] - C'a,OIa,O- (416)

We already have the expected revenue given a fixed inventory level from the previous
section so we can easily find the expected profit by subtracting the wholesaler price, C,,
times the given initial inventory level, I, o. There is no closed form for the optimal inventory,
but we can numerically find it by plotting the expected profits over the initial inventory levels.
Figures 4.7 and 4.8 are plot of the expected profits over the initial inventory levels for product

a. They can be used to find the Nash Equilibrium, if it exists, in the market.

Expected Profit Firm a

Ini‘tial Inventéry
1.0} of Good b o /(3,0)
.+ 0 Nash Equilibrium * w
o 1
o8l [~ » 2 * \ ) *
3 . (3,3)
S 4 X
%
g 0.6 5 ;
- -
8 * 6]y . N
E “
2 0.4} ; .
-
0.2}
&
0.0 =
.
o) 1 2 3 4 5 6

Initial Inventory of Good a

Figure 4.7: Optimal inventory in a duopolistic market with substitutes. Assume A (p1, p2) =
10 — 5p1 + 3]?2, /\2(]91,]92) =10+ 3]91 - 5p2, Ca,O = Cb70 = 4, Ca,T = Ca,T = 2, and T = 4.

At first glance, one may think that the optimal inventory level is three, in Figure 4.7,
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Expected Profit for Firm a

Initlall Inventory '
of Good b
os| |* + 0 B
1 x (3.3)
2 .
0.4 -
<« 3 . ._,_Nash Equilibrium
& 4 - ‘
g 03f|x x5 *
0 *
@
]
9 .
E_ 0.2} »
-
0.1fF
0.0 *
- n . " . .
0.1 0 1 3 4 5

2
Initial Inventory of Good a

Figure 4.8: Optimal inventory in a duopolistic market with complementary goods. Assume
A1(p1,p2) = 10 = 2p1 — p2, Aa(p1,p2) = 10 —p1 — 2pa, Coo = Cpp =3, Cor = Cor = 2, and

T =10.

I,0=3 units, and occurs when firm b starts with [, = 0. However, by symmetry, we
know that if firm a chooses I, = 3, then firm b will choose an inventory level of [, = 3.
At this value, there is no reason for either company to deviate, so we know that this,

(L0, Ino) = (3,3), is a Nash Equilibrium.

Similar to the substitute case, we can choose arbitrary starting values for initial inven-
tory (Ia0, Ipo) and work our way to the Nash Equilibrium. Let’s start at (1,0, lp0) = (3,5).
By symmetry firm b would move initial inventory from I, = 5 to I,y = 3 where neither

company has incentive to deviate. Therefore the Nash Equilibrium is I, = I o = 3.

Technically the complementary good case has two Nash Equilibria found at (1,0, Ip0) =
(3,3) and (14,0, Ipo) = (2,2). But we can assume that both firms will see that the other firm
can make more profit if they both start with three units of inventory and will consequently
move to that equilibrium. However, this is the problem with such an empirical analysis; an
optimal initial inventory level may not exist. One of the reasons this happens is because the

initial inventory levels are discrete values and we can not start with fractions of an inventory

unit.
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We should also note that when the goods are substitutes, the firms do better when their
opponents have less inventory. On the other hand, when the goods are complements, the
firms do better when their opponents have more inventory. This is because when a firm
has low inventory, they have higher prices. So in the substitute case, this will increase the
demand for the other good. However, in the complement case, higher opponent prices will

cause a decrease in demand.

4.4 INVENTORY PROBABILITIES

Again we may wish to find the expected remaining inventory, E[I7] in order to price an
inventory option. If we had an inventory option on good a where the salvage price is C, r

and the strike price is K,. Then we should price the option as follows

Pa = (Ka - Ca,T)IE[]a,T]

where I, r is the remaining inventory at time 7', the expiration date.
We see that the original profit function was given by total revenue minus the total cost

as shown below:

n—1 n—1 +
IT = § ua,k,la,k,fb’ks([a,ka Da,k) + Ca,T Ia,O - E Da,l - a,OIa,,O
k=0 1=0
n—1
= § Ua,k,1, 1o Ip 1 S(Ia,ka Da,k) + C1a,TIa,T - C’a,OIa,O
k=0

n—1
= (Z(ua,k,la,szb,k - Oa,O)S(Ia,k; Da,k)) + (Ca,T - Ca,O) Ia,T

k=0

So the expected profit is given by

n—1
E[H] = (Z(U’a,kyfa,k»lb,k - Ca,O)E[S(Ia,ka Da,k)]) + (Ca,T - Ca,O) E[Ia,T]

k=0
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Similarly with the inventory option we get

n—1
II = Z ua,k,la,k,fb,k S(Ia,lm Da,k) + KaIa,T - C’a.,OIot,O - (Ka - Ca,T)E[Ia,T]
k=0

n—1

= Z(ua,k,la,k,lb,k - Ca,O)S(Ia,k7 Da,k)) + (Ka - Ca,O) Ia,T - (Ka - Ca,T)E[Ia,T]

(ua,k,la,k,fb,k - Ca,O)E[S(Ia,k:a Da,k)]) + (Ka - Oa,()) E[Ia,T] - (Ka - Ca,T)E[Ia,T]

MM T
=) = O _ O

(ua,k,Ia,k,Ib,k - Ca,O)E[S(Ia,k:a Da,k)]) + (Ca,T - Ca,()) E[Ia,T]

*

Fix a pricing strategy. Call it u*. It can be shown that the expected profits with and
without the inventory are the same, E[IIju*] = E[II|Ju*], by substituting the pricing strategy

into the expected profit functions.

In order to find the price of the option, we must find E[I7]. To do this, discretize the
time interval into n equal intervals so that 7" = n % At. We can calculate E[I, 7] using the

probabilities that we’re in a given state as calculated in the previous section. We have

Ia,O

E[l,7] = ZjP(Ia,T =J).

Similarly to the one good newsvendor problem, we consider the probability distribution as
a matrix where the rows indicate the inventory level for product a and the columns represent

the inventory level for product b. We can write this probability distribution matrix as

Poolt)  Poalt) ... Pogo(t) )
P(t) = Py (1) Py t) ... Pl’[b’0 (1)
Proo(t) Proi(t) ... Pron,(t)
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We can see that P(I,r = j) = 2’:’00 P, ;. where P, ; is the corresponding value in the

probability matrix P;x(n). So we know

Lo Ino
Ellor] =Y > Pujn (4.17)
j=0 k=0

With this we can find the break even price for the inventory option at price

Ino Ivo
Pa = (Ko — Com)Elloz] = (Ko — Car) Y 3> Pujie (4.18)
j=0 k=0

Since we have assumed that demand is a Poisson process, we can calculate P, ; using

the following transitional probabilities associated with state progression over time:

P(loiv1 =7, Loiv1 = ko = J, Ioi = k) = [1 — Aaiju Dt + o(At)]  [1 — Ny j AL+ 0(At)]
P(loiv1 =7, Loiv1 = k|l = J, Loy =k + 1) = [1 — Agi j o A + o(Ab)] 5 [Ny j AL + 0(At)]
P(loiv1 = Jy Dpiv1 = kllai =7+ 1, Ly = k) = [NaijuDt + o(AL)] % [1 — Ny j 1At + o(Al)]
P(loiv1=J, Ioiv1 = k|loi =+ 1, I = k4 1) = [Aaij e At + 0(AL)] % [Npi j AL + o At)]
P(Ipiv1 = jlla; > J+2) = o(At)

P(Ib7i+1 = k‘|Ib7i Z k + 2) = O(At)

Ignoring little-o terms, we can write the probability of having inventory levels (j, k) at time
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1+ ]_, written })H-l,j,k; as a function of Pi+1,j,k7 -Pi—f—l,j—i—l,ka Pi+1,j,k+17 and })i—i-l,j—i-l,k—l—l as follows

[1— Naij kAt + 0(AL)] % [1 — Ay j kAt + 0(AE)] % P J=1lu0,k=1I
1 — Aaij kAt + 0(AL)] % [1 — Xp i j kAt + 0(AL)] % P; j 1o
+[1 = Xaij k1 At + 0(AL)] % [Npij kr1 A8 + o(AL)] % P j k1 J=100,0<k<Ihp
1 — Aaij kAt + 0(AL)] % [1 = Xp i j e At + 0(AL)] % P; ;1
Pivrjn = + Paigr1 kAt +o(AO] * [1 = Ny g kAt +o(AO] % Prjiae  0<j<look=1Io  (419)
1 — Aaij kAt + 0(AL)] % [1 = Xp i j e A + 0(AL)] % P; ;1
+[1 = Xayij k1A 4+ 0(AL)] % [Np s j k1A + 0(AL)] % P j 11
+ [Aaij+1,6A + o(AL)] % [1 = Xp i jr1,6A8 + 0(AL)] % P; jy1k

+ [)\a,i,j—i-l,k—i-lAt + O(At)] * [>‘b,i,j+1,k+1At + O(At)] * .F)¢7j+17k+1 0<5i< Ia70,0 <k< Ib70

Using the initial probability state

P(0) = , (4.20)

we can forward iterate to find all values of P, ; ; including P, ;5. We can now find E[/7], and

consequently find the break even option price.

10 Inventory Probabilites

0.8

06 —33) 0.0

Probability

0.4+

0.2}

0.%_0 0.5 1.0 15 2.0 25 3.0 35 4.0
Time

Figure 4.9: Inventory probabilities of duopolistic market with substitutes. Assume [, =
Ib,O = 3, )\1(}91,]92) =10 — 5]?1 + 3]72, /\2(])1,}?2) =10 + 3]?1 — 5p2, Ca70 = Cb,() = 4, Ca,T =
Cor=1 K,=K,=2and T = 4.
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10 Inventory Probabilites
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Figure 4.10: Inventory probabilities of a duopolistic market with complementary goods.
Assume I, 0 = Ipo = 3, M(p1,p2) = 10 — 2p1 — pa, Aa(p1,p2) =10 —p1 — 2ps, Cop = Chp =
3, Cor=Cor =2, K, =Ky, =2,and T = 10.

Figures 4.9 and 4.10, we see the probabilities of being in any given state. In both cases,
there’s an initial inventory level of (3,3) but as time progresses, the probability of having
inventory levels of (0,0) increases. Every other inventory state has some increase at the
beginning of the time interval and then drops off as time proceeds. As we’d expect, the more
time we have the inventory on sale, the higher the probability we’'ve sold it all.

Given the final inventory probabilities we can now calculate E[I7] and p (the price of the
inventory option) for both the substitutes and the complements. We obtain E[/7] = 0.0146
and p = (K — Cp)E[Ir] = 0.0146 for the substitutes and E[Ir] = 0.0911 and p = (K —

Cr)E[I7] = 0.0911 for the complements.

CHAPTER 5. DUoOPOLISTIC NEWSVENDOR PROBLEM WITH COLLUSION

We have found the optimal inventory levels, optimal sale price strategies, the expected profit,
inventory probability progression, and the cross price elasticity of one firm in a two firm mar-
ket. Now we look at the case when the companies collude. When two companies collude,
they team up and try to optimize the total profit of both firms. For example, if there are

only two newsvendors, then they may get together in order to maximize their joint expected
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profit. We could consider the profit function as a total profit from both goods instead of just
examining the profit of an individual company, as we did before, and then split the profits

between the two firms.

Since the total profit function is just the revenues of the whole market minus the total
cost, we essential are looking at a monopolistic market. Because the same results will hold
for a monopolistic market, we will just consider the profit function from the standpoint of
a monopoly. Another application of this would be if there was one company that sold two

different goods or one newsvendor that set up shops in two different places.

Generally when two companies collude, one already has more market power and has
leverage on the other company. Due to this leverage, the profits are not always split 50 : 50.
We set up the total profit function as a function of both goods and note that the negotiations

between the two firms will determine the percentage of profits to each firm.

Again we partition the time interval, [0, 7], into n equal intervals so that 7' = nAt and

write the profit and expect profit.

n—1

II= Z [ta g 1oty xS Lager Date) + ety oty 0S (Toges Do)
k=0
+Corlor + Corlyr — Coolao — Cholpo
n—1
E[I] = Z (a1 otk BLS (Tasks Dasie)] + ok 1 4,15, BS (I s Do )]
k=0

+CorE[Lo 7] + CorE[Ly 1] — Caplap — Cholbo
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We also see that total revenue and remaining revenue functions are given as follows

n—1

R = Z [ta g1, ity xS Lager Daie) + b1 g1y 05 (Toges Do)
k=0

+Corlor + Corlyr

n—1

R(iAt) = Z [ta ko1, oty w BLS (Layes Daie)] + o1, oty BIS (Lyk> Do)

k=i
+CorE[L, 7] + CorE[I, 7]

Our demand functions for the individual goods are the same as before and given in
Equation 4.2. The sales equation for S, and S, are the same as in Equation 4.1 as well as
the state equation for I, ;41 and [ ;41. Following the same reasoning as above, our expected

remaining revenue is still given in Equation 4.3 by

Eoijr = E(E[RaijklDais D)
= Y E[Ruij|Dai = ¢, Dy = dJP(Dy; = ¢, Dy; = d)
.d>0
= E[R4, k|Dai, Dyi = 0]P(Dy;, Dy; = 0)
+E[Rqijk|Dai =0,Dp; = 1|P(Dy; =0, Dy = 1)
+E[Rqijk|Dai =1,Dp; = 0|P(Dy; =1, Dy = 0) (5.1)
+E[Raijk|Dasis Dyi = 1P(Dy i, Dpi = 1)

+o(At).

But we can now show that the Equations 4.4-4.7 change to

E[R; k| Dai=0,Dp; =0] = Euit1jk (5.2)
E[R;jk|Dai =0,Do; =1] = wpijr+ Fait1jk-1 (5.3)
E[Rijk|Dai =1,Da; =01 = Uaijr+ Faivijr (5.4)
E[Rijk|Dai =1, Dai = 1] = Uaijr + Upijr + Bait1j-151 (5.5)
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OUI' P(Daﬂ', Db,i = 0), P(Da,z’ = 0, Dbﬂ' = ].), P(Da,i = 1, Db,i = O), and P(Da,z’a Db,i = 1) are
all given in Equations 4.8-4.11. Substituting Equations 4.8-4.11 and 5.2-5.5 into Equation

5.1 gives us

Eijr = [1 = XaijwAt] # [T — X jnAt] (Big1jk)
1 = N kAL % Ny kAL * (Ui + Eig1 jk—1)
FAayi gk A % [T — N i j kAt (Uasi gk + Bi1j-1,k)
F A, kAL * Ny kAL (Ui jk 4 Upijr + Eig1j-16-1)

+o(At)

We know that R, ;i = jCor + ECyr where n is the number of discrete time intervals.
Find E; ;; for all ¢, j, k by using a dynamical program to iterate backwards from this initial
condition. If j or k is zero, then the corresponding Poisson rate is zero. We can write
Aa,iok = 0 and N0 = 0 and get equations for expected remaining revenue when one good

has zero units of inventory left.

Eijo = [1—=XijoAt] * (Eit10) + Aaijolt * (Ugijo + Eiv1j-10) + o(At)

Eior = [1—= XoioxAt] * (Eix10k) + Moiox At * (Upiox + Piv10k-1) + 0(At)

5.1 PRICING STRATEGY

To find the optimal price for inventory levels j, k at time i, we take the derivative of the
previous equations with respect to uq; j, and uy; jx, set them equal to zero, take the limit

as At approaches zero and solve for uj , ;, and uj, ;. Through symmetry we can infer that

*

Uy ;5 and ug,; o will be similar.

When k = 0, we assume the price of the other good is equal to its last price which occurs

when there was still a unit of inventory. We do this because there’s no product to sell, so
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it doesn’t make sense to vary it to optimize the problem. We could send the price higher
because having no inventory is the same as sending the price to infinity (it’s impossible to
buy in both cases). For computational simplicity, we set the price of the zero inventory level
good to its ‘previous’ price before selling the last good. So we keep the optimal price of good

a as a function of the price of good b since we’re not varying good b’s price. We find

OF; ;o OAaijo OAajijo
OZ—’J’ = —#At* Ez 1.4.0 +#At* uai'o+Ei 1.7—1.0 +)\ai'0At
8ua’i’j’0 aua’i’j’o ( + 3]s ) aua’i’j,o ( Ve + 3J k] ) 30,75
Dividing by At, we get
8)\(“; i0 8>\ai 1,0
0=—7"""=(Eit150) + 7= (Uaijo + Eit1,-10) + i 5.6
8ua7i7j70 ( + 5 ) 8ua7i7j’0 ( 3,05 + sJ k) ) 30,7, ( )
Similarly, we get
OO0k ONbi 0k
0=——2= (Eiv10k) + 57— (Ups0k + Eit1,06-1) + Moi0k (5.7)
aub,i,o,k 8ub,z‘,0,k
when j = 0.
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When j, k # 0, we take the derivative of [, ; , with respect to w,; ;x to get the following:

aE@ i,k 8)\a 1,7,k
Oza,UJ—"J"lC = 6u”]kAt[ Abz]kAt]( z+1]7k)
a,i,j, a,i,j,
bz, k
- [1 - aw,kAt] S A ( H-l,J,k)
Ua 5,5,k
8)\a2 k
B P ; JkAt * Np At * (ub”k + Ei1 k- 1)
a,i,j,
ONpijik .
+[1 = Aaigrlt]x - L kAt (Whijk + Ei1gi-1)
a,i,j,
8)\(11 k
+au 77JkAt* [ )\bl,_],kAt] ( al]k+EZ+17] 1k>
a,i,j,
8)\17 KRR
_Aa,i,j,kAt auaﬂj’k At ( Uq g,k + EH-LJ 1 k)
+>\a,i,j,kAt * [1 — )\b,i,j,kAt]
8)\111 k
+au ’Jk}At* )\szkAt( az‘]k +ubz,.],k +E’L+1] 1,k— 1)
a,i,j,
6 bl
+>‘a,i,j,kAt ) LA Al ( Uaijk + ub RN + EH—LJ 1,k— 1)
U'a,z,j,k

Divide by At, take the limit as At — 0, and simplify to get

O — a)\ayinjyk aAby’L’]’k
= “au . Bigr) = 5= (Bivgn)
Ua,i,j,k Ua,i,j,k
8 bi ONgii
7-7 k * ll,l,],k‘ *
t3 (i jr + Birrjn-1) + Do ar (woijn + Biyrjoik) + Aaign (5:8)
Ugq 4,9,k Ugq KRN
. . . aEl g,k
A similar equation holds for 0 = T
VR

5.1.1 Linear Demand. Let the Poisson parameters be linear functions with respect to

the prices.
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where 011, boo > 0. We can now find the optimal pricing strategy for the linear demand case

Oajijk

by substituting in for A, ;o and B —b11 into Equation 5.6.
a,,7,
* *
0 = b (Eait10) = bin (6,50 + Eair1-10) + 01 — bt ; ;0 — biatijo
*
Upiio = o (a1 + b1 (EBaivijo — Pait1j-10) — biatijo)

2b1y

Similarly, from Equation 5.7, we know

1
*
U0k = 55 (a2 + ba2(Epit1,0k — Ebit1,06-1) — b2a1Ua,iok) -
22
. aA;/ Z ¥ k . .
Now substitute A, ; ;o and 8u—]k into Equation 5.8 to get
a,t,7,

0 = bt (Baiprk) + o2 (Baivrjr) — o2 (Eaiyrjr—1) — bu (U5 + Baivrj-1)
+(ar — buug ;i p — biatei k)

1

*
Ugigk = W (al + bllEa,i—',-l,j,k + b21Ea,i+1,j,k - b21Ea,i+1,j,k—1 - bllEa,i+1,j—1,k - blzub,i,j,k)
11

By symmetry we can find a similar optimal value for uj; ;. Set up the system of equations
and solve for uy ; ., and uj; ;. to get

[ ik } _ |: 2b11b22 b2 (b12 + b21) :| |: baz (a1 + (b11 + b21) Eait1,5,6 — b21Fqi41,5,6—1 — b11 Bait1,j—1,k)

up ik b11(b12 + b21) 2b11b22 bi1 (a2 + (baz +b12) Epit1,5,6 — b12Epit1,j—1,6 — b22Fp i41,5,k—1)

whenever 7, k # 0.

The Figures 5.1 and 5.3 are the graphs of the optimal pricing strategies of a two good
market with linear demand functions. The first graph is when the goods are substitutes
and the second graph shows complementary goods. Figures 5.2 and 5.4. We see the same
patterns as we did in the duopolistic market. That is, the sales price and the expected
remaining revenue decrease as the time period nears the end. The optimal price strategy for

the complementary goods doesn’t dip like it did in the duopolistic market but it would with
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Optimal Sale Prices For Good a
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Figure 5.1: Optimal sale prices in a monopolistic market with substitutes. Assume I,o =

Io =3, A(p1,p2) = 10 — 5p1 + 3pa, Aa(p1,p2) = 104+ 3p; — 5pa, Cop = Crg =4, Cor =
Cor=2,and T = 4.

20 Expected Remaining Revenue in Collusion
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Figure 5.2: Expected remaining revenue in a monopolistic market with substitutes. Assume

Io = Io = 3, M(p1,p2) = 10 — 5py + 3p2, Xa(p1,p2) = 10 + 3p1 — 5pa, Cop = Cho =
4, Ca,T = Ca,T = 2, and T = 4.

higher levels of initial inventory.

Figures 5.5 and 5.6 are the graphs of the cross price elasticity of the two different mar-
kets. We observe similar behavior as in the duopolistic market; however, there are small
differences in the duopolistic and monopolistic cases. Because these differences in behavior

are less intuitive and hard to explain, we do not try to explain them but only point them out.
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Optimal Sale Prices for Good a
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Figure 5.3: Optimal sale prices in a monopolistic market for complementary goods. Assume

Ino = Ioo =4, M(p1,p2) = 10—2p1 —pa, Xa(p1,p2) = 10—p1 —2ps, Coo=Cho =3, Cor =
Ca,T = 2, and T = 10.

Expected Remaining Revenue in Collusion
T T T T
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Figure 5.4: Expected remaining revenue in a monopolistic market for complementary goods.
Assume I, 0 = Iyo =4, Mi(p1,p2) = 10 — 2py — pa, Xa(p1,p2) = 10 —p1 — 2py, Cuo = Chpp =
3, Ca,T = Ca,T = 2, and 7" = 10.

In the substitutes case, the cross price elasticities seem to be more dependent on the other

good than they did in the duopolistic case. We also observe for the complementary goods,

each inventory level’s magnitude for the monopolistic market seems to be greater than that

of the duopolistic market.
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Cross Price Elasticity for Good a (E_(a,b))
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Figure 5.5: Cross price elasticity in a monopolistic market with substitutes. Assume 1,9 =
Iro = 3, M(p1,p2) = 10 = 5p1 + 3p2, Aa(p1,p2) = 10 + 3py — 5pa, Coo = Cpp = 4, Cor =
Cor=2,and T = 4.

Cross Price Elasticity for Good a (E_(a,b))
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Figure 5.6: Cross price elasticity in a monopolistic market for complementary goods. Assume
Ioo=Iyo =4, M(p1,p2) = 10—=2p1 —pa, Xa(p1,p2) = 10—p1 —2ps, Coo = Cho =3, Cor =
Oa,T = 2, and T = 10.

5.2 OPTIMAL INVENTORY

Again we desire to find the optimal inventory level that maximizes profits for the firm. Now
that we are considering a monopolistic framework, we look at the optimal inventory level of

both goods instead of our previous approach of finding a Nash Equilibrium.

We solve for the optimal inventory level with the same approach as before. Recall that
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Equation 4.16 gave us the total expected profit as the expected remaining revenue minus the
total costs

E[l,] = E[R,] — Caolup.

We use the expected revenue at the initial time, Ry, given a fixed inventory level,
(4, k), from the previous section and we subtract the total cost, C,0ls0 + Cholpo, to find
the expected profit. As in the duopolistic case, we numerically find the optimal inventory
levels by plotting the expected profits over the initial inventory levels. Figures 5.7 and 5.8

are graphs of the expected profits over the initial inventory levels for product a.

Expected Profit in Collusion

Initial Inventory Nash Equilibrium at (3,3)
of Good b o

w * 0
20}

25

15H

O v s WN R
*

1oF[* *

Expected Profit

051

0.0 *

-0.5

-1 0 1 2 3 4 5 6
Initial Inventory Level of Good a

Figure 5.7: Optimal initial inventory in a monopolistic market for substitutes. Assume
Lop = Lo = 3, Ai(p1,p2) = 10 — 5py + 3pa, Xa(p1,p2) = 10 + 3p1 — 5pa, Cop = Chp =
4, Cor =Cyr =2,and T = 4.

We see that the optimal initial inventory for both the substitutes and the complements
are both (3, 3) in both the duopolistic market and the monopolistic market. This is an inter-
esting phenomenon because generally we’'d expected the number of units sold to decrease in
the monopolistic case. But in both these cases, the monopolistic produces the same amount

of initial inventory as the duopolistic cases.

Another thing we notice is that for the substitutes, the expected profit for the monop-
olistic market is much higher than the sum of the profits for both firms in the duopolistic

market. In fact we see a combined total of about 1.6 units of profit in the duopolistic case
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Expected Profit in Collusion

Nash Equilibrium at (3,3)
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Figure 5.8: Optimal initial inventory in a monopolistic market for complementary goods.
Assume Ioo = I o =4, Ai(p1,p2) = 10 — 2p1 — p2, Aa(p1,p2) = 10 — p1 — 2ps, Cuo = Cpo =
3, Caj = Oa,T = 2, and T" = 10.

and nearly 2.25 units of profit in the monopolistic case. We expected to see this because tra-
ditional economics teaches us that monopolies always have significantly higher profits than

the combined profits of the oligopolistic firms.

The interesting thing is that this is not the case for the complementary goods. Although
the monopolistic firms gains slightly higher profits than the combined duopolistic firms’
profits, it is not nearly as significant as the gain in profits in the substitutes case. The
combined total profits in the duopolistic market is roughly 0.75 units; whereas, the profits

in the monopolistic market are around 0.80.

5.3 INVENTORY PROBABILITIES

The only difference in calculating the inventory probabilities in the duopolistic case and the
monopolistic case is the difference in A\, ;, and Ay, ;. However, these values are all calcu-
lated while finding the optimal sale price strategies and the expected remaining revenues.
So once again we can calculate the inventory probabilities using the initial probability state

given in Equation 4.20 and the probability update formula in Equation 4.19.
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Figure 5.9: Inventory probabilities in a monopolistic market with substitutes. Assume I, =
Io =3, A(p1,p2) = 10 — 5p1 + 3pa, Ao(p1,p2) = 10+ 3p1 — 5pa, Cop = Crg =4, Cor =
Ca,Tzl, Ka:szz, and T = 4.
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Figure 5.10: Inventory probabilities in a monopolistic market with complementary goods.
Assume I, g = Ipg = 3, M\i(p1,p2) = 10 — 2p1 — pa, Aa(p1,p2) = 10 — p1 — 2ps, Coo = Chp =
3, Cor=Cor=1, K, = Ky =2,and T = 10.

We once again find progress of the inventory probabilities and graph them in Figures 5.9

and 5.10. We use the results to find the expected remaining inventory for each good and the

corresponding option price as given in Equations 4.17 and 4.18. We find that in our substitute

case, we have E[I, 7] = E[I, 7] = 0.04534 and the option price is p, = p, = 0.04534; whereas

in our complementary goods case, we have E[I, 7| = E[f, 7] = 0.07303 and the option price

is pa = pp = 0.07303.
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CHAPTER 6. DIFFERENTIATED GOODS

Until now, we have only considered homogeneous goods. That is to say that the demand
function is identical for both firms. We would, however, like to know what would happen in
the case of heterogeneous goods or differentiated goods. In the context of the newsvendor
problem, this could arise if there are two different qualities of newspapers. For example,
we could consider a duopolistic market comprised of the sales of a renowned paper such as
the New York Times in comparison to a community paper. Clearly we’d expect the better
known paper to have a higher sales price but we don’t know about the relationship of the
demand between them. For example, the New York Times might sell more in most cities
than the local paper but maybe in some communities, the local paper is in higher demand

than the New York Times.

We might also consider a monopolistic market such as the sales of two different auto-
mobiles made by the same company. For example we could consider the sales of a Toyota
Corolla versus a Lexus IS (both owned by Toyota). Clearly a Lexus is a more expensive car
but Toyota Corolla’s sell much more quantity than the Lexus IS’s do. A business may want

to know how to price the two goods in order to capture the maximum possible profits.

We will examine the monopolistic and duopolistic cases of differentiated goods both
substitutes and complements, noting that the monopolistic cases encompasses collusion in a
duopolistic market. We will first start by separating into the substitutes and complements
cases. We will then subdivide each of those sections into the monopolistic and duopolistic

cases.
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6.1 SUBSTITUTES

We first examine what happens when the goods are substitutes. Say the demand of the
goods are random variables modeled with Poisson processes, the goods are substitutes, and

assume the demand for the Poisson rates is linear and given by the system of equations below

Ai(t) 15 4 -1 pi(t)
Ao (t) 20 -2 7 p2(1)

Let the initial and salvage costs of the goods be C o = 3.5, Cpg = 1, Cor = 2, and Cp 1 = 0.5.

Consider first a duopolistic model and then a monopolistic model.

6.1.1 Duopolistic. Consider a duopolistic market with two different firms exclusively
selling their respective goods. We first plot the expected profit in order to find the Nash

equilibrium for initial inventory levels.

0o Expected Profit Firm a

o o I o
w o ~ o

o
~

Expected Profit

o
w

o
N

=]
.

% x
NHOU & W N HF O

o
o

4 6 8 10 12 14 16
Initial Inventory of Good a

Figure 6.1: Expected profit of firm one in a duopolistic market with differentiated, com-

plementary goods. Let Ai(p1,p2) = 15 —4py + 1pa, Aa(p1,p2) = 10+ 2p; — Tps, Cup = 3.5,
Cro=1,Cor =2, and Cppr = 0.5, and T" = 3.

In Figure 6.1, it shows that whenever firm b starts with less than 15 units of inventory,
firm a’s optimal initial inventory is three units. Figure 6.2 suggests that whenever firm a has
three units of inventory, firm b maximizes optimal profit at initial inventory level of 9. So

the Nash Equilibrium is found at (1,0, lp0) = (3,9). We now use previous techniques to find
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Figure 6.2: Expected profit of firm two in a duopolistic market with differentiated, com-
plementary goods. Let A\ (p1,p2) = 15 — 4p1 + 1pa, Aa(p1,p2) = 10+ 2py — Tpa, Cyup = 3.5,

Cro=1,Cor =2, and Cpr = 0.5, and T = 3.
the optimal sales price strategies, the cross price elasticities, and the expected remaining
revenues for both firms, a and b. Since the progression of the inventory probabilities looks

similar to our other examples, we omit it from now on.

Price ($)
w
o

w
S
T

Time

Figure 6.3: Optimal sales price strategy of firm one in a duopolistic market with differenti-
ated, substitutes. Let Ai(p1,p2) = 15 — 4p1 + 1p2, Xo(p1,p2) = 10 + 2py — Tp2, Cyup = 3.5,
Cb70 = 1, Ca,T = 2, and Cb,T = 05, and T = 3.

Figures 6.3-6.8 are similar to what we’d expect and have seen in previous examples. The
only thing we wish to point out is the effect of the market leverage between the two goods.

We have set the market up so that good a will have more leverage than good b. This is seen

in the price coefficients, b5 and by, in the demand function. The effects of the difference
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Optimal Sale Prices For Product 2

Price ($)

n L L L
1'5.0 0.5 1.0 1.5 2.0 25 3.0

Figure 6.4: Optimal sales price strategy of firm two in a duopolistic market with differen-
tiated, substitutes. Let )\1 (pl,pg) =15— 4p1 + 1p2, )\g(pl,pz) =10+ 2}91 — 7p2, Ca7() = 35,
Cro=1,Cor =2, and Cpr = 0.5, and T = 3.

s Cross Price Elasticity Good a (E_(a,b))

w
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N
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Cross Price Elasticity
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Figure 6.5: Cross price elasticities of good a in a duopolistic market with differentiated,
substitutes. Let )\1(]?1,])2) = 15 —4p1 + ].pz, )\Q(pl,pQ) = 10+2p1 — 7]?2, Ca,O = 35, Cb,o = ].,
Oa,T = 2, and Cb,T = 05, and T = 3.

in market leverage between the two goods is seen in the pricing strategies, the expected

remaining revenue, and the cross price elasticity.

The sales price of the second good, firm b, depend much more on the prices of firm a. We
can see this in Figures 6.3 and 6.4 because the sales price of good a is clumped together in
groups of inventory levels of (1,-),(2,-), and (3,-). On the other hand, the sales prices of good

b isn’t clumped together in such a manner and this is due to the disparity in market leverage.
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Figure 6.6: Cross price elasticitiies of good b in a duopolistic market with differentiated,
substitutes. Let )\1(])1,}?2) =15 —4}91 + 1p2, >\2(p17p2) = 10+2p1 — 7p2, Ca70 = 35, Ob70 = 1,
Cor =2, and Cppr = 0.5, and T" = 3.

1 Expected Remaining Revenue Firm a

10

Expected Remaining Revenue ($)

Time

Figure 6.7: FExpected remaining revenue of firm one in a duopolistic market with differen-
tiated, complementary goods. Let Aj(p1,p2) = 15 — 4py + 1pa, Aa(p1,p2) = 10 + 2p; — Tpo,
Oa’() = 35, Ob70 = 1, Ca,T = 2, and Cb,T = 05, and T = 3.

We plot the two goods’ cross price elasticities in Figures 6.5 and 6.5 because they are
different now that we are examining differentiated goods. We see a negative correlation
between the magnitude of cross price elasticity and market leverage. In other words, good b

has higher cross price elasticity but has less market leverage.

The expected remaining revenue of firm b drops off faster than the expected remaining

96

www.manharaa.com




12

Expected Remaining Revenue Firm b

Expected Remaining Revenue ($)

(.9)

15 2.0
Time

25 3.0

Figure 6.8: Expected remaining revenue of firm two in a duopolistic market with differen-
tiated, complementary goods. Let Ai(p1,p2) = 15 — 4dpy + 1pa, Aa(p1,p2) = 10 + 2p; — Tpo,
Cap = 35, Cb,O = 1, Ca,T = 2, and be_r = 05, and T = 3.

revenue of firm a, as seen in Figures 6.7 and 6.8. This is in part due to the fact that there

is more inventory for firm b so the firm must dump inventory sooner. However, we also

attribute less market leverage to the decrease in expected remaining revenue of good b.

6.1.2 Monopolistic.

Now consider the same demand structure in the monopolistic mar-

ket. We first plot the expected profit in order to find the optimal initial inventory levels.

3.0

Expected Profit
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Figure 6.9: Expected profit in a monopolistic market with differentiated, substitutes. Let
A1(p1, p2) = 15 — 4py + 1pa, Aa(p1,p2) = 10+ 2p1 — Tpa, Cop = 3.5, Cpo = 1, Cor = 2, and

Cb,T = 05, and T = 3.

In Figure 6.9, we see that the firms maximum profit is near 2.83 when the inventory levels
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are at (1,0, Ipo) = (2,9). The combined total profit between the two firms in the duopolistic
case were roughly 3.2, over 0.65 from firm a and about 2.5 from firm b. Again we see that a

monopolistic market doesn’t necessarily guarantee higher joint profits.

Given the optimal initial inventory levels, we can find the optimal sales price strategies,
the cross price elasticities, the expected remaining revenues, and the progression of the inven-
tory probabilities. We omit the expected remaining revenue and the inventory probabilities

graphs as we don’t gain any new insights from them.

Optimal Sale Prices For Product 1

4.4

. " . . "
3'%.0 0.5 1.0 15 2.0 25 3.0
Time

Figure 6.10: Optimal sales price strategy in a monopolistic market with differentiated,
substitutes. Let )\1(}?1,}92) =15 —4}71 + lpg, >\2(p1,172) = 10+2p1 - 7p2, Oa70 = 35, Cb70 = 1,
Cor =2, and Cppr = 0.5, and T" = 3.

Although the total profit is less in the monopolistic case, we see in Figures 6.10 and
6.11 that the optimal sales prices of the two goods are higher than in the duopolistic case.
This is what we’d expect but we’d also expect higher profits as a whole. We will show in

the complementary goods case that it is possible for the monopoly to charge less than the

duopolistic firms.
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Optimal Sale Prices For Product 2

21

Figure 6.11: Optimal sales price strategy in a monopolistic market with differentiated,
substitutes. Let )\1(p1,p2) =15 —4}91 + 1p2, >\2(p17p2) = 10+2p1 — 7p2, Ca70 = 35, Ob70 = 1,
Cor =2, and Cppr = 0.5, and T" = 3.
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Figure 6.12: Cross price elasticity in a monopolistic market with differentiated, substitutes.
Let Al(pl,pg) =15— 4])1 + ].pg, )\2(])1,])2) =10 + 2p1 - 7p2, Ca,O == 35, Cb,o == 1, Ca,T = 2,
and Cp 7 = 0.5, and T' = 3.

6.2 COMPLEMENTS

We now examine what happens when the goods are complements. Again let the demand of
the goods be random variables modeled with Poisson processes. The goods are complements

and assume the demand for the Poisson rates is linear and given by the system of equations
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below

(1) 15 31 pi(t)
Ao (1) 20 2 7| | pAt)

Let the initial and salvage costs of the goods be Cpo = 3, Cho = 1, Cor = 2, and Cp 1 = 0.5.

Consider first a duopolistic model and then a monopolistic model.

6.2.1 Duopolistic. First consider a duopolistic market with two different firms the re-
spective goods. Plot the expected profit to find the Nash equilibrium for initial inventory

levels.
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Figure 6.13: Expected profit of firm one in a duopolistic market with differentiated, com-
plementary goods. Let Ai(p1,p2) = 15 — 3p1 — 1pa, Aa(p1,p2) = 20 — 2p; — Tpa, Coo = 3,
Cb70 = 1, Ca,T = 2, and Cb,T = 05, and T = 3.

In Figure 6.13, it shows that whenever firm b starts with less than 20 units of inventory,
firm a’s optimal initial inventory is six units. Figure 6.14 suggests that whenever firm a has
six units of inventory, firm b maximizes optimal profit at initial inventory level of 13. So the
Nash Equilibrium is found at (1,0, I0) = (6,13). At the Nash Equilibrium, firm a has a
profit of just under 3.56 and firm b has a profit of just under 6.33. So they have a combined
total profit of about 9.89. Now use the previous techniques to find the optimal sales price

strategies, the cross price elasticities, and the expected remaining revenues for both firms, a
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Figure 6.14: Expected profit of firm two in a duopolistic market with differentiated, com-

plementary goods. Let Ai(p1,p2) = 15 — 3p1 — 1pa, Aa(p1,p2) = 20 — 2p; — Tpa, Cop = 3,
Cro=1,Cor =2, and Cpr = 0.5, and T = 3.

and b.

Price ($)

Figure 6.15: Optimal sales price strategy of firm one in a duopolistic market with differen-
tiated, complementary goods. Let A (p1,p2) = 15 — 3p; — 1pa, Aa(p1,p2) = 20 — 2p; — Tpo,
Oa,() = 3, Ob70 = 1, Ca,T = 2, and O@T = 05, and T = 3.

In Figures 6.15-6.19, the color lines correspond to the inventory levels of the correspond-

ing firm as the levels of inventory of the other firm change.

Note again that the sales price of the second good, firm b, depend much more on the
prices of firm a. Also see that sales price dips below the final sales price. This phenomenon

happened in our previous complementary goods examples but is especially noticeable in Fig-

61

www.manharaa.com



Optimal Sale Prices For Product 2
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Figure 6.16: Optimal sales price strategy of firm two in a duopolistic market with differen-
tiated, complementary goods. Let A (p1,p2) = 15 — 3p; — 1pa, Aa(p1,p2) = 20 — 2p; — Tpo,
Cap = 3, Cb70 = 1, Ca,T = 2, and Cb,T = 05, and T = 3.

Cross Price Elasticities
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Figure 6.17: Cross price elasticities in a duopolistic market with differentiated, complemen-
tary gOOdS. Let )\1(])1,]92) =15— 3p1 — 1])2, )\Q(pl,pg) =20 — 2p1 — 7p2, Ca70 = 3, Cb,O = 1,
Oa,T = 2, and Cb,T = 05, and T = 3.

ure 6.19, the sales price for firm b.
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Figure 6.18: Expected remaining revenue of firm one in a duopolistic market with differen-
tiated, complementary goods. Let A (p1,p2) = 15 — 3p; — 1pa, Aa(p1,p2) = 20 — 2p; — Tpo,
Ca,O = 3, Cb70 = 1, Ca,T = 2, and Cb,T = 05, and T = 3.
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Figure 6.19: Expected remaining revenue of firm two in a duopolistic market with differen-
tiated, complementary goods. Let A (p1,p2) = 15 — 3p; — 1pa, Aa(p1,p2) = 20 — 2p; — Tpo,
Cop=3,Cho=1,Cor=2,and Cp,7 = 0.5, and T = 3.

6.2.2 Monopolistic. Now consider a monopolistic market with the same two goods.
The expected profit is given in Figure 6.20 and shows that the optimal initial inventory level
is (L40, Ipo) = (7,15). At the optimal initial inventory levels, the expected profit is just over
9.95. Generally we expect a monopoly to make a significantly more amount of money than
a duopolistic market. It is interesting that this is only 0.06 above the combined profit for
the duopolistic case; the expect profits of the two firms in the duopolistic case summed to

roughly 9.89. This goes against our conventional wisdom but it makes sense because of the
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cross price elasticity between the two goods. Because the goods are complements, we see that
monopoly doesn’t price gouge because otherwise, they wouldn’t be able to much inventory.
Again this reaffirms that the monopolistic’s expected profit is not necessarily significantly
larger than the combined profit in the duopolistic case. Now find the optimal sales price

strategies and the cross price elasticities starting at the optimal initial inventory values.
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Figure 6.20: Expected profit of firm one in a monopolistic market with differentiated,
complementary goods. Let A\i(p1, p2) = 15 —3p1 — 1pa, A2(p1,p2) = 20 —2p; — Tpa, Cup = 3,
Cb,O = 1, Ca,T = 2, and Cb/p = 05, and T = 3.
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Figure 6.21: Optimal sales price strategy of firm one in a monopolistic market with differ-
entiated, complementary goods. Let Ai(p1,p2) = 15 —3p; — 1pa, Aa(p1,p2) = 20 — 2p; — Tpo,
Oa,() = 3, Ob70 = 1, Oa,T = 2, and Ob,T = 05, and T = 3.

The interesting phenomenon, is that both sales prices of good a and b are both lower

in the monopolistic case than in the duopolistic, as seen in Figures 6.15-6.16 and 6.21-6.22.
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Price ($)

Figure 6.22: Optimal sales price strategy of firm two in a monopolistic market with differ-
entiated, complementary goods. Let Ai(p1,p2) = 15 —3p1 — 1pa, Aa(p1,p2) = 20 — 2p; — Tpo,
Ca,o = 3, Cb70 = 1, Ca,T = 2, and Cb,T = 05, and T = 3.

Cross Price Elasticities

Cross Price Elasticity

Figure 6.23: Cross price elasticities in a monopolistic market with differentiated, comple-
mentary goods. Let Ai(p1,p2) = 15 — 3p1 — 1p2, Aa(p1,p2) = 20 — 2p; — Tpe, Cup = 3,
Ob70 = 1, Oa,T = 2, and Ob,T = 0.5, and T = 3.

This is interesting because classical economic models tell us that monopolies always carry
heavier prices, but this is not the case here. Because the goods are complements, the firm
has incentive to keep the prices of one good low in order to sell the other good, regardless
if the first good is low on inventory. Also Figures 6.17 and 6.23 show that the magnitudes
of the cross price elasticity of demand for the monopolistic model are less than those of the

duopolistic model. This is interesting and is most likely due to the fact that the monopoly

has lower prices.
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CHAPTER 7. CONCLUSIONS

Although the Bertrand model has been accepted for over one hundred years, there are some
disadvantages to the model. Amongst others, the most poignant is that the Bertrand model
is a deterministic model. We wanted to propose a model that was a probabilistic model for
demand and one that allowed price to be above marginal cost. Using Poisson distributions
as arrival rates for demand, we accomplished both goals by creating a probabilistic model
that more accurately modeled the pricing behavior of retailers in oligopolistic markets on

finite time horizons.

Throughout the several market structures we explored, we found several interesting phe-
nomena worth noting, some harder to explain than others. First off, as a rule of thumb,
we noticed that as time nears the expiration time, prices tend to go down in an attempt to
dump inventory; however, when the goods were complements, we noticed that the optimal
sales price can indeed drop below the optimal price at expiration. This causes the optimal
price to increase on some subinterval during the whole time interval. This only happened
when a good had significantly more units of inventory in comparison to the other good. This
behavior was caused because the prices of the low inventory good went relatively high as
they had low inventory, which caused the demand for the high inventory good to plummet
causing the corresponding good to dramatically drop the prices in an attempt to sell some
inventory. As the expiration time approached and the low inventory firm started to drop
its price, the demand for the high inventory good started to rise again so it could increase
its prices. Note that this only happened because the goods were complements and did not

happen when the goods were substitutes.

Another phenomenon we observed was the progression of the cross price elasticities be-
tween goods. It was first seen in Section 4.2 but was probably best seen in Section 6. We

saw that at the beginning of the time period, the magnitude of the cross price elasticity was
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high and decreased as time continued. This is due to the fact that at the beginning of the

sales period, the prices are usually at their highest which causes the demand for both goods

to be at their lowest. If we recall the equation for cross price elasticity, Fqp = g)l‘;; * %, it is

clear that this causes the magnitude to be greatest at the beginning of the sales period.

In Section 4.3, we also saw that when goods are substitutes, they have higher expected
profits when their competitor has less inventory; whereas when the goods are complements,
the firms have higher expected profits when their competitor has more inventory. Since less
inventory is synonymous with higher prices, this makes sense. As competitors have higher
prices, substitutes perform better. However, when goods are complements, they perform
better when their competitors have lower prices, or in other words, their competitors have

high inventory.

The next three phenomena deal with the behavior of monopolies. First it was shown
that the optimal initial inventory levels for monopolies aren’t always less than that of the
corresponding duopolies in the same market structure, contrary to what we’d expect. This
was first shown in Section 5.2 where the optimal initial inventory levels for both substitutes
and complements were the same and later shown in Section 6.1 where the monopoly’s initial
inventory levels were higher than those of the duopolies given the same market structure

and complementary goods.

Generally we’d expect that a monopoly will have much higher expected profits than the
combined total expected profits of the two duopolies in a market. We found that this wasn’t
always the case. In the homogeneous goods market (Section 5.2), we found that when the
goods were substitutes, the total expected profits went roughly from 1.6 to 2.25 (over 40% in-
crease) as the market changed from a duopolistic market to a monopolistic market; however,

when the goods were complements, the total expected profits only went from around 0.75 to
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0.8 (a 6.67% gain). Still a gain but not nearly as significant. In Sections 6.1 (differentiated
substitutes), the total expected profits decreased from 3.2 to 2.83 (over 11% decrease) as
the market switched from a duopoly to a monopoly. Whereas in Section 6.2 (differentiated
complements), the total expected profits slightly increased from 9.89 to 9.95 (less than a 1%

gain) with the switch.

We also expect the price of goods to increase in the presence of a monopoly. However
that was not the case in Section 6.2 when the goods were differentiated complements. The
sales prices of the monopoly were actually sightly lower than the prices of the duopolies.
This happens because the monopoly has incentives to keep the price of one good low in
order to keep demand for the other good high. So there’s a relationship between prices and
demand that keeps both prices low. This doesn’t happen when the goods are substitutes
because raising the price of one good will increase the demand for the other, which would

be beneficial for the monopoly.

When the two goods are differentiated, there is also a disparity in the leverage the two
firms have in the market as seen in Section 6. The differences in market leverage causes
there to be imbalances in the market. There are several effects of the market imbalances
seen in the behavior of the pricing strategies, the cross price elasticities, and the expected

remaining revenue.
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