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SUMMARY

In the first part of this thesis, we study revenue management in resource
exchange alliances. An important way in which sellers collaborate is through the
formation of alliances since seller alliances enable the sale of products combined from
the resources of several sellers. For example, a vacation package may consist of air-
line tickets for 2 people, a hotel room for 4 nights, and car rental for 5 days. The
resources used to offer the combined product are provided by 3 sellers: the airline,
the hotel, and the car rental company. Another example of a widely used alliance is
between carriers such as airlines and ocean carriers. The examples above illustrate
that alliances are important in various industries and that alliances can be structured
in many different ways. The detail rules of an alliance are clearly important for both

the stability of the alliance, as well as the well-being of each member of the alliance.

In this study, we focus on resource exchange alliances. We propose an alliance
design model that takes into account how the alliance members compete after the re-
source exchange by selling substitutable (and also complementary) products. It will
be shown that a resource exchange alliance can increase both profits and consumer
surplus at the same time that it increases horizontal competition. Currently, airline
revenue management systems do not take into account the effect of alliances on the
competition they are facing. For example, airline revenue management systems treat
seats that they give to another airline in a resource exchange alliance as sales instead
of as an increase in the resources available to the other airline for use in selling com-

peting products.
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We present a stochastic optimization model with equilibrium constraints
(SMPEC) to determine the optimal amount of each resource to be exchanged. By
“optimal” we mean the resource exchange that maximizes the sum of the alliance
members’ profits after the exchange, taking into account the resulting competition.
The motivation for maximizing the sum of the profits is that, with the exchange of
resources such as seat capacity or container capacity, alliance members can also ex-
change money as partial compensation for the exchanged resources, and the objective
is to maximize the total amount of money available to the alliance. For each resource
exchange, the competition among alliance members is modeled as a noncooperative
game in which each alliance member chooses the prices for its own products, subject
to its own capacity constraints (which depend on the resource exchange), to maxi-
mize its own profit. Assuming a linear model of demands for products as a function
of both the prices chosen by the seller of the products as well as the prices chosen by
the other alliance members for their products, necessary conditions are derived for
an equilibrium, as well as sufficient conditions for uniqueness of an equilibrium. We
show that the sufficient conditions hold under reasonable conditions, and that the

equilibrium can be computed efficiently.

We develop a trust region algorithm to search for an optimal resource exchange.
To compare the effect of a resource-exchange alliance on profits under different con-
ditions, we also formulate a model of the no alliance case and a model of the perfect
coordination case (where alliance members perfectly coordinate pricing decisions).
We present a computational study in which we investigate the effects of: (i) the level
of product differentiation between alliance members, and (ii) the difference in conve-
nience level between an alliance and the setting with no alliance on the relative profits

of the cases with and without an alliance, and the case with perfect coordination.



In the second part of this thesis, we study the estimation of risk measures in risk
management. In the financial industry, sell-side analysts periodically publish rec-
ommendations of underlying securities with target prices. These recommendations
reflect specific economic conditions and influence investors decisions and thus price
movements. However, this type of analysis does not provide risk measures associated
with underlying companies even though controlling risk is one of the most important
aspects of investment decision making. Analysis and control of risk are important in
many other industries in addition to financial services. For example, headlines of the
past year have highlighted volatile oil prices impacting industries around the world,
ranging from energy, to transportation, to technology. The impact of rising oil prices
on total supply chain cost is substantial and one cannot make the right strategic
decisions without understanding the risk associated with oil price movements in the

business.

Now let us consider a situation where there exists information composed of eco-
nomic and market variables which can be considered as a set of predictors for a
variable of interest. In that case, one would be interested in the estimation of a risk
measure conditional on observed values of predictors. In this study, we discuss linear
regression approaches to the estimation of law invariant conditional risk measures.
In particular, Value-at-Risk (VaR) and Average Value-at-Risk (AVaR) measures are
discussed in detail. Two estimation procedures are considered and compared; one is
based on residual analysis of the standard least squares method and the other is in

the spirit of the M-estimation approach used in robust statistics.
First approach is to apply the standard least squares estimation procedure and
then to make an adjustment of the estimate of the intercept parameter based on

random error values. Since true values of the error term are unknown, it is natural
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idea to replace true error values by residual values. We refer to this estimation ap-
proach as the Least Squares Residuals (LSR) method. In fact, LSR approach can
be easily applied to a considerably larger class of law invariant risk measures. An
alternative approach is in the spirit of robust statistics; it is based on minimization of
an appropriate error function. For the VaR risk measure, the error function is readily
available and the corresponding robust regression approach is known as the quantile
regression method. For general coherent risk measures, the situation is more delicate.
Possibility of constructing the corresponding M-estimators is rather challenging, and
such estimators certainly do not exist for the AVaR risk measure. Nevertheless, it is
possible to construct the approximations and formulate the optimization problem as
a linear programming. It could be remarked here that the approach based on mixing
M-estimators is somewhat restrictive and constructing an appropriate error function

for a particular risk measure could be quite involved.

Next, we derive large sample statistical inference of the estimators. We first show
that both estimators are consistent. Furthermore, we investigate the efficiency of
two estimation procedures by computing corresponding asymptotic variances. Finite
sample properties of the proposed estimators are also investigated and compared with
theoretical derivations in an extensive Monte Carlo study. Simulation results, under
different distribution assumptions of the error term, indicate that the LSR estimators
usually perform better than their (mixed) quantiles counterparts. Typically, the mean
absolute error, asymptotic variance, and empirical variance of the LSR estimators are

smaller than that of quantile based estimators.
Finally, empirical results on the real data (different financial asset classes including
Credit Default Swap and US equities) are also provided to illustrate the performance

of the estimators. Prediction performances on the real data example suggest similar

xii



conclusions: LSR estimators typically perform better.
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CHAPTER 1

REVENUE MANAGEMENT IN RESOURCE EXCHANGE
ALLIANCES



1.1 Introduction

1.1.1 Optimal Alliance Design When Friends Become Competitors

An important way in which carriers such as airlines and ocean carriers collaborate is
through the formation of alliances. For example, in an airline alliance each alliance
member (marketing member) can sell tickets for flights operated by another alliance
member (operating member) and the marketing member can put its own code on the
flight. That enables airlines to sell tickets for itineraries that include flights operated
by multiple airlines, thereby dramatically increasing the number of itinerary products
that each airline can sell.

Another example of a widely used carrier alliance is the type of alliance that ocean
container carriers enter into when they introduce new joint services. A “service” is
a cycle (also called a “loop” or a “rotation”) of voyages that repeat according to a
regular schedule, typically with weekly departures at each port included in the cycle.
Suppose the cycle is ports A,B,C,D,E,A. A set of ships is dedicated to the service,
with each ship visiting the ports in the sequence A,B,C,D,E A,B,.... To offer weekly
departures at each port included in the cycle, the headway between successive ships
traversing the cycle must be one week. Thus, if it takes a ship n weeks to complete
one cycle, then n ships are needed to offer the service with weekly departures at each
port in the cycle. For many services that visit ports in Asia and North America, and
services that visit ports in Asia and Europe, it takes a ship approximately 6 weeks
to complete one cycle, and thus 6 ships are needed to offer the service. Taking into
account that a large container ship can cost several hundred million US dollars (and
the trend is towards even larger container ships, because larger container ships tend
to have significantly lower per unit operating costs), it becomes clear that for even
the large carriers it would require an enormous investment to introduce a new service.
A solution is for several carriers to enter into an alliance to offer a new service. Many

services that visit ports in Asia and North America, and services that visit ports



in Asia and Europe, are offered by alliances between two carriers. Each carrier in
the alliance provides one or more ships to be used for the service. The capacity
on each ship is then allocated to all the alliance members, often in proportion to
the capacity that the alliance member contributed to the service. For example, if
carrier 1 contributes 2 ships and carrier 2 contributes 4 ships to the service, and all
the ships in the service have the same capacity, then carrier 1 can use 1/3 of each
ship’s capacity, and carrier 2 can use 2/3 of each ship’s capacity. That way, each
carrier in the alliance can offer weekly departures at each port in the service even
though it did not have enough ships by itself to do so.

Vacation packages provide another example of seller alliances enabling the sale
of products combined from the resources of several sellers. For example, a vacation
package may consist of airline tickets for 2 people, a hotel room for 4 nights, and car
rental for 5 days. The resources used to provide the combined product are provided
by 3 sellers: the airline, the hotel, and the car rental company. Computers and pe-
ripherals provide another example of products combined from the resources of several
sellers. There are many similar examples.

The examples above illustrate that alliances are or can be important in various
industries, and that alliances can be structured in many different ways. The detail
rules of an alliance are clearly important for both the stability of the alliance, as
well as the well-being of each member of the alliance (e.g. see Boyd (1998) and
Vinod (2005) for the discussion of the basic alliance types in the airline industry).
The major distinguishing factors between different alliance structures involve the
control of the inventory of the resources and the pricing of the products that alliance
members offer for sale. For example, in a so-called “free-sell” airline alliance, the
alliance members agree in advance of the selling season on the transfer prices at which
operating members will sell capacity on flights to marketing members. However, under

free-sell, during the selling season the operating members still control the availability



of all the capacity on the flights operated by them, even if the flights are included
in the code-share agreement. Both legal and operational reasons prevent airlines in
alliances from merging their revenue management systems (Barla and Constantatos
(2006)).

Another type of alliance structure is a so-called “resource exchange” or “hard
block” alliance, in which the sellers exchange resources (for example, seat space on
various flights or container capacity on various voyages, and possibly money). After
the exchange, each seller can control the received resources as though they are the
owner of the resources. Resource exchange alliances are more common among ocean
carriers than airlines. An example of a resource exchange alliance between ocean
carriers was given above. As an example of a resource exchange alliance between
airlines, airline 1 may receive 15 seats on flight A operated by airline 2, and airline 2
may receive 10 seats on flight B operated by airline 1 as well as $2000. After the
exchange, airline 1 controls the revenue management for the 15 seats on flight A that
it received from airline 2, as well as for the remaining seats on the flights that it
operates, and similarly, airline 2 controls the revenue management for the 10 seats
on flight B that it received from airline 1, as well as for the remaining seats on the
flights that it operates.

Since the control of transfer prices by free-sell alliances may cause suspicions of
price collusion, resource exchange alliances have a potential benefit over free-sell al-
liances regarding competition and anti-trust regulation. However, we should mention
that the structure of carrier alliances varies from alliance to alliance, and no carrier
alliance is structured as simply as the stylistic cases of free-sell alliances or resource
exchange alliances.

After formation of an alliance the alliance members compete to sell substitute
products. In that way, alliances increase competition (more specifically, alliances

increase horizontal competition). Currently, airline revenue management systems do



not take into account the effect of alliances on the competition they are facing. For
example, airline revenue management systems treat seats that they give to another
airline in a resource exchange alliance as sales (Vinod (2005)), instead of as an increase
in the resources available to the other airline for use in selling competing products.

In this study we focus on resource exchange alliances. We propose an alliance
design model that takes into account how the alliance members compete after the
resource exchange by selling substitutable (and also complementary) products. It will
be shown that a resource exchange alliance can increase both profits and consumer
surplus at the same time that it increases horizontal competition.

First we provide an economic motivation for interest in resource exchange al-
liances. Specifically, in Section 1.2 we consider a model with two sellers, each of
whom sells one type of resource. Customers are interested in a product that requires
both resource types. First we consider the case without an alliance, in which each
seller sets the price for its resource, and customers buy resources from both sellers
to obtain the desired product. Then we compare the equilibrium prices, quantities,
profits, and consumer surpluses without an alliance with the prices, quantities, prof-
its, and consumer surpluses that would result from perfect coordination. It is shown
that the equilibrium prices without an alliance are higher than the prices under per-
fect coordination, and the equilibrium quantities without an alliance are lower than
the quantities under perfect coordination. Intuitively this happens because without
an alliance each seller is implicitly attempting to gather a larger share of the total
revenue. This effect is especially pronounced if the capacity is large, and it results
in both the total profit and the consumer surplus being smaller without an alliance
than under perfect coordination.

Second we consider a resource exchange alliance. We show that both the total
profit and the consumer surplus of a resource exchange alliance with exchange quan-

tities chosen to maximize the total profit are always greater than the total profit and



the consumer surplus respectively without an alliance (except if the capacity is small,
in which case the equilibrium prices, quantities, profits, and consumer surpluses are
the same for the settings with an alliance, without an alliance, and with perfect co-
ordination). In addition, we show that the equilibrium prices, quantities, profits, and
consumer surpluses are equal for a resource exchange alliance with exchange quanti-
ties chosen to maximize the total profit and for perfect coordination, except when the
sellers’ products are complementary (which would be unusual in a resource exchange
alliance) and the capacity is large.

In Section 1.3, we consider models of no alliance, perfect coordination, and a
resource exchange alliance for the case in which each seller has multiple resources.
For resource exchange alliances we formulate an optimization model to determine the
amount of each resource to be exchanged, taking into account the consequences of the
exchange on the subsequent competition among the alliance members. If one assumes
that after the resources have been exchanged, each alliance member chooses the prices
of its products to maximize its own profit, and that this behavior of the alliance mem-
bers leads to an equilibrium, then the problem can be formulated as a mathematical
program with equilibrium constraints. An important question is whether, for each
resource exchange, there exists an equilibrium and, if so, whether it is unique. In Sec-
tion 1.3.6 we show how to determine whether a unique equilibrium exists, and how to
compute it. A trust region algorithm is used to solve the mathematical program with
equilibrium constraints. Illustrative numerical results are provided in Section 1.4,
and we compare the results for the cases with no alliance, perfect coordination, and

a resource exchange alliance.



1.1.2 Related Literature

There are broadly two streams of literature related to this study — literature that
study the impact of alliances, such as the impact of airline alliances on pricing, com-
petition, and public welfare; and literature that address the design of alliance agree-
ments. The literature on alliance design is sparse relative to the literature on the
impact of alliances. Also, most papers on alliances have addressed either ocean ship-
ping alliances or airline alliances.

The literature on ocean shipping alliances have addressed questions such as net-
work design under alliances, choice of resource exchange amounts, revenue sharing, or
the stability of alliances. For example, Midoro and Pitto (2000) investigated factors
which affect the stability of liner shipping alliances, and Slack et al. (2002) empirically
examined the changes in services made by container shipping lines in response to the
formation of alliances. Song and Panayides (2002) analyzed two examples using coop-
erative game theory to investigate the rationale behind and decision-making behavior
in liner shipping alliances. Lu et al. (2010) studied a model of a resource exchange
alliance between two carriers to determine the resource exchange or purchase amount
to maximize the profit of an individual alliance member. Agarwal and Ergun (2010)
considered a service network design problem in which ocean carriers share capacity
on their ships. Their design problem does not take into account that carriers will
compete when they share capacity on the same ships.

The literature on airline alliances have addressed questions such as the choice of
flights to include in code-share agreements, the choice of transfer prices or proration
rates in free-sell alliances, the effect of alliances on booking limits and the number of
seats sold, and the effect of cargo alliances on the passenger market. For example,
Brueckner (2001) considers a model with two airlines, with and without an alliance,
and showed that for most parameter values, the alliance decreases the amount sold

of the common interhub product, and increases the amounts sold of all the other



products, especially the shared interline products. Sivakumar (2003) presented Code
Share Optimizer, a tool built by United Airlines that considers the interaction be-
tween proration agreements, demand, fares, and market shares. O’Neal et al. (2007)
built a code-share flight profitability tool to automate the code-share flight selection
process at Delta airlines. Abdelghany et al. (2009) also presented a model for airlines
to determine a set of flights for a code-share agreement. Zhang et al. (2004) exam-
ined the effect of an air cargo alliance between two passenger airlines on the passenger
market. Netessine and Shumsky (2005) consider a model with multiple airlines, in
which each airline has two fare classes for each flight, and each airline chooses a
booking limit for each flight. The horizontal competition setting involves two airlines
with one flight each, in which demand that is not accommodated on the first choice
airline overflows to the other airline. In the vertical competition setting connecting
passengers travel on flights of more than one airline. The equilibrium booking limits
are compared with the booking limits under perfect coordination. The question of
transfer prices that achieves perfect coordination is also investigated. These transfer
prices are functions of the booking limits of both airlines, and also depends on the
expectations of functions of random demand. Thus these coordinating transfer prices
are not numbers determined before the airlines make their booking limit decisions.
Wen and Hsu (2006) proposed a multi-objective optimization model to determine
flight frequencies on airline code-share alliance networks. Barla and Constantatos
(2006) consider a market with three competitors, two of which decide to cooperate
where demand is uncertain. Under a “strategic alliance (SA)”, the partners (a) jointly
choose capacity in order to maximize their total expected profit, (b) share this capac-
ity among themselves based on the Nash bargaining outcome, and (c¢) market their
capacity shares independently after demand is revealed. They show that the prof-
its of the cooperating firms is greater under SA than under a full merger (in their

model, a merger does not include maintaining different brands), and thus SA is not



necessarily a second best solution that is justified by regulations restricting airline
mergers. Houghtalen et al. (2010) used the model in Agarwal and Ergun (2010) to
choose capacity exchange prices for air cargo carriers. Their model also does not take
into account that air cargo carriers (and freight forwarders) will compete when they
exchange capacity.

Wright et al. (2010) formulate a Markov-game model of two airlines under a free-
sell alliance. They first describe centralized booking control which gives an upper-
bound on the total revenue for the alliance, and they find that no Markovian transfer-
pricing scheme with decentralized booking control can guarantee the same revenues
as centralized booking control. They examine static and dynamic transfer-pricing
schemes, and show that the performance of static transfer-pricing schemes depends
on the homogeneity and stability of the relative values that each airline places on the
inventory used in interline itineraries. They also conclude that there is no one best
dynamic proration scheme.

Hu et al. (2011) also study a model of a free-sell airline alliance. Similar to our
model, their model is a two-stage model with the alliance design decision in the first
stage and operational selling decisions of individual airlines in the second stage, for-
mulated as a Nash equilibrium problem. Their alliance design decisions are static
proration rates, whereas our alliance design decisions are static resource exchange
amounts. In their model the prices and proration rates are the same irrespective
of which airline sells the interline itinerary, whereas our model makes provision for
different prices and demands for the same interline itinerary sold by different mar-
keting airlines. Their second-stage decisions are static booking limits, whereas our
second-stage decisions are static product prices. The booking limits in their model
are capacity allocations to different itineraries, and not nested booking limits on the
flight legs. The demand in both models may be random. However, in their model

the demand for different itineraries (and fare classes) are assumed to be independent,



and also independent of the second-stage decisions (booking limits), whereas in our
model the demand for different itineraries are allowed to be dependent, and to depend
on the second-stage decisions (prices). In both models existence and uniqueness of a
Nash equilibrium in the second stage is somewhat problematic — for their model, a
Nash equilibrium always exists, but is not unique, whereas for our model existence
and uniqueness of a Nash equilibrium can be guaranteed in special cases (for exam-
ple, when the demands for products are independent of the prices of other products),
but not in general. For our model, existence and uniqueness of a Nash equilibrium
can be verified numerically for a given demand model. In both papers, total profits
under alliances are compared with total profits under a centralized solution, and it
is investigated when the profits are equal. In our study we compare the consumer

surplus in addition to total seller profits.
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1.2 Two-Resource Model

Consider 2 sellers, indexed by —1 and 1. Each seller produces one resource. Seller @
produces resource 4, and a maximum quantity b; of resource ¢ can be consumed.
Seller 7 has a constant marginal cost of ¢; per unit of resource i consumed, and seller 7
chooses the price 3; + ¢; per unit of resource ¢, that is, y; denotes the price in excess
of the marginal cost ¢; per unit of resource i. Customers want to consume a product
that requires one unit of each resource. (In this section, there is no demand for a
product that consists of only one resource.) Thus customers buy units of a product
consisting of one unit of each resource and pay c¢_1 +y_1+ ¢ + 91 per unit of product.

The demand d for products depends on the prices as follows:

d = max{0, & — B(g-1+ )} (1.2.1)

where @& and § are positive constants known to each seller. Assume that @ > 0,
that is, demand is positive if each seller charges only its marginal cost. The detailed

calculations for this section are given in Appendix A.
1.2.1 No Alliance

First consider the case with no alliance, which is modeled as a non-cooperative
game. Let by, = min{b_y1,b;}. Thus, the number of products sold is given by

min{ by, max{0, & — B(J_1 + ¢1)}}, and the profit of seller i is given by

Gi(Fi,J—i) = Fimin{buin, max{0, & — B(F; + 7i)}}.
If byin > @/3, then the equilibrium prices are given by

o= = (1.22)

Bl =

the equilibrium demand is equal to

a—B +i7) = (1.2.3)

w| O
V
VO
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the resulting profit of seller i is equal to

7 min{bpn, max{0, & — B, +91)}} = ;‘—B, (1.2.4)
and thus the total profit of both sellers together is equal to
~ 5 ~ (% ~ % ~x | ~ D ~* ~ % 2&2
Y1 [04—5(?/71"‘?/1)] + U [@_B(yf1+y1) = 9—5’ (1.2.5)

and the consumer surplus is equal to

1 /& 200\ « &2
$(5-3)5 = w5 120

If bpnin < @/3, then all pairs of prices (§_1,71) on the line segment between

(bmin/ B, [@& — 2bmin]/B) and ([& — 2bmin] /5, bumin/f) are equilibria. For all of these
equilibrium prices the total price is equal to (& — buw)/B, the demand is equal to
bmin, the resulting profit of seller 7 is equal to ¥;bumin, and thus the total profit of both

sellers together is equal to

Y — bmin
gflbmin + glbmin = Oé7~bmin, (127)
g
and the consumer surplus is equal to
1 Y ¥ — bmin b2 i
2\p g 2p

1.2.2 Perfect Coordination

In this section we determine the maximum achievable total profit of the two sellers
together, that is, the total profit if the sellers would perfectly coordinate pricing.

The total profit of the two sellers is given by

9(J-1,91) = [J-1 + G min{bun, max{0, & — B(§-1 + §1) }}-
If byin > &/2, then the optimal total price is equal to

U1+ = (1.2.9)

\%J (o}
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Note that (1.2.2) and (1.2.9) show that y*, + g7 > y_; + 71, that is, the total of
the equilibrium prices is greater than the optimal total price. (These results are
reminiscent of the comparison of the cases with and without vertical integration by
Spengler (1950); however, the setting here is different because one seller does not buy a
product from another seller and add a mark-up before reselling it.) The corresponding

demand is equal to

= a—= B+ ), (1.2.10)

o | O
V
w|

a— B(@—l +71) =

the total profit of both sellers together is equal to

o)
no

[Y-1+ 1] [54 — By + Ql)} = ; (1.2.11)

W
=™

and the consumer surplus is equal to
! (2 - i) a _ o (12.12)
2\ 28/ 2 8p
If bin < @/2, then the optimal total price is given by 41 + 1 = (& — byin) /5,
with corresponding demand equal to b,;,. The total profit of both sellers together
is equal to (g—1 + U1) bmin = (& — bnin) bmin/ B, and the consumer surplus is equal to
(/5 = (6 = buin) /5] buin/2 = W/ (25).
Note that when capacity is small, by, < @/3, the total profit of the setting with
no alliance cannot be increased by coordination, and the consumer surplus is also the
same for the two settings. When capacity is large, b, > &/2, the relative amount

by which the total profit can be increased is given by

5
1
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When capacity is intermediate, &/3 < by, < @&/2, then the relative amount by

which the total profit can be increased is bounded by

O 7bm1n 62
= 3 bmin 29% 1
98

and the relative amount by which the consumer surplus can be increased is bounded

by

b?ﬂiﬂ 512
0 < 23 188

a2
188

<

This potential increase in profit is the major economic motivation for sellers’
interest in alliances. The extent to which this increase can be attained by an alliance
depends on the capacity and the customer choice behavior, including the extent to
which the sellers can differentiate their products. In the next section we consider a
resource exchange alliance and investigate the effect of both capacity and product
differentiation on the total profit and the consumer surplus with and without an

alliance.
1.2.3 Resource Exchange Alliance

Consider a resource exchange alliance involving the two sellers. Let x; € [0, b;] denote
the amount of resource ¢ that seller ¢ makes available to seller —i, and let x :=
(x_1,21). Then the number of units of the two-resource product that seller i can sell
is ¢;(z) := min{b; — x;, x_;}. Assume that seller i pays seller —i an amount c_; for
each unit of resource —i that seller ¢ consumes, so that each seller has marginal cost
equal to c¢_; + ¢; for the two-resource product.

Specifically, a resource exchange alliance with zero exchange of resources (z = 0)
may be chosen, in which case the sellers sell only the separate resources as in the
case without an alliance. Thus, in general, the total profit of an optimally designed
resource exchange alliance is no less than the total profit without an alliance. We

consider the setting in which each alliance member sells only the two-resource product,
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and products consisting of a single resource are not sold separately. Let y; denote
the difference between the price of seller ¢ and the marginal cost c¢_; + ¢; for the
two-resource product.

The demand d;(y;, y—;) for the product sold by seller i« depends on the prices as
follows:

di(yi,y—;) = max{0, a— By; +vy_)}, (1.2.13)

where a and  are positive constants, and v € (—f, ). Here provision is made for
brand distinction between the products sold by the sellers. The constants are known
to each seller. To keep the number of parameters in this example small, the constants
a, 3, and ~ are the same for both sellers.

Thus, the number of units of product sold by seller 7 is given by

min {g;(x), max{0, o — By; +vy—i)}},

and the profit of seller ¢ is given by

9i(x, Y, y—i) = wyimin{g;(x), max{0, o — By; +yy_i}}.

Next we establish a relation between & and 5 , and «, # and 7, to facilitate
comparison among the settings with no alliance, with perfect coordination, and with
an alliance. Consider prices (_1,¥1) in the no-alliance setting, such that g1 + 1 <
af 3. Suppose that the two alliance members charge the same price y_; = y; = §_1+1
for the two-resource products. Then the total demand in the no-alliance setting given
by (1.2.1) is equal to & —B(zjq +71) > 0, and the total demand in the alliance setting
given by (1.2.13) is equal to 2(a— By +7y1) = 2a—2(8—7)(y-1+71). Thus the total
demand in the two settings is the same if @ = 2a and § = 2(f—=). It is also shown in
Appendix ??app:two-resource perfect coordination with product differentiation]A.4
that a model of perfect coordination with demand given by (1.2.13) leads to the same

optimal prices, demands, profits, and consumer surplus as the model in Section 1.2.2
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with demand given by (1.2.1) if & = 2« and § = 2(8 — 7). Hence the results for
the settings with no alliance, with perfect coordination, and with an alliance will be
compared using & = 2a and 3 = 2(8 —1).

For the setting with an alliance, for any given resource exchange x, let (y*, (), yi(x))
denote the equilibrium prices of the two sellers for the two-resource product (exis-
tence and uniqueness of the equilibrium are addressed in the detail calculations in
Appendix A.0.3. The resulting profit of seller ¢ is given by g¢;(z, v} (z),y*,(x)). The

alliance design problem is to choose x € [0,b_1] x [0, b;] to maximize

f(x) = ga(x,yi(2),y1(2)) + g1 (2, y1 (@), y24 (7).

Let x* denote an optimal resource exchange.

A natural question is how the total profit f(z*) should be partitioned among the
alliance members. First, note that if money can be exchanged together with the
other resources, then any partition of the total profit can be achieved. In that case
the Nash bargaining solution is easy: each alliance member receives its profit in the
setting without an alliance plus half the difference between the maximum total profit
f(z*) of the alliance and the total profit without an alliance.

Table 1 and Figure 1 summarize the results for the settings with no alliance, with
perfect coordination, and with an alliance. The calculations are given in Appendix A.

Here we just mention that there are three cases regarding capacity: (1) Capacity
bmin is large enough so that both sellers can be provided with sufficient product
capacity ¢;(x) to make capacity not constraining in equilibrium (b, > 2a5/(26—7)),
(2) Capacity bpmin is so small that the product capacity ¢;(x) of both sellers must
be constraining in equilibrium (b, < aB(8 + 7)/(28% — 9?)), and (3) Capacity
bmin 18 small enough that the product capacity ¢;(x) of at least one seller must be
constraining in equilibrium, but large enough so that one seller can be provided with
sufficient product capacity ¢;(x) to make capacity not constraining in equilibrium

(aB(B +7)/(28% —7?) < buin < 2a8/(28 —7)). In addition, there are two cases
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bmin

-8 0 3
Y

Figure 1: The regions distinguished in Table 1

regarding the degree of product differentiation: (1) v > 0, and (2) v < 0. Figure 2
shows a plot of the relative increase in total profit with an alliance over no alliance,
that is, (f(2%) = [§-1 (5" 1, 3%) + G155 7))/ 5171, 5) + G2 (5. 51, as a function
of bmin/c and 7/f. The figure shows that the relative increase is largest when the
capacity is large (bmin > «) and the products of the sellers are substitutes (v > 0).
Figure 3 shows a plot of the relative gap in total profit between perfect coordination
and an alliance, that is, (§(y_1,71) — f(2*))/3(¥-1,71), as a function of by, /a and
v/B. The figure shows that the total profit under an alliance equals the total profit
under perfect coordination, except when the capacity is large (bmin > 2a¢/3) and the
products of the sellers are complements (y < 0). Figure 4 shows a plot of the relative
increase in consumer surplus with an alliance over no alliance, as a function of by, /a

and 7/f. The figure shows that, similar to total profit, the relative increase is largest
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when the capacity is large (b, > «) and the products of the sellers are substitutes

(y>0).

Relative Change(%)

12

10

Figure 2: Plot of the relative increase in total profit with an alliance over no alliance,
that iS, (f(.’ll'*) - [g—l(gih ?le) + gl (gika gil)])/[g—l(gih ?le) + gl (gika gil)]a as a function

of bin/a and /.
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Table 1: Comparison of no alliance, perfect coordination, and a resource exchange alliance, in terms of price, demand, total

profit, and consumer surplus, for a single product with two resources.

Region Capacity Cross-Price Quantity No-Alliance | Perfect Coordination | Alliance
Coefficient
o . 20—bmin 2a—Dbmin 2a—bnyiy
1 0< bmin < 3 Ve (_57 B) Total Price 2(8—7) 2(8—) 2(8—)
Total Demand brnin min Drmin
(20=bmin )bmin m m
Total Profit 2155_3) Qég_g) 2}55—7)
Consumer Surplus P 10— 1(5-7)
2c : 2a . 2c 2a0—bmin 2a0—bin
2 5 < bpin < min {a, m} v € (=5,8) Total Price 3(6—) 2(8—) 2(8—)
Total Demand Za bmin Drmin
i m (2a_bmin)bmin
Total Profit 53 Qég_g) 215 -7
_ Consumer S'urplus g(g_ 3 2#‘;"7) 1(5-7)
3 55 < bmin < @ v € (=5,0] Total Price 30— 2(—) B—
Total Demand 2 bmin 22;_57
402 (2a_bmin)bmin 2a25
Total Profit —9(5;7) 725[;_3) (252_&)2
Consumer S'urplus g(g_ ™ 10— B=) (287
4 a < buin v € (—4,0] Total Price ) 53— B
Total Demand Za «a 206_5
432 2 22525
Total PrOﬁt 9(557) Q(ﬂg,y) (252_18%)2
Consumer S.urplus g(g_ ™ =) B=)(28—7°
5 a < bmin Y€ {07 B) Total Price 3(8—7) 2(8—7) 2(6—)
Total Demand %O‘ Q «
402 o? a?
Total PrOﬁt 9( ;7) Q(EE'Y) 2(,6;7)
Consumer Surplus 56— 16— 16—




10

Relative Change(%)

x
B

Figure 3: Plot of the relative gap in total profit between perfect coordination and an
alliance, that is, (§(y-1,91) — f(2*))/3(y-1,71), as a function of by, /o and /5.
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Figure 4: Plot of the relative increase in consumer surplus with an alliance over no
alliance, as a function of by, /a and ~/p.
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1.3 Multiple- Resource Model

In this Section we present a model for a resource exchange alliance with multiple
resources. In addition to the alliance model, we also present models for the settings
with no alliance and with perfect coordination to facilitate comparisons.

Consider 2 sellers, indexed by @ = 1. (It can be seen from the results in Sec-
tion 1.3.3 that this analysis can be extended to a setting with more than 2 sellers, at
the cost of more complicated notation.) Seller ¢ produces k; resource types indexed by
7 =1,...,k;. For example, resource 7 may denote the flight of airline i scheduled to
depart from Atlanta to New York every Monday at 8am. Initially, before any resource
exchange, seller ¢ has quantity b; ; of resource j, and a constant marginal cost of ¢; ;

per unit of resource j consumed.
1.3.1 Multiple-Resource Network Example

In this section we provide an example with multiple resources to illustrate the models
that will be formulated in later sections. An airline flight network is shown in Figure 5,

and some flight data are given in Table 2.

Airport 2 Airport 3
Flight 3
Flight 7

Airport 4 Flight 6 Flight 8 Airport 5

Figure 5: Multiple-resource network example

In this network, airport 1 is a connection hub for both airlines. Each airline
operates 4 flights. For example, flight 5, taking place from airport 1 to airport 4, is

operated by airline 1, and has a capacity of 300 seats. The set of products that can
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Table 2: Flight information for the network example

Flight number | Airline | Departure | Arrival | Capacity
1 -1 1 2 300
2 -1 2 1 300
3 -1 1 3 300
4 -1 3 1 300
5 1 1 4 300
6 1 4 1 300
7 1 1 5 300
8 1 5 1 300

be sold by each airline is different in the case with no alliance and the case with an
alliance.

Table 3 shows the products and the corresponding itineraries (here simply specified
by the origin-destination pair) which could be offered by the two airlines. The column
labeled “Airline” specifies which airlines can sell each product in the case with no
alliance and the case with an alliance. For example, in the case with no alliance,
product 7 can be sold by airline 1 only, and in the case with an alliance, product 7
can be sold by both airlines (A denotes both airlines under alliance). Product 17,
involving travel from airport 3 to airport 4 via airport 1, can only be sold in the
case with an alliance, and in that case it can be sold by both airlines. However,
note that there is demand for travel from airport 3 to airport 4 both in the case
with no alliance and in the case with an alliance. In the case with no alliance, all
demand for travel from airport 3 to airport 4 is satisfied by buying two separate
tickets; a ticket from airline -1 for travel from airport 3 to airport 1 and a ticket
from airline 1 for travel from airport 1 to airport 4. In the case with an alliance,
demand for travel from airport 3 to airport 4 can be satisfied in four different ways:
(1) by buying a ticket from airline -1 for travel from airport 3 to airport 1 and a

ticket from airline 1 for travel from airport 1 to airport 4, or (2) by buying a ticket
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from airline 1 for travel from airport 3 to airport 1 and a ticket from airline -1 for
travel from airport 1 to airport 4, or (3) by buying a ticket for travel from airport 3
to airport 4 via airport 1 from airline -1, or (4) by buying a ticket for travel from
airport 3 to airport 4 via airport 1 from airline 1. In the case with an alliance, the
choices exercised by the buyers, and thus the resulting aggregate demand, depend on
the prices of the airlines for the different products. In this paper we consider linear

models of aggregate demand, as specified in more detail later.

Table 3: Product information for network example.

Product | Airline | Origin | Destination || Product | Airline | Origin | Destination
1 -1 or A 1 2 11 lorA 4 5
2 -lor A 2 1 12 lorA 5 4
3 -lor A 1 3 13 A only 2 4
4 -lor A 3 1 14 A only 4 2
5 -1 or A 2 3 15 A only 2 5
6 -lor A 3 2 16 A only 5 2
7 lorA 1 4 17 A only 3 4
8 lorA 4 1 18 A only 4 3
9 lorA 1 5 19 A only 3 5
10 lorA 5 1 20 A only 5 3

1.3.2 Resource Exchange Alliance Model

In this section we introduce a model of a resource exchange alliance involving multiple
resources. After resource exchange, seller i may have some of each resource supplied
by seller —i, as well as some of each resource supplied by itself. Index the union of
the resources by 7 = 1,...,k, where k = k_; + ky. Let b; = (bi1,...,bix) denote
the initial endowment of seller ¢ of each resource (b;; = 0 if resource j is supplied
by seller —i). Let x; denote the amount of resource j that seller 1 makes available

to seller —1. For example, z = (=110, —120, —100, —150, 140, 170, 130, 160) for the
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network in Section 1.3.1 means that airline —1 gives 110 seats on flight 1 to airline 1,
airline 1 gives 140 seats on flight 5 to airline —1, etc.

After resource exchange, seller i can sell m; products, indexed by £ = 1,...,m;.
In the example in Table 3, m; = 20 for ¢ = £1. Let v, , denote the price of seller ¢ for
product £ in excess of the marginal cost of the product, and d;, denote the demand
for product ¢ of seller i. Consider the following linear demand model:

m; m—;
dip = — Z Ei ooy + Z B_iroy—ip + Ciyg, (1.3.14)

=1 =1

where £, denotes the rate of change of the demand for product ¢ of seller ¢ with
respect to the price of product ¢’ of the same seller i, and B_; ¢ denotes the rate of
change of the demand for product ¢ of seller i with respect to the price of product ¢
of the other seller —i. Using matrix notation, d; = —E;y; + B_;y_; + C;, where
di,y;, C; € R™i B, € RMi*™i B, € R™-i*™i and attention is restricted to values of
(y_1,y1) such that d; > 0 for i = 1. Let A; € R**™i be the “network matrix”, i.e.,
A; j ¢ denotes the amount of resource j consumed by each unit of product ¢ sold by
seller 1.

Next we introduce the two-stage alliance design problem. Given a first stage
resource exchange decision z € R*, at the second stage each seller ¢ wants to solve

the following optimization problem:

max  y'd;
yi,di €RT

st Adi < bi—ix (1.3.15)
di = —-Eyi+B.y..+C; > 0.
We are interested in the Nash equilibrium defined by the two optimization prob-
lems (1.3.15) for i = 1.
A stochastic version of the alliance design problem is as follows. At the first stage,
when x is chosen, elements of matrices F; and B;, and vectors C;, are random. How-

ever, the network matrices A; are deterministic. Let & := (F_q, By, B_1, B1,C_1,CY)
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denote the random data vector. In the first stage the expected value with respect to
the distribution of ¢ of an objective (specified below) is optimized. Also, note that
the Nash equilibrium associated with the second stage depends on the realization of
£.

Let Q; := E; + EZT € R™>*™i denote the symmetric version of F;. We assume that
matrices F;, and hence ();, are positive definite. Let I,, denote the m x m identity
matrix, 0,, denotes the zero vector in R™, and 0, , denotes the zero matrix in R™*".

Then the optimization problem (1.3.15) can be written as follows:

min 39 Qiyi — y! B_iy—i — Cly;
yi€R+ (1316)

st.  Wi(Ew, —B_y—;) > mi+iMzx,

A; —b; I
Wi = ) n = W,Ci+ , M, =
A point (y*,(z),y;(x)) is a solution of the equilibrium problem if y(z) is an
optimal solution of problem (1.3.16) for ¢ = 1 when y_; = y*,(z), and also y*,(z)
is an optimal solution of problem (1.3.16) for i = —1 when y; = yj(z). Note that
(y*1(x),y;(x)) also depends on &, but the dependence is not shown in the notation.
(The above problem is called a generalized Nash equilibrium problem since the feasible

set of problem (1.3.16) depends on y_;.) Let Vi(z,§), i = £1, denote the optimal

objective values of problem (1.3.16) at the equilibrium point given data &, i.e.,
Vi(z,€) = 3y;(2)"Quy; () — y; (2) " B_iy”,(2) — Cly; (). (1.3.17)

Note that these functions are well defined only if the equilibrium point (y*,(x), y;(z))
exists and is unique. We will discuss existence and uniqueness of the equilibrium point
in Section 1.3.3.

At the first stage, we consider designs of the resource exchange alliance that aim

to maximize the total profit of the sellers. Let b = b; — b_; € R*. Note that b; > 0if

25



resource j is supplied by seller 1 and b; < 0 if resource j is supplied by seller —1. Let
l; and u; be lower and upper bounds, respectively, such that b;l; > 0 and bju; > 0,
that is, [;, u;, and b; have the same sign, and |/;| < |u;| < |b;|. Then the first stage

problem is as follows:

max {f(z) = E[V_i(z,&) + Vi(z, )]}
st. bz, > 0 Vi=1,....k (1.3.18)
1<l <0 Juyl Vi=1,... .k
As mentioned, the expectation in (1.3.18) is with respect to a specified probability
distribution of the data vector &. In particular, if a single value for £ is considered in
the first stage, then problem (1.3.18) is deterministic and the expectation operator

can be removed.
1.3.3 Existence and Uniqueness of Nash Equilibrium

Recall that the matrices ); are positive definite, and hence problem (1.3.16) is a con-
vex quadratic programming problem. The first order (KKT) necessary and sufficient

optimality conditions for problem (1.3.16) are

Qi — By —Ci—EJTW]XN, = 0
Wi (Ewyi — B_yy—) —n; —iMyx > 0
( ) (1.3.19)
N> 0
A Wi (Eyy; — B_iy—i) —m; — iMz] = 0,

where )\; denotes the vector of Lagrange multipliers associated with the inequality
constraints in (1.3.16). The optimality conditions (1.3.19) can be written as a varia-
tional inequality. For a closed convex set C' C R™ and a point z € C, we denote by

Nc(z) the normal cone to C at z € C,
Ne(z) ={veR™: vT(¢ —2) <0, ¥/ € C}.
By definition, N¢(z) := 0 if z ¢ C. Note that if C' is a convex cone and z € C,

then No(z) = {v € C* : v'z = 0}, where C* := {v € R™ : 0Tz <0, Vz €
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C} is the polar cone of C. In particular, if ¢ = R} and z € C, then N¢(z) =

{v<0:v,=0,i€ZI(z)}, where Z(z) := {i € {1,...,m} : z; > 0} Let us denote
2= (y_1, A\_1, Y1, A1) € R™=1 x RF-1Hm-1 5 R 5 RFFm
Since the first equation of (1.3.19) can be written as
Qi — B_iy—i — Ci — Ef W]\ € Nemi (13),
and the remaining two inequality conditions and the last equation of (1.3.19) as
—Wi(Eyi — B_iy—i) +mi +iMx € NRiﬁmZ' (Ai),
we can write the optimality conditions (1.3.19) as the following variational inequality
Az+h € Ng(z), (1.3.20)

k_ _
where K := R™-1 x Ri77™1 x R™ x REH™ and

Q-1 ETWT,  —-B; 0 -4
A - —WflEfl 0 Bl 0 7 b n-1— Mx

B, 0 Qi —ETWT e

B,1 0 —W1E1 0 m + Mzx

A widely used approach to establish existence and uniqueness of a solution to the
optimality conditions, and thus existence and uniqueness of a Nash equilibrium, is
to exploit monotonicity of the variational inequality. Note that matrix A is singular
since the my X (k; +m;) matrix EJ W] has more columns than rows (and similarly
for the matrix ET,WT,). Moreover, A has zero diagonal elements and hence cannot
be positive semidefinite. Therefore, the operator z — Az + h cannot be monotone.
This poses a certain problem for verification of existence and uniqueness of solutions

of the variational inequality (1.3.20), and thus a different approach is required.
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Consider the optimization problem

min SN Wi (B — Boy—i) — i — M)

Y-1y1,A-1,A =3
s.t. Qiy; — B_jy_; — C; — EiTI/VZ-T)\i = 0, i==1 (1.3.21)
Wi (Eywy; — B_yy—i) —mi —iMz > 0, i= =+l
A > 0, ==+l
Note that the objective value of problem (1.3.21) is nonnegative at all feasible points,
and (y*,,y7, A", A}) is a solution of the optimality conditions (1.3.19) if and only if

the optimal value of problem (1.3.21) is zero, in which case it is an optimal solution

of problem (1.3.21). It follows from the first equation of (1.3.19) that
NWi = ylQE ' —y,BLE —CTE .
After substitution of this into the objective, problem (1.3.21) becomes

min > (Wl QBT —yLBLET — CTEY) (Byys — Boiy—i) — Al (i + iM)]
Y—1,Y1,A-1,A1 ;11

A > 0, =+l
(1.3.22)

Note that the objective function of problem (1.3.22) is quadratic with its quadratic

term (y',yl) ¥ (y',,y7)T, where

Q.1+ B"E{'B_ —-B_,-Q_E°iB
o= P S (1.3.23)
—B1 — QB[ 'B, Qi+ BIE By
Note that problem (1.3.22) is a convex quadratic program if and only if the matrix

U, or equivalently the symmetric matrix ¥ + W', is positive semidefinite.

Theorem 1 Suppose that the problem (1.3.22) is feasible and that the matriz ¥,
defined in (1.3.23), is positive definite. Then problem (1.3.22) has an optimal solution
(y* 1, yi, N1, AY) with (y*1,y}) being unique. Moreover, if the optimal objective value

of problem (1.3.22) is zero, then (y*,,y7) is the unique Nash equilibrium.
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Proof The objective value of problem (1.3.22) is bounded from below by zero. It is
known that a quadratic program with a bounded from below objective value has an

optimal solution. To establish uniqueness, consider the problem

min {f(z,y):=2"Qr+a'z+b"y}, (1.3.24)
(z,y)eX

where X C R™ x R™ is a convex set and () is an ny X n; positive definite matrix.
Let (z7,y7) and (%, y5) be two optimal solutions of (1.3.24). Consider the function
o(t) = f(tx} + (1 — t)ad, tyy + (1 — t)y5). Note that ¢ is a quadratic function,
B(t) = at®+Bt+, where a = (x —x5)TQ(x} —x3). Note that a > 0 since @ is positive
definite, and thus ¢ is convex. Convexity of X and optimality of (z7, y;) and (23, v3)
implies that ¢(t) > ¢(0) = ¢(1) for all ¢ € [0, 1]. Moreover, convexity of ¢ implies that
o(t) < ¢(0) = ¢(1) for all t € [0,1]. Hence ¢(t) = ¢(0) = ¢(1) for all t € [0, 1], and
thus a = 0. Since () is positive definite it follows that x] = z3. Finally, if the optimal
objective value of problem (1.3.22), and hence of problem (1.3.21), is zero, then
(y* 1, 5, A", A7) satisfies the necessary and sufficient optimality conditions (1.3.19),

and thus (y*,y7) is the Nash equilibrium. g

Note that a similar approach can be used if there are more than two sellers. In
such a case more than two sets of optimality conditions of the form (1.3.19) will be
involved, and in the quadratic program (1.3.22) the index ¢ will take on more than
two values.

Hence, the question of existence and uniqueness of the Nash equilibrium can be
answered with the following steps: (1) verification that the matrix ¥ (or the sym-
metric matrix W+ UT) is positive definite, (2) solving the quadratic program (1.3.22)
if U is positive definite, and (3) verification that the optimal objective value is zero.
Note that if ¥ is positive definite, then the quadratic program (1.3.22) can be solved
efficiently and hence existence and uniqueness of the equilibrium point can be verified

numerically. Some simple necessary conditions and sufficient conditions for ¥ to be
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positive definite can be identified, but it seems difficult to give simple conditions that
are both necessary and sufficient for ¥ to be positive definite. A necessary condition
for W to be positive definite is that its block diagonal matrices Q_; + BT E;'B_;
and Q; + B E~| B, are positive definite. Note that these matrices are indeed positive
definite because E_; and E; are positive definite. Also, note that if B_; and B; are
null matrices, then matrix ¥ is the block diagonal matrix diag(Q_1, @1), and hence ¥
is positive definite because ()_; and () are positive definite. More general, if matrices
E; are “significantly bigger” than B;, then one may expect matrix ¥ to be positive
definite. Intuitively, if the demand for a seller’s product depends more strongly on
the prices of that seller (and especially the price of that product) than the prices
of the other seller, then one may expect matrix ¥ to be positive definite. Another

instructive example is the following.

Example Suppose that the products of the two sellers are direct substitutes for each
other, that is, for each product of seller ¢ there is a product of seller —: that is a
close substitute. This allows the possibility that seller —2 may not be able to sell the
substitute product because it does not have the resources to do so. It seems that
in the applications of interest, the set of products can always be chosen so that this
property holds. Hence, the matrices B; are squared, i.e., m_; = my. Suppose that

the matrices F; and B;, © = £1, are diagonal. Then @); = F; and
E_,+ B* B! -B,— B
-B.1—-B B, + B?E~}|

Since matrices E; are positive definite it follows that F) + B?E~] is positive definite,
and thus it follows by the Schur complement condition for positive definiteness that ¥
is positive definite if and only if the matrix E_;+ B2, E; ' —(B_1+B1)*(E,+B2E~ )™

is positive definite. Since matrices E; and B; are diagonal, this matrix is positive
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definite if and only if the matrix

(B +B* E;YE,+BIE-})-(B.1+B)* = E_E,+B* B{E{E;'-2B_ B,

is positive definite. In turn this matrix is positive definite if and only if the matrix
E* E?+ B* B -2FE_F\B_\B, = (E_E,—B_B))*

is positive definite. Note that the last matrix is always positive semidefinite and is
positive definite if and only if matrix £y Fy — B_1 By does not have any zero diagonal

elements.
1.3.4 No Alliance Model

In this section, we present a model for the setting with no alliance. This model will
be used to compare the profit under no alliance with the profit under an alliance and
the profit under perfect coordination. First we describe the demand model for the
setting with no alliance.

Under an alliance, there are a total of m distinct products. Some of the products
may be offered by only one seller, and some of the products may be offered by both
sellers. In the example in Table 3, m = 20 and each of the 20 products is offered by
both sellers in an alliance. These m products can be partitioned into three subsets:
sets L;, for © = £1, of products which can be offered by seller ¢ with and without an
alliance, and set Ly of products which could be offered only under an alliance. For
the example in Table 3, L_; contains products 1 to 6, L; contains products 7 to 12,
and Ly contains products 13 to 20.

As before, let 7, o denote the price of seller ¢ for product ¢ € L;. Suppose that the

resulting demand for product ¢ € L; is given by

die = — Z Eipiiw + Z B_iroi-iw + Cir. (1.3.25)
ek, VerL_;
Using matrix notation, d; = —Eﬂ]i + B_Z-gj_i + C’i, where Ji,gi,(} e RILl EZ- €

RILIXILil B, e RIF-il%Iil - and attention is restricted to values of (§_1, %) such that
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d; > 0 for i = +1. Let A; ;¢ denote the amount of resource j consumed by each unit
of product ¢ € L;, and let A; € RFi*ILil denote the network matrix.

Similar to the example with two resources in Section 1.2, the parameters E, B, C'in
demand model (1.3.14) and the parameters £, B, C' in demand model (1.3.25) should
be related in a particular way to facilitate a fair comparison of the prices, demands,
total profit, and consumer surplus between the settings with and without an alliance.
The derivation of the relation is given in Appendix B.

The setting with no alliance is formulated as a non-cooperative game in which
each seller ¢ wants to solve the optimization problem

max Y, a?z
gidi Rl

st. Adp < b (1.3.26)

The no alliance outcome is the Nash equilibrium defined by the two optimization
problems (1.3.26) for i = +1, as long as it exists and is unique. The Nash equilibrium

is computed using the same approach described in Section 1.3.3.
1.3.5 Perfect Coordination Model

The models with and without an alliance presented above are compared with a perfect
coordination model, given in this section. The perfect coordination model considers
a setting in which the sellers coordinate pricing to maximize the sum of the sellers’

profits, as given by the following optimization problem:

max T it Bsgs 4 C,
ng s 2, Y (Bt By 4 C)
B i(Eyi+ By +Ci) < boatb (1.3.27)
i=%1

-Ey,+B_iyi +C; > 0, i==xL
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1.3.6 Solution Approach

In this section, we present a solution method for the multiple-resource model described
in Section 1.3. Recall that in order to solve the problem (1.3.22), we have to solve
the second-stage Nash equilibrium problem, and that problem (1.3.22) can be solved
efficiently if the matrix ¥ defined in (1.3.23) is positive definite. Next consider the
first stage problem (1.3.18). Recall that the expectation in (1.3.18) is taken with
respect to the probability distribution of the random data vector £&. We assume that
we can sample from that distribution by using Monte Carlo sampling techniques and
hence generate an independent and identically distributed sample &1, ..., &Y. Next
we approximate the expectation with the sample average and construct the following

Sample Average Approximation (SAA) problem:

max {fule) = T [Vaile, €) + Vile, 6] §

st. bz, > 0 Vi=1,...k (1.3.28)

Gl <zl < g Vi=1,...,k

Theoretical properties of the SAA approach have been studied extensively (e.g.,
Shapiro et al. (2009)). Under mild conditions, the optimal objective value and opti-
mal solution of the SAA problem (1.3.28) converge to the optimal objective value and
optimal solution of the problem (1.3.18) (cf., Shapiro and Xu (2008)). The first-stage
problem may not be convex, and thus it may be hard to solve problem (1.3.28) to
optimality. For that reason, we may only ensure convergence to a stationary point of
the problem (1.3.18). Nevertheless, in our numerical experiments, typically solutions
seem to be stable and insensitive to the choice of starting point.

In order to solve the SAA problem (1.3.28) numerically, we need to compute
derivatives V,V;(z,£™) of the first-stage objective functions V; at a feasible point z
and sample point £". Consider a feasible point x, and assume that ¥ is positive
definite and that the second-stage problem has an equilibrium point (y*;(x), y;(z))

(the equilibrium depends on £" as well, but the dependence is not shown in the
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notation). Let (y*,(z),yi(z), \*,(z), \j(z)) be a solution of the system (1.3.19) of first
order optimality conditions (and thus (y*,(z), yi(x), A*;(z), Aj(z)) is also a solution of
the quadratic programming problem (1.3.21)). Note that, since ¥ is positive definite,
it holds that (y*,(x), y;(z)) is unique and is a continuous function of x (e.g., Bonnans
and Shapiro (2000)).

Recall that Lagrange multipliers corresponding to inactive constraints are zeros.

Let
Ty y-ix) = {je{l,....;k+m} : Wi(Ey; — B_yy_;) —m — iMz]; = 0}

denote the index set of active constraints of the problem (1.3.16). Assume that
the Lagrange multiplier vector is unique. It is said that the strict complementarity
condition holds at an equilibrium point (y*,(x),yi(z)) if among the corresponding
Lagrange multiplier vectors J\;, there exists at least one such that [\;]; > 0 for all
Jj € Li(yi(z),y";(x),x), for i = +1, i.e., there are Lagrange multipliers corresponding
to the active constraints that are positive.

Now, suppose that the strict complementarity condition holds at (y*,(x), y;(z)),
with [Af(z)]; > 0 for all j € Zy(y(x),y*;,(x),x), for i = £1. Then for small
perturbations dx of z, the active constraints remain active and the inactive con-
straints remain inactive. Therefore, by linearizing the optimality conditions (1.3.19)

at (y*1(z),yi(x), \* {(x), Ai(x)), the following system of m_; + my + 2k linear equa-

tions in m_; + my + 2k unknowns (dy_1, dy1,dA_1,d)\;) is obtained:

Qidy; — B_idy_; — EfWTd)\; = 0, i==l1
(Wi (Eidy; — B_idy—;) —iMdx]; = 0, j€Li(y;(x),y%(x),z), i==%l

[dX]; = 0, &Ly (x),y%(x),2), i==+L
(1.3.29)

Suppose that the linear system (1.3.29) is nonsingular. Then for any dz sufficiently
small, the system (1.3.29) has a unique solution, and by the Implicit Function The-

orem, the solution of (1.3.29) gives the differential of (y*,(x), yi(x), A\*1(x), Aj(z)) at
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x. More specifically, the system (1.3.29) can be written in the form
S(dyfb dyb d)\fla d)\l) = dea

where S € R(m-1tmi+2k)x(m_1+mi+2k) anq T ¢ Rm-1tmi+2k)xk If the matrix S is

nonsingular, then (dy_y, dyy, d\_1,d\;) = S™'T dx, and thus

Yy (2), (), N (z), N[ () = ST
It follows from (1.3.17) that

VoVi(x, &) = Vyi(2)"Quyi(x) — Vyi(z)"B_iy” (x) (1.3.30)
—Vy* ()" BLy; (z) — Vy; (2)"C; (1.3.31)
V2 Vi(2,€) = Vyi(e)"Q:iVy:(x) — Vi (2)TB_Vy ,(x)  (1.3.32)

—Vy*,(2) "B, Vy} () (1.3.33)

can be calculated easily.

The analysis above shows that sufficient conditions for differentiability of V; with
respect to x at (x, &) are the strict complementarity condition and nondegeneracy of
the system (1.3.29). These conditions are not necessary — for example, if M; = 0
for i = 1, then V;(z, &) is constant and hence differentiable with respect to x. Also,
the expectation operator often smooths nondifferentiable functions. For example, if
V. Vi(z,€) exists for almost every ¢ and a mild boundedness condition holds, then
E[Vi(z, )] is differentiable at x and V, E[V;(z,&)] = E[V.V;(z,£)] (e.g., Shapiro et al.
(2009) Theorem 7.44).

The derivatives in (1.3.30) and (1.3.33) are used to solve SAA problems (1.3.28)

with a trust-region method. Numerical results are given in Section 1.4.
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1.4 Numerical Examples

In this Section, we present numerical results to compare profits in settings with an
alliance, no alliance, and perfect coordination, for the multiple-resource models de-
scribed in Chapter 1.3. We present results for the network example given in Sec-
tion 1.3.1. We first present the results for the deterministic case with known demand
functions in Section 1.4.1, and then present results for the stochastic case with random

demand functions in Section 1.4.2.
1.4.1 Deterministic Examples

We first describe how the input data E;, B;, and C; for the numerical examples were
chosen. For the example network, m_; = m; = 20, and thus FE;, B, € R*>*20 and
C; € R? for i = +1. For each instance, a specific ratio r; € [0, 1) is chosen such that
|B_iv0r| = 71| Eigw|. Thus, ris similar to the ratio v/ of the two-resource example in
Section 1.2.3, and represents the level of differentiation between the sellers’ products.
For all instances, it was verified that the resulting matrix ¥ defined in (1.3.23) was
positive definite.

For the no alliance setting, we used the transformations in Appendix B to obtain
E;, B;, and C;. In addition, we investigated the effect of a difference in product
attractiveness between the settings with and without an alliance. As mentioned, in a
setting without an alliance, a buyer may have to buy products from multiple sellers
and combine them to obtain the product desired by the buyer. Under an alliance a
seller may offer the combined product to the buyer, making it more convenient for
the buyer to obtain the product (“one-stop shopping”). There may be additional
ways in which an alliance increases demand. For example, with an airline alliance,
the coordination of connecting flight schedules to reduce lay-over time or missed
connections, rebooking in case of missed connections, and coordination of baggage

handling, may further enhance the combined product under an alliance. This might
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increase the potential demand level under an alliance compared to that under no
alliance. Motivated by these observations, we solved some instances in which the
demands under no alliance is obtained using the transformations in Appendix B, but
with a reduction in the demand for products assembled from more than one seller
by a factor of ro € (0,1] (in the notation of that section, the part of the demand for
products in L; derived from the demand for products in Ly _; U Ly; was reduced by
a factor of r3).

The two-stage alliance design problem (1.3.18) was solved using a trust region
algorithm. At each iteration, given the current value of the resource exchange vector z,
the convex quadratic program (1.3.21) was solved. It was verified that the optimal
objective value of (1.3.21) was zero, that is, the solution of (1.3.21) gave a solution of
the second stage equilibrium problem (1.3.15) for ¢ = £1. It was also verified that the
strict complimentary condition held and that the system (1.3.29) was nonsingular.
Next the derivatives of the objective function of (1.3.18) with respect to x could be
computed, and the trust region algorithm could execute the next iteration.

As mentioned, the objective function of (1.3.18) may not be convex. To address
the concern of potential multiple local optima, for each instance we used 50 different
starting points xo for the first iteration. For each instance, all 50 starting points lead
to similar final solutions and final objective values.

For the no alliance model, the second-stage equilibrium problem had to be solved
only once for each instance. For the perfect coordination model, the convex quadratic
optimization problem (1.3.27) also had to be solved only once for each instance.

Table 4 presents the total profits under different levels of product differentiation
represented by different values of r; for ro = 1 and with diagonal matrices F; and
B;. The largest increase in profits relative to the no alliance setting was obtained
under high levels of product differentiation. For example, when r; = 0.2, an alliance

increases the profit of the no alliance setting by 7.92%, and perfect coordination
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increases the profit by 7.98%. Even under a low level of product differentiation (r; =
0.8), an alliance still increases the profit by 2.88%, and perfect coordination increases
the profit by 4.99%. Similar results were obtained with non-diagonal matrices.

We also compared profits for different values of ro. Table 5 compares the total
profits under different levels of convenience represented by different values of ry for
r1 = 0.5 and with diagonal matrices F; and B;. As expected, the relative increase in

profit is larger for smaller values of rs.
1.4.2 Stochastic Examples

In this section, we present results for the stochastic model (that is, the first stage
problem (1.3.18) with expectation in the objective) presented in Section 1.3. The
random data F;, B;, and C; followed a multivariate normal distribution with means
as described in Section 1.4.1, standard deviations proportional to the means, and
correlation coefficients of 0.6.

We generated and solved SAA problems with different sample sizes N = 20, 40, . . ., 500.
At each iteration of the first-stage problem, the second-stage problem was solved for
each of the N sample points £". Then, for each of the N sample points £", the deriva-
tives of Vj(x, &™) were computed as given in (1.3.30) and (1.3.33). The averages of
these derivatives over the N sample points then gave the derivatives of the first-stage
objective of the SAA problem (1.3.28).

Finally, after a resource exchange x was chosen by solving a SAA problem, we
compared the total profits in the alliance, no alliance, and perfect coordination set-
tings with an independent and identically distributed sample of 1000 sample points,
independent of the samples used in the SAA problem. Table 6 reports the number of
iterations of the trust region algorithm until termination, the resource exchange solu-
tion x,, at termination, the objective value (0bj,:) of the SAA problem at z,,, and

the gradient norm (||g||) of the SAA objective function at x,,, for different sample
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Table 4: Comparison of total profit for a resource exchange alliance, no alliance, and perfect coordination, for different levels of

product differentiation.

Deterministic Model r =02 ri =05 =08
Total Relative Total Relative Total Relative
(rg =1) Revenue | increase (%) | Revenue | increase (%) | Revenue | increase (%)
No alliance 318060.00 322790.00 326980.00
Perfect Coordination | 343430.00 7.98 343340.00 6.37 343300.00 4.99
Alliance 343235.54 7.92 341615.26 5.83 336386.89 2.88

Table 5: Comparison of maximum achievable total revenue under different convenience level

Deterministic Model re = 0.2 (High). ro = 0.6 | ro =1 (No Differex'lce)
Total Relative Total Relative Total Relative
(ry =0.5) Revenue | increase (%) | Revenue | increase (%) | Revenue | increase (%)
No alliance 311590.00 318450.00 322790.00
Perfect Coordination | 343340.00 10.19 343340.00 7.82 343340.00 6.37
Alliance 341615.26 9.64 318450.00 7.27 341615.26 5.83




sizes N, for the network example in Section 1.3.1. As far as we know, these are the
first stochastic mathematical programs with equilibrium constraints motivated by an
application that have been solved.

Figure 6 presents a histogram of the pairwise difference in total profit between an
alliance and no alliance, again using a sample of 1000 sample points, independent of
the samples used in the SAA problem. The total profit under an alliance was larger

for all 1000 sample points, with the percentage increase varying from 5.24% to 6.31%.

Figure 6: Histogram of the pairwise difference in total profit between an alliance and
no alliance, using a sample of 1000 sample points.
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1.4.3 Robustness With Respect to Resource Exchange

So far, we have compared the total profit under an alliance with the total profit
under no alliance after computing the optimal exchange. An important question
is how robust the improvement in total profit is with respect to choice of resource
exchange. In this section we present a simple example to cast some light on the

question.

40



v

Table 6: Optimal solution under different sample sizes for the stochastic case

n Liter | objow | loll | %om

20 41 | -340950.08 | 1.08E-04 | 144.41 154.96 139.45 148.01 -150.07 -158.56 -139.32 -152.32
60 | 36 |-340983.90 | 1.83E-04 | 144.78 155.30 139.70 148.30 -149.84 -158.17 -138.93 -152.09
100 | 39 | -340886.90 | 3.53E-05 | 144.35 154.93 139.36 147.87 -150.27 -158.53 -139.27 -152.48
140 | 37 | -340889.10 | 1.51E-04 | 144.53 155.11 139.51 148.06 -150.16 -158.36 -139.05 -152.33
180 | 38 | -340843.67 | 9.08E-06 | 144.60 155.22 139.63 148.16 -150.06 -158.25 -138.92 -152.25
220 | 39 | -340856.47 | 1.46E-05 | 144.65 155.31 139.74 148.22 -149.98 -158.17 -138.85 -152.16
260 | 38 | -340937.31 | 4.20E-05 | 144.61 155.28 139.70 148.19 -150.00 -158.22 -138.90 -152.19
300 | 43 | -340933.57 | 3.25E-05 | 144.67 155.34 139.76 148.27 -149.94 -158.16 -138.82 -152.14
340 | 40 | -341218.94 | 1.00E-05 | 144.61 155.27 139.69 148.21 -149.99 -158.22 -138.87 -152.19
380 | 42 |-341170.71 | 2.46E-05 | 144.61 155.29 139.71 148.21 -149.99 -158.21 -138.86 -152.19
420 | 41 | -341118.56 | 1.04E-04 | 144.57 155.25 139.65 148.17 -150.02 -158.26 -138.91 -152.25
460 | 40 | -341222.77 | 4.41E-05 | 144.58 155.28 139.69 148.19 -149.99 -158.25 -138.91 -152.22
500 | 41 | -341329.49 | 8.62E-05 | 144.61 155.32 139.73 148.23 -149.95 -158.20 -138.86 -152.18

2 n: sample size

b iter: number of iterations when algorithm stopped

¢ 0bjope: objective function value at the optimal solution
d1lg]|: gradient norm at the optimal solution

¢ Tope: optimal solution




Suppose that airline —1 operates a flight with capacity 300 from A to B, and
airline 1 operates a flight with capacity 300 from B to C'. After resource exchange,
each airline can offer three products: itineraries from A to B, from B to ', and from
A via B to C. Figure 7(a) shows the percentage increase in total profit of the alliance
relative to no alliance, as a function of the number of seats that airline 1 (airline —1)
makes available to airline —1 (airline 1) shown on the z-axis (y-axis). Figure 7(b)
shows a histogram of the percentage increase in total profit of the alliance relative to
no alliance for 770 different resource exchanges. As shown, the percentage increase
ranges from -4.78% to 3.77%, the alliance profit is larger than the no alliance profit
for 68% of the exchanges, and the average percentage increase is 0.75%. Thus, an
alliance with an exchange that is not carefully chosen could be worse than no alliance,
but the improvement of an alliance over no alliance seems quite robust with respect

to deviations from the optimal exchange.
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(a) Percentage increase in total profit of the al- (b) Histogram of percentage increase in total
liance relative to no alliance, as a function of the profit of the alliance relative to no alliance for
resource exchange. 770 different resource exchanges.

Figure 7: Robustness of increase in total profit of the alliance relative to no alliance
with respect to resource exchange.
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1.5 Conclusion

In this study we presented an economic motivation for interest in alliances, by showing
that without an alliance sellers will tend to price their products too high and sell too
little, thereby foregoing potential profit, especially if the capacity is large. We showed
that under a resource exchange alliance, some of the foregone profit can be captured.
In fact, in the two-resource example, the alliance attained the same total profit as
perfect coordination, except when capacity is large and the products of the sellers are
complements.

We formulated the problem of determining the optimal amounts of resources to
exchange as a mathematical program with equilibrium constraints, taking the com-
petition into account that results from alliance members selling similar products. In
general, mathematical programs with equilibrium constraints are hard to solve, espe-
cially in the stochastic case with random problem parameters. We used a trust region
algorithm to search for an optimal exchange, and used it to solve example problems.

Many research questions regarding alliances remain. In this study we consider
one type of alliance, namely resource exchange alliances. Such alliances are attractive
because they do not require complicated coordination after the resource exchange
has taken place, and because such alliances should not have anti-trust problems,
since they enhance competition instead of reducing competition. However, there are
many other potential alliance structures of interest that remain to be analyzed and
compared in greater detail.

The problem of optimal revenue management under an alliance is very challenging,
and has not received much attention in the literature. This study does not address
operational level revenue management under an alliance — the purpose of this paper
is to obtain insight into conditions under which a resource exchange alliance can
provide greater profit than the setting without an alliance, and to propose a model

and a method to compute good resource exchange amounts. Thus the problem of
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optimal revenue management under an alliance remains to be addressed.
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CHAPTER II

CONDITIONAL VALUE-AT-RISK AND AVERAGE
VALUE-AT-RISK: ESTIMATION AND ASYMPTOTICS
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2.1 Introduction

In the financial industry, sell-side analysts periodically publish recommendations of
underlying securities with target prices (e.g., the Goldman Sachs Conviction Buy
List). These recommendations reflect specific economic conditions and influence in-
vestors’ decisions and thus price movements. However, this type of analysis does not
provide risk measures associated with underlying companies. We see similar phenom-
ena in buy-side analysis as well. Each analyst or team covers different sectors (e.g.,
the airline industry vs. semi-conductor industry) and typically makes separate rec-
ommendations for the portfolio managers without associated risk measures. However,
the risk measure of the companies that are covered are one of the most important
factors for investment decision making. In this study, we consider ways to estimate
risk measures for a single asset at given market conditions. This information could
be useful for investors and portfolio managers to compare prospective securities and
to pick the best ones. For example, when portfolio managers expect crude oil price
to spike (due to inflation or geo-political conflicts), they could select securities less
sensitive to oil price movements in the airline industry.

In order to formalize our discussion, let us introduce the following setting. Let
(Q2, F) be a measurable space equipped with probability measure P. A measurable
function Y : 2 — R is called a random variable. With random variable Y, we asso-
ciate a number p(Y') which we refer to as a risk measure. We assume that “smaller
is better,” i.e., between two possible realizations of random data, we prefer the one
with a smaller value of p(-). The term “risk measure” is somewhat unfortunate since
it can be confused with the term probability measure. Moreover, in applications, one
often tries to reach a compromise between minimizing the expectation (i.e., minimiz-
ing on average) and controlling the associated risk. Thus, some authors use the term

“mean-risk measure,” or “acceptability functional” (e.g., Pflug and Rémisch (2007)).
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For historical reasons, we use here the “risk measure” terminology. Formally, risk mea-
sure is a function p : ) — R defined on an appropriate space ) of random variables.
For example, in some applications, it is natural to use the space Y = L,(Q, F, P),
with p € [1,00), of random variables having finite p-th-order moments.

It was suggested in Artzner et al. (1999) that a “good” risk measure should have

the following properties (axioms), and such risk measures were called coherent.
(A1) Monotonicity: If Y)Y’ € Y and Y = Y’, then p(Y) > p(Y’).

(A2) Convexity:

p(tY + (1 —1)Y") <tp(Y) + (1 —t)p(Y”)

forall Y)Y’ € Y and all t € [0, 1].
(A3) Translation Equivariance: If a € R and Y € Y, then p(Y +a) = p(Y) + a.

(A4) Positive Homogeneity: If ¢ > 0 and Y € Y, then p(tY) = tp(Y).

The notation Y > Y’ means that Y (w) > Y'(w) for a.e. w € Q. We may refer, e.g.,
to Detlefsen and Scandolo (2005), Weber (2006), Follmer and Schied (2011) for a
further discussion of mathematical properties of risk measures.

An important example of risk measures is the Value-at-Risk measure
VAR, (Y) = inf{t : Fy(t) > a}, (2.1.34)

where a € (0,1) and Fy(t) = Pr(Y < t) is the cumulative distribution function
(cdf) of YV, i.e., VQR,(Y) = Fy, '(a) is the left side a-quantile of the distribution of
Y. This risk measure satisfies axioms (A1),(A3) and (A4), but not (A2), and hence
is not coherent. Another important example is the so-called Average Value-at-Risk

measure, which can be defined as

AV@R,(Y) =inf {t + (1 — a) 'E[Y —t],} (2.1.35)

teR
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(cf., Rockafellar and Uryasev (2002)), or equivalently
1

—

AVER,(Y) = - / 1 V@R, (Y)dr. (2.1.36)

Note that AV@R,(Y') is finite iff E[Y]; < co. Therefore, it is natural to use the space
Y = Li(Q, F, P) of random variables having finite first order moment for the AV@R,,
risk measure. The Average Value-at-Risk measure is also called the Conditional
Value-at-Risk or Expected Shortfall measure. (Since we discuss here “conditional”
variants of risk measures, we use the Average Value-at-Risk rather than Conditional
Value-at-Risk terminology.)

The Value-at-Risk and Average Value-at-Risk measures are widely used to mea-
sure and manage risk in the financial industry (see, e.g., Jorion (2003), Duffie and
Singleton (2003), Gaglianone et al. (2011) for the financial background and various
applications). Note that in the above two examples, risk measures are functions of
the distribution of Y. Such risk measures are called law invariant. Law invariant
risk measures have been studied extensively in the financial risk management liter-
ature (e.g., Acerbi (2002), Frey and McNeil (2002), Scaillet (2004), Fermanian and
Scaillet (2005), Chen and Tang (2005), Zhu and Fukushima (2009), Jackson and Per-
raudin (2000), Berkowitz et al. (2002), Bluhm et al. (2002), and reference therein).
Sometimes, we write a law invariant risk measure as a function p(F’) of cdf F.

Now let us consider a situation where there exists information composed of eco-
nomic and market variables X7, ..., X}, which can be considered as a set of predictors
for a variable of interest Y. In that case, one can be interested in estimation of a risk
measure of Y conditional on observed values of predictors X7, ..., X;. For example,
suppose we want to measure (predict) the risk of a single asset given specific economic
conditions represented by market index and interest rates. Then, for a random vector
X = (X1,...,X3)" of relevant predictors, the conditional version of a law invariant
risk measure p, denoted p(Y'|X) or px(Y), is obtained by applying p to the condi-

tional distribution of Y given X. In particular, V@R, (Y| X) is the a-quantile of the
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conditional distribution of Y given X, and
1 1
AV@R,(Y|X) = 1—/ VAR, (Y|X)dr. (2.1.37)

Recently, several researchers have paid attention to estimation of the conditional
risk measures. For the conditional Value-at-Risk, Chernozhukov and Umantsev (2001)
used a polynomial type regression quantile model and Engle and Manganelli (2004)
proposed the model which specifies the evolution of the quantile over time using a
special type of autoregressive processes. In both models, unknown parameters were
estimated by minimizing the regression quantile loss function. For conditional Aver-
age Value-at-Risk, Scaillet (2005) and Cai and Wang (2008) utilized Nadaraya-Watson
(NW) type nonparametric double kernel estimation while Peracchi and Tanase (2008)
and Leorato et al. (2010) used the semiparametric method.

In this study, we discuss procedures for estimation of conditional risk measures.
Especially, we will pay attention to estimation of conditional Value-at-Risk and Aver-

age Value-at-Risk measures. We assume the following linear model (linear regression)
Y =06,+8"X +e¢, (2.1.38)

where By and 8 = (B4, ..., B) " are (unknown) parameters of the model and the error
(noise) random variable ¢ is assumed to be independent of random vector X. Meaning
of the model (2.1.38) is that there is a true (population) value g, 8* of the respective
parameters for which (2.1.38) holds. Sometimes, we will write this explicitly and
sometimes suppress this in the notation.

Let p(-) be a law invariant risk measure satisfying axiom (A3) (Translation Equiv-
ariance), and p|x(-) be its conditional analogue. Note that because of the indepen-
dence of € and X, it follows that px(e) = p(e). Together with axiom (A3), this

implies
px(Y)=px(Bo+B"X+e)=5+B8" X +px(e)=Fo+B"X +p(e). (2.1.39)
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Since By+p(e) = p(e+ ), we can set p(e) = 0 by adding a constant to the error term.
In that case, for the true values of the parameters, we have px(Y) = 35 + B TX.
Hence, the question is how to estimate these (true) values (%, 3* of the respective
parameters.

This study is organized as follows. In Section 2.2, we describe two different estima-
tion procedures for the conditional risk measures; one is based on residuals of the least
squares estimation procedure and the other is based on the M-estimation approach.
Asymptotic properties of both estimators are provided in Section 2.3. In Section
2.4, we investigate the finite sample and asymptotic properties of the considered es-
timators. We present Monte Carlo simulation results under different distribution
assumptions of the error term. Later, we illustrate the performance of different meth-
ods on the real data (different financial asset classes) in Section 2.5. Finally, Section

2.6 gives some conclusion remarks and suggestions for future research directions.
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2.2 Basic Estimation Procedures

Suppose that we have N observations (data points) (Y;, X;), i« = 1,..., N, which

satisfy the linear regression model (2.1.38), i.e.,
Y;=py+8"X; +¢e;, i=1,..,N. (2.2.40)

We assume that: (i) X;, i = 1,..., N, are iid (independent identically distributed)
random vectors, and write X for random vector having the same distribution as X,
(ii) the errors €y, ..,en are iid with finite second order moments and independent of
X ;. We denote by 0 = Var[e;] the common variance of the error terms.

There are two basic approaches to estimation of the true values of gy and 3. One
approach is to apply the standard Least Squares (LS) estimation procedure and then
to make an adjustment of the estimate of the intercept parameter ;. That is, let
By and B be the least squares estimators of the respective parameters of the linear
model (2.2.40) and

e, =Y, —Bo—B X,;, i1=1,...,N, (2.2.41)

be the corresponding residuals. By the standard theory of the LS method, we have
that Bo and 3 are unbiased estimators of the respective parameters of the linear model
(2.1.38) provided E[g] = 0. Therefore, we need to make the correction 3y + p(e) of the
intercept estimator. If we knew the true values 1, ..., ey of the error term, we could
estimate p(e) by replacing the cdf F. of ¢ by its empirical estimate F& ~ associated
with €1, ...,en, i.e., to estimate p(F.) by p(F&N). Since true values of the error term
are unknown, it is a natural idea to replace €1, ..., ey by the residual values ey, ..., en.
Hence, we use the estimator Bo + p(F&N), where FB,N is the empirical cdf of the
residual values, i.e., F& ~ is the cdf of the probability distribution assigning mass 1/N
to each point e;, i = 1,..., N (see section 2.3.1 for further discussion). We refer to

this estimation approach as the Least Squares Residuals (LSR) method.

An alternative approach is based on the following idea. Suppose that we can
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construct a function h(y,0) of y € R and 6 € R, convex in 6, such that the minimizer
of Ep[h(Y,0)] will be equal to p(F), i.e., p(F') = arg ming Ep[h(Y, 0)]. Since p(Y +a) =
p(Y) + a for any a € R, it follows that the function A(y,#) should be of the form
h(y,0) = 1 (y — 0) for some convex function ¢ : R — R. We refer to ¢ (-) as the error

function. Therefore, we need to construct an error function such that
p(F) = arg main Er[v(Y —0))]. (2.2.42)
This is equivalent to solving the equation
Er[o(Y —0)] =0, (2.2.43)

where ¢(t) := ¢/(t). Note that the error function v (-) could be nondifferentiable, in
which case the corresponding derivative function ¢(-) is discontinuous. That is, the
function ¢(-) is monotonically nondecreasing.

The corresponding estimators Bo and 3 are taken as solutions of the optimization

problem

N
Min 21 v (Y= 6 —B'X). (2.2.44)
In the statistics literature, such estimators are called M-estimators (the terminology
which we will follow) and for an appropriate choice of the error function, this is the
approach of robust regression (Huber (1981)). For the VQR,, risk measure, the error

function is readily available (recall that [t]; = max{0,t}):
Y(t) = aft]ls + (1 — o) [t (2.2.45)

The corresponding robust regression approach is known as the quantile regression
method (cf. Koenker (2005)).

For coherent risk measures, the situation is more delicate. Let us make the fol-
lowing observations. Suppose that the representation (2.2.42) holds. Let F; and Fy
be two cdf such that p(F}) = p(F2) = 6. Then it follows by (2.2.42) (by (2.2.43)) that
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p(tFy + (1 — t)Fy) = 0 for any t € [0,1]. This is quite a strong necessary condition
for existence of a representation of the form (2.2.42). It certainly doesn’t hold for the
AV@R,, a € (0, 1), risk measure (See proof of theorem 11, p.760, in Gneiting (2011)).

This shows that for general coherent risk measures, possibility of constructing the
corresponding M-estimators is rather exceptional, and such estimators certainly do
not exist for the AV@QR,, risk measure. Nevertheless, it is possible to construct the
following approximations (this construction is essentially due to Rockafellar et al.

(2008)).

Proposition 1 Let ¢; : R = R, j = 1,...,r, be convex functions, \; € R be such

that 33%_ Aj =1 and

E(Y) = inf {E

TERT

i%‘(y - Tj)] : zr:/\ﬂ'j = 0} : (2.2.46)

Moreover, let S;(Y') be a minimizer of E[t);(Y — 0)] over 8 € R. Then S(Y) :=
> i1 AiSi(Y) is a minimizer of E(Y — 0) over 0 € R.

Proof Proof Consider the problem

Min E
0,7

XT: ¢J(Y —0— Tj)] S.t. XT: AjTj = 0. (2247)

j=1
By making change of variables n; = 6 4+ 7;, j = 1,...,7, we can write this problem in
the form

Min E
0,

> (Y - nj)] st Y Amy =6, (2.2.48)
j=1 Jj=1

Since S;(Y') is a minimizer of E [¢;(Y — n;)], it follows that n; = S;(Y), 1 =1, ..,

0 = S(Y), is an optimal solution of problem (2.2.48). This completes the prof. J

In particular, we can consider functions v;(-) of the form (2.2.45), i.e.,

V;(t) = aylt]y + (1 — ay)[~t]4, (2.2.49)
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for some o € (0,1), j = 1,...,r. Then S;(Y) = V@R, (Y") and hence the risk measure
> =1 A V@R, (Y) is a minimizer of £(Y — ). We can view Y7, VAR, (V) as a

discretization of the integral —— f; V@R, (Y)dr if we set A := (1 — «)/r and take
No=1—-a) A aji=a+ (j—05)A, j=1,..r (2.2.50)

For this choice of \;, o, and by formula (2.1.36), we have that

1
-«

/\@mAYMrzjj&V@&AY%:ﬂY) (2.2.51)

Jj=1

AV@R,(Y) = .
Consider now the problem
1}4135(1/ — By — B X). (2.2.52)
0,

By the definition (2.2.46) of £(-), we can write this problem in the following equivalent

form

Min E S5 i(Y = B BTX = 1)| st X Am =0, (2.2.53)

The so-called Sample Average Approximation (SAA) of this problem is

N r r
1
7,00,
=1 j=1 j=1

The above problem (2.2.54) can be formulated as a linear programming problem.

Following Rockafellar et al. (2008), we consider the following estimators.

Mixed quantile estimator for AVA@R,(Y|x)
We refer to Sy + BTaz as the mized quantile estimator of AVAQR,(Y|x), where

(7, By, B) is an optimal solution of problem (2.2.54).

This idea can be extended to a larger class of law invariant risk measures. For

example, consider a risk measure
p(Y) = cE[Y]+ (1 — ¢)AVQR,(Y) (2.2.55)
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for some constants ¢ € [0,1] and a € (0,1). Recall that the minimizer of E[(Y —
t)?] is t* = E[Y]. Therefore, by taking function t(¢) := t?, functions 1;(¢) of the
form (2.2.49), A;, and «; given in (2.2.50), we can construct the corresponding error

function

E(Y):= inf {E

TcRr+1

oY — 79) + Z%(Y - Tj)] teTo + Z(l — C)NTj = 0} :

(2.2.56)

As another example, consider risk measures of the form

p(Y) = /0 1 AV@R,, (Y)du(a), (2.2.57)

where 1 is a probability measure on the interval [0,1). By a result due to Kusuoka
(2001), this measures form a class of the comonote law invariant coherent risk mea-
sures. By (2.1.36), we can write such risk measure as
1,1 1
p(Y) = / / (1 —a) 'V@R(Y)drdu(a) = / w(T)VAQR.(Y)dr, (2.2.58)
0 «a 0
where w(7) := [;(1 — ) 'du(e). Such risk measures are also called spectral risk
measures (Acerbi (2002)). By making a discretization of the above integral (2.2.58),
we can proceed as above.
It could be remarked here that while the LSR approach is quite general, the

approach based on mixing M-estimators is somewhat restrictive. Constructing an

appropriate error function for a particular risk measure could be quite involved.

2.3 Large Sample Statistical Inference

In the previous section, we formulated two approaches, the LSR estimators and mixed
M-estimators, to estimation of the true (population) values of parameters g, 3* of
the linear model (2.1.38) such that p(¢) = 0. For the V@R, risk measure, the corre-

sponding M-estimators BO and B are taken as solutions of the optimization problem
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(2.2.44), with the error function (2.2.45), and referred to as the quantile regression es-
timators. For the AV@R,, risk measure and more generally comonotone risk measures
of the form (2.2.58), we constructed the corresponding mixed quantile estimators
7, By, B. In this section, we discuss statistical properties of these estimators. In par-
ticular, we address the question of which of these two estimation procedures is more

efficient by computing corresponding asymptotic variances.
2.3.1 Statistical Inference of Least Squares Residual Estimators

The linear model (2.2.40) can be written as
Y = X[fo; 8] + €, (2.3.59)

where Y = (Y1, ..., Yn)T is N x 1 vector of responses, X is N x (k + 1) data matrix of
predictor variables with rows (1, X]), i = 1,..., N, (i.e., first column of X is column
of ones), B8 = (B4, ..., Bx) " vector of parameters and € = (gq,..,ex)" is N x 1 vector
of errors. By [Bo; 8], we denote (k + 1) x 1 vector (8p,87)T. We assume that the
conditions (i) and (ii), specified at the beginning of section 2.2, hold. It is also
possible to view data points X; as deterministic. In that case, we assume that X has
full column rank &k + 1.

Let 3y and B be the least squares estimators of the respective parameters of the lin-
ear model (2.2.40). Recall that these estimators are given by [8y; 8] = (X'X)"'XTY,

vector of residuals e := Y — X[f, 8] is given by
€ = (IN—H)Y: (IN—H)G,

where Iy is the N x N identity matrix, and H = X(X"X)"'X" is the so-called hat
matrix. Note that trace(H) = k + 1 and we have that
gi—ei =L X])(XTX)'X"e, i=1,..,N. (2.3.60)

If we knew errors &1, ..,ey, we could estimate p(e) by the corresponding sample
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estimate based on the empirical cdf

F.n()=N"" ZH[&.,O@)(-), (2.3.61)

where I4(-) denotes the indicator function of set A. However, the true values of the
errors are unknown. Therefore, in the LSR approach we replace them by the residuals
computed by the least squares method and hence estimate p(g) by employing the
respective empirical cdf F, y(-) instead of F. y(-).

The first natural question is whether the LSR estimators are consistent, i.e., con-
verge w.p.1 to their true values as the sample size N tends to infinity. It is well known
that, under the specified assumptions, the LS estimators Bo and 3 are consistent, with
o being consistent under the condition E[e] = 0. The question of consistency of em-
pirical estimates of law invariant coherent risk measures was studied in Wozabal and
Wozabal (2009). It was shown that, under mild regularity conditions, such estimators
are consistent. In particular, the consistency holds for the comonotone risk measures

A

of the form (2.2.58), i.e., p(F: ) converges w.p.1 to p(F;) as N — oo. It is also

A A

possible to show that the difference p(F: n) — p(Fe ) tends w.p.1 to zero and hence
p(F@N) converges w.p.1 to p(F.) as well. A rigorous proof of this could be quite
technical and will be beyond the scope of this study.

We have that the LS estimator [50; B} asymptotically has normal distribution with
the asymptotic covariance matrix N~'0?Q ", where p := E[X], £ :=E [X X | and
Q.= Lot . Consequently, for a given x, the estimate BO + a3 asymptotically

[T

has normal distribution with the asymptotic variance N~'o?[1; 27]Q[1;2"]".

We also have that random vectors (Bo, B) and e are uncorrelated. Therefore, if
errors g; have normal distribution, then vectors (BO, B) and e jointly have a multivari-
ate normal distribution and these vectors are independent. Consequently, Go+ a3

and p(F. ) are independent. For nonnormal distribution, this independence holds

asymptotically and thus asymptotically 3, + '8 and p(Fe, ~) are uncorrelated.
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Asymptotics of empirical estimators of law invariant coherent risk measures were
studied in Pflug and Wozabal (2010) and Shapiro et al. (2009). Derivation of the
asymptotic variance of p(ﬁa ~), for a general law invariant risk measure, could be
quite involved. Let us consider two important cases of the VQR, and AV@QR, risk
measures. We give below a summary of basic results, for a more technical discussion

we refer to the Appendix.
In case of p := V@R, the LSR estimate of V@GR, (¢) becomes

—

V@Ra(e) = Fe_,]%[(oz) = €([Nal)s (2.3.62)

where ey < ... < e(y) are order statistics (i.e., numbers ey, ...,ey arranged in the
increasing order), and [a] denotes the smallest integer > a. Suppose that the cdf

F.(-) has nonzero density f.(-) = F/(-) at F.'(«) and let

W= (2.3.63)

LSR estimator of VAR, (Y |x)

Consider the LSR estimator S, + '3 —i—V/@\Ra(e) of VAR, (Y |x). Suppose that the
set of population a-quantiles is a singleton. Then the LSR estimator is a consistent
estimator of V@GR, (Y |x), and the asymptotic variance of this estimator can be

approximated by
N ' (w4 oLz |Q 7 L") . (2.3.64)

Detailed derivation of above asymptotics is discussed in Appendix C.

For the p := AV@R,, risk measure, the LSR estimate of AV@QR,(¢) is given by

AVGR,(¢) = infer {t + o S e — t]+}

= V@R, (e) + iy TV, [ei - \//@\Ra(e)] . (2.3.65)

1 N
= e(Nal) + Goay LieNal+1 (€6) — €(Nal)) -
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LSR estimator of AVAGR, (Y |x)
Consider the LSR estimator Bo+a:TB+ma(e) of AV@R,, (Y |x). This estimator

is consistent and its asymptotic variance is given by

N (v +o’[L2"Q 12", (2.3.66)
1 p'

where 72 := (1 — a) ?Var([e — VAR, (¢)]}), Q := , p = E[X] and
n X

Y =E[XX].

The above asymptotics are discussed in Appendix D.

Remark It should be remembered that the above approximate variances are asymp-
totic results. Suppose for the moment that N < (1—a)~*. Then [Na| = N and hence
\T@T?a(a) = max{ey,...,en}. Consequently [e; — \T@T?a(g)h =0foralli=1,..,N,
and hence

,W@\Ra(e) = V/@T?a(s) = max{ey, ...,en}.

In that case the above asymptotics are inappropriate. In order for these asymptotics

to be reasonable, N should be significantly bigger than (1 — a)~'.

LSR approach can be easily applied to a considerably larger class of law invari-
ant risk measures. For example, let us consider the entropic risk measure p(Y') :=
a~tlog E[e?Y], where o > 0 is a positive constant. This risk measure satisfies axioms
(A1)-(A3), but it is not positively homogeneous (see Giesecke and Weber (2008) for
the general discussion of utility-based shortfall risk including entropic risk measure).

The empirical estimate of p(e) is

p(FLn) = a'log <N‘1 SN ea€i> . (2.3.67)

Of course, as it was discussed above, the errors g; should be replaced by the re-

spective residuals e; in the construction of the corresponding LSR estimators. By
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using linearizations e* = 1 + ae + o(ae) and log(1 + z) = x + o(x), we obtain that
NY2[p(F. x) — p(€)] converges in distribution to normal with zero mean and variance

o? (by the Delta Theorem).
2.3.2 Statistical Inference of Quantile and Mixed Quantile Estimators

As it was discussed in section 2.2, the quantile regression is a particular case of the
M-estimation method with the error function ¢ (-) of the form (2.2.45). By the Law
of Large Numbers (LLN), we have that N~! times the objective function in (2.2.44)
converges (pointwise) w.p.1 to the function ¥(53y,8) := E [¢(Y — By — BTX)]. We

also have

V(60,8) = E[Y (B +B8TX +c—06—B"X)]
= E[Y(e—(B—B)—(B-8)"X)].

Under mild regularity conditions, derivatives of (53, 3) can be taken inside the

(2.3.68)

integral (expectation) and hence

Ve U(Bo,B) = E[Vai(e—(Bo—B5)— (B—8)TX)]
= —E[W (¢~ (Bo—B;) —(B-8)"X)],

(2.3.69)

VU (Bo,8) = E[Vey(e—(Bo—55)— (8- 8)X)]
= B[ (e—(Bo—B)— (B-0)TX)X].

Since ¢ and X are independent, we obtain that derivatives of W(5y, 3) are zeros at

(2.3.70)

(85, B%) if the following condition holds
E[4'(g)] = 0. (2.3.71)

Since function W(-,-) is convex, it follows that if condition (2.3.71) holds, then ¥(-,-)
attains its minimum at (5, 8). If the minimizer (5g, 8*) is unique, then the estimator
(BO,B) converges w.p.1l to the population value (53, 3%) as N — oo, i.e., (BO,B) is
a consistent estimator of (5, 8") (cf. Huber (1981)). That is, (2.3.71) is the basic

condition for consistency of (BO, B).
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For the error function (2.2.45) of the quantile regression, we have

a—1 ift <0,
P'(t) = (2.3.72)
«o if t > 0.

(Note that here the error function () is not differentiable at ¢ = 0 and its derivative
Y'(t) is discontinuous at ¢ = 0. Nevertheless, all arguments can go through provided

that the error term has a continuous distribution.) Consequently,
E[¢(e)] = (@ = DF(0) + (1 = F(0)) = o — F(0), (2.3.73)

and hence condition (2.3.71) holds iff F.(0) = a, or equivalently F-!(a) = 0 provided
this quantile is unique. In that case, the estimator (BO, B) is consistent if the popula-
tion value 33 is normalized such that V@R, (¢) = 0. That is, for this error function,
Bo+ ,QT:B is a consistent estimator of the conditional Value-at-Risk VAQR,(Y|x) of Y
given X = x.

It is also possible to derive asymptotics of the estimator (BO, B) That is, suppose
that the cdf F.(-) has nonzero density f.(-) = F/(-) at F."'(«) and consider w? defined
in (2.3.63). Then N2 |3, — B%: 8 — ,6*] converges in distribution to normal with zero

mean vector and covariance matrix (cf., Koenker (2005))

W71 2T, (2.3.74)
i.e., N7! times the matrix given in (2.3.74) is the asymptotic covariance matrix of
[Bo; B}

Remark Note that by LLN, we have that N~! Zf\il X; and N~! Zf\il X, X, con-
verge w.p.1 as N — oo to the vector u and matrix ¥ respectively and that ¥ — pp’
is the covariance matrix of X. In case of deterministic X;, we simply define vec-
tor g and matrix 3 as the respective limits of N"' Y X, and N' 2N X, X[

assuming that such limits exist. It follows then that N7'X'X — Q as N — oo.
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The mixed quantile estimator o+ BTa: can be justified by the following arguments.
We have that an optimal solution (7, fy, 3) of problem (2.2.54) converges w.p.1 as
N — oo to the optimal solution (7%, 53, 8*) of problem (2.2.53), provided (2.2.53) has
unique optimal solution. Because of the linear model (2.1.38), we can write problem

(2.2.53) as

Min E [22;1 Vo, (4 B5 — Po+ (B — B)TX — Tj)] st Y AT =0, (2.3.75)

where 35 and B* are population values of the parameters. Similar to the proof of
Proposition 1, by making change of variables n; = 8y + 75, 7 = 1,...,r, we can write
problem (2.3.75) in the following equivalent form

Min B 375 1 oy (e+ 65—+ (8" =B)TX)| st 355 Ay = Fo- (23.76)

It follows that if

D A V@R,, (g) =0, (2.3.77)
j=1

then (55, 8*) = (5, 8%). That is, Bo—l—BTa: is a consistent estimator of Z;Zl A V@R, (V).
Consequently for A\; and «; given in (2.2.50), we can use o +BTaz as an approximation
of AVAR, (Y|x).

Asymptotics of the mixed quantile estimators are more involved. These asymp-

totics are discussed in Appendix E.

2.4 Simulation Study

To illustrate the performance of the considered estimators, we perform the Monte
Carlo simulations where errors (innovations) in linear model (2.2.40) are generated
from following different distributions; (1) Standard Normal (denoted as N(0,1)), (2)
Student’s ¢ distribution with 3 degrees of freedom (denoted as ¢(3)), (3) Skewed Con-
taminated Normal where standard normal is contaminated with 20% N(1,9) errors

(denoted as C'N(1,9)), (4) Log-Normal with parameter 0 and 1 (denoted as LN (0, 1)).
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Figure 8: Normal Q-Q plot for different error distributions

Note that error distributions (2)-(4) are heavy-tailed in contrast to the normal er-
rors as shown in Figure 8. In fact, financial innovations often follow heavy-tailed
distributions. We consider o« = 0.9,0.95,0.99, sample size N = 500, 1000, 2000 and
R = 500 replications for each sample size. Conditional Value-at-Risk (VaR) and
Average Value-at-Risk (AVaR) are estimated and compared with true (theoretical)
values at given 500 test points z (k = 1,2,...,500), which are equally spaced be-
tween -2 and 2 for each replication. Estimators obtained from different methods are
computed; quantile based estimator (referred to as “QVaR”) and LSR estimator (re-
ferred to as “RVaR”) for the conditional VaR, mixed quantile estimator (referred to
as “QAVaR”) and LSR estimator (referred to as “RAVaR”) for the conditional AVaR
(as described in Section 2.2).

Figure 9 displays an example of estimation results where solid line is true (theo-
retical) VaR (AVaR), dash-circle line is QVaR (QAVaR), and dash-cross line is RVaR

(RAVaR) given test points x. In this example, errors follow CN(1,9), a = 0.95 and
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MAE(QVaR)=0.4771, MAE(RVaR)=0.2145 MAE(QAVaR)=0.6336, MAE(RAVaR)=0.2466
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*RVaR % * - RAVaR ¥

conditional VaR
conditional AvaR

(a) Conditional VaR (b) Conditional AVaR

Figure 9: Conditional VaR and AVaR: True vs. Estimated (Errors~ C'N(1,9), a =
0.95, N = 1000)

N =1000. In Figure 9 RVaR estimates are closer to true VaR values as Mean Abso-
lute Error (MAE) confirms (MAE(QVaR)=0.4771 vs. MAE(RVaR)=0.2145). Perfor-
mance of both estimators are worse for AVaR, yet RAVaR estimates are still closer to
true AVaR values than QAVaR (MAE(QAVaR)=0.6336 vs. MAE(RAVaR)=0.2466)
as shown in Figure 9.

To compare estimators under different error distributions, MAE (averaged over
all test points) and variance of MAE (in parenthesis) across 500 replications are
obtained as shown in Table 7. Regardless of the error distributions, RVaR (RAVaR)
works better than QVaR (QAVaR); MAE and the variance of MAE are smaller. As
we can expect, both estimators perform better for the conditional VaR than AVaR.

Figure 10 presents box-plots for both estimators (QAVaR and RAVaR) given z =
1.006 across 500 replications. Findings are similar to the one from Table 7; there are
some evidence to suggest that RAVaR has smaller MAE than QAVaR. Also, RAVaR is
more stable than QAVaR (MAE of QAVaR is more spread). Note that both estimators

work better for normal distributions than other heavy-tailed distributions. We could
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Table 7: MAE for different error distributions o = 0.95, N = 1000 (averaged over all
test points)

Error QVaR RVaR  QAVaR RAVaR
N(0,1) 0.0762 0.0575 0.0990 0.0674
(0.0037) (0.0020) (0.0058) (0.0026)

t(3) 0.1758  0.1290  0.4255  0.3232
(0.0188)  (0.0095) (0.0808) (0.0623)

CN(1,9) | 03006 0.1955 0.3844  0.2311
(0.0563) (0.0225) (0.0882) (0.0316)

LN(0,1) | 03905 0.2670  0.8957  0.6432
(0.0959) (0.0430) (0.3896) (0.2481)

observe the similar pattern for conditional VaR.

Table 8 illustrates sample size effect on MAE of estimators. As expected, both
estimators perform better as sample size increases. MAE of RVaR (RAVaR) is still
smaller than that of QVaR (QAVaR) across all sample sizes.

Next, we obtain asymptotic variances (derived in Section 2.3) and compare that
with empirical (finite sample) variances of both estimators. Figure 11 reports asymp-
totic and finite sample efficiencies of both estimators for the conditional VaR where
R =500, and error follows N(0,1) (results are similar for other error distributions).
In Figure 11-(a), we see that asymptotic variance of RVaR (dash-dot line) is smaller
than that of QVaR (solid line) except at z; near 0. In fact, asymptotic variance
is affected by how far z; is away from 0 (which is the mean of explanatory vari-
able in the simulation); when xj is further from the mean, the difference between
asymptotic variances of both estimators is bigger. Figure 11-(b) provides empirical
variance of both estimators across 500 replications. Empirical variance of RVaR is
(equal or) smaller than that of QVaR at all z;. Figure 11-(c) and Figure 11-(d) com-

pare asymptotic variances to empirical variances of both estimators. It is clear that
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Table 8: MAE for different sample size N with o = 0.95 (averaged over all test points)

Error Estimator N =500 N =1000 N = 2000
N(0,1) QVaR 0.1129 0.0762 0.0569
RVaR 0.0849 0.0575 0.0418
QAVaR 0.1390 0.0990 0.0737
RAVaR 0.0992 0.0674 0.0498

t(3) QVaR 0.2420 0.1758 0.1277
RVaR 0.1785 0.1290 0.0942
QAVaR 0.5385 0.4255 0.3207
RAVaR 0.4517 0.3232 0.2085

CN(1,9) QVaR 0.4322 0.3006 0.2180

RVaR 0.2928 0.1955 0.1447
QAVaR 0.5471 0.3844 0.2658
RAVaR 0.3373 0.2311 0.1636

LN(0,1) QVaR 0.5814 0.3905 0.2959

RVaR 0.4095 0.2670 0.1975
QAVaR 1.1986 0.8957 0.7275
RAVaR 0.9503 0.6432 0.4754
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Figure 10: MAE for conditional AVaR given x = 1.006 under different error distribu-
tions (o = 0.95, N = 1000)

asymptotic variances are to provide a good approximation to the empirical ones for
both estimators.

Figure 12 illustrates asymptotic and empirical variances of both estimators for
AVaR. Insights obtained from the results are similar to the VaR case. However, Fig-
ure 12-(c) indicates that empirical variances of QAVaR are larger than asymptotic
variances, especially when z is far from the mean. For this case, asymptotic effi-
ciency of QAVaR may not very informative on its behavior in finite sample. Results
are similar for other error distributions except #(3). When the error follows #(3),
asymptotic (empirical) variances of QAVaR are smaller than that of RAVaR except
when zy, is close to the boundary (as shown in Figure 13).

To further investigate the finite sample efficiencies and robustness of both esti-
mators compared to the asymptotic ones, we provide empirical coverage probabilities

(CP) of a two-sided 95% (nominal) confidence interval (CI) in Table 9 (difference
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Table 9: Coverage probability with a = 0.95, N = 1000 (averaged over all test points)

Error QVaR RVaR  QAVaR RAVaR
N(0,1) | 0.9167 0.9551 0.8442 0.9552
(0.0333) (-0.0051) (0.1058) (-0.0052)

t(3) 0.9044 09269  0.7088  0.9080
(0.0456)  (0.0231) (0.2412)  (0.0420)

CN(1,9) | 0.9262 09428  0.8824  0.9548
(0.0238)  (0.0072) (0.0676) (-0.0048)

LN(0,1) | 09185  0.9276  0.6930  0.9185
(0.0315)  (0.0224)  (0.2570)  (0.0315)

between CP and 0.95 is given in parentheses). For each replication, the empiri-
cal confidence interval is calculated from the sample version of asymptotic variance
(when applied to the values of an observed sample of a given size). Then, for given
xk, the proportion of the 500 replications where the obtained confidence interval con-
tains the true (theoretical) value is calculated, and these proportions are averaged
across all test points. For N(0,1) and C'N(1,9) error distributions, the resulting CP
of RVaR (RAVaR) is very close to 0.95 while empirical CI for QVaR (QAVaR) under-
covers (resulting CP is smaller than 0.95). For #(3) and LN(0,1) error distributions,
CP of RVaR (RAVaR) drops, yet maintains somewhat adequate CP which is a lot
better than CP of QVaR (QAVaR). CI of QAVaR under-covers seriously (resulting
CP is about 0.7) and this indicates QAVaR procedure may be very unstable and
needs rather wider CI than other estimators to overcome its sensitivity. Note that
RVaR (RAVaR) is more conservative than QVaR (QAVaR) regardless of the error
distributions.

We could draw similar conclusions for other sample sizes and « values. That is,
RVaR (RAVaR) performs better and provides stable results than QVaR (QAVaR)

under different error distributions.
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In addition, we estimate another law invariant risk measure given in (2.2.55) with
¢ = 0.7 using different procedures (mixed quantile based and residual based methods).
Quantile based estimator is referred to as “QRM” and LSR estimator is referred to
as “RRM” for this risk measure. As before, we compare these estimators under
different error distributions. Table 10 presents MAE (averaged over all test points)
and variance of MAE (in parenthesis) across 500 replications of estimates. Similar
to the cases of value-at-risk and average value-at-risk measures, RRM works better
than QRM. That is, MAE and the variance of MAE computed for RRM are smaller.
These results indicate that LSR estimators perform better than their mixed quantile

counterparts for different risk measures.

Table 10: MAE for different error distributions @ = 0.95, N = 1000 of the risk
measure (2.2.55)

Error QRM RRM
N(0,1) 0.0661  0.0404
(0.0029) (0.0009)

£(3) 0.2045  0.1240
(0.0246)  (0.0106)

CN(1,9) | 0.2158  0.1439
(0.0298)  (0.0096)

LN(0,1) | 0.9971  1.1442
(0.1832)  (0.0944)

2.5 Illustrative Empirical Examples

In this section, we demonstrate considered methods to estimate conditional VaR and
AVaR with real data; different financial asset classes. Let us first present an example
of Credit Default Swap (CDS). CDS is the most popular credit derivative in the

rapidly growing credit markets (see FitchRatings (2006) for a detailed survey of the
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credit derivatives market). CDS contract provides insurance against a default by a
particular company, a pool of companies, or sovereign entity. The rate of payments
made per year by the buyer is known as the CDS spread (in basis points). We focus
on the risk of CDS trading (long or short position) rather than on the use of a CDS
to hedge credit risk. The CDS dataset obtained from Bloomberg consists of 1006
daily observations from January 2007 to January 2011. Let the dependent variable
Y be daily percent change, (Y(t+ 1) — Y (¢))/Y (t) * 100, of Bank of America Corp
(NYSE:BAC) 5-year CDS spread, explanatory variables X; be daily return of BAC
stock price, and X, be daily percent change of generic 5-year investment grade CDX
spread (CDX.IG). We use the term “percent change” rather than return because the
return of CDS contract is not same as the return of CDS spread (e.g., see O’Kane
and Turnbull (2003) for an overview of CDS valuation models). Residuals obtained
from this dataset are heavy-tailed distributed (similar to Figure 8-(b)).

Figure 14 shows estimated conditional VaR (RVaR) of BAC CDS spread percent
change (result of QVaR is similar). Since one can take either short or long position,
we present both tail risk with all values of a which ranges from 0.01 to 0.99; o < 0.5
corresponds to the left tail (short position) and right tail (long position), otherwise.
It is clear that RVaR of certain dates are much higher (lower) than normal level due to
the different daily economic conditions reflected by BAC stock price and CDX spread.
This indicates the specific (daily) economic conditions should be taken account for the
accurate estimation of risk, and therefore emphasize the importance of conditional
risk measures. Note that given a specific date, estimated RVaR curve along the
different o values is asymmetric since the distribution of CDS spread percent change
is not symmetric.

To compare the prediction performance of both estimators, we forecast 603 one-

day-ahead (tomorrow’s) VaR (AVaR) given the current (today’s) value of explanatory

73



=
— Yy, T
(e
[T Al 7 = =
H— I e :
\\I\..ihw\@““l\..\\\\\\l\ = .
P — TP =
4 ; =
y/a

;

—7
——HF

V27
JUH AT 77 Feze
LA =
i
gy A o
ST T T 777 7 i
Tl I 77 =

7 =
A /81,1

— 8y, 1 e
1 g )8 B 0,
U i = s
ST IR T T P g
Tl T P
.ilhh\ih\\i\\l...!\\Q .

@
o

o o o o Q Q
~ ~— N © 5

(eBueyo Jusolad) yeA |euonipuod

Figure 14: Estimated conditional VaR (RVaR) for BAC CDS spread percent change
.,0.99

for a« = 0.01,..
variables using a rolling window of the previous 403 days. Figure 15 presents forecast-

= 0.05 on 603 out-of-sample. Both estimators

ing results of QVaR and RVaR with «

show similar behaviors, but RVaR seems little more stable. Following ideas in McNeil

2010), “violation event” is said to occur whenever

(

observed CDS spread percent change falls below the predicted VaR (we can find a few

and Frey (2000) and Leorato et al.

violation events from Figure 15). Also, the forecast error of AVaR is defined as the

difference between the observed CDS spread percent change and the predicted AVaR

the violation event probability should be

under the violation event. By definition,

close to a and the forecast error should be close to zero. Table 11 presents the pre-

diction performance (violation event probability for VaR, mean of forecast error for

AVaR in parenthesis) of both estimators for « = 0.01 and 0.05. In-sample statistics

show that both estimators fit the data well; the violation event probabilities are very
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Figure 15: Risk prediction of BAC CDS: QVaR and RVaR (a=0.05)

close to a and forecast errors are very small. Out-of-sample performances of both
estimators are very similar for &« = 0.01, even though the forecast errors increase a
little compared to in-sample cases. For a = 0.05, RVaR (RAVaR) seems perform
better; event probabilities are closer to 0.05 and forecast errors are smaller.

Next, we apply considered methods to one of the US equities; International Busi-
ness Machines Corp (NYSE). The dataset contains 1722 daily observation from De-
cember 2005 to December 2010. Let the dependent variable Y be the daily log return,
100*log(Y (t+1)/Y(t)), of IBM stock price, explanatory variables X; be the log re-
turn of S&P 500 index, and X5 be the lagged log return. Similar to CDS example,
we forecast 638 one-day-ahead (tomorrow’s) VaR (AVaR) given the current (today’s)
value of explanatory variables using a rolling window of the previous 639 days. Resid-

uals obtained from this dataset are heavy-tailed distributed. Table 12 compares the
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Table 11: Risk prediction performance of BAC CDS

In-sample a  Event(%)  Mean
QVaR(QAVaR) | 0.01  0.9950 (0.1965)
RVaR(RAVaR) | 0.01  0.9950  (-0.8630)

QVaR(QAVaR) | 0.05  4.9751  (0.2287)
RVaR(RAVaR) | 0.05  4.9751  (-0.0269)
Out-of-sample | «  Event(%)  Mean

QVaR(QAVaR) | 0.01  0.8292  (L.4546)
RVaR(RAVaR) | 0.01  0.8202  (1.1052)

QVaR(QAVaR) | 0.05  3.6484  (1.3740)
RVaR(RAVaR) | 0.05  4.4776  (-0.3722)

risk prediction performance of IBM stock return. Both estimators perform well for
in-sample prediction. For out-of-sample prediction, both estimators behave similarly
for a = 0.05, but violation event probability is larger than 0.05. For o = 0.01, RVaR
(RAVaR) seems a bit better, but event probability exceeds 0.01. We provide the
additional information of estimated regression coefficients and confidence intervals
(upper and lower) for the empirical examples in Appendix F.

Finally, we illustrate how crude oil price had impacted the US airlines’ risk as
we mentioned in Section 2.1. Crude oil prices had continued to rise since May 2007
and peaked all time high in July 2008, right before the brink of the US financial
system collapse. We compare the movement of estimated VaR for three airline stocks
given crude oil price change; Delta Airlines, Inc (NYSE:DAL), American Airlines,
Inc (NYSE:AMR), and Southwest Airlines Co (NYSE:LUV). Figure 16 depicts RVaR
movement with o = 0.05 from May 2007 to July 2008 (QVaR shows similar patterns).
For easy comparison, we standardize all units relative to the starting date. As we
can see, crude oil price had jumped 150% during this time span. On the other hand,
RVaR of LUV increased about 15% while that of AMR increased 120% and that of

DAL increased 90% (in magnitude). In fact, different airlines have different strategies
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Table 12: Risk prediction performance of IBM stock

In-sample a  Event(%)  Mean
QVaR(QAVaR) | 001 1.0180 _ (-0.1305)
RVaR(RAVaR) | 0.01  0.9397  (-0.3481)

QVaR(QAVaR) | 0.05 50117  (0.0468)
RVaR(RAVaR) | 0.05  4.9334  (-0.0225)
Out-of-sample | «  Event(%)  Mean
QVaR(QAVaR) | 0.01  2.3511  (0.6171)
RVaR(RAVaR) | 0.01  1.8809  (0.5023)

QVaR(QAVaR) | 0.05  6.7398  (0.4787)
RVaR(RAVaR) | 0.05  6.1129  (0.4778)

to hedge the risk on oil price fluctuations and this in turn affects the risk of airlines’
stock movement. For example, Southwest Airlines is well known for hedging crude oil
prices aggressively. On the other hand, Delta Airlines does little hedge against crude
oil price, but operates a lot of international flights. American Airlines does not have
strong hedging against crude oil price either, and operates less international flights
than Delta Airlines. Our estimation results confirm the firm specific risk regarding

crude oil price fluctuations.

2.6 Conclusions

Value-at-Risk and Average Value-at-Risk are widely used measures of financial risk.
In order to accurately estimate risk measures, taking into account the specific eco-
nomic conditions, we considered two estimation procedures for conditional risk mea-
sures; one is based on residual analysis of the standard least squares method (LSR
estimator) and the other is based on mixed M-estimators (mixed quantile estimator).
Large sample statistical inferences of both estimators are derived and compared. In
addition, finite sample properties of both estimators are investigated and compared

as well. Monte Carlo simulation results, under different error distributions, indicate
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Figure 16: Airline equities: RVaR conditional on crude oil price (a=0.05)

that the LSR estimators perform better than their (mixed) quantiles counterparts. In
general, MAE and asymptotic/empirical variance of the LSR estimators are smaller
than that of quantile based estimators. We also observe that asymptotic variance of
estimators approximates the finite sample efficiencies well for reasonable sample sizes
used in practice. However, we may need more samples to guarantee an acceptable
efficiency of the quantile based estimator for Average Value-at-risk compared to other
estimators. Prediction performances on the real data example suggest similar con-
clusions. In fact, residual based estimators can be calculated easily and therefore the
LSR method could be implemented efficiently in practice. Moreover, LSR method can
be easily applied to the general class of law invariant risk measures. In this study, we
assume a static model with independent error distributions. Extension of considered

estimation procedures incorporating different aspects of (dynamic) time series models
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could be an interesting topic for the further study.

79



APPENDIX A

DERIVATION OF RESULTS FOR TWO-RESOURCE
MODEL

A.0.1 No Alliance

First consider the case in which by, > @ — 8(y-1 + 91) > 0 (it is shown later for
which input parameter values this condition holds). In this case the profit function

of seller 7 is given by
9i(JisU—i) = Ui [54 — B(j—i + Z]z)]

Then the best response function of seller 7 is given by

a— By

Solving the system
24
for i = £1, the equilibrium (g*,, g]) is obtained, where

~%

Q
35
The demand at the equilibrium prices (3*;,9;) is equal to

~ D[ ~x ~x Q

a—pBW, +u) = 3 >0 (A.0.78)

Therefore, if by, > @&/3, then the equilibrium prices are given by (1.2.2), the equi-
librium demand is given by (1.2.3), the resulting profit of seller i is given by (1.2.4),
and thus the total profit of both sellers together is given by (1.2.5) and the consumer

surplus is given by (1.2.6).
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Next, consider the case in which by, < &@/3. Note that in this case & > 3by, >
binin-
Case (1): First, consider any pair of prices (g_1, ¢1) such that g1 +7; < (& —bmin)/ﬁ.
In Figure 17, this corresponds to (a). Then & — B(Q,l + 91) > bin > 0, and thus the

profit of seller ¢ is given by

9i(YisJ-i) = Yibmin
Thus, if -1 + 71 < (& — bin)/ 3, then the profit of seller i is increasing in §;, and
hence such a pair of prices (§_1,%1) cannot be an equilibrium.
Case (2): Next, consider any pair of prices (¢_1,9;) such that g1 + §; > 07/5. In
Figure 17, this corresponds to (b). Then the demand and profit of each seller is zero.
Case (3.1): Next, consider any pair of prices (§_1,7;) such that &/f > G+ 1 >
(& — buin)/B and §_1 + 2§, > &/B. In Figure 17, this corresponds to (c¢). Then

0<a—B(g-1+71) < bmin, and thus the profit of seller i is given by
Gl 7)) = G |6 B+ 5)]

Note that

091(51,5-1)/05 = @& —PBy1—265 < 0O
Thus, if &/8 > §_1+31 > (& —bmm)/B and §_1 +27; > &/, then the profit of seller 1
is decreasing in ¢, and hence such a pair of prices (§_1, ;) cannot be an equilibrium.
Case (3.2): Next, consider any pair of prices (§_1,7) such that &/3 > §_1 + 1 >
(& — bin)/B and 2§_1 + 91 > @/f3. In Figure 17, this corresponds to (d). It follows
similarly to Case 3.1 that the profit of seller —1 is decreasing in y_;, and hence such
a pair of prices (§_1, ;) cannot be an equilibrium.
Case (4.1): Next, consider any pair of prices (g_1, 1) such that §_1+¢; = (d—bmin)/ﬁ
and 0 <y < bmin/ﬁ. Note that & — B(?jfl + 91) = bmin, and thus the corresponding

profit of seller —1 is given by
g—l(g—lu gl) = g—lbmin
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L2yt yi = et % 2yt p=cort %

a  2bg |

3777;?’

@ o+

71701+B B
@ —bpin
‘ brmin a‘ Qb,;in ‘ ‘ ‘ {

c—1+7;r B F o y
(a) Case 1: J_1 4 §1 < (& — bmin)/5- (b) Case 2: §_1 + 41 > a/p.

L2yt yi=coat % VN 2yt = et %

a  2bmin . a  2bmin ¢
B ] BB ]
b b

a1+ 5 a1+ 5

(c) Case 3.1: &/B > -1 +§1 > (& — bmin)/B and (d) Case 3.2: &/B > j_1+§1 > (& — bmin)/f and
-1+ 291 > a/pb. 291+ 71 > a/p.

=2yt yi=coat % =2yt yi=coat %

o Do & Zhuo |

b b

01+75f 01+T
(e) Case 4: §_1 + 11 = (& — bumin)/B and (j_1 < (f) Case b5 ~ The line segment be-
bmin/B or ¥1 < bmin/B). tween (bmin/B, @/B  —  2bmin/B) and

(&/B — 2bmin/B; bmin/B).

Figure 17: Different regions of the pair of prices (g_1, ;) corresponding to different
cases.
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Next, consider 7_; := <07/B — §1> /2. First, note that

~ ~ ~ a_bmin &
1 < yat+typ = —— < =
i B
v — [
= > 0
2
& d_6~<a/62—y1+~1) > 0

Also, note that

gfl < bmin/B
& G+ (@—bun)/B < &/B
& 2Qa+ih < a/p
a/B— i

< Y1 < 5 = U

and thus & — (g1 + 1) < & — B(¥-1 + ¥1) = bmin. Thus the corresponding profit

of seller —1 is given by

(i) = o |@— B+ )
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Next, note that

gfl < bmin/B
= < min ﬁy 1) > 0
< mm + 2bm1nﬁy 1 + 6 y 1 > 4bminﬁ~gfl

mm + By 1) > 4Bgflbmin

o (bmln/6+y 1) (bmin _gﬁg_l) > g_lbmin

&/ = (85— buin/B=5-1) \ (6B (/8 = bum/F— 1)
2 2

> y lbmln
o (a/ﬁ yl) ( —25?]1> > J1buin
Bla/B—i)
- (a/ﬁ yl) . M B | > Goibun
~ Y1 04—53/ 1—53/1) > Y_1bmin

= G-1(U-1,71) > g-1(F-1,71)

Thus such a pair of prices (§_1, ;) cannot be an equilibrium.

Case (4.2): Next, consider any pair of prices (g_1, 1) such that §_;+¢; = (d—bmin)/ﬁ
and 0 < gy < /3. Consider §j; == (@ /B - g,l) /2. Tt follows similarly to Case 4.1
that §1(91,9-1) > §1(91,7-1) and thus such a pair of prices (§_1,71) cannot be an
equilibrium. In Figure 17, Case (4.1) and Case (4.2) correspond to (e).

Case (5): The only remaining pairs of prices to check are pairs (g_1, ;) on the line
segment between (bmin/B, 64/5 — Qbmin/ﬁ) and (d/B—Qbmin/B, bmin/ﬁ). In Figure 17,
this corresponds to the line segment on (f). Consider any pair of prices (§_1,71) =
(1 =) (bin /B, &/ — 2bmin/B) + Y(&/B — 2bmin/ B, bmin/B) for v € [0,1]. Tt follows
from by < @/3 that 0 < b/ < @&/F — 2bmin/3, and thus 7 > 0. Note that

G+ 01 = (1=7)(&/B = buin/B) +7(a/B = bmin/B) = (& — buin) /B, that 1 + 231 =
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(1—7)(2d/8 — 3bmin/B) +7@/ B > @/ 3, where the inequality follows from by, < @/3,
and similarly 291 + 91 > &/ B. Then, for any §; < @i, it holds that §_, + 41 <
(& — bmin)/f, and thus it follows from Case (a) that g (j1,9-1) < G1 (71, 5-1). Also,
for any 7, > @1, it holds that §_1 4+ 41 > (& — bmim)/3 and §_; + 241 > &/, and thus
it follows from Case (c) that §1(91,7-1) < §1(91,9-1). Hence, given §_q, ¢ is the best
response for seller 1. Similarly, given g, ¢_1 is the best response for seller —1.
Therefore, if bnin < &/3, then all pairs of prices (g_1,9;) on the line segment
between (bmm/B, d/ﬁ~ — 2bmin/6~) and (07/6~ — Qbmin/B, bmm/B) are equilibria. For all
of these equilibrium prices total price is equal to (& — bmin)/f, the demand is equal

t0 bmin, the resulting profit of seller ¢ is equal to ¥;bmin, and thus the total profit of

both sellers together is given by (1.2.7) and the consumer surplus is given by (1.2.8).
A.0.2 Perfect Coordination

In this section we determine the maximum achievable total profit of the two sellers
together, that is, the total profit if the sellers would perfectly coordinate pricing.

The total profit of the two sellers is given by

G(G-1,7) = (J-1 + 91) min{bmpin, max{0, & — S(J-1 + 71)}}

First consider the case in which by, > & — B(g-1 + 71) > 0. In this case the total

profit of the two sellers is given by
G0 = G+ @) [a— A+ 3]

The optimal total price y_; + 7; that maximizes the total profit is given by

a

g1ty = > 0

The demand at the optimal total price y_; + ¥ is equal to

= a—B, + 7)) (A.0.79)

N | O
V
w| O

a— B(@—l +71) =



Therefore, if by, > &/2, then the optimal total price is given by (1.2.9), the corre-
sponding demand is given by (1.2.10), the total profit of both sellers together is given
by (1.2.11), and the consumer surplus is given by (1.2.12).

Next, consider the case in which by, < @/2. In this case the optimal total price

is given by

~ + ~ a— bmin > 0

Y1+ = ——

p

with corresponding demand equal to by;,. The total profit of both sellers together is
equal to

~ ~ a— bmin

(y—l + yl) bmin - B bmin

and the consumer surplus is equal to

1 [d &—bmin} B
2 ~ min 25

g B
A.0.3 Resource Exchange Alliance

For given values of b_; and by, the feasible set S; of two-resource products that can be
sold by the two sellers is given by Sy := {(¢_1(z),q1(2)) : x; € [0,b;], ¢ = £1}. Next
we show that this set S; is equal to Sy := {(¢_1,¢1) € [0,bmin)® : ¢-1 + @1 < bunin}-
First, consider any (¢g_1(x), ¢ (x)) € Sy with corresponding (x_1,x1) € [0,b_1] %[0, by].
Without loss of generality, suppose that b_1 = by,. Then ¢ (z)+¢i(x) = min{b_; —
x_y, o1 p4min{by —xy, 1} < b_1—x_14+2x_1 = b_1 = by, and thus (¢_1(z), ¢1(x)) €
Sy. Next, consider any (q_1,q1) € S;. Choose x; = ¢q_; for i = +1. Note that
x; € [0,b;] since q_; € [0, bin]. Also, z; = ¢y < byin — ¢ = bpin — 23 < b_; — x4,
and thus ¢_;(z) = min{b_; — z_;, ;} = x; = ¢_;. Thus (¢_1,q1) € S1, and hence
S1 = S3. Hence, the first-stage decision variables may be considered to be the resource
exchange quantities z = (z_1,27) € [0,b_1] X [0, b1], or equivalently the capacities

q = (q_1,q1) € Sy of two-resource products after exchange.
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Case 1. First consider the case in which ¢; > o — fy; + yy_; > 0 for i = +1 (it is
considered later for which input parameter values and values of ¢ and y this condition

holds). In this case the profit function of each seller i is given by

(Vi y—i) = vila— By + vy

Then the best response function of each seller ¢ is given by

a+ Y-
Bi(y-i) = —55— 3
Solving the system
o ety
Yi = 23

for i = 41, the equilibrium (y*,, y;) is obtained, where

(6%
= > 0 A.0.80
y 257 ( )

Note that the equilibrium prices are greater than the marginal cost c¢_; 4+ ¢; of the

two-resource product. The demand at the equilibrium prices (y*,,y7) is equal to

af
a— By +yyl;, = > 0 A.0.81
The resulting profit of each seller is equal to
* . * * 0{2/8
y; min{g;, max{0, a — By; +yy;}} = 2B— )7 (A.0.82)

and thus the total profit of both sellers together is equal to

2
zﬁ (A.0.83)
Therefore, if ¢; > af/(28 — «) for i = +£1, then the equilibrium prices are given
by (A.0.80), the equilibrium demand is given by (A.0.81), the resulting profit of each
seller is given by (A.0.82), and thus the total profit of both sellers together is given

by (A.0.83). Note that ¢; > a8/(26—7) for i = £1 requires that byin > 2a5/(28—"7).
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q1 A

aB(B+7)
232 — A2

of
26—~

af aB(B+v)

28—y 2p82—72

Figure 18: Different cases of capacity by, for a resource exchange alliance.

Thus the results above hold if by, > 2a/5/(28 — ) and the resource exchange x is
chosen such that ¢; > /(26 — ) for i = £1. In Figure 18, the line ABC'D shows
pairs (q_1,¢q1) such that ¢_1 + ¢1 = buin > 2a8/(26 — ), obtained with resource
exchange x = (z_1, 1) such that z; = ¢ ; = byin — ¢ = bin — 3 < by —x_;.
Thus, for the given value of by, > 2a8/(28 — 7), the set of points (¢_1,¢) such
that ¢; > af/(268 — ) for i = +1 and ¢1 + ¢1 < by corresponds to triangle
BC1I. All corresponding resource exchanges x lead to sales of two-resource products

of a8/(28 — =) by each seller, corresponding to point I, and provide total profit of
226/(26 — )"
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Case 2. Next, consider the case in which 0 < ¢; < a — fy_; + yy; and ¢; >

a— By; +vy—; > 0 (as before, it is considered later for which input parameter values

and values of ¢ and y this condition holds). In this case the profit function of seller —i

is given by
9-i(Y—ir¥i) = Y-iqi
and the profit function of seller 7 is given by

(Vi y—i) = vila— By + vy

Then the best response function of seller —¢ is given by

O+ VY — G

Boi(y) = max{y; : ¢ <a—P0yi+tyy} = 3
and the best response function of seller ¢ is given by
a+ VY
Bi(y—i) = 23
Solving the system
VY — G
i =
o ety
Yi = 23
the solution (y*,,y]) is obtained, where
. 2af+ay—2Bq
Y_; 2B2 B ’Y2
yoo— af +ay — ¢
i 232 — 42

(A.0.84)

(It is checked later under what conditions y*,,yF > 0 and (y*,,y;) is the unique

equilibrium.) The demands at the prices (y*,,y) are equal to

doi(yy)) = a=By+vy = q

aB(B+7) — Brq

di(yi,yts) = a— By +yy7,
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Recall that we are considering the case in which ¢_; < o — By_; + vy; and ¢; >
a — By; + vy—;. Note that ¢_; = a — By*, + vy;. Also note that ¢; > o — Sy + vy*,;
if and only if ¢; > aB(8 +7)/(28? — 7?) — Bvq_i/(28% — 7). Examples of the line
¢ = af(B+7)/(268% —+*) — Bvq_i/(28% — 4?) are given in Figure 18 by line LFT
for © = 1 and by line MGI for + = —1. It can be verified that the intercept satisfies
aB(B+7)/(28% —~%) € (0,2a8/(28 — 7). The slope of the lines are negative if
v > 0 and positive if 7 < 0. Note that if ¢_; = a/(28 — 7), then aB(8 +v)/(28* —
v?) — Bvq_i/(28% — 7*) = aB/(28 — 7), and thus in all cases the lines go through
I =(ap/(26—"7), af/(26—7)). In Figure 18, if by, > 2a8/(26 — ), such as in the
case in which the line ABC'D shows pairs (q_1, ¢1) such that ¢_1 +¢; = buin, then the
set of points (¢_1,¢;) such that 0 < ¢ 1 < a— By*; + v}, ¢1 > o — By; + yy*, and
q-1+ q1 < byin, corresponds to quadrilateral ABIL. (Note that ¢ 1 < a8/(25 — 7),
since it has already been shown that ¢_1 > a— fy*, +~yy] in triangle BCI.) Similarly,
the set of points (¢_1, ¢1) such that 0 < ¢; < a—By;+~yy*,, ¢-1 > a—PBy*,+y;, and
q-1+ @1 < buin, corresponds to quadrilateral DCTM (note that ¢; < af/(25 —7)).
If aB(B+7)/(26% —7?) < buin < 2a3/(28 — ), such as in the case in which the line
EFGH shows pairs (¢_1, q1) such that ¢_1 + ¢ = by, then the set of points (¢_1,¢1)
such that 0 < g1 < a — By"; + 997, @@ > o — fy{ +yy~y, and g1 + ¢1 < bmin,
corresponds to triangle FFL, and the set of points (¢_1,q;) such that 0 < ¢ <
a—Byi+vy*y, -1 > a—PLy* +vy1, and g_14+¢1 < buin, corresponds to triangle HGM.
It is verified in Case 3 that, if by, < aB(8+7)/(26% —~?), then ¢; < o — By +vy*;
for i = £1.

Next we verify that, if ¢_; < a8/(28 —7), then the prices y*;, v given in (A.0.84)
satisfy y*,,y* > 0, that is, the prices are greater than the marginal cost c_; + ¢; of

the two-resource product. First note that the denominator in the expressions for y*,
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and y; is positive. Next consider the numerator in the expression for y*,. Note that

20° < 4B =7 = (28+7)(28—-7)
af - 200 4+ ary
20—~ 20

Thus, if ¢_; < af/(28 — ), then

=

208 4+ ary
q—i 23
& 0 < 208+ ay—208q-;
200+ ay — 2Pq
& 0 = 9y,
- 287 — 2 -

Next consider the numerator in the expression for y}. If v < 0, then a(5+7)—yg_; > 0

(recall that v € (=, 5)), and thus

* Oéﬁ_‘_aﬁ)/_ﬁyqu
g > 0
yZ 2/82 _,_)/2

Next, consider the case with v > 0. Note that

af _ ap - af + avy

26—~ v Y
Thus, if ¢_; < af/(28 — ), then

af + ay

Y
&S 0 < af+ay—vq
af +ay—vq-

& 0 < = ¥
20% —~? v

Next we verify that, if ¢_; < af/(28 —v) and ¢ > aB(8 + 7)/(28% — ¥?) —

q—i

Bvq_i/(26%* — %), then (y*,,y;) given in (A.0.84) is the unique equilibrium. First,
recall that B;(y_;) = (o + vy_;)/(208) is the unique best response for seller i if the
capacity ¢; of seller ¢ is not constraining. Note that if seller —i chooses price y*, and
a > aB(B+7)/(28% —4?) — Byq_i/(28% — 4?), then the capacity ¢; of seller i is not

constraining, and thus y} given in (A.0.84) is the unique best response for seller i to
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y*,;. Next we verify that y*, given in (A.0.84) is the unique best response for seller —i

to yr. Given y/, the profit of seller —i is given by

9—i(y—i,y) = y—;min{q_;, max{0, o — By_; + vy }}

Y—iq—i if Y—i < 7a+w};7q7i
= yila— Byt if T <y <o
0 if Y_i = M%

Thus ¢g_;(y_s,y}) is a nondecreasing linear function of y_; if y_; < (a + vy —q_4)/P.
If (o +vyf —q0)/B < y—i < (a+~yy)/B, then g_;(y_;,y}) is a concave quadratic

function of y_;, with

/

9y yl) = —28y_i+a+y;

< 2(a+yy; —q-) Fa+yy;

= —a—y; +2¢-
af +ay —vq-;
= —a—v 25— 2 +2q-;
_ —2af? —afy+ (46% —)q
- 252 . 72
Note that
—2a8” — afy+ (48" = ") _ 0
252 _ ,-)/2 —
& =208 —afy+ (A2 —7"g < 0
& —af28+7)+26-7)26+7)g-i < O
& —af+268-7)g < 0
af
< ¢ <
28—~

Hence, if ¢_; < afB/(26—7), then ¢' ,(y_;,y¥) < O0forally_; € ((a+~yyF—q-:)/5, (a+

vy#)/B). Hence, the unique best response for seller —i to y; is B_;(y;) = (o + vy} —

q—i)/B. Therefore, if ¢_; < aB/(28—~) and ¢; > aB(B+7)/(26%—~*) = Byq—i/ (26 —

7?), then (y*,,y;) given in (A.0.84) is the unique equilibrium.
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The resulting profit of each seller is equal to

9y ny) = Yyl
(28 +7)q-i — 28¢%,
2B2 _ ,72
9wyt = i (o= By +y%)
 (aBFay =g\ (aB(B+7) — By
- 252 _ 72 262 _ VQ
a?B (B + ) = 2087 (B +7) ¢-i + B2,

— T (A.0.87)

and thus the total profit of both sellers together is equal to

(2B +9)q— 286, a*B(B+ v)? =208y (B +7) ¢ + B¢,
287 = (262 — 42)?
a(28+7) (282 — ) g — 28 (282 = 4?) 2, + a?B (B + )’
(2682 —42)*
By, — 208y (B + ) ¢
(262 — 42)?
a?B(B+7)" +a(dB® — 4872 — %) g — B (48% — 37%) ¢,

- R (A.0.88)

Therefore, if ¢_; < af/(268—7) and ¢; > aB(B+7)/(28%—~2) — Bvq_i/ (28> —~?),

then the equilibrium prices are given by (A.0.84), the equilibrium demand is given

G(Q—i) =

by (A.0.86), the resulting profit of each seller is given by (A.0.87), and thus the total

profit of both sellers together is given by (A.0.88).

Case 3. Next consider the case in which 0 < ¢; < a — By; + yy_; for i = £1. (It
will be shown that this case holds if and only if 0 < ¢; < af(8 +7)/(26% — %) —
Bvq_i/(28* — ~?*) for i = +1. In Figure 18 this case corresponds to two-resource
product capacities (¢_1,¢1) in region 0LIM. Thus the entire region {(¢_1,¢1) : ¢ >
0, ¢ = 1} is covered by Cases 1-3.) In this case the profit function of each seller 7 is
given by

91’(%» yfi) = Yiq;
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Then the best response function of each seller ¢ is given by

O+ VY — ¢
Bi(y-i) = max{y, : ¢ <a—fyityy-i} = — 5
Solving the system
v = O+ Vi — Qi
' 5
for ¢ = 1, the equilibrium (y*, y7) is obtained, where
] a(B+7) = Bt — V19—
yr = [ (A.0.89)

(It is checked later under what conditions y; > 0 and (y*,,y;) is the unique equilib-

rium.) The demand of seller ¢ at the prices (y*,,y;) is equal to
a—Byi +vw, = ¢ > 0 (A.0.90)

Next we verify that, if ¢; < aB(8+7)/(26* —?) — Bvyq_i/(26* —~?) for i = +1,
then the prices y; given in (A.0.89) satisfy y; > 0 for i = +1, that is, the prices
are greater than the marginal cost c_; + ¢; of the two-resource product. Note that
¢ < aB(B+7)/(28% = +*) — Bvq-i/(26° — 4?) for i = %1 implies that ¢, + ¢ <
2a8/(28 — ). For a given pair (q_1,q;) such that ¢ < aB(8 +7v)/(26% — 7?) —
Bvq_;/(28* — ~4?) for i = +1, consider the line with slope —1 through the point
(¢—1,q1). For example, in Figure 18, FFGH is such a line, with points (¢_1,¢;) on
line segment F'G satisfying q; < afB(8+7)/(26% —~%) — Byq_i/(28? —?) for i = +1;
and JK is also such a line, with all points (¢_1,¢1) on line segment JK satisfying
G < aB(B+7)/(28% —~*) — Bvq_i/(28% — ~4?) for i = +1. We show that the prices
y¥ given by (A.0.89) corresponding to all points (¢_1,¢;) on line segment F'G satisfy
yr > 0. Tt follows that the prices y; given by (A.0.89) corresponding to all points
(g_1,q1) on line segment JK also satisfy y* > 0. The coordinates of point F are
([(2682 =) (g1 + @) —aB(B+7)]/ (2687 = By —77), [aB(B+7) = By(g-1+a)l/ (26 -
By —~%)) and the coordinates of point G are ([aB(8+7) — Bv(q_1 +q1)]/(26* — By —
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), [(28% = v*)(q-1+ q1) —aB(B+7)]/(28% — By —~?)). Consider the prices y} given

in (A.0.89). Note that

yo= B+ —Be—ag
? 62 _ 72
& a(f+7) - B¢ —vq-i > 0

& Bty ta—a) < alf+7)
& (B-Yat+r(gita) < alB+9) (A.0.91)

If (¢_1,¢1) is on line segment F'G, then

aB(B+7)—pv(g-1 +q)

¢ <

282 — By — 2
8] — _
& B-7at+rvg-ita) < (B-) sp ;LBZ)_ Bﬁvquv; ta) V(q—i + i)
afP—afy + (g ) = V(g @)
a 282 — By — 72
_ BB =)+ (B —)la + @)
232 — By — 92

(B =B+ )b+ v(g-1 + q1)]
(B=")(28+7)
(B+7)af+ (g +q)]

= T (A.0.92)

Next, by separately considering the cases v < 0 and v > 0, we show that [aS+~(q_1+

@1)]/(28+7) < «, then it follows from (A.0.92) that (8—7)g+v(q—i+q) < a(B+7),
and hence it follows from (A.0.91) that y > 0.

First, suppose that v < 0. Note that

-y < B

& B < 28+7y
af
20+~
aB+(qg1+q)
28+~

The last step follows since v < 0 and ¢_1 + ¢; > 0. It follows from (A.0.91), (A.0.92)

(A.0.93)

and (A.0.93) that, if v <0, then y > 0.
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Next, suppose that v > 0. Note that

v < B

&S B < 28—7x
aB(28 — v +2v)

-9ty ~
af + 332
28ty
af+ (-1 +q)
26 1 < « (A.0.94)

The last step follows since v > 0 and ¢_14+¢; < 2a8/(26—7). It follows from (A.0.91),
(A.0.92) and (A.0.94) that, if v > 0, then y > 0.

Next we verify that, if ¢; < aB(8 +7)/(28% —~?) — Byq_i/(28% — +?) for i = +1,
then (y*,,y7) given in (A.0.89) is the unique equilibrium. We verify that y} given
in (A.0.89) is the unique best response for seller i to y*,. Given y*;, the profit of

seller 7 is given by

9i(yi,y*;) = yimin{g, max{0, a — By; +vy*;}}

Yiqi if Yi < %
= yi (@ = By +yy*,) if % <y <2 ;y
0 if y; > —aJrgy*‘i

Thus ¢;(y;, y*;) is a nondecreasing linear function of y; if y; < (o +~yy*, — ¢;)/B. If
(a+vy*, —aq)/B < yi < (a+7y*;)/B, then g;(y;, y*;) is a concave quadratic function

of y;, with

g(yny';,) = —2Byi+a+yy’,

< 2(a49ys —a) +a+

= —a—y5 + 2
a(B+7) = Bg-i —vai
= —a—7 + 2¢;
52 _ ,-)/2
 —ap?—afy+ Bygi + (26° —17)g;
- 62 _ 72
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If (¢_1,¢1) is on line segment F'G, then
aB(B+7) = By(q—i + @)
282 — By — 9?2
& 0 > —af’—afy+ By + @)+ (282 = By — V)

IN

q;

= —af®—aBy+ Byg_i + (28> — 1)
—af? — afy + Bygi + (282 — )g

s 0 > 57— 2

S gilyiyt) < 0

Hence, if (¢_1,¢1) is on line segment F'G, then g.(y;,y*,) <0 for all y; € ((a+~yy*; —
¢)/B, (a+~yy*;)/B). Hence, the unique best response for seller i to y*, is B;(y*,) =
(v +vy*;, — q;)/B. It follows in the same way that if (¢_1,¢;) is on line segment
JK, then the unique best response for seller i to y*, is B;(y*,) = (« +vy*, — @) /5.
Therefore, if ¢; < aB(8+7)/(28% —~?) — Bvq_i/(28* —~?) for i = +1, then (y* 1, y})
given in (A.0.89) is the unique equilibrium.

The resulting profit of each seller 7 is equal to

y; min{g;, max{0, a — By; +yy";}} = ( 7)52 — 2 K (A.0.95)

and thus the total profit of both sellers together is equal to

a(B+7)(g-1+ @) — B2+ af) — 2vq-1q
BZ _ 72

Therefore, if ¢; < aB(8 + 7)/(28% — 7?) — Byq_i/(28% — ~+?) for i = +1, then the

(A.0.96)

equilibrium prices are given by (A.0.89), the equilibrium demand is given by (A.0.90),
the resulting profit of each seller is given by (A.0.95), and thus the total profit of both
sellers together is given by (A.0.96).

Next we determine the value of (¢_1,¢;) that maximizes the total profit of both
sellers together under Case 3. First we fix the value of ¢_1 4 ¢; at some value ¢ < by,
and choose ¢; to maximize the total profit subject to ¢_1 + ¢ = q. Thereafter we

choose ¢ to maximize the total profit subject to ¢ < by,. It follows from (A.0.96)
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that the total profit is equal to

a(B+7)(g-1+ @) — B+ ¢) — 2vq-q

52— 2
_ (B +7)(g-1+q1) — B(¢1 +2¢-1q1 + 4F) + 2Bg9-1¢1 — 27¢-1¢
52— 2
_alB4+7)q—= B¢ +2B =) —q)n
- 52 — 72
_a(BH+)g = B¢ 2B —)an —2(8 — )¢
- 52 _ VQ

Let

_ 2 _ . . 2
Hip) = a8 +7v)q — Bq +B22(ﬁ_727)qq1 208 — )¢

Note that H; is a concave quadratic function that is maximized at ¢f = ¢/2, and

the corresponding value of ¢ 1 is also ¢*; = ¢/2. Recall that (A.0.96) applies if

g < aB(B+7)/(26* —~*) — Byq_i/(28* — +?) for i = £1. Note that

; aB(B+7) By :
: - - fori=4+1
4 = 287 — 2 257 — 2 q_; forz
o 4 a(B+y) By g
2 262 — ~2 262 — ~22
& < 25
q <
26—~

Next we choose ¢ to maximize the total profit subject to ¢ < by, and g < 2a83/(25 —

7). Let

Hy(q) = Hi(q/2)
a(B+7)q— B +2(8—7)¢*/2—2(6 —7)¢*/4
BQ _ 72
20(8 +7)q — (B + )¢
208 =7)(B+7)
200 — ¢

2(8 —7)

Note that H, is a concave quadratic function and Hj(¢*) = 0 < ¢* = a. Also note

that ¢* = o < 2af/(26 — ) if and only if v > 0. Let ayi, := min{a, by, 2a8/(25 —

v)}. Then the value of (¢_1,¢1) that maximizes the total profit and that satisfies
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Figure 19: Different cases of the capacity ratio by, /o and the price coefficient ratio

v/B.

4 < aB(B+7)/(28% —=~*) — Bvq-i/ (2% — 7?) for i = 1, is ¢*1 = ¢f = amin/2. The
corresponding total profit is Ha(amin) = (200 — @min)min/[2(8 — 7)]. This concludes

Case 3.

Optimal exchange. Next, we compare the profits under Cases 1, 2, and 3, and
determine the value of (¢_1, ¢1), that is, the value of the exchange x = (x_, x1), that
maximizes the total profit of both sellers together. Different cases hold, depending
on the capacity ratio by,/a and the price coefficient ratio v/ (recall that v/ €

(—1,1)). The different cases are depicted in Figure 19.

Case A (small capacity). buy/a < [1+7/6]/[2—(v/5)?], that is, byn < aB(8+
7)/(282 = ?):

In Figure 18, line JK shows an example of pairs (¢_1, ¢;) such that ¢_; +¢1 = byin
for a given value of by, < afB(8 + 7)/(28% — ~?), and triangle 0JK shows pairs

(g-1,q1) > 0 such that ¢_1 + ¢; < bpin. In this case, the capacity by, is so small that
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all feasible values of (¢_1, q1) correspond to Case 3. Recall that a3(8+7)/(25%—~?) €
(0,208/(28 = 7)).

Case Al. /8 < 0 and byw/a < [1 4+ v/8]/12 — (v/B)?%], that is, v < 0 and

bmin < aB(B+7)/(26% = 7*):

Recall that 2a8/(28 —v) < a if and only if v < 0. Since by, < af(8+7)/(26% —
7?) < 2a8/(28 — ) < «a, it follows that by, = min{a, by, 2a3/(28 — )}, and thus
the value of (¢_1,¢;) that maximizes the total profit is ¢*; = ¢f = buin/2, and the
maximum total profit is (2c¢ — byin)bmin/[2(8 — 7)]. The resulting equilibrium price
of each seller, given by (A.0.89), is ¥ = (2a¢ — buin)/[2(8 — 7)], and the resulting

equilibrium demand of each seller, given by (A.0.90), is equal to ¢ = buyin/2.

Case A2. ~/B > 0 and by/a < [1 + v/B8]/[2 — (v/B)?], that is, v > 0 and
bmin < @B(B +7)/(28% = 7%):

In this case, byin < aB(8+7)/(28%°—7?) < 2a8/(28—7) and a < 2a83/(28—7). If
aB(B+7)/(28%—~+%) < a, then by, < a and thus by, = min{a, by, 2a6/(28—7)},
the value of (¢_1,¢;) that maximizes the total profit is ¢*; = ¢f = buin/2, and the
maximum total profit is (2a¢ — buin)bmin/[2(5 — 7)]. The resulting equilibrium price
of each seller, given by (A.0.89), is ¥ = (2a¢ — buin)/[2(8 — 7)], and the resulting
equilibrium demand of each seller, given by (A.0.90), is equal to ¢ = byin/2. Note
that aB(8+7)/(28°—+2) < aifand only if v/8 < (vV5—1)/2 = 1/p = p—1 ~ 0.618,
where ¢ denotes the golden ratio. If v/3 > (v/5—1)/2 (and thus a < aB(3+7)/(28>—
7?)), then there are two possibilities. If by, < a, then as before, ¢* | = ¢} = bmin/2,
the equilibrium price of each seller is y; = (2a — buin)/[2(8 — )], the equilibrium
demand of each seller is equal to ¢f = bpin/2, and the maximum total profit is
(200 = bynin ) bmin/[2(8 — 7)]. Otherwise, if & < by, then ¢* | = ¢ = «/2, the resulting
equilibrium price of each seller, given by (A.0.89), is yf = a/[2(8 — 7)], the resulting

equilibrium demand of each seller, given by (A.0.90), is equal to ¢f = «/2, and the
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maximum total profit is (2a — a)a/[2(8 — )] = a?/[2(8 — 7)]. Note that in this
case the optimal resource exchange x* is such that ¢*; + ¢ = a < by, that is, some

capacity is not used.

Case B (intermediate capacity). [1+7/8]/[2—(7/8)?] < bmin/a <2/(2—7/p),
that is, aB(8 +7)/(26° = 7*) < buin < 208/(28 — 7):

In Figure 18, line EFGH shows an example of pairs (¢_1,¢q;) such that ¢ 1 +
q1 = buin for a given value of by, € (af(8 + 7)/(28% — %), 2a8/(26 — 7)), and
triangle OFH shows pairs (¢_1,¢1) > 0 such that ¢ 1 + ¢ < bpn. In this case
with intermediate capacity by, there are feasible values of (¢_1, q;) corresponding to
Case 3, for example in pentagon OLFGM in Figure 18, and there are feasible values
of (¢_1,q1) corresponding to Case 2, for example in triangles EFL and GHM in
Figure 18.

Consider any two pairs (¢_1,¢1) and (¢’ ;, ¢}) in triangle EF L such that ¢_; = ¢’ ;.
It follows from (A.0.84), (A.0.86), (A.0.87), and (A.0.88) that the equilibrium prices,
the equilibrium demand, the profit of each seller, and thus the total profit of both
sellers together are the same for (¢_1,¢1) and (¢’ ,,q;). Therefore, for any point
(g-1,q1) in triangle EF L, there is a point (¢_1, af(8+7)/(26% —~*) — Byq-1/(26* —
7?)) on the boundary LF between triangle FF L and pentagon 0L FG M with the same
total profit as at point (¢_1,¢q1). Next, we show that the total profit as a function of
(q¢_1,q1) is continuous on the boundary between triangle FF' L and pentagon 0LFGM.

Recall from (A.0.96) that the total profit at a point (¢_1,¢;) in pentagon 0LFGM is

equal to
a(B+7) (g1 + @) — B (P +4db) — 2vq-1am
B2 — 2
Specifically, at the boundary point (q_1, a8(8 4+ 7)/(26% — v*) — Byq-1/(26% = 7?))
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the total profit is equal to

< a(f+1) (g1 + 22t )
2
| -6 (2 + [2gpina]) - 2. 2ot
/62 _ 72

[@2B(8 +7)? (287 —7°) — 253 (B + )]
+ [a(B47) (282 = 12 = aBy(B+7) 28> = 7?) + 2089(8 +7)] a4
—[2a87(8 +7) (2682 —7*)] g1
+ [—6 (282 = 7%)" = B39 + 28* (282 — 72)} ¢
(282 = 7*)* (52 = 7?)
a’B (267 —4* = B%) (B +1)?
{ Fa (@Bt =452y + 9% =285y + By° + 28%y — 46%y + 287°) (B + 7)1
—B (48" = 4B + 91 + B9 — 48 + 29) ¢
(262 =42 (52 —7?)
a’B (8% =7%) (B +7)?
+a (48 = 48%y = 48%9% + 3687* +41) (B + 7)g-
—B(4B* =76y 4+ 37" ¢*,
(2682 = 72)* (82 = 7?)
a?B(B—)(B+7)°
+a(48° =487 = 7°) (B —7) (B +7)g
—B(48% =3v*) (B =) (B+7)d%,

(282 —2)*(B—7) (B+7)
?B(B+7)* +a(4p® — 467 — ) g1 — B (467 — 3¢?) ¢4
(282 —~2)°

which is the same as the total profit given by (A.0.88) for point (¢_1, aB(8 +

-

\

)/ (28% — %) — Byq-1/(28% — 4?)) in triangle EF L. Thus the total profit as a func-
tion of (¢_1,¢1) is continuous on the boundary between triangle E'F'L and pentagon

OLFGM. The same observation applies to the total profit as a function of (¢_1, ¢1) in
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triangle GH M. Hence, in Case B with intermediate capacity, it is sufficient to opti-
mize (q_1,q1) over pentagon 0LF'GM only, that is, it is sufficient to restrict attention
to feasible values of (¢_1,q;) corresponding to Case 3. The rest of Case B follows in

the same way as for Case A with small capacity.

Case B1. /8 < 0and [1+7/8]/[2— (v/B)*] < bmm/a < 2/(2 —~/8), that is,
v < 0and af(B +7)/(26° = 7%) < buin < 2a3/(28 —7):

Consider the optimal value of (¢_1, ¢1) in pentagon 0OLFGM. Since by, < 2a5/(28—
v) < a, it follows that by, = min{a, by, 206/(26 — )}, and thus the value of
(¢—1,q1) in pentagon OLF'GM that maximizes the total profit is ¢*; = ¢ = buin/2,
and the maximum total profit is (20 — byin)bmin/[2(8 — 7)]. The resulting equilib-

rium price of each seller is yf = (2a¢ — byin)/[2(8 — 77)], and the resulting equilibrium

demand of each seller is equal to ¢ = byin/2.

Case B2. /8 > 0 and [1+7/8)/[2 — (1/8)] < bum/a < 2/(2 — 7/8), that is,
v >0and af(B +7)/(26% = 7%) < buin < 203/(28 —7):
If v/B8 > (v/5—1)/2 (and thus a < af(8 +7)/(28% — ~?)), then

a = min{a, by, 204/(26—")}, the value of (¢_1, ¢1) that maximizes the total profit is
q* 1 = ¢} = a/2, and the maximum total profit is (2a—a)a/[2(8—7)] = ?/[2(8—7)].
The resulting equilibrium price of each seller, given by (A.0.89), is yf = a/[2(8 —7)],
and the resulting equilibrium demand of each seller, given by (A.0.90), is equal to ¢f =
a/2. In this case the optimal resource exchange z* is such that ¢*; + ¢f = a < byin,
that is, some capacity is not used. If v/8 < (v/5—1)/2 (and thus o > aB3(5+7) /(23> —
7?)), then there are two possibilities. If @ < by, then as before, ¢* |, = ¢f = a/2,
the equilibrium price of each seller is y7 = «/[2(8 — 7)], the equilibrium demand
of each seller is equal to ¢f = /2, and the maximum total profit is o?/[2(8 — 7)].
Otherwise, if byin < o, then ¢*; = ¢ = bmin/2, the equilibrium price of each seller

is y¥ = (2a — bmin)/[2(8 — )], the equilibrium demand of each seller is equal to
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¢ = bmin/2, and the maximum total profit is (2cc — byin)bmin/[2(8 — )]

Case C (large capacity). byin/a > 2/(2 —v/f), that is, byin > 2a8/(25 — 7):

In Figure 18, line ABC'D shows an example of pairs (¢_1,q;) such that ¢ 1 +
¢1 = bmin for a given value of by, > 2a8/(26 — 7), and triangle 0AD shows pairs
(g-1,q1) > 0 such that ¢ 1 + ¢1 < by In this case with large capacity by, there
are feasible values of (¢_1,¢;) in quadrilateral 0OLIM in Figure 18 corresponding to
Case 3, there are feasible values of (¢_1,¢1) corresponding to Case 2, for example
in quadrilaterals ABIL and DCIM in Figure 18, and there are feasible values of
(q_1,q1) corresponding to Case 1, for example in triangle BCT in Figure 18.

For any point (¢_1,q) in ABIL, there is a point (q_1, aB8(8 +7)/(28% —7?) —
Bvq-1/(26* — +*)) on the boundary I'L between ABIL and OLIM with the same
total profit as at point (¢_1,¢1). It was shown under Case B that the total profit as
a function of (¢_1,¢) is continuous on the boundary. The same observation applies
to the total profit as a function of (¢_1,¢;) in DCIM. Hence, in Case C with large
capacity, it is sufficient to optimize (g_1,q;) over quadrilateral 0LIM and triangle
BCT only, that is, it is sufficient to restrict attention to feasible values of (q_1,q)

corresponding to Case 3 and Case 1.

Case Cl. /8 <0 and byin/a > 2/(2—~/p), that is, v < 0 and by, > 2a8/(28 —
7):

Since 2a8/(28 —7v) < a and by, > 2a5/(26 — ), it follows that 2a5/(20 —v) =
min{ e, byin, 206/(26 — )}, and thus the value of (¢_;, ¢) that maximizes the total
profit over 0LIM is given by ¢*; = ¢f = a8/(2 — ) represented by point I, and the
corresponding total profit is (2a—2a83/(28—))2a8/(28—7)/[2(8—7)] = 2028/ (25—
v)?. Also, as shown in Case 1, all values of (¢_1,q;) in triangle BCT have the same
total profit of 2a%3/(28 — v)?. Thus, any point (¢_1,q;) in triangle BCT represents

an optimal resource exchange for Case C1. For all such optimal resource exchanges,
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the resulting equilibrium price of each seller, given by both (A.0.80) and (A.0.89),
is y¥ = a/(26 — 7), and the resulting equilibrium demand of each seller, given by
both (A.0.81) and (A.0.90), is equal to a3/(25 — 7).

Case C2. /8 >0 and byn/a > 2/(2—7/8), that is, ¥ > 0 and by, > 208/(208 —
7):

Since bmin > 2a5/(26 — ) > «a, it follows that o = min{a, byin, 205/(28 — )},
and thus the value of (¢_1, ¢1) that maximizes the total profit over 0LIM is ¢* | = ¢f =
a/2, and the corresponding total profit is (2a —a)a/[2(8—7)] = a?/[2(8 —~)]. Also,
all values of (q_1,¢q) in triangle BCT have the same total profit of 2a?3/(28 — 7).

Note that

4B% —ABy++* > 487 — 4By

= (26-17)" > 48(6—7)
a? 2020
= >

2(8 —7) (26 —7)?

Thus the optimal point for Case C2 is ¢* ; = ¢} = a//2, and the maximum total profit

is a?/[2(8 — v)]. The resulting equilibrium price of each seller, given by (A.0.89),
is yf = «/[2(8 — 7)], and the resulting equilibrium demand of each seller, given
by (A.0.90), is equal to ¢f = a/2.

Inspection of the results above for the settings with no alliance, perfect coordina-
tion, and a resource exchange alliance reveal that the results can be summarized by

5 cases, as in Table 1.

Consumer surplus. To calculate the consumer surplus associated with demand
model (1.2.13), it is instructive to start with a utility model that leads to demand
model (1.2.13). Consider a representative consumer who consumes z_; units of the
product sold by seller —1 and z; units of the product sold by seller 1. Suppose that

the resulting utility is given by U(z_y,21) := a_121 + ayz1 — b_12%,/2 — b122/2 —
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CZ_121 with b_l,bl,b_lbl — C2

> (0. Given a price p; for the product sold by each
seller 7, the consumer chooses quantities (z_1, z;) to maximize the consumer surplus

U(z_1,21) —p-12—1 — p1z1. 1t follows that the chosen quantities satisfy

&ib,i — a_;C b,i C

& = - i + P
bflbl — 2 b,161 — 02p bflbl — CZp

This utility model leads to the demand model (1.2.13) if « = (a;0_;—a_;c)/(b_1by—c?),
B =b;/(b_1by — *), and v = ¢/(b_1b; — ¢?) for i = +1, that is, if a; = /(8 — 7),
bi = B/(8* — %), and ¢ = /(8? — 7*) for i = £1.

In regions 1 and 2 in Table 1, the resulting consumer surplus is given by

2a0 — bmin bmin 200 — bmin bmin b2
binin/2, bmin/2) — — — _ Umin
U (bmin/ /2) ) 2 " ) 3 T

In regions 3 and 4, the resulting consumer surplus is given by

Q af Q af

U(aﬁ/(Qﬁ—v),aﬁ/(Qﬁ—v))— 26_'72ﬁ_7 - QB_VZB_V

05262
(B=7)(28—7)?

In region 5, the resulting consumer surplus is given by

OZZ

o o o o
2

B-v2 208-7) 48 —7)

Thus, in region 1 all three settings have the same consumer surplus. In region 2,

Ul(a/2,a/2) — 5

the consumer surplus under perfect coordination and under the alliance are the same,
and as shown in Section 1.2.2, both are larger than the consumer surplus under no
alliance. To compare the consumer surplus under the alliance and under no alliance

in regions 3 and 4, note that

Oé2 04262

0G ) = (B_)@s P
& —Afy++* < 5B

which holds since v € (=, 3), and thus in regions 3 and 4 the consumer surplus under

the alliance is greater than the consumer surplus under no alliance. To compare the
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consumer surplus under the alliance and under perfect coordination in region 3, note

that
b2 . 05262
min >
4B—v) — (B=7)(28—7)?
2ap
bmin -
= > 25 —

and thus in region 3 the consumer surplus under perfect coordination is greater than
the consumer surplus under the alliance. To compare the consumer surplus under the
alliance and under perfect coordination in region 4, note that

062 a2/62
>
4B—=n) — (B=7)28—7)*
& (28-9)° = 4p°

which holds since v < 0 in region 4, and thus in region 4 the consumer surplus
under perfect coordination is greater than the consumer surplus under the alliance.
Finally, in region 5 the consumer surplus under perfect coordination and under the
alliance are the same, and both are larger than the consumer surplus under no alliance
by a factor of 9/4. Note that, similar to total profit, the consumer surplus under
perfect coordination and under the alliance are the same except when capacity is

large (bmin > 2a/5/(26 — 7)) and the sellers’ products are complements (v < 0).
A.0.4 Perfect Coordination with Product Differentiation

The model of perfect coordination introduced in Section 1.2.2 (with details given
in Section A.0.2) was based on a model of demand d for the two-resource prod-
uct given by d = max{0, & — B(g],l + 71)}, and the model of an alliance intro-
duced in Section 1.2.3 (with details given in Section A.0.3) was based on a model
of demand d;(y;,y_;) for the two-resource product of seller i given by d;(y;,y_;) =
max{0, o — By; +yy_i}, where & = 2a 4 2(8 —7)(c_1 +¢1) and 5 = 2(8 — 7). Thus,

the model of perfect coordination in Section 1.2.2 does not make provision for differ-

ent brands of the two-resource product, but the model of an alliance in Section 1.2.3
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makes provision for different brands of the two-resource product. In this section we
consider a model of perfect coordination that makes provision for different brands of
the two-resource product.

The demand d;(y;, y—;) for the brand ¢ product sold is given as follows:

di(Yi,y—i) = a—Pyi+yy—;

where as before y; denotes the excess of the price of the brand i product over the
marginal cost ¢_; + ¢1, and we consider only values of (y_1,y;) such that o — fy; +
vy_; > 0 for ¢ = £1.

First consider the case in which the capacity is not constraining (it is determined
later what amount of capacity is sufficient for this condition to hold). In this case,

the total profit is given by

9(y-1,91) = yada(y-1,y)+ndi(yi,y-1) = a(y_1+y)— B> +yi)+27y-1m
Note that
a —2By_1 + 2y
Vg(y—h yl) =
a — 2By + 29y
-28 2y
VQQ(?J—l, Z/l) =
2y =2p

and thus V2¢(y_1,y1) is negative definite (8 > 0, 82 —~* > 0), and hence ¢ is a
concave quadratic function. Therefore, the prices that maximize the total profit are

given by
Vo= g o= o (A.0.97)
- ' 2(8—7) a

and the corresponding total demand at the optimal prices is equal to «. Thus, if
bmin = «, then the total profit of the two sellers under perfect coordination is given

by Note that the optimal prices, demand, profit, and consumer surplus are

012
2(8—)"

the same as for perfect coordination in Section 1.2.2 when b,,;, > .
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Next consider the case in which by, < «. First we consider price points (y_1,y;)
such that d_1(y_1,y1) +di(y1,¥-1) < bmin, and then we consider price points (y_1,y1)
such that d_1(y_1,v1) + d1(y1,y-1) > bmin- It follows from the results above for g
that the point (§_1,9;) that maximizes g subject to the constraint d_;(y_1,v1) +

di(y1,y-1) < bmin satisfies d_1 (91, 1) +d1 (Y1, Y-1) = bmin, that is, 2. — (5 — ) (9-1 +

gl) = bmin- Let
g1(y1) = g([2a = bwin]/[B =] —y1,11)
i 200 — bmin _ (20[ — bmin)2 <20€ — bmin _ )
-« B—~ p (B—7)° +2(8+7) TB—~ Y1

Note that g; is a concave quadratic function with maximum at §; = (20— bin) /[2(8—
7)] (and thus g1 = §1 = (200 — bmin)/[2(8 — 7)]).-

Next consider price points (y_1,y1) such that d_;(y_1,y1) + d1(y1,¥-1) > bmin,
that is, 2a — (8 — ¥)(y—1 + ¥1) > bmin. The model should specify how capacity buyi,
is to be allocated between the two brands if d_1(y_1,%1) + d1(y1, Y1) > bmin. There
are various ways to allocate constrained capacity. Here we present one such way, the
equal rationing rule, in detail, and then we point out other ways that lead to the same
results. Under the equal rationing rule, if d_1(y_1,v1) + d1(y1,¥—1) > bmin, then the

same fraction A of the demands d;(y;, y_;) for the different brands is satisfied, where

bmin bmin
A

d_i(y—1, 1) +di(yr,y—1) 20— (B—=7)(y-1+ 1)

Then, the total profit is given by

G2(y—1,y1) = Ay_1(a— By_1+vv1) + Ao — By +yy-1)
a(y—1+y1) = Bly—1+y1)* + 28+ )y

== bmin
200 = (B =) (y-1 + 1)
Let y :=y_1 + v1, and let
93(y,11) = 92y — Y1, 1)
_ = Byt +2(B+Y)yys — 2(8+ )yt
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Recall that, in this case, 2a—(8—7)(y_14+y1) > bmin, and thus y < (2a—byin)/(B—").
First, consider any fixed value of y € [0, (200 — byin) /(8 — 77)], and maximize g5(y, -)
with respect to y;. Note that g3(y, ) is a concave quadratic function with maximum

at g1 = y/2 (and thus §_; = y; = y/2). Next, let

9(y) = 92(y/2,y/2)
bumin 20y + vy — By?
2 20— (B-7)y

bmin

29

Note that the maximum of g4 over y € [0, (2ac — buin) /(8 — )] is attained at y =
(20— bin) /(B—"y), and thus §_1 = 91 = (2a—bmin)/[2(8 —7)]. Therefore, if by <

then the optimal prices are

2a0 — by
— oy = g = = g, = § = -—_‘mno A.0.98
Yoy Yi Y1 U Y1 U 2= ) ( )

with corresponding total demand equal to by;,. Thus, the total profit under perfect
coordination is equal to (2 — byin)bmin/[2(8 — 7v)]. Note that the optimal prices,
demand, profit and consumer surplus are also the same as for perfect coordination in
Section 1.2.2 when by, < a.

Other rationing rules also lead to the same results. For example, suppose that the
demand for brand —1 is satisfied first and then the remaining capacity, if any, is used

for brand 1. In this case, the total profit is given by

95(y—1,11) = y_ymin{byim, @ — fy_1 + YY1}

+y1 min{max{0, bpin — (a — By—1 +yy1)} @ — Byr +yy—1}

For this rationing rule the optimal prices are same as in (A.0.98).
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APPENDIX B

DETAILS OF DEMAND TRANSFORMATION FOR NO
ALLIANCE MODEL

The parameters E, B, C in demand model (1.3.14) and the parameters F, B,C in
demand model (1.3.25) should be related in a particular way to facilitate a fair com-
parison of the prices, demands, total profit, and consumer surplus between the settings
with and without an alliance. In this section we derive the relation.

The relation between the demand models with and without an alliance is based
on the assumption that the overall demand level for each product is the same with
and without an alliance. Recall that L; denotes the set of products which can be
offered by seller ¢ with and without an alliance, for ¢ = £1, and Ly denotes the set
of products which could be offered only under an alliance. In addition, let Ly; C Lo
denote the set of products in Ly that can be offered by seller ¢ under an alliance, and
let L; _; C L; denote the set of products in L; that can be offered by seller —i under
an alliance, but not without an alliance. Thus, for the setting with an alliance the
number of demand equations (and prices) for each seller i is m; = |L;| 4+ |Lo |+ |L—:.,
and for the setting without an alliance the number of demand equations (and prices)
for each seller i is only |L;|.

The following example is used to explain the derivation of the relation between
the demand models. Seller —1 produces resource A, and seller 1 produces resources B
and C. With an alliance, the following products are offered by each seller: Product A
using 1 unit of resource A each, product B using 1 unit of resource B each, product C'
using 1 unit of resource C' each, product BC' using 1 unit of resource B and 1 unit of

resource C' each, and product A2 BC' using 2 units of resource A, 1 unit of resource B,
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and 1 unit of resource C' each. Without an alliance, product A is offered by seller —1
only and seller —1 captures all the demand for product A, and products B, C', and BC'
are offered by seller 1 only and seller 1 captures all the demand for products B, C,
and BC. Product A?BC is not offered by either seller, but there still is the same
demand for product A2 BC; buyers buy each unit of product A2 BC by buying 2 units
of product A from seller —1, and 1 unit of product BC' from seller 1. As shown later,
the demands for products A and BC' derived from the demand for product A2BC is
added to the respective demands for products A and BC by themselves. Note that
this derivation assumes that buyers buy each unit of product A2BC' by buying 1 unit
of product BC' from seller 1 instead of buying 1 unit of product B and 1 unit of
product C separately from the same seller. This assumption may be questionable if
the price of buying products B and C separately is less than the price of product BC'
In the numerical work, we verified that the prices of multiple resource products offered
by a seller were less than the sum of the prices of any products that could be bought
separately to make up the multiple resource product. Thus, in this example, L_; =
{A}, Ly ={B,C,BC}, Ly_1 = {A?BC}, Ly, = {A*BC}, L1, ={A},and L, _; =
{B,C,BC}. With an alliance, the demand for each product is given by (1.3.14):

diia = —FEiaayia— FiapYip— FiacYic— FiapcYipe — Eiarpcyiszse
+B_; 4,AY—ia+ B_i aBY—iB + B_ijacy—ic+ B_iaBcY—iBc
+B_; A a2BcY—ia2pc + Cia

dip = —FE;paVia— EippYip— Fipcyic— EippcYisc — Eipa2pcYiszse
+B_; BaY—ia+ B_iBBY—iB + B_iBcYy—ic+ B_iBBCY-iBC

+B_; B a2pcY-ia2c + Ci B
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dic = —FEicayia— EicpYis— Eiccyic — EicBbcYisc
—F; c.a2pcYiazpe + B_icay—ia+ B_icBYy—i+ B_iccy-ic
+B_;c.BcY—iBc + B_ic.a2pcy—iazpe + Cic
dipc = —FEipcayia— EipcYis — Eipccyic — EipecyiBc
—F; o azBcYia2Bc + B_iBc,AY—ia + B_i Bo,BY—iB + B_i Bc,cY—ic
+B_; pc,BcY—i.Bc + B_i pc,a2BcY—ia2pc + Ci po
dia2pc = —Eja2pc,ayia — Eia2pe,BYi B — Fia2pc,cYic — Eia2pc.BcYiBe
—E; a2Bc,a2BcYi a2Be + B_i a2, aY—ia + B_i a2Be,BY-i,B

+B_; a2Bc,cY—ic + B_ia2Bc,BcY—i,Bc + B_i a2B0,42B0Y-i,42BC + Ci 42BC

To use these observations and the demand functions given by (1.3.14) for the
alliance setting to derive the demand functions for the products with no alliance, first
note that the demands in (1.3.14) depend on Lo 1|+ |Lo 1|+ |L—1| + |L1| +|L-11] +
|Ly 1| prices y;¢, but the demands in (1.3.25) depend on only |L_y| + |L;| prices.
Thus, to derive the demands of the products with no alliance (as a function of the
|L_1| + |L1| prices g with no alliance), it remains to determine appropriate values to
substitute into (1.3.14) for the |Lo 1|+ [Loa| +|L-1]| + | L1|+ | L-11] + |L1,—1] prices y
given the prices y. First, consider the easy case: if a product ¢ is offered by the same
seller 7 in both the setting with an alliance and the setting without an alliance, that is,
¢ € L;, then simply substitute price g;, for y; , in the demand model (1.3.14). Thus,
in the example above, ¥_1 4, 91,8, U1,c, and §; pc are substituted for y_; 4, ¥1,5, ¥1.0,
and y; pc respectively. Next, if a product ¢ offered by a seller ¢ in the alliance setting
is not offered by any seller in the no alliance setting, that is, £ € Ly ;, but it can be
assembled in the no alliance setting by buying a_; units of product ¢_; from seller —1
and a; units of product ¢; from seller 1, then substitute price a_1y_1 ¢ , + a191, for
y; ¢ in the demand model (1.3.14). Thus, in the example above, 2§_; 4 + 91 5c 18

substituted for y_; 42pc and y; a2pc. Next, if a product ¢ offered by a seller ¢ in the
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alliance setting is not offered by seller 7 in the no alliance setting, but it is offered by
seller —i in the no alliance setting, that is, £ € L_;;), then we choose the price y;
in the demand model (1.3.14) so that together with the other prices y; ¢, ' = %1,
0" € Ly U Ly, already determined as described above, will equate d;, to zero. Note
that if there are n such products, then n linear equations are obtained by equating the
n linear expressions for d;, to zero, and under reasonable conditions these equations
can be solved for the n desired values of y; ,. Thus, for the example above, the system

of equations

—Fiaay1,4 — EiaV1,B — Evact,c — Ev,aBcY1,BC

—Ey A a2p0(29-1.4+ 1.8c) + Bo1,44Y-1,4 + B_1,4BY-1.B

+B_1 acY-1,c+ B_1,aBcY-1,8c + B_1,4.4250(2Y_1,4 + U1,8c) + C1,4
=0

—F_1 B aAY-1,a— E_1BBY-1,B— E_1BcY-1,c — E_1,BBCY-1,BC
—E_1 5a2pc(20-1,4 + U1,Bc) + B1.8,aY1,4 + B1,8,BU1,B

+B1.gcth,c + Bi,sscUi,Bc + Bi g a2c(20-1,4+ G1,8c) + C-1.8

— 0

—E_1caY-1,4— E_v0BYy-1,8 — E_1,00Y-1,0c — E-1,0,BcY-1,BC
—E_10.4280(2§-1,4 + U1,8¢) + Bicayia + Bicpip

+B1ccth,c + Bieseth,se + Bioazpe(20-1,4 + U1,8c) + C-10
=0

—E_1BeaAY-1,4— E_15oBYy-1,8 — F_180ocy-1,c — F-1,B0,B0Y-1,BC
—E_1 goazpe(20-1,4 + 1,8¢) + Bi,pc,ayi,a + Bi.pe,slhB
+Bi.pe,c,c + Bi,se.seti,pe + Bipoazpe(29-1,4 + U1,80) + C-1.8c
=0

is solved for y; 4, y_1.B, Y-1,c, and y_; pc as linear functions of y_1 4, 91,8, 1.0,
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and ¢; pc. Suppose the solution is

Now we

bia,—1,AU-1,4 +b1.41,BY1.B +b1,41,cY1,c +b1a1,BcV1,BC + b1,40
b_1.B,—1,4Y-1,4 +b_1,81,BY1,B + b_1,B1.cV1,c +b_1.B1,BCY1,BC +b_1,B0
b_1.c-1,4Y-1,4 +b_1c1,BY1,B +b_1.c1,0cY1,c +b_1c1,BcY1,Bc +b_1,00
b_1,Bc,—1,4Y-1,4 +b_1.BC,1,BY1,B + b_1,BC1,cV1,c + b-1,BC1,BCY1,BC

+b_1.BC0O

are ready to use the observations above and the demand functions given

by (1.3.14) for the alliance setting to derive the demand functions for the products

with no alliance. For the example above, we obtain the following demand functions:

doya = —Eaa914—E 1 a5(b_1-1.47-14+b_181801.8+b-181.00C

+b_1 51800180 +b_180) — E_1,40(b-1,0-1,40-1.4 +b_1.c1,801.B

+b_1.c1.0t,c +b-1.01.8B0U1,80 +b_100) — E_1,4.80(b_1,8B0,-1,47-1,4

+b_1,8c,1,801,8 + b-1,8B01,cV1,c + b_1,Bc1,BcT1,BC + b_1,BC)0)

—E 1 an250(2Y-1,4 +U1,80) + B1,aa(b1,4-1,40-1,4+ b1.41.B01.8

+b1a1,c.c + b1,a1,8001,80 + b1ao)

+B1,a,8Y1,8B + Biact,c + BiapcYi,BC

+By A a25c(2J-1,4+ J1.8c) + Co1a +2[—E_1 a2pc.al-1,4

—FE_1 a2p0(b-1,8-1,40-1,4 + b_1,81,801,8 + b_1,81,cV1.C

+b_1,8.1,BcU1,8c +b_1,80)

—E_1 a2pco(b-1,0,-1,47-1,4 + b_1,01,801,8 + b_1.01.cV1,c + b-1,0.1,B001,BC

+b_1,c0) — E_1,4280,80(b-1,B0,—1,40-1,4 + b_1,Bc.1,B01,B + b_1,BC1,cT1,C

+b_1,801.BcY1,Bc + b-1,800) — E-1 42804280 (21,4 + U1,BC)
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+B1 a250,4(b1,4,-1,40-1,4 + b1,41.801,8 + b1,a1.c01,c + b1,a1,BcTr, B
+b1,40) + B1a2po.s0,8 + Biazpe.cth.c + B azpe.scli,Be

+B1 azpc,a2pe(29-1,4 + U1,8c) + C-1, 4250

—FEy a2pca(bia—1,40-1,4 + b1,a1,801,8 +bia1.c01.0c + b1a1,BcY1,Bc + b1,a0)
—F5 a2pc,BY1,B — Eh a2Bc,c1,c — Ev a2, BCY,BC

—FE a2pc,a280(20-1,4 + U1,80)

+B_1 42B0,4Y-1,4

+B_1 a2po.p(b-1.8,-1,47-1,4 + b_1,81.801,8 + b_1,B1.cV1.C
+b_1.81,8cU1,80 +b_1,8,0)

+B_1 a2poc(b1,0-1.4Y-1,4 + b_1.01.801.8 + b_1.01.00.0
+b_1,c1,8cY1,Bc + b_1,c0)

+B_1 a2po.so(b-1,80,-1,40-1,4 + b_1,Bc1.B01,B + b_1,BC1.cT1.C
+b_1,80.1,BcU1,Bc + b-1.BC0)

+B_1 a2pc.a2c(20-1,4 + J1,8c) + C1,a250]

—Ey g a(bia—1.4Y-1,4 +b1,41,801.8 + b1,a1,c01,c + b1,41,8cU1,80 + b1,40)
—Ey B0, — ErBot.c — B et — B g azpe(20-1,4 + §1.8C)
+B_1p,aU-1,4+ B_1,88(b_18-1,47-1,4 + b_181,801.8 + b_1,B1,c0.C
+b_1.81,8cY1,B0 +b_1,B,0)

+B_1 pc(b_1.0-1,40-1,4 + b_1,c1,801,8 + b_1,c1.001,c + b-1,c,1,BcU1,BC
+b_1,c0)

+B_155c(b-1,80,-1,49-1,4 + b_1.Bc1,B01,8 + b_1,BC1.cTh.C
+b_1,8c.1,BcU1,Bc + b-1.BC0)

+B_1 5 a2pc(29-1.4 + Ti.8c) + CiB
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dic =

dypc =

—Eycalbia—1,40-1,4+b1.a1.801.8 +b1.41.001.0 + bia1.BcV1,Bc + b1,a0)
—Fic.81,B — Erccti,c — ErvcBcli,Be

—FE1 ca2p0(20-1,4 + G1,80) + Bo1,c,4T-1,4

+B_1c,8(b-1,8-1,47-1,4 + b_181,801,B + b_1,81,c01,c + b_1,B.1,B0T1,BC
+b_1,80)

+B_1c,0(b-1,0,-1,40-1,4 + b_1,01,801,8 + b_1,c.1,c01,c + b-1,c1,BcT1,BC
+b_1,c0)

+B_1c.8c(b_1,80,-1,4U-1,4 + b_1,Bc1,B01,8 + b_1,BC1,cU1,C
+b_1,801.BcY1,Bc + b-1,BC0)

+B_1 c.a2pc(29-1,4 + U1,8c) + Cic

—FEy pe,a(bi,a—1,4Y-1,4 + b1,4.1,801,8 + b1,41,c01,c + b1,41,BcT1,Bc + b1,40)
—F1 Be,BY1,B — E1,Bo,cY1,c + Bi,Bc,BcY1,BC

—FE\ pe,a2pc(29-1,4 + J1,8c) + B_1,Bc,AT-1,4

+B_1pc,s(b-1,8,-1,40-1,4 + b_1,81,801,B + b_1,B1,c01,c + b_1,B,1,B0T1,BC
+b_1.50)

+B_1 pe,c(b_1,0-1,40-1,4 + b_1,c1,801,8 + b_1.c1,cU1,c + b_1,c1,B¢T1,BC
+b_1.00)

+B_1 pe,o(b-1,80,-1,47-1,4 + b_1.Bc1.8U1,8 + b_1,BC1.cTh.C
+b_1,Bc,1,BcY1,BC + b-1,BC0)

+B_1 peazpc(29-1,4 + 91,8c) + Ci.ac — E_1 a25c,40-1.4

—FE_ 4 a2pop(b-1,B-1,49-1,4 + b_1,81,801,8 + b_1,81,cV1,c + b_1,81,B¢U1,BC
+b_1.80)

—FE_ 4 a2pcc(b-1,c-1,40-1,4 + b_1.c1,801,8 + b_1.c1,00,c + b_1,c1,BcU1,BC
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+b_1,c0)

—FE_1 a2po.pe(b-1,80,-1,40-1,4 + b_1,Bc1,B01,B + b_1,B01,cU1,C
+b_1,8c.1,BcU1,Bc + b-1.BC0)

—E_1 a2pc,a2c(20-1,4 + 1,80)

+B1 azpc,a(b1,a,-1,40-1,4 + b1,41,801,8 + b1,41,c01,c + b1,a1,Bc¥1,Bc + b1,40)
+B1 a2pc,BY1,B + Bi,a2se,ci,c + Biazpe,eYi,BC

+By a2pc.a250(20-1,4 + T1,80) + C_1 a2Bc

—Ey a2pea(bi,a—1,49-1,4 + b1,41,871,8 + b1,a1,001,c + b1,41,8001,80 + b1,40)
—FE5 a2Bc,BY1,B — Eh a2BC,cV1,0c — Ev a2BC,BCYL,BO

—FE1 a2pe,azpo(20-1,4 + T1,80) + B_1,a2Bc,a¥-1,4

+B_1 a2po.5(b-1,8,-1,47-1,4 + b_1.81.801,8 + b_1,B1.c1,c + b_1,B1,BCT1,BC
+b_1,50)

+B_1 a2pc.0(b-1,0,-1,40-1,4 + b_1,c1,801,8 + b_1,c1,001,c + b-1,0c,1,BcU1,BC
+b_1.00)

+B_1 a2pc.5o(b-1,80,-1,40-1,4 + b_1,Bc1,B01,8 + b_1,801.cV1.c + b_1.BC1,BCT1,BC
+b_1.Bc0)

+B_1 a2pc.azpc(20-1,4 + J1,8c) + C1, 4250

Thus, the demand model given by (1.3.25) is obtained for the setting with no alliance.
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For the example above, the parameters E, B, C' are given by E, B, C' as follows:

E 144 =

Eipp =

Eipgc =

Eippc =

Eicp =

Eicc =

FEicpc =

Eipep =

Egaa+E_1ab1p-1,4+E_14cb_10-1.4+E_14Bcb-180-1.4
+2E_4 g a2Bc — B1,aabia,—1,4 — 2B1 4,42BC

+2(E_1 a2ca+ E_1 a2peb-1.8-1,4 + E_1 a2pccb-1,c,-1,a
+E_1 a2pc,Bcb-1,BC,—1,4 + 2E_1 a2pc a2pc — Bi,a2pc,abi,a,—1,4
—2B1 a2pc.azpe + E1a2peabia,—1,4 + 2B a2pc,a2BC

—B_1 a2pc,a — B_1, a2B0,B0-1,B,—1,4 — B_1,42BC,cb-1,0,-1,4
—B_1 a2c.Bcb-1,Bc,—1,4 — 2B_1 a2pc A2BC)

Figabiais+ Eipp— B_1B8b_181,8B— B_1Bcb-1,01,B
—B_1 BBcb-1BC1,B

Ey g abiaic+ Fipec— B-1s8b-1.B1,c — B-1,Bcb-1.01,0
—B_1BBcb-1,BC1C

E1 B abiai,sc + Eigsc — B-1,8,80-1,B,1,80c — B-1,B,cb-1,c.1,BC
—B_1B.Bcb-1,BC1,BC

Eicabia1p+ Ficp— B-oicsb-181.8— B_1ccb-1c1,B
—B_1cBcb-1,BC 1B

Eicabiaic+ Eice— B-icpb-1c10c— B-1,ccb-1c1,c
—B_1cBcb-1,BC1C

Eycabiagc+ Evce — B-1c,8b-1.81,Bc — B-1,c,cb-1,c1,BC
—B_1.¢,Bcb-1,BC,1,BC

Ey Beabiaip + Erpes — B-1,Bc,Bb-1,81,8 — B-1,Bc.,cb-1,BC1,B
—B_1Be,cb-1,Bc1,B + F_1,42B0,8b-1,B1,B + F_1,42B0.cb-1,c1,B
+FE_1 a2Bc,Bcb-1,80,1,B — B1,a2B0,Ab1,4,1,B — B1,4a2BC,B

+FEy a2pc,abi,an,B + B a2pop — B_1 a2Bc,B0-1,B1,B

—B_1 a2Bc,cb-1,c1,B — B-1,42B0,Bcb-1,B0,1,B
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El,BC,C = Ficabiaic+ Evpec — B-1,sc,Bb-1,B1,c — B-1,Bc,cb-1,BC,1,C
—B_1,Bc,Bcb-1,Bca,c + E_1 a2pc,Bb-1,B1,0c + E_1 a2Bc,cb-1,01,
+E_1 a2pc,Bcb-1,Bc1,c — B1,a2Bc abi,a1,c — Bi a2pe,c
+FE a2pc.abiaic + Eiazpec — Boia2pe,sb-1,81,c
—B_1 a2pc,cb-1,c1,0c — B-1,42B0,Bcb-1,BC1,C

Eipopc = Eipoabiaipe — Bisose + Bipeazse
—B_1 ge,Bb-1,B,1,Bc — B-1,BC,cb-1,Bc1,BC — B-1,BC,BCV-1,BC1,BC
—B_ pe,a2pc + E_1, 42B0,80-1,B1,Bc + E_1 a2Bc,cb-1,01,BC
+E_1 a2pc,Bcb-1,Bc1,Bc + F_1 42804280 — Bi a2BC,Ab1,41,BC
=B a2B0,Bc — Bi,a2Bc,a2Bc + B a2B0,4b1,4,1,BC
+FEy a2pc,Be + Ei a2pe,a2Be — B_1,425c,8b-1,B,1,BC
—B_ a2pc,cb-1,c1,80c — B-1,42Bc,Bcb-1,Bc1,B0c — B-1,42BC, A2BC

Baipa = —Eipabia_1a— 2E) g a2pc + B_1.B.a
+B_1p8b_1B-1,4+B_15cb-1,c-1.4+ B_1BBcb-1BC 1,4
+2B_1 B a2BC

Bica = —Fioabia 14— 2B cape+Brca—Bicpbip 1.4
+B_1ccb_1,0-1,4 + B_1c,Bcb-1,B0,—1,4 + 2B_1 ¢ a2BC

B.ipea = —Fipoabia—1.a—2E poazpe + Bo1sosb-15-1.4
+B_1 Bc,cb-1,c,—1,4 + B_1,Bc,Bcb—1,B0,—1,4 + 2B_1 pc,a2BC
—F_1 a2pc,a — E_1,42B0.80-1,8B-1,.4 — E_1 a2pc,cb-1,0,-1,4
—FE_1 a2pc,Bcb-1,B0,—1,4 — 2E_1 a2pc,a2Bc + Bia2pc,abia—1,.4
+2B1 a2pc.azpe — 1, a2p0,ab1,4,-1,4 — 2E a2 a2BC
+B_1 a2B0,8b-1,B,-1,4 + B_1 a2Bc,cb-1,c,-1,4 + B_1 a2Bc,Bcb-1,BC,~1,A

+2B_1 a2Bc,A2BC
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Biap

By ac

B a.Bc

—Fiapbo1B1,B— F_1,40cb-1.01,8— E-1,4Bcb-1,B0,1,B

+B1,4,4b1,41,8 + Biapg — 2(F_1 a2pc,8b-1,81.B

—FE_1 a2pccb-1,c1,B — E_1 42Bc,Bcb-1,BC,1,B

+By a2pc,abi,an,B + Bia2pe,p — E1,a2B0,401,4,1,8 — E1 a2c.B

+B_1 420,801,818 + B_1,4280,cb_1,c1,8 + B_1,4280.8¢b-1,BC,1,B)
—FyapboiBic— E_1,acbo1.c1,c — E-1,4Bcb-1,BC1.C
+B1aabia1c+ Biac—2(E_1 4250801810

—F_1 a2pocbor,c1,c — E_1 42B0,Bcb-1,BC,1,0

+DB1 a2pc.abia,c + Biazpe,c — Fiazpe,abiaic — B azpoc

+B_1 azpc,5b-1,81,c + B_1 a2pc.cb-1,01,0 + B_1,4280.8c0-1,801,0)

—Fy aBb_1B1.B0c — E_1,40b-1.c1,B0c — E-1,4,Bcb-1,BC1, BC

—F_1 A a2Bc + Bi,a,abi,a1,Bc + Bi,apc + Bi,aa2Bc

—2(E_1 a28¢,8b-1,81,80 — E_1,a280,cb-1,0,1,B0 — F-1,42B0,8Bc0-1,B0,1,BC
—FE_1 a2pc a2Be + Bi,a2pc,abi,a1,80 + Bia2pe Be

+B1,a2Bc,42B0 — E1 a2B0,4b1,4,1,Bc — E1 a2B0,BC — F1,A2BC,A2BC

+B_1 a2Bc,Bb-1,B,1,Bc + B_1 42BC,cb-1,0,1,B0 + B_1 42BC,BCb-1,BC,1,BC
+B_1 a2Bc.a2B0)

C_1,4 +2(C_1 azpc + C1 a2Bc)

Ci,B

Cico

Cr,Bc + C_1 a2pc + Ch a2pc

To state the relation between parameters £, B, C' in demand model (1.3.14) and

the parameters E, B,C in demand model (1.3.25) in general, we first develop the
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notation needed for a concise representation. Let the rows and columns of matrix F;
be grouped so that the first group of rows and columns correspond to products in
L;, the second group of rows and columns correspond to products in Lg;, and the
third group of rows and columns correspond to products in L_;;. Hence E; can be

partitioned into submatrices as follows:

L; Ly, L_;;

E;; Eio; i—ii L;
E; = Foii Foioi Foi—ii Lo,
E_iii E_iioi E_ii_ii L_;;

This grouping of the rows and columns of E; implies that the rows and columns of d;,

yi, Bi, and C; are similarly grouped:

L—i LO,—i Li,—i

i,—1 Bi,O,fi Bi,i,fi L; Yii
B.; = Boi—i DBoio—i Boi—i Lo; » Y = Yi0,i
B_ii—i B_iio—i B_iii—i L_;; Yi—ii

Cii d; i

C; = Cio.i ;o dp = d;0,i

i —ii i—ii
Note that given the prices g in the no alliance setting, the prices for the same products
in the alliance setting are y;; = 9; € RIZ, Let R; i ¢ denote the number of units of
product ¢’ € L; used to assemble one unit of product £ € Ly ;. Then, given the prices
y in the no alliance setting, the price paid to assemble one unit of product ¢ € Ly ; in

the no alliance setting is

g E R 00U e

#=+10¢€L,
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Let R; v € RIFoilxIL#l denote the matrix with entry R, ¢p in the row corresponding
to £ € Ly,; and the column corresponding to ¢’ € L;. Then, given the prices ¢ in the
no alliance setting, the prices paid to assemble each unit of product in Lg; is given

by

Yioi = Z R; o9

i'==1

Next, consider the demand for products in L_; ;.

di,fi,i = _Efi,i,i ii Efi,i,O,iyi,O,i - Efi,i,fi,iyi,fi,i + Bfi,i,fiyfi,fi + Bfi,i,O,fiyfi,O,fi
+Biii,~iY—iji—i + Ci—i

IAERS]

= —E_iii¥i—E_iioi E Ry — Eii—iili,—ii
i'==+1

+B_ii,—iY—i + B_iio—i E R_i ¥ + Biji~iY—ii—i + Ci—ii
i=+1

Then, given the prices ¢ in the no alliance setting, the value of (y_11 -1,91,-11) is
chosen to set (d_11-1,d;—11) = 0. The system of equations (d_; 1 _1,d1 —11) = 0 can

be written as —Dy_ + F'y + C_ = 0, where

Y-1,1,-1 B Y-1 071,1,71
Y- = ;g o= , O =
Yi,-11 Y1 01,71,1
Ei 11,21 —Bi 1,11
D =

—FEi 11— Fi 10 R+ B0 B0 1R+ B+ B
—FE_ 11011 +Bi 1 +Baioi R —E_ia0—E 1011+ B Roan

Under reasonable conditions D is nonsingular (more specifically, positive definite),
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and then the unique solution is y_ = D~'Fy + D7'C_. Let

Li L 1, L_y Ly
D1 o D:i,l D:il Ly | P F 4 F_q; Ly
Dfil Df% L_i, Fi Fiq L_q,

Then

Yi—ij = (D;iZFfzz + D;}Ez)?jx + (D;iiFfi,fi + D;;Fi,—i)?j—i

+(D-‘1 C_ii_i+ D;ilCi,—i,z‘)

i,—1

= Z ( Z D;;E”,i’gi’ + Di_,i}ci’,—i’,i’>

i'=+1 \i’=+1
Next, the demand model (1.3.14) is used to derive the demand for each product ¢ € L;

that is offered in the no alliance setting:

di,z = —E Ei,z,e'yi,i,z/— E Ei,z,e'yi,o,z',e'— E Ei,é,f/yi,fi,i,é’

l'eL; WELO,Z' E,GL_Z'J;

+ E B i oy—i—ip + E B_io0y—io—ip + E B_iroy—ii—ie+ Cig

el _; l'eLo,—; Uel; _;

+ E E Riioe | — E Ei o0y o — E Eir o 0ryiv 0,0 07
i'=+1 |U€Ly 0ely, eeLy

— E Ei/,f/,E”yi’,—i/,i/,E" + E B—ihé’,[”?/—i’,—iﬁé"
ZHGL—i’,i’ f”GLii/

+ Z B—i/,é’,f”y—i’,o,—i’,z// + Z B*i/,f/,f”yf’i/,i’,fi/,@" + Cl’/7el

0eLy _y eLy _y
The first term in brackets above corresponds to the demand for product ¢ € L; by
itself, and the second term in brackets corresponds to the demand for product ¢ to

assemble products ¢ € Ly, i' = £1. In terms of matrix notation, the demands for
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the products in L; that are offered in the no alliance setting is given by

dii = [—Eiiii— EioiVioi— Ei—iiVi—ii+ Bi—iy—i—i+ Bio—iy—io—i

+Bii—iY—ii—i + Cii

-
+ E [RM (_EO,i’,i/yi’,i’ - EO,i’,O,i’yi’,O,i/ - EO,i’,fi/,i/yi/,fi’,i’
i'=+1

+Bo,ir —iry—ir it + Bo,ir0,—irY—ir.0,~it + Boirr—ty—irir —ir + Cir 0.r)]
Next, replace y;;, 0,4, and y; _;; with the expressions in terms of y derived above.
Then the demands d; for the products in L, in the no alliance setting as a function
of the prices y in the no alliance setting are obtained, as follows:

—F; iy — Fio Z Riyyy — Ei _i; Z ( Z D;;/E",z‘/@i/ + Di_,i}ci’,—i’,i’>

i'=%1 t'=%+1 \i'’==%1

.

+B; _iy—i + Bio,—i Z R_; iy
i'=%1

+B;i Z ( Z D:iqui”,i'ﬂi' + D_Z‘l,i/ci’,i’,i/) +Cii

/=%1 \i''==%1

+ Z [R;II—J (_Eo,i’,i’gi’
==+1

E ~ § § —1 ~ —1
—EO,Z",O,Z" Ri’,i”yi” — EO,i’,—i’,i’ < Dilﬂ‘///F’i’”,i”yi” + ‘Di’,i”Ci”,_i”vi”>

i =+1 i"=+1 \i/'=%1

+Boir—iY—ir + Boir0,—ir E R_j intim
i =+1

E E -1 ~ -1
+BO,i/,i’,7i/ < D_Z‘/7Z‘///F1i///,i"yi" + D—i/7i//0i//7i//7i//>

i=+1 \i"=+1

+Cyr0,)]

Note that the demands d; above are consistent with the demand model (1.3.25), for
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the following parameter values:

0 -1
Ei = Eii+EioiRii+ Ei—i; E D F i
i=+1
-1 T T
—Bio—iR_i; — Biji—i E D= uFyi+ R ;Eoii — R-; ;Bo—i
i=+1

T -1
+ > Ry | BopoiRii+ Eopinw Y DyiFn,
'=41

i'==1

~1
—Bo,ir,0,—ir B-iri — Boir,ir —ir E D= inFin

_i/,
i'=+1
D, —1
By = —EioiRi-i— Ei_i; g DiyFi i+ Bi i+ Bio—ilR_i
i'=+1
-1 T T
+Bii i Y D7y Fo i~ RL By i i+ R Boi

i'=%1

T -1
+ > Ry | —EopoiRii— Eop-iny Y Dyl

=41 i==+1

1
+Boir0,—ir it —i + By isir —ir E D_Z‘/J‘//F’i”,fi
in=+1
1 1
= L E Dy yCy—ivir + Biji—i E D= Cy i + Ciy
=1 i=+1

=

Z T Z -1 Z -1

_|'_ Ri’,i _E07i/’_i/,i/ Di/7i//ci”,—7;”7i” + BO,Z‘/77;,7_Z‘/ D*'L'/7'L'//Ci”’_i”7i”
i=+1 =41 =41

+Ciow)
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APPENDIX C

ASYMPTOTICS FOR LSR ESTIMATOR OF
VALUE-AT-RISK

Suppose, for the sake of simplicity, that support of the distribution of X; is bounded,
i.e., X; is bounded w.p.1. Since N~'X"X converges w.p.1 to € and by (2.3.60), we

have that
N

|5i — €i| S Op(Nil) Z€j.

j=1

We can assume here that Ele;] = 0, and hence Zjvzl g; = O,(N'?). Tt follows that
|e(rnal) — ervan | = Op(NT2). (C.0.99)

Suppose now that the set of population a-quantiles is a singleton. Then F;l(a)
converges w.p.1 to the population quantile F-!(a) = V@R, (¢), and hence by (C.0.99),
we have that e([nq]) converges in probability to F. '(a). That is, \//@\Ra(e) is a
consistent, estimator of V@R, (), and hence the estimator fy + =78 + \T@T?a(e) is a
consistent estimator of VAR, (Y |x).

Let us consider the asymptotic efficiency of the residual based V@R, estimator. It
is known that Bo + 273 is an unbiased estimator of the true expected value 8y + '8
and N1/2 [Bo — B+ (B - ,6*)] converges in distribution to normal with zero mean
and variance

2" 12" (€.0.100)

Also, N2 (g(;xa1) — V@R, (g)) converges in distribution to normal with zero mean
and variance

W= —— (C.0.101)



provided that distribution of € has nonzero density f.(-) at the quantile F.'(«).
Let us also estimate the asymptotic variance of the right hand side of (2.3.60).
We have that N times variance of the second term in the right hand side of (2.3.60)

can be approximated by
cE{[L; X171 X7} = o?(k +1).

We also have that random vectors (BO, B) and e are uncorrelated. Therefore, if errors
g; have normal distribution, then vectors (BO, B) and e have jointly a multivariate
normal distribution and these vectors are independent. Consequently, Bo + 273 and
\@a(e) are independent. For not necessarily normal distribution, this independence
holds asymptotically and thus asymptotically BO +2 T3 and \T@T?a(e) are uncorrelated.

Now, we can calculate the asymptotic covariance of the corresponding terms
(S(WOJ) — V@Ra(e)) and (8([Na]) — 6((Na1)> as M Thus, asymptotic variance

of the residual based V@R, estimator can be approximated as

N ' (w4 oLz Q7 L") . (C.0.102)
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APPENDIX D

ASYMPTOTICS FOR LSR ESTIMATOR OF AVERAGE
VALUE-AT-RISK

The estimator ,W@\Ra(e) can be compared with the corresponding random variable

which is based on the errors instead of residuals

AVGR,(c) = infuer {t e DAl t]+}
= \T@\Ra(ﬁ) + m Zf\il [62' — \T@\l:\)a(ﬁ)]+ (D0103)

1 N
= E(Nal) T ToeIN 2oie[Nalt1 [E@ — E(NaD)] -
Note that N@aa (¢) is not an estimator since errors &; are unobservable.

By (C.0.99), we have that

V@R, (e) — V@R, (e)| = 0,(N1/2) (D.0.104)

and it is known that ma(e) converges w.p.1 to AV@R, () as N — oo, provided
that ¢ has a finite first order moment. It follows that ma(e) converges in prob-
ability to AV@R,(¢), and hence By + "3 + ma(e) is a consistent estimator of
AV@R, (Y |x).

Lets discuss asymptotic properties of the residual based AV@QR,, estimator. As it
was pointed out in Appendix C, random vectors (BO, B) and e are uncorrelated, and
hence asymptotically So+x T8 and N@\Ra(e) are independent and hence uncorrelated.

Assuming that a-quantile of F.(-) is unique, we have by Delta theorem
AV@R, () = V@R, (¢) + (1 — a) N Z — V@R, (e)]4 + 0,(N~Y?)  (D.0.105)

and

AVGR,(¢) = V@R, () + (1 — a) 'N71 Y [, — VAR, (e)]+ + 0,(N"Y3). (D.0.106)

=1



Equation (D.0.106) leads to the following asymptotic result (cf. Trindade et al. (2007),

Shapiro et al. (2009), section 6.5.1)

N'2[AV@R,(g) — AVAR,(2)] 2 N (0,72, (D.0.107)

where 7% = (1 — ) ?Var([e — V@R, ()], ). Moreover, if distribution of & has nonzero

density f.(-) at V@R, (), then

1l—«
2N (V@R,(¢))

E[AVGR,(c)] — AV@R,(c) = +o(N7Y). (D.0.108)

From the equation (D.0.105) and (D.0.106), the asymptotic variance of (ma(g)—
ma(e)) can be bounded by (1 — a)*N~20%(k + 1) and we can approximate

the asymptotic covariance of the corresponding terms, <,W@\Ra (e) — AV@Ra(g)) and

—(1—a)"IN—202 (k+1)
2

<,W@\Ra(€) - N@\Ra(e)> as . Thus, asymptotic variance of the

residual based AV@QR,, estimator can be approximated as

N ' (v +0°[L2"|Q 'L 2"]T). (D.0.109)
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APPENDIX E

ASYMPTOTICS FOR THE MIXED QUANTILE
ESTIMATOR

It is possible to derive asymptotics of the mixed quantile estimator. For the sake of
simplicity, let us start with a sample estimate of S(X), with A\; and «;, j = 1,...,7,
given in (2.2.50). That is, let Xi,..., Xy be an iid sample (data) of the random
variable X, and X(;) < ... < X be the corresponding order statistics. Then the
corresponding sample estimate is obtained by replacing the true distribution F' of X

by its empirical estimate F'. Consequently, (1 — a)~'S(X) is estimated by

T

. 1
(L—a)™ > NEF o)) = . > X(ixay)- (E.0.110)
j=1

j=1
This can be compared with the following estimator of AV@R,(X) based on sample

version of (2.1.35):

N
X(INa)) + Toaym ieNal1 [X6) — X(na)] =

N—[Na] 1 N
(1 — N ) X(1Na)) + Toa® 2uim[Nal+1 X (0)-

Assuming that N« is an integer and taking r := (1 — )N, we obtain that the right

(E.0.111)

hand sides of (E.0.110) and (E.0.111) are the same.
Asymptotic variance of the mixed quantile estimator can be calculated as follows.

Consider problem (2.3.76). The optimal solution of that problem is 8* = B,
M= 3+ V@R, () = B + FMay), J = 1,m,

and 85 = > A\jn; = ;. Assume that e has continuous distribution with cdf F.(-)
and density function f.(-). Then conditional on X, the asymptotic covariance matrix

of the corresponding sample estimator (3,7) of (8%,7*)is N"'H 'S H ™!, where H is
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the Hessian matrix of second order partial derivatives of E [Z;Zl Yo, (e + By = + (8" — B)TX )]

at the point (8*,7*), and X is the covariance matrix of the random vector
Z:=> Vi, (e+8-n+ (B —p)X),
=1

where the gradients are taken with respect to (8,7) at (8,7n) = (8*,n*) (e.g., Shapiro
(1989)). We have

> Vg, (e+ 85 —m+ (8 —B)'X) = <Z¢ €+5§—ﬁj+(ﬁ*—ﬂ)TX)>X’

j=1

Voo, (€+ 65 =+ (8= B)'X) = =, (e + 85 —n; + (8" = B)' X),
with +y, (+) is given in (2.3.72).
Note that E[¢, (¢ —FHa)]=0,7=1,...,r, (see (2.3.73)), and hence E[Z] = 0.
RE[XXT] @
Then X = E [ZZT} and we can compute X = , where k =
v’ A

E{[Z] UL (e - (a]))r}, W= (¥, .., W] with

(Zﬂ@@—ﬂfmm)ﬁﬁ@—gw%»xrj:me

and Ay = [% (e — F¥ (o)) ¥, (e — F;l(aj))} i =1,

'E[XXT] F
The Hessian matrix H can be computed as H = , where
FT D
T = Z;:1 7; with
OF [y, (= + B — m; +1)]
= ot t=0
_ 0oy = F(F 7N ay) — 1) + (0 — F(FZ (o) — 1)
ot t=0

= a;fe(F (Oc])) - (1= O‘j)fs(Fsil(aj)) = fs(Fsil(O‘j))a J=1..r

F =[F,,.. F,]with F; =vE[X], j=1,..,r, and D = diag(y1, ..., V).
Since B, = AT#, we have that 3, +8'x = [7; AT][3; 7], and hence the asymptotic

variance of 8, + BOTa: is given by N~ zT; A\T|H 'S H ' [x; .
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APPENDIX F

ESTIMATED REGRESSION COEFFICIENTS FOR THE
EMPIRICAL EXAMPLES

Table 13: Estimated coefficients, lower(LCI) and upper(UCI) confidence intervals for
the empirical examples

BAC CDS spread example

Variables Coefficients LCI UCI
Y (percent change of BAC CDS)

Intercept 0.3956  0.0587  0.7325
X1 (return of BAC stock price) -0.2164 -0.2849 -0.1479
X2 (percent change of generic 5-year CDX.IG) 0.4555 0.3574  0.5536
IBM stock example

Variables Coefficients LCI UCI
Y (log retern of IBM stock)

Intercept 0.036  -0.0479 0.12
X1 (daily log return of S&P 500 index) -0.1733  -0.2539 -0.0927
X2 (lagged log return) 0.0009 0.0001 0.0017
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