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CHAPTER 1

Interactive operational decision
making

1.1 Interactive decision theory

Good decision making is a field of research explored from different scientific
perspectives, from mathematical programming to psychological aspects in
framing decisions. Many of the decision situations we face involve other,
possibly antagonistic, decision makers that affect our options and the conse-
quences of our decisions. And reversely, our decisions may affect the options
and consequences of decisions of the others. In this thesis we deal with de-
cision making in such an interactive setting. To analyze interactive decision

problems we use tools from interactive decision theory.

Interactive decision theory is a more descriptive name for game theory: the
study of mathematical models of conflict and cooperation between intelli-
gent rational decision-makers (Myerson (1981)). It is a research discipline
that considers the logical side of interactive decision making. Game theory
is usually divided into two branches. In competitive, non-cooperative game
theory players act individually and strategically against each other to mini-
mize their individual costs (or maximize individual profits). For an extended
introduction we refer to Fudenberg and Tirole (1991). Cooperative game
theory studies situations in which players cooperate in order to reduce joint

costs, and analyzes how one can fairly allocate the joint costs or the joint cost
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savings. A commonly used model in cooperative interactive decision theory
is a transferable utility game in which one assigns a value to each subcoali-
tion of decision makers. Allocation proposals are evaluated based on these
coalitional values. For an extended introduction we refer to Sudholter and
Peleg (2007). In some cooperative situations, however, one cannot determine
the costs or cost savings of a subcoalition of decision makers, but the decision
makers still have to share their joint costs. In that case the model of cost
sharing (see e.g. Moulin (2002)) can be an appropriate tool to find adequate

allocations of the costs.

Applications of interactive decision theory can be found in, e.g., Biology
(Nowak and Sigmund (2004)), Philosophy (De Bruin (2005)), Political Sci-
ence (Myerson and Weber (1993)) and especially in Economics and Manage-

ment Science.

1.2 Operational decision making

In this thesis we analyze interactive decision making on an operational level
in an economic environment: the problems allow for a quantitative analytical
approach, where information is transparent and the interactive problem has
a managerial — as opposed to policy — nature. Using appropriate tools from
interactive decision theory we analyze how decision makers can decide on,
e.g., a good strategy to minimize individual costs or on how to fairly allocate
the (possible) benefits that follow from cooperative behavior.

Examples of such interactive decision problems on an operational level
are, in a cooperative setting, inventory games (Meca, Timmer, Garcia Jurado,
and Borm (2004)) and in a non-cooperative setting, capacity allocation games
(Cachon and Lariviere (1999)).

As its subtitle indicates, this thesis covers interactive decision making in
the context of purchasing situations and in the context of mutual liability

problems.

Purchasing is the formal process of buying goods and services in order to

accomplish organizational goals. On an operational level, purchasing in-
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volves supplier selection and pricing agreements for frequently used tangible
goods, like scribbling-pads for a university, needles for a hospital or mops
for janitorial services. In interactive purchasing situations multiple buying
organizations interact with similar (or possibly the same) suppliers for the
procurement of the same commodity. Decisions to be made in interactive
purchasing concern if and how to cooperate with other buying organizations.
If so, one has to tackle the important question of how to allocate possible cost
savings. And if not, how to interact with the supplier(s) on an individual
strategic level, while taking into account the presence and behavior of the
other purchasers.

Mutual liability problems model the interrelationship between decision mak-
ers, based on financial obligations. We will investigate the scenario where a
group of agents is related by having mutual liabilities, but reaches the point
in time where the agents want to cash their claims. None of the agents worry
about the possible insufficient cash in the current assets, until individuals
start cashing their claims. This will lead to a cascading effect and thereby
will reveal the possibly insufficient cash level of agents and the agents typ-
ically might not obtain all of what they, however rightfully, claim. Here a
decision has to be made regarding how the total amount of available cash

can be fairly distributed among the agents.

In the next section we provide a compact overview of this thesis. An ex-
tensive introduction of each of the different topics we study can be found at
the beginning of each chapter.

1.3 Overview and results

One of the most basic and probably oldest allocation problems that can be
modeled in an interactive decision framework is a bankruptcy problem (cf.
O’Neill (1982)). In a bankruptcy problem a (possibly) insufficient mone-
tary amount has to be divided over a group of claimants. Aumann and
Maschler (1985) have characterized one of the most well-known bankruptcy

rules, the Aumann-Maschler rule, using the axiom of consistency. Chapter 2
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introduces mutual liability problems as a generalization of bankruptcy prob-
lems, where every agent not only owns a certain amount of cash money, but
has outstanding claims and debts towards the other agents as well. Assum-
ing that the agents want to cash their claims, we analyze mutual liability
rules which prescribe how the total available amount of cash can be allo-
cated among the agents. In particular we focus on bankruptcy rule based
bilateral transfer schemes. Existence of these schemes is established and it
is seen that within the class of hierarchical mutual liability problems, for
each bankruptcy rule such a transfer scheme is unique. Although in general
a bankruptcy rule based bilateral transfer scheme need not be unique, we
show that the resulting bankruptcy rule based transfer allocation is. This
leads to the definition of bankruptcy rule based mutual liability rules. For
hierarchical mutual liability problems an alternative characterization of such
mutual liability rules is provided. Moreover, we show that the axiomatic
characterization of the Aumann-Maschler bankruptcy rule on the basis of
consistency can be extended to the corresponding mutual liability rule. We
conclude with a discussion of alternative approaches to solve mutual liability

problems.

Chapter 3 introduces a new class of interactive cooperative purchasing situa-
tions. In a mazimum cooperative purchasing (MCP) situation the unit price
of a commodity depends on the largest order quantity within a cooperating
group of players. Due to quantity discounts offered by the supplier, players
can obtain cost savings by purchasing cooperatively. However, to establish
fruitful cooperation a decision has to be made about an adequate allocation
of the corresponding cost savings. In analyzing MCP-situations from the
perspective of allocation by using the model of transferable utility games, we
define corresponding cooperative MCP-games. We show that if the supplier
offers quantity discounts, there exists a stable and efficient allocation of the
cost savings: the Direct Price solution. In the Direct Price solution each
player pays the unit price that follows from maximal cooperation among the
group of purchasers. However, in this allocation a player with the largest
order quantity, who is decisive for the lower unit price, receives no cost sav-

ings at all. For this reason we consider two well-known solution concepts
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from the theory of cooperative games: the nucleolus (Schmeidler (1969))
and the Shapley value (Shapley (1953)). We show that the nucleolus of an
MCP-game can be derived in polynomial time from the Direct Price solu-
tion, using a so-called nucleolus determinant. To show this result we provide
an explicit general alternative characterization of the nucleolus. Moreover,
using the special structure of MCP-games we find an explicit expression for
the Shapley value. Interestingly, the Shapley value can be interpreted as a
specific tax and subsidize system. For illustrative purposes the behavior of

the three solution concepts is compared numerically.

In Chapter 4 we study capacity restricted cooperative purchasing (CRCP)
situations from the perspective of cost sharing. A CRCP-situation is a pur-
chasing cooperative with individual order quantities with respect to a certain
commodity. Here, the sum of the order quantities determines the unit price.
Instead of facing one supplier with sufficient supplies, the group faces two
suppliers with (possibly) insufficient individual supplies. The combined ca-
pacity of the two suppliers, however, is sufficient. We show that to minimize
joint ordering costs, the cooperative should order as much as possible at one
of the two suppliers, and the remainder at the other one. To find suitable
cost allocations of the total purchasing costs we model the CRCP-situation
as a cost sharing problem and we find that the cost function of the corre-
sponding cost sharing problem is piecewise concave. The domain of the cost
function can be divided in separate intervals on which the function is concave;
the maximally concave intervals. We introduce tailor-made and context spe-
cific cost sharing rules for cost sharing problems with piecewise concave cost
functions, in which we first divide the vector of order quantities into sepa-
rate vectors for the different maximally concave intervals, using a bankruptcy
rule. Subsequently, for each maximally concave interval and corresponding
vector we use the well-known serial cost sharing rule (Moulin and Shenker
(1992)) to allocate the costs of that specific interval over the organizations.
Finally, by summing these allocated costs we obtain the allocation according
to the piecewise serial rule. Inspired by the context of CRCP-situations, we
provide a piecewise serial rule that, on the class of cost sharing problems

with piecewise concave cost functions, satisfies unit cost monotonicity, and a
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piecewise serial rule that satisfies monotonic vulnerability with respect to the
absence of the smallest player. Furthermore we provide a characterization of
the proportional piecewise serial rule. Numerical comparison with the serial
cost sharing rule further supports the claim that these two piecewise serial
cost sharing rules are suitable methods for allocating the purchasing costs of
a CRCP-situation.

Capacity restricted strategic purchasing (CRSP) situations are the non-coop-
rative siblings of CRCP-situations. Here each member of a group of pur-
chasers has an individual order quantity with respect to a commodity. The
group faces two suppliers with possible insufficient individual supplies. In-
stead of purchasing cooperatively the purchasers act individually. In a CRSP-
situation each purchaser strategically splits his order over the two suppliers
in order to obtain his desired order quantity for the lowest possible cost.
How an individual purchaser should place his order, depends, amongst oth-
ers, on fulfillment policies of the suppliers. Such a policy prespecifies how
the supplier allocates his capacity over the orders in case the total number
of units ordered exceeds the capacity limit of the supplier. In Chapter 5 we
study CRSP-situations by analyzing equilibrium behavior in non-cooperative
games corresponding to several scenarios with respect to the fulfillment poli-
cies of the suppliers. These games are called ordering games. In the first
scenario, fulfillment can be based on fixed preferences of the suppliers with
respect to the identity of the players. Second, fulfillment can also be based
on the order size of the purchasers, we differentiate among the policy small
before large (SBL) and large before small (LBS). Third and finally, suppli-
ers can fulfill orders proportionally. If suppliers preferences are fixed and
identical, the ordering game has an equilibrium. If the policy is based on
SBL, we show that there does not necessarily exists an equilibrium. On the
other hand, if fulfillment is based on LBS, there exists an equilibrium in the
ordering game. When orders are fulfilled proportionally, then if there exists
an equilibrium in the ordering game, we show that it can only be found at
the boundaries of the strategy space. Finally, we develop an approximation
of the ordering game by means of a so-called matrification of the strategy

space. Also here, we analyze equilibrium behavior in the different scenarios.
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1.4 Basic notation

The set of all nonnegative integers is denoted by N, the set of all real numbers
by R, the set of nonnegative reals by R, and the set of positive reals by R, . .
For a finite set IV, the cardinality of N is denoted by |N|. The collection
of all subsets of N is denoted by 2. RY denotes the set of real-valued
vectors with coordinates corresponding to N. An element of RY is denoted
by & = (2;)ien. For every S € 2¥\{(}, the unit vector 19 € R is such that
1?9 =1ifie Sand 1¥ =0 if i € N\S. We denote (y)™ = max{y, 0} for all
y € R.

By II(N) we denote the collection of all permutations of N where o €
II(N) is a bijection from {1,...,|N|} to N. Next 6 : RN — RIN is such that
for € RN and i € {1,...,|N|}, 0i(z) = o), With 251) > 2p2) > ... >
Lo(|N])-

For any two vectors x,y € R! we have that x is lexicographically smaller
than y if x = y or if there exists an s € {1,...,t} such z;, = y; for all
kEe{l,...,s =1} and x5 < ys. x <; y denotes that x is lexicographically
smaller than y.

Let A C RY be a finite collection of vectors. Then, span(A) denotes the
linear hull of A, i.e., all linear combinations of vectors from A, and conv{A}
denotes the convex hull of A, the set of all convex combinations of vectors
from A.

With A = (a;;) € RV*Y | the diagonal of A4, diag(A4) € RN isforalli € N
defined by diag;(A) = a;;.

Let X be a convex subset of RY. A function f : X — R is concave on X
if for any z, 2% € X and any X € [0,1], f(Az! + (1 — N\)a?) > Af(z) + (1 —
A f(z?). f is strictly concave if for any z', 2% € X with ! # 2% and any
A€ (0,1), fOzt +(1=Na?) > Af(z!)+ (1= N) f(2?). Moreover f: X — R
is convex if —f is concave.

Let g : R — R. If g is differentiable and concave, then any x € R with
g (x) = 0 will be a global maximum. If g is twice differentiable, then g is
concave if ¢”(z) < 0 for all x € R, and g is strictly concave if if ¢”(z) < 0
for all x € R. If g is nondecreasing and concave, then for any z,y € R with
0 < x <y, it holds that @ > % and g(z+2) — g(z) > g(y+ 2) — g(y) for
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any z € R,.



CHAPTER 2

On solving mutual liability
problems

2.1 Introduction

In this chapter, which is based on Groote Schaarsberg, Reijnierse, and Borm
(2013), we make a side-step from the operations management context to a
more financially oriented class of problems: we will consider so-called mutual

liability problems as a generalization of bankruptcy problems.

The classical bankruptcy problem, consisting of a single estate that is not
sufficient to fulfill the demands of multiple claimants, is formally introduced
by O’Neill (1982). However, the problem has been known since centuries:
the old Babylonian Talmud explains by means of numerical examples how
one should divide a deceased’s estate over his creditors. Also, in the first half
of the twentieth century Benson (1935) and Kocourek (1935) studied estate
division problems with multiple claimants from the perspective of law. In
their work, the claimants possibly have different and circular priorities. It
was Tyre (1980) that mentioned the missing link between mathematics and
legal thought in such problems with so-called circular priorities.

Shortly later O’Neill (1982) considers claims problems without circulari-
ties from a mathematical perspective. A bankruptcy rule prescribes, for each
bankruptcy problem, how to divide the estate over the claimants. In the

literature one can find a wide variety of bankruptcy rules, which arise from

9
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both an axiomatic as well as a game-theoretic analysis, see for an overview
Thomson (2003). One of the most renowned bankruptcy rules has been devel-
oped by Aumann and Maschler (1985). They have introduced a bankruptcy
rule that explains the examples in the Talmud. Moreover, it is shown that
the Aumann-Maschler (AM) rule is the unique rule satisfying two appealing

properties: consistency and the Concede & Divide-principle.

The classical bankruptcy problem has been extended in different ways, e.g. to
multi-issue allocation situations in which the estate has to be divided among
a group of agents with claims stemming from different issues, see Calleja,
Borm, and Hendrickx (2005), to stochastic bankruptcy games (Habis and
Herings (2013)) and to allocating the losses due to financial distress within
a business sector (Van Gulick (2010)). Lately, a main trending topic in this
context is multiple estates. In a recent work by Bjorndal and Jornsten (2009)
a bankruptcy problem with multiple banks (estates) is represented by a flow
model. The banks can have separate claims on each other and there is a set
of agents having separate claims on those banks. Palvolgyi, Peters, and Ver-
meulen (2010) consider the case of agents with non-homogeneous preferences
over multiple estates. Here the agents have a single claim, but the utility per
estate differs. The problem is analyzed from a non-cooperative perspective
and focusses on how the agents should divide their claims into subclaims over
the estates. Moulin and Sethuraman (2013) analyze bipartite rationing prob-
lems with multiple estates and agents with a single claim, but in which the
agents are not necessarily compatible with all estates. These compatibilities
are represented by a bipartite graph. By analyzing the flows in the graph

and using a consistency axiom, bankruptcy rules are extended to this setting.

In this chapter we introduce mutual liability problems with multiple estates
of a rather different nature. In financial accounting a liability is defined as
“an obligation of an entity arising from past transactions or events, the settle-
ment of which may result in the transfer or use of assets, provision of services

or other yielding of economic benefits in the future.”! Usually a liability is

Loosely quoted from the framework of the International Financial Reporting Standards
Foundation.
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associated with an uncertainty, but this need not be the case. The more
creditors an agent has, the higher the liabilities. We investigate the scenario
where a group of agents is related by having mutual liabilities, but reaches
the point in time where the agents want to cash their claims. None of the
agents worry about the possible insufficient cash in the current assets, until,
for some exogenous reason, individuals start cashing their claims. This will
lead to a cascading effect and will reveal the possibly insufficient cash level of
agents and therefore the agents typically might not obtain all of what they,

however rightfully, claim.

This approach can be seen as a deterministic model of the monetary
interrelationships between banks, governments and companies in case of a
financial crisis and threatening bankruptcy of banks. Moreover mutual lia-
bilities relate to the claims problems with circular priorities from e.g. Benson
(1935) and Tyre (1980).

A mutual liability problem can be represented by a matrix in which an entry
represents a claim from one agent on another agent. The diagonal entries

represents the players’ cash levels.

A special class of mutual liability problems is the class of hierarchical mu-
tual lrability problems in which the claim matrix is triangular. This implies
that we can index the agents, such that every agent only claims from agents
with a lower index. In this sense there is a hierarchy among the agents. For
an example, think of the vertical relations in a supply-chain: insufficient cash

of a buyer may lead to insufficient cash of his supplier(s).

In this chapter we analyze mutual liability problems from an allocation per-
spective: if in a mutual liability problem the agents reach the stage that
they want to cash their claims and remove all current liabilities, how should
the total amount of available cash be fairly distributed among the agents?
In this setting, we implicitly assume that there is an independent author-
ity charged with the task of fairly solving the mutual liability problem. A
mutual liability rule prescribes for each mutual liability problem how to al-
locate the total cash among the agents. We assume each allocation to stem
from a so-called bilateral transfer scheme that satisfies some basic require-

ments. More specifically, we consider bankruptcy rule based transfer schemes
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in which the incoming cash plus available cash of every agent is allocated
among his claimants according to a specific bankruptcy rule. We show that
for every bankruptcy rule there always exists a bankruptcy rule based trans-
fer scheme, which is not necessarily unique. Interestingly, it is seen that each
bankruptcy rule based transfer scheme leads to the same bankruptcy rule
based transfer allocation, so allocation-wise a unique outcome is provided.
For the subclass of hierarchical mutual liability problems, it is shown that

there is also a unique bankruptcy rule based transfer scheme.

These results imply that each bankruptcy rule can be extended to a mu-
tual liability rule: a bankruptcy rule based mutual liability rule. We provide
an explicit characterization for the AM-based mutual liability rule, by ex-
tending the properties of consistency and the Concede & Divide-principle

from the bankruptcy setting to the context of mutual liability problems.

Profiting from the special structure of hierarchical mutual liability prob-
lems, one can extend bankruptcy rules in an alternative recursive way into
mutual liability rules. It is shown that for each bankruptcy rule the result-
ing allocation coincides with the allocation prescribed by the corresponding
bankruptcy based mutual liability rule, thus providing another characteriza-
tion of bankruptcy based mutual liability rules on the class of hierarchical

mutual liability problems.

We conclude the chapter with a sketch of two alternative approaches to
solve mutual liability problems. The first alternative involves reducing non-
hierarchical problems into more tractable hierarchical mutual liability prob-
lems by bilaterally and cyclically leveling the claims. We see, however, that
there is no straightforward procedure how to eliminate the cycles and that
different procedures may result in different reduced problems. The second
alternative is inspired by the hydraulic rationing methods for claims prob-
lems (Kaminski (2000)).

The structure of this chapter is as follows. In Section 2.2 we formally intro-

duce mutual liability problems. Then, in Section 2.3 we give a short intro-
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duction to bankruptcy rules, define bankruptcy rule based transfer schemes
and corresponding bankruptcy rule based transfer allocations. Section 2.4
studies mutual liability rules and in particular bankruptcy based mutual li-
ability rules in a hierarchical setting, while Section 2.5 analyzes bankruptcy
based mutual liability rules on the general class of mutual liability problems,
including the characterization of the AM-based mutual liability rule. Section

2.6 concludes with two alternative ways to solve mutual liability problems.

2.2 Mutual liability problems and mutual li-
ability rules

A classical bankruptcy problem involves an estate £ that has to be divided
among a finite group of agents IV, all having a nonnegative claim d;, i € N,
on the estate. We summarize these claims into a vector d = (d;);en. The set
of all bankruptcy problems (E,d) on N is denoted by B .

In a mutual liability problem, a finite group of economic agents, denoted
by N, have been interacting for a certain time period. Their past eco-
nomic transactions have resulted in a situation in which the agents have
claims on each other (think of debtors and creditors or accounts payable and
receivable). As in bankruptcy problems, we assume that these claims are
known, rightful and justifiable. Further, every agent has a certain nonnega-
tive cash level or cash reserve with which he can (partially) pay his possible
debtors. A mutual liability problem can be represented by a nonnegative
matrix C € Rﬂ\: *N_Here each cell c¢;j € C represents the claim of agent j on
agent i, i # j, and ¢; represents the cash level of agent i. If

Z Ci; < Z Cij,

iEN i,jEN ij
there is not sufficient cash to fulfill all the claims. If for some agent ¢ € N,

Zcﬂ— Z cij <0,

JEN JEN\{i}
agent ¢ will never be able to satisfy all his claimants. We will, however, not

impose any restrictions except nonnegativity on the matrix C' beforehand.
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The main question is how to divide ) ._\ ¢;; over the agents in N.

We denote by £V the set of all mutual liability problems on N. A mutual
liability rule f: LY — RN is such that f(C') > 0and >,y fi(C) = >,y Cu
for all C' € LV,

We will distinguish a class of mutual liability problems with a special trian-
gular structure. A mutual liability problem C' € £V is called a hierarchical
mutual lrability problem if, by reordering the agents, C' can be transformed
into an upper triangular matrix with zeros below the diagonal. The set £V:4
contains all hierarchical mutual liability problems on N. A mutual liability
rule that is defined on the domain of hierarchical mutual liability problems

is called a hierarchical mutual lvability rule.

Example 2.2.1 Let N = {1,2,3} and C € LV be given by
2 3

C =

W N =
=N W =

1
2
0

— O

The matrix should be interpreted in the following way. Agent 1 has a cash
level of 3. He has a claim of 2 on agent 2 and a claim of 1 on agent 3, while
agent 2 and 3 have a claim of 1 and 4 on agent 1. Agent 2 has a cash level of
2. He has no further claims, than the 1 on agent 1 we already mentioned, but
agent 1 and 3 have a combined claim of 8 on him. This means in particular
that agent 2 will never be able to pay off his debts. Agent 3 has a cash level
of 1, agent 1 has a claim of 1 on his cash, while agent 3 has a claim of 4 on

agent 1 and a claim of 6 on agent 2. <

Example 2.2.2 Let N = {1,2,3,4} and C € L" be given by

O =

O O O =
OO W
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The claim matrix is upper triangular, since agent 1 only faces claims and has
no claims on agents 2, 3 or 4. Furthermore, agent 2 has a claim on agent 1
but faces claims only from agents 3 and 4. Agent 3 has a claim on agent 1
and faces a claim of only agent 4, while agent 4 faces no claims at all, but

he has a claim on all other three agents. <

Mutual liability problems can be seen as a generalization of bankruptcy
problems. Each bankruptcy problem (E,d) € BY with N = {1,2,...,n}
corresponds to a hierarchical mutual liability problem C(E,d) € £N with
N = N U {0} given by

Oo|E dy --- d,
cEa= 1Y 0 0
nlo 0 --- 0

2.3 Bankruptcy rule based transfer schemes

Before elaborating on bankruptcy rule based transfer schemes, we provide
some details on bankruptcy rules and the Aumann-Maschler rule in particu-

lar.

2.3.1 On the Aumann-Maschler rule

A bankruptcy rule ¢ : BY — RY assigns to every bankruptcy problem
(E,d) € BY a vector p(E,d) € RV, such that

> @i(E.d) =min{E,) d;}, (2.1)
ieN jEN
0 < o(E,d) < d and such that monotonicity is satisfied: for all (E,d) € BY
and all (E',d) € BN with E' > E, we have p(E,d) < ¢(E’,d). Note that the
class BY also contains bankruptcy problems (E, d) in which E is sufficient to
fulfill the claims d and in that case ¢(E,d) = d for any bankruptcy rule .
Note that any bankruptcy rule is continuous in the estate (cf. Yeh (2008)):
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for a sequence of nonnegative estates Fy, Fs, ... that converges to E and for
any nonnegative claim vector d € RY, the sequence p(E,d), p(Fs,d),. ..
converges to ¢(E,d).

For a detailed overview on bankruptcy rules we refer to Thomson (2003). Our
focus will be mainly on the Aumann-Maschler rule (Aumann and Maschler

(1985)), which is based on the constrained equal awards-rule.

The constrained equal awards-rule CEA is, for all (E,d) € BY and alli € N,
defined by

CEA;(E,d) = min{\, d,},

where A € R is such that »_, v min{\, d;} = min{E, 3"\ d;}.
The Aumann-Maschler rule AM is, for all (E,d) € BY, defined by

d it Y yd; <E,
AM(E,d) = d— CEA(Y jeydj — B, 3d) it E <Y, yd; < 2B,
CEA(E, Ld) it Yoy d; > 2F.

For bankruptcy problems involving two agents, AM satisfies the Concede &
Divide-principle C&D. This means that for (E,d) € BY with N = {1,2},

(B = dp)* 4 ZEm0 =0T g gy 4 4y >

AMl(E,d) = .
dl if dl + dg < F.

Here (E —dy)™ represents the part of the estate conceded to agent 1 by agent

2, while E_(E_dl);_(E_d2)+ indicates that the total amount of the estate that

is not conceded, is divided equally.

So far, bankruptcy rules are defined on a fixed but arbitrary finite agent
set N. Alternatively, bankruptcy rules can also be viewed as rules on the
class B of bankruptcy problems with arbitrary but finite N. On the class B,
AM can be characterized by means of the C'& D-principle and the property
of consistency.

Here, a bankruptcy rule ¢ on B is called consistent if for each finite agent
set N, each (E,d) € BY and all T € 2V\{0}, we have that
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P(E,d), = o> ¢i(E,d),d),).
jET
Note that (3., »;(E,d),d),) € BT
Consistency of a rule requires that a possible reallocation of the total
amount which has been allocated to a coalition 7', on the basis of to the same
bankruptcy rule, does not change the initial individual allocations within this

coalition.

Example 2.3.1 Let N = {1,2,3} and let (E,d) € BY be a bankruptcy
problem with £ = 16 and d = (6,8, 12).

We will allocate E' according to the AM-rule. Since )\ d; =26 < 2E, we
have that

AM(E,d)=d—CEA(Y d;—E, ;d) = (6,8,12) — CEA(10, (3,4,6)).
JEN
Since CEA(10, (3,4,6)) = (3,33, 33), we find that AM(E,d) = (6,8,12) —
(3,31,31) = (3, 13,8}).
To illustrate consistency: if we send agent 3 away with AM3(FE,d) = 8%
and let agents 1 and 2 reallocate the remaining amount 7% based on their

claims of 6 and 8, we see that

AM(AM,(E, d) + AMy(E, d), dix5)) = AM(?%, (6,8)) = (3, 4%)
= (AM(E,d), AMy(E,d)). <

2.3.2 Towards transfer schemes

To devise mutual liability rules, we will explicitly consider bilateral monetary
transfer schemes on which the allocations prescribed by the rule are based.

Let C' € £V. Then, the matrix P = (p;;) € RV*N is a transfer scheme
for C, if

(i) for all i € N, pi; = cq,
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(11) for all Z,] € N with ¢ 7é j, 0 S Dij S Cij,

(ili) for all 2 € N, 7 iy Pij < Pii + D_jen i) Pi-

The interpretation is the following: p;;, ¢ # j, corresponds to the monetary
transfer from agent ¢ to j. For technical reasons and for computational
convenience we require (i). The second condition states that the payment
pi; is nonnegative, but not higher than claim ¢;; of agent j on ¢. The third
condition requires that the sum of outgoing payments of ¢ does not exceed
his available cash plus incoming payments.

Let P(C') denote the set of all possible transfer schemes for the mutual
liability problem C' € £V .

A transfer scheme directly leads to an allocation of the available cash. Let
C € LY and let P € P(C). Then, we define o € RY as the P-based transfer

allocation, i.e., for all i € N
of =pi+ Y (pji—pij)- (2.2)
JEN\{i}

Note that because of (iii), o > 0 and that

Zafg :Z [pn"l' Z (pji _pij)}

i€EN i€EN JEN\{i}
:an'+z Z sz'—z Z Dij
i€EN i€N jEN\{i} i€EN jEN\{i}
= Z Pii = Z Cig-
i€N ieN

Example 2.3.2 Reconsider the mutual liability problem C' € £V of Exam-
ple 2.2.1 with N = {1,2,3} and C given by

(3 1 4
C=12 2 6
10 1

An example of a transfer scheme for C' is

3 1 4
P=115 2 1.5
1 0 1
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The first two conditions (i) and (ii) can easily be checked. To verify condition

(iii), observe that

P12 + P13 =95 < P11+ pa1 + P31 = 9.5
D21 + P23 = 3 < pag + pi2 + P32 =3
P31 + P32 = 1 < P33 + pig + paz = 6.5.

Note that P leads to the P-based transfer allocation o = (0.5,0,5.5). <

Next, we introduce a specific type of transfer schemes, called bankruptcy rule

based transfer schemes.
Let C € £V and let ¢ be a bankruptcy rule. For all i € N, define d*(C') € RY
by

dl» C _ J ) 2.3
i) {0 if j =1, (23)

as the vector of claims on agent i. Then, P = (p;;) € R¥*V is called a
p-based transfer scheme for C' if,
(1) for all 7 € N, Pii = Cis,

(i) for all 7,5 € N with ¢ # 7,

Pij = ¥ (Pu’ + Z Pkmdi(c))-
keN\{i}

We denote by P¥(C') the set of all ¢g-based transfer schemes.

Example 2.3.3 Let N = {1, 2,3} and consider the mutual liability problem
C € LN given by

2 100 O
¢ = {100 4 12
0 0 O

An AM-based transfer scheme is given by

2 80
P=16 4 6
000
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For this, observe, e.g., that d*(C) = (100,0,12) and py; = AM;s(pg +
P12, d?(C)) = AM3(12,(100,0,12)) = 6. Furthermore o = (0,0, 6).

One can check that also the matrix P given by

. 2 220
P=120 4 6
0 0 0

belongs to PAM(C). Note that of = oF. q

The next lemma shows that a (p-based transfer scheme is indeed a transfer

scheme.

Lemma 2.3.4 Let C € LY and let p be a bankruptcy rule. Then, P¢(C) C
P(C).

Proof: Take P = (p;;) € P#(C). It is sufficient to show that condition
(ii) of a p-based transfer scheme implies conditions (ii) and (iii) of a transfer
scheme.

We start with showing (ii). Since ¢ is a bankruptcy rule, we have that for
all 4,7 € N with i # j

0 <, (pii + Z Pkmdi(c)) < d;(C’) = Cij
keN\{i}

which implies that
0 <pij <.

Next we show condition (iii), using the basic properties of a bankruptcy rule.
For alli e N,

Z Dij = Z @j(pn'—l- Z Pki,di(0)>

JEN\{i} JEN\{i} keN\{i}
=S ei(pit Y ped(©)
JEN keN\{:}
< pit Z Dki- 0

keN\{i}
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A p-based transfer scheme P satisfies an attractive property: in the corre-

P

sponding -based transfer allocation o' an agent can only receive a positive

amount if he paid off all his claimants.

Lemma 2.3.5 Let P € P?(C) for some C € LY. Leti € N. Ifal >0,
then

Dij = Cij fOT all] € N\{Z}
Proof: Let af > 0. Then by (2.2)
Pii + Z (pji — pij) > 0,
JEN\{i}
1.e.,
Z Pij < pi t+ Z Dji- (2.4)
JEN{i} JEN{i}
Moreover, since P is a p-based transfer scheme, for all j € N\{:}
pij = ¢;(pii + Z Pris d'(C))
keN\{i}
and consequently
Z pij = min{p;; + Z Djks Z Cij }- (2.5)
JeN\{i} keN\{i} JEN\{i}
Using (2.4) it must be that
S X
JEN{i} JEN(i}
and using (ii) of ¢-based transfer schemes, it follows that p;; = ¢;;, for all

je N\{i}. O

The next theorem shows that one can always find at least one p-based transfer

scheme.
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Theorem 2.3.6 Let C' € LV and let ¢ be a bankruptcy rule.
Then, P#(C) # 0.

Proof: Using the following iterative procedure we construct a ¢-based

transfer scheme for C'.
For all i € N, set d' = d*(C') and set E*(0) = c;;.
Then, recursively define, for allt € N and k =1,2, ...,

Ek+1)=cit+ Y ¢i(E(k),d). (2.6)
JENL}

Note that

) =cit Y. @ileyd) > eq=F0).
JEN\{i}

Let £ > 1 and assume that E*(k) > E'(k — 1). Then, by monotonicity of ¢
we find that

E'(k+1l) =cit Y. @B k), d) > cit Y @B (k—1),d) = E(k).

JEN\(} JEN\{i}

Hence, by induction, for all © € N

E'(0) < E(1)< E'(2) <... (2.7)

Consider P = (p;;) € RV*N given by

(2.8)

)i for all 7,5 € N with ¢ = j,
Pi3 =V limyoe o5 (P (), &) for all ,j € N with i # j.

Note that the limit in (2.8) exists, because {E'(k)}32, is an increasing se-

quence, while ¢ is monotonic and bounded from above.

Moreover, condition (ii) of a ¢-based transfer scheme is satisfied since for
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all i, 7 € N with i # j, we have that
pij = Jim ¢; (B (k), d')

=, (hm E'(k), di)

k—o00

=p; |+ lim D @i B (k) d). d
LeN\{i}

=¢j (it D pud
(EN\{i}

The second equality follows from continuity of ¢, the third equality follows
from (2.6) and the last equality follows from (2.8). O

2.4 Hierarchical mutual liability problems

As Example 2.3.3 shows, a general p-based transfer scheme need not to be
unique. For hierarchical mutual liability problems, however, there is a unique

p-based transfer scheme.

Theorem 2.4.1 Let C € LNA and let ¢ be a bankruptcy rule. Then,
Pe(C)] = 1.

Proof: Let N = {1,...,n}. By the upper triangularity of C', we can as-
sume, without loss of generality, that ¢;; = 0 if ¢ > j. Let P = (p;;) and

P = (pi;) both be yp-based transfer schemes for C'.

Clearly, if ¢ > j,
pij = pij = 0. (2.9)

And since

c11 + Z Dj1 = €11 + Z Dj1 = Ci1,

JEN\{1} JEN\{1}
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the fact that P and P are ¢-based transfer schemes implies for all j € N\{1}

pij = P1j = @i(en, d'(C)).

Now consider ¢ € N an assume that for all ¢ € {1,...,i — 1} and h €

{17 oo >n}>
Pgh :ﬁgh-

By equation (2.9),

Ci; + Z Dgi = Cii + Zpgi

gEN\{i} g<i

= Cii + Zﬁgz’

g<i

= Cii + Z Dgi

geN\{i}
and thus for all j € N\{i}
pij = pj(ci + Z Pgi> d'(C))
geN\{i}
= @;j(ci + Z Pgi» d'(C)) = Py O
geN\{i}

This theorem implies that on £V'2 a ¢-based transfer allocation is uniquely
defined for every bankruptcy rule ¢. Hence, we can extend each bankruptcy

rule to a hierarchical mutual liability rule.

Let ¢ be a bankruptcy rule. The corresponding hierarchical p-based mu-
tual liability rule p? : LY — RN is for all C' € LY defined by

p?(C) = a”,
where P is the unique ¢-based transfer scheme for C.
An alternative way of using a bankruptcy rule to solve hierarchical mutual

liability problems, is the following recursive procedure that we first illustrate

by means of an example.
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Example 2.4.2 Let N = {1,...,4} and consider C' € LN?, given by

C =

OO DO =
O O W
O N O
N O —

In the recursive procedure we start with agent 1, who has no claims on the
other agents. His cash, ¢;; = 4, is divided on the basis of a bankruptcy prob-
lem with estate 4 and claims, 2, 4 and 4. Hence we treat this subproblem of
the mutual liability problem as a bankruptcy problem (4, (2,4, 4)). Selecting
¢ = AM as an appropriate bankruptcy rule, AM (4, (2,4,4)) = (1,1.5,1.5).
Thus agent 2 gets 1 from agent 1’s cash and agents 3 and 4 both receive 1.5.

Correspondingly we can update our (partly) solved mutual liability problem

nto
4—-—1—-15-15 0 0 0 00 O 0
ol — 0 3+1 0 1 104 0 1
o 0 0 241.5 3 |0 0 35 3
0 0 0 241.5 00 0 35

In C! agent 2 has no claim on agent 1 anymore and we allocate ci, = 4 on
the basis of the bankruptcy problem (4, (0, 1)). Since AM (4, (0,1)) = (0,1),
this means that 1 is transferred to agent 4 while agent 2 keeps an amount of
3. Updating leads to

00 0 0
, 03 0 o0
=100 35 3

00 0 45

In the next step an amount of 3 is transferred from 3 to 4, and updating

gives
00 0 O
3 103 0 0
= 0 0 05 O
00 0 75

The diagonal, i.e (0,3,0.5,7.5), of this matrix can be viewed as an allocation

which solves this hierarchical mutual liability problem based on a recursive
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application of the AM-rule.
Implicitly, we derived the following corresponding bilateral transfer scheme

for C

4 1 1.5 1.5
03 0 1
P= 00 2 3
00 0 2

Note that this is the AM-based transfer scheme with corresponding transfer
allocation o = (0,3,0.5,7.5). N

The formal definition of how to extend mutual liability rules in the recursive

way as described in the previous example is provided below.

Let C € LN and let ¢ be a bankruptcy rule. Set N = {1,...,n} and
assume that ¢;; = 0 for all 4,7 € N with ¢ > j. Set C° = C. Recursively, for
j=1,....,n—1, define C7 € LNA by

_ a ifi<j
" Cfi_l + i (C;'j_17 (Cjk)ke{j-H _____ n}) ife>7

C;j = 0;3_1 - Z ‘P(C;j_lv (Cjk)ke{jﬂ ..... n}) (2.10)

k>j
o 0 ifi=jand k #1
Ut ifi#jand k# i

Finally set
Crec — Cn—l.

Correspondingly, the hierarchical recursive p-based mutual liability rule &9 :
LNA 5 RN is defined by

£7(C) = diag(C™)

for each C' € LVA,
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Interestingly, for every bankruptcy rule ¢, the recursive p-based mutual lia-

bility rule £ and the hierarchical ¢-based mutual liability rule p? coincide.

Theorem 2.4.3 For all bankruptcy rules ¢,
p? = &%

Proof: Let C' € LM and let » be a bankruptcy rule. Set N = {1,...,n}
and assume that ¢;; = 0 for all ¢,j € N with ¢ > j. Let P = (p;;) be the
unique -based transfer scheme for C'. Then, we have that for all i € N

pPC)=af =ci+ Y pi— Y. Py

JEN\{i} JEN\{i}
i—1 n

= Ci + iji - Z Dij-
j=1 j=i+1

Moreover, for alli € N, £7(C) = ¢!

%)

(2.10). Thus it is sufficient to show that for all i € N

i—1 n
Chi = Cii + iji - Z Dij- (2.11)
j=1

j=i+1

where ¢!, is determined recursively using

For i = 1, (2.11) is satisfied since

Jj=2

=Cin— ZSOj(Cll + Z pkbdl(c))
=2

keN\{1}
n
= C11 — Zplj-
j=2

The first equality follows from (2.10), the second equality holds because
pin = 0 for all k£ € N\{1} and the last equality follows from condition

(ii) of ¢-based transfer schemes.
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Note that, for all j € N\{1}

C;j = Cjj T ¥ (0117 (Clk>k€{2,...,n})

= Cjj + D1

The proof continues by means of induction. Let i <n — 1 and assume that
i-1_ )Gt Zz;llpkj ifj>i—1
ij —1 n P .
o Cjj 2 ohm1 Phj = Dpjr Pie i <=1
We will prove that

GG Z;:g:lpkj if j >4

P+ i P — o Pk =1

For j € {i+1,...,n}, we have that

C;'j = C;‘g_'l +©j (Cii_l, (Cik)kefitt, .n})

i—1 i—1
= ¢y + Zpkj + oj(ci + Zpki, (Cit)befi+1,.n})
k=1 k=1
i1 i1 |
=i+ Y i+ i(ci+ Y prind'(C))
k=1 k=1
i—1
=Cjj + Zpkj + Dij
k=1

A
=Cj; T+ E Dkj
k=1

where the first equality follows from the definition of £ and the second equality
is based on the induction assumption. Similarly one finds

n

C:z = Cii_l - Z SO(CZ:Z-_1> (Cik)ke{i+1,...,n})

k=i+1
i—1 n 1—1
k=1 k=i+1 k=1

i—1 n
:Cii‘l’zpki_ Z Dik- 0
k=1

k=i+1
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2.5 General mutual liability problems

As seen in Example 2.3.3, the AM bankruptcy rule allows for multiple AM-
based transfer schemes for a non-hierarchical mutual liability problem. For
an arbitrary bankruptcy rule, however, there is always a unique ¢-based

transfer allocation.

Theorem 2.5.1 Let C € LY, let ¢ be a bankruptcy rule and let PP €
P#(C). Then,

OéP = OéP.

Proof: On the contrary suppose that o’ # o. For notational convenience,
set af = a and of = 4.

Let N ={1,...,n}. Without loss of generality we assume that, oy < a;.
Since 0 < ay < &y, Lemma 2.3.5 implies that, for all j € N\{1}

p1j = C1j. (2.12)
Since

@ =pu+ Z (Pj1 — P1j)

JEN\{1}
=+ Z (Pj1 — P1j) > e + Z (pj1 — p1j) = au,
JEN{1) JEN{1)

there must be an agent j € N\{1} for which

Pj1 — P1j > Pj1 — Dij-
Therefore, by (2.12),

Pj1 — P1j = Pj1 — €1 = Dj1 — D1 > Pj1 — Pij
and hence

Pi1 > pi1-

Without loss of generality we assume that j = 2.
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Note that py; < po; < c¢91. Thus, by Lemma 2.3.5, as = 0 and therefore

a1+ oy < —|—0~42, 1.€.,

C11 + 22 + Z (pj1 — p1j) + Z (pj2 — p2j)

JEN{1} JEN(2}
<c11 + Co2 + Z (Pj1 — D) + Z (Dj2 — D2j)
JEN{1} JEN(2}

and consequently

Z (Pj1 — p1j) + Z (Pj2 — p2j)

JEN\{1,2} JEN\{1,2}
< Y Bp-by)+ D, (Bp—Dby)
JEN\{1,2} JEN\{1,2}

Thus there must be an agent ¢ € N\{1,2} with

De1 — Die > Pe1 — Pie
or
P2 — P2¢ > De2 — Pae-
Without loss of generality we assume that ¢ = 3 and that ps; —p13 > p31 —pis.
Then,
P31 — P13 = P31 — €13 =P31 — P13 > P31 — P13

Thus we conclude that p3; > p3; and, using Lemma 2.3.5, that ag = 0 and

a1+ g+ az < ag + Qg + as.

We can continue with this reasoning with respect to agent 4,5,...,n. As
a result we will find that oy + as + ... + @, < &1 + G + ... + &, which is
not possible because of efficiency of a ¢-based transfer allocation. O

Hence, we can introduce (p-based rules for general mutual liability problems.
Let ¢ be a bankruptcy rule. The corresponding p-based mutual liability rule
p? LY — RY is for all C' € LV defined by

p?(C) = a”,
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where P is a ¢-based transfer scheme for C.

The final part of this section will provide an axiomatic characterization of
p*M as a p-based mutual liability rule on the class £ of all mutual liability
problems with an arbitrary but finite set of players by extending the C'&D-
principle and the property consistency for bankruptcy rules to general mutual

liability rules.

In bankruptcy problems the principle of Concede & Divide is defined for
problems with two claimants. However, in a mutual liability problem with
two agents, every agent faces only one (possible) claimant. For such mutual
liability problems the allocation prescribed by any ¢-based mutual liability

rule is unique. This is shown in the following lemma.

Lemma 2.5.2 Let C € LV with N = {1,2}. Let o' and o'* be bankruptcy

rules. Then,

P (C) = p(C).
Proof: Note that for all i € N, d'(C) has at most one positive claim. Take
P = (py;) € P#(C). Then, with N = {i, 5},

Pij = p}pl (pii + pji, di(C))
II .
=5 (pii + pji, d'(C)).
Hence, P € P#"(C) and thus p# (C) = p*" (C). O

Instead, we will define a Concede & Divide principle for mutual liability prob-
lems with three agents, in which every agent has two (possible) claimants.
A mutual liability rule f satisfies the Concede & Divide-principle (C&D) if
for each N with |N| = 3 and for for each C' € L¥, there exists an underlying
transfer scheme P € P(C) such that f(C) = o and for each player i € N,
his ‘estate’ ' = ¢;; + Z#i pei is allocated among the remaining two players,

J, k, respecting the bankruptcy Concede & Divide-principle, i.e.,

. i (g V(i .
(ef — i)t + <=L Cl’“)2 (€=ei)”  stherwise.

i if e > cij + e,
pij = {CJ S Y= TG (2.13)
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Example 2.5.3 Reconsider the mutual liability problem C' € £V of Exam-
ple 2.2.1 with N = {1,2,3} and C given by

[3 1 4]
C=12 2 6/.
10 1)

Take P € PAM(C') given by
[3 1 4]
P=11 2 2
10 1

with pAM(C) = of = (0,0,6). We check that the entries in P satisfy (2.13).
Here, ¢! = p11 +po1 +p31 = 5, €2 = 3 and € = 7. Both player 1’s and
player 3’s estate are sufficient to satisfy their claimants, hence pjo = ¢12 = 1,

p13 = 4 and p3; = 1. Player 2’s estate is not sufficient, therefore

2 _ 2 _ + _ 2 + 3—1-0
e (e 021)2 (e* — c93) — 0+ ; _

and P23 — 2. <

1

P21 = (62 —e3)t +

Next, we define the property of consistency for a mutual liability rule. This
property is defined on the class £ of mutual liability problems with arbitrary
but finite N. The consistency property requires that a reallocation of the
total amount which has been allocated to a coalition 7', on the basis of that
rule and an underlying transfer scheme, does not change the initial individual
allocations within this coalition. A mutual liability rule f for £ is called
consistent if for all N and for all C' € £V there exists a P € P(C') such that
f(C) = a” and such that for all T' € 2M\ {0} with CT-F € LT,

FCTF) = (O, (2.14)
where CT'F € RT™*T is defined, for all 4,5 € T, by
y i

(TP = )G e (2.15)
Ci + 2 penrPr —pix) i i =

Note that there is only a consistency requirement for 7" if CT*F € LT, As is

seen in the following example, it can indeed happen that CTF ¢ LT.
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Example 2.5.4 Let N = {1,2,3,4}. Reconsider the hierarchical mutual
liability problem C € LV of Example 2.2.2, given by

4 2 4 4
0 3 01

¢= 00 2 3
00 0 2

The unique AM-based transfer scheme P for C' is given by

4 1 15 15
03 0 1

P= 00 2 3
00 0 2

and p*M = (0,3,0.5,7.5).
With T'= {1,2,4} we have

25 2 4
ctP =10 3 1],
0 05

which is a mutual liability problem and the unique AM-based transfer scheme
PT for CT*F is given by

25 1 1.5
Pf=10 3 1/,
0O 0 5
while pAM(CTP) = (0,3,7.5). We see that the consistency requirement for
this 7" is satisfied. However, with T"= {1, 2,3}, we obtain
25 2 4
ctt=10 2 0|,
0 0 -1

which is not a mutual liability problem and therefore does not impose a

consistency requirement. <

The AM-based mutual liability rule satisfies consistency and C&D.

Theorem 2.5.5 p*M is consistent and satisfies C&D.
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Proof: We start with proving C&D. Let C € £V with |[N| =3. Let i € N
and set N\{i} = {j,k}. Consider an arbitrary P € PAM(C). Obviously
p™M(C) = o by Theorem 2.5.1. Moreover,

pij = AM;(pi; + pji + Pri, d'(C))
= AMj(ei, (Cija Czk))

Since the bankruptcy rule AM satisfies the C'& D principle for bankruptcy
problems, we find that
Dij = {Cij if e' > Cij + Cik,

. b (i VF (e ) .
(e — i) + = C““)z (€=eu)”  otherwise.

Next, we show consistency. For this, let C € £V, consider an arbitrary
P € PAM(C) and let T € 2N\{0} be such that CT-F € £T. Tt suffices to
show that p*(C)r = pM(CTF).

Define PT = (pz;) € RT*T by
Dij ifi#j
py=9"" 417 (2.16)
pii + D penr(Pri — pir) i i =
We first show that PT € PAM(CTP), which implies that af" = pAM(CTF).

For this, note that cg’P = pL for all i € T. Tt remains to prove that for
alli € T and j € T\{i},

ph =AM, [ ph+ > ph.d(CTF)
keT\{i}
This is true because for each ¢ € T and j € T\{i}
Py =pi; = AM; (pi + D _ken\{i} Phis di(C))
= AM; (pi + X pen\ gy Pri
- EkeN\T AM;, (pii + ZkeN\{i} Dkis di(C)) ) di(C)T)

= AM; (pii + ZkeN\{i} Pri — ZkeN\T Dik; di(C)|T)
= AM; (pii + ZkeN\T(pki — pik) + ZkeT\{i} Pki; di(C)\T>
= AM; (pf; + ZkeT\{i} Piis di(CT’P)) ,
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where the third equality follows from consistency of AM, the fourth equality
follows from the fact that P € PAM(C'), while the last equality follows from
(2.16).

The proof is finished if we show that of”" = pAM (C)r. For this, note that
with i e T

T
of =pi+ > - ph)

JET\{i}

= Pii + Z (pji — pij) + Z (pji — pij)
JEN\T Jer\{i}

= Dii T Z (pji — pij)
JEN\{i}

=af = pM(0).

We conclude this section with a characterization of the AM-based mutual
liability rule.

Theorem 2.5.6 Let ¢ be a bankruptcy rule. Then, p? = pM if and only if
p? satisfies consistency and C&D.

Proof: For the “only if”-part, we refer to Theorem 2.5.5. To prove the
“if”-part, let ¢ be a bankruptcy rule such that p¥ satisfies consistency and
C&D. As we have seen before, the class B of bankruptcy problems is a
subclass of £ by identifying each (E,d) € BY with N = {1,...,n}, with
C(E,d) € LNYOLA given by

0 1
0| E d d,
110 0 0
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Let P be the unique ¢-based transfer scheme for C(E, d). Then,

E poi - pon
0O 0 --- 0
0 x 0
with
P Doi ifi1€ N,
. :{E—EjeNpoj if i =0,

Moreover, for all i € N
p{(C(B,d)) = af = po = plcon, d°(C)) = @i B, d). (2.17)

Thus ¢(E,d) = p*(C(E, d))|N-

If we can show that
(i) C&D of p? on L implies C&D of ¢ on B,
(ii) consistency of p¥ on £ implies consistency of ¢ on B,
then, ¢ = AM (cf. Aumann and Maschler (1985)) and consequently p¥ =

pAM

For this, we first show that P is the unique transfer scheme for C(E,d)
that leads to the transfer allocation o and for this reason C'& D and consis-

tency of p? can only have implications on P.

Let P = (j;;) € P(C(E,d)) be an arbitrary transfer scheme for C(E, d)
with P # P. Then,

E 2501 ﬁOn
|0 0 0
pP= .

0 e 0

and there must be a player i € N with pg; # po;. Hence, af £ ol
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With respect to (i), let N = {1,2} and (E,d) € BY. Let i € N and
{j} = N\{i}. We need to show that

d; it £ > dy + ds,

(E—d)t+ E_(E_di);_(E_djﬁ otherwise.

¢i(E7d) = {

C&D on L and (2.17) imply that ¢;(E,d) = p?(C(FE,d)) and, with ¢o; =
Coi(E,d) and ¢o; = Copj(E, d), that

Co; if € > co1 + coa,
(OB, d)) = ; ;
pi (C( ) {(60 —coj) T+ 60_(60_COZ);_(60_COJ)+ otherwise,
d; if £>dy+dy,
- {(E — )t + E—(E—di);_(E_dj)+ otherwise.

With respect to (ii), let (E,d) € BN and T' € 2¥\{(}. We have to prove that

¢(E7 d>|T = 90(2 QOJ'(Ev d)? d|T)'

JET

Let T'= {ki,...,k:}. Then, using (2.15) and (2.17),

0 kv -0 Ky

0E— ZjEN\T ei(B.d) di, e d,

CTU{O},P(E d) — kl 0 0 c 0
ke | 0 e 0|

Clearly, CTUONP (B d) € £TU{O0MA and

CTVOMP (B d) = C(E — Z 0i(E,d),dr).

JEN\T

Using consistency, we find for all ¢ € T' that

pf(C(E,d)iroy = pL(C(E = Y @i(E,d),dpr)).

JEN\T
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By equation (2.17), for all: € T

{pf<c<E, a)) — 0B, d)
pi (C(E — ZjeN\T ei(E,d),dir)) = @i(E— ZjeN\T @;(E,d),dr)

and therefore,

(B, d)r=e(E— Y @B, d),dr) =90 ¢;(E d),dr),

JEN\T JET

where the last equality follows from (2.1). O

2.6 Alternative approaches

In this section we discuss two alternative approaches to analyze mutual lia-

bility problems: a reduction approach and a hydraulic approach.

2.6.1 Reduction approach

In the reduction approach a general mutual liability problem is reduced to
a more tractable hierarchical mutual liability problem. The main difference
between hierarchical and non-hierarchical mutual liability problems is the
(non-)existence of cycles of claims.

In this section we show that, by eliminating these cycles, it is possible to
reduce a general mutual liability problem to a hierarchical mutual liability
problem, but that such a reduction is not possible without changing the na-
ture of the mutual liability problem. There are choices to be made. Different
reduction choices can result in different reduced hierarchical mutual liability

problems.

The possibilities regarding reduction steps and the subsequent effects will

be illustrated in the following example.
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Example 2.6.1 Let N = {1,2,3,4} and let C' € LY be given by

4 5 8 7
1 8 3 12
0_9662’
115 7

with pAM(C) = (0,23, 335,193).

A natural first step in reducing a general mutual liability problem is to as-
sume that on a bilateral level the claims are already settled. Thus for all
pairs 4,5 € N with ¢ # j, ¢;jc;; = 0. The bilaterally leveled claim matrix
C = (&;;) € LV is obtained from C' in the following way

. {[Cij —ci)t i
Cij =

Thus, we eliminate cycles of length 2 and obtain

4 40 6
~ 0 8 0 11
C’_1360’
003 7

which is still a non-hierarchical mutual liability problem.

Not only can we level claims bilaterally, we can also do this for longer cycles.
In the matrix C' we can find multiple cycles of claims. The longest one, with
length 4, goes from player 1 to player 2, then from player 2 to player 4, from
player 4 to player 3 and from player 3 back to player 1, see the bold entries

in C below:

Q)

I
O = O =~
o w oo

W oo O
)

Since the lowest claim in this cycle is 1 (é; = 1), we can reduce the cycle

by 1, which results in the following non-hierarchical mutual liability problem
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c:

Cl=

O O O

S W oo W

N OO O
(@)

In C! we detect another cycle: from 2 to 4, to 3 and back to 2. We can
reduce the claims by an amount of 2, with the hierarchical mutual liability

problem CY* as a result. Here,

4 0

CI,A _

S o O

3
8
1
0

o O O

0
6
0 7

is a hierarchical mutual liability problem; if we rearrange the rows and

columns in the order (1,3,2,4), the matrix is upper triangular. We have
that pAM(C12) = (0,2.5,5,17.5) # pM(C).

In the mutual liability problem C, we can also start with the cycle: from
2 to 4, to 3 and back to 2 as shown by the bold entries in C' below:

4 4 0 6
~ 0 8 0 11
¢= 1 3 6 0
003 7

In this case we can reduce all claims with an amount of 3 and we would
immediately end up with the hierarchical mutual liability problem C%# given
by

440 6
oa |0 8 0 8
=11 06 0

0007

If we rearrange the players in the order (3,1,2,4), then the matrix is upper
triangular. Note that pM(C*2) = (0,2, 5, 18) which is different from both
pAM(C) and pAM(CYA). q
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2.6.2 Hydraulic approach

Kaminski (2000) states that a bankruptcy rule is called hydraulic if it can
be represented as a system of connected vessels. The vessels represent the
claim of a player and the liquid is the estate available. Inspired by hydraulic
representation of bankruptcy rules, one could search for hydraulic solutions
for hierarchical mutual liability problems. We will, however, not introduce a
general hydraulic framework for liability problems. The aim of this subsection
is to give an idea of a possible alternative approach. First, we describe a

hydraulic method by means of an example.

Figure 2.6.1: A hydraulic solution for Example 2.6.2

Example 2.6.2 Let N = {1,2,3,4}. Consider the mutual liability problem
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C e LNA given by

4

SO OO
SO O = W
O W W ot

2
2
0

Every agent’s cash can be seen as a vessel of liquid that is connected to its
claimants by a system of equally wide tubes. The tube from 1 to 3 can
only transfer c¢;3 = 4 units of liquid, after this amount the tube is closed or
disconnected. Hence c;3 is the capacity of tube;s. The same holds for all
other entries in C. This is represented in Figure 2.6.1, in the left system of
connected vessels. The digit in a shaded area indicates the content level of
the vessel and the digit in a rhombus represent the capacity of a tube. We
open all the vessels simultaneously and let the liquid flow, until no flow is
possible anymore.

In this way, for agent 1, through every outgoing tube, an amount of 2 will
be transferred to vessels 2, 3 and 4. The remaining capacity of the tubes are
2, 1 and 3, respectively.

The initial content of the second vessel, 1, is divided equally among 3
and 4, but at the same time an extra amount of 2 flows into his vessel via
tube;y and this amount is also divided among 3 and 4. In this way we can
continue with vessel 3 and 4. The final result is shown in Figure 2.6.1, in

the righthand side system of connected vessels. The final allocation equals

(0,0,2.5,6.5).
This hydraulic scheme fits with the C' E A idea and in fact it can be shown
that for this example p“Z4(C) = (0,0,2.5,6.5). q

Example 2.6.2 shows that one can model a hierarchical mutual liability prob-
lem as a system of connected vessels. We choose for a rationing method that,
in this example, coincides with the C'E A-based mutual liability rule. We pre-
sume, but did not prove, that this is the case in general. There are, however,

many other hydraulic paths to follow.



CHAPTER 3

Game theoretic analysis of
maximum cooperative
purchasing situations

3.1 Introduction

This chapter, which is based on Groote Schaarsberg, Borm, Hamers, and
Reijnierse (2013), introduces and analyzes a new class of interactive coop-
erative purchasing situations: maximum cooperative purchasing situations.
Before introducing this new class of problems, we first describe the rationale

behind interactive cooperative purchasing.

A purchasing cooperative consists of organizations that collaborate in their
purchasing process, e.g., in sharing information, bundling order quantities or
sharing transportation services, in order to obtain benefits. If we focus on
bundling order quantities, cooperative purchasing? seems an easy and ratio-
nal solution for a group of purchasers facing quantity discounts. However, it
is not as simple as that. In this chapter we analyze interactive purchasing
situations where the unit price depends on the largest order quantity within a
group of players. According to Tella and Virolainen (2005) the main motives
of organizations to become member of a cooperative are to obtain information

and — in the long run — to obtain cost savings, due to increasing returns

2Cooperative purchasing is also referred to as group buying or group purchasing.

43
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to scale. Increasing returns to scale are analyzed in many micro-economic
situations, e.g., in the production industry (Hsu and Li (2009)) and health
care industry (Schneider, Miller, Ohsfeldt, Morrisey, Zelner, and Li (2008)).
In purchasing practise the increasing returns to scale of production often
translates in a quantity discount for the buyers or customers (c¢f. Monahan
(1984)). Naturally purchasers want to exploit these discounts, but they can-
not simply increase their order quantities. So organizations try to cooperate
in purchasing. But why do all hospitals in the US not unite themselves to
suppress pharmacists’ prices of medicines? How come all high-schools in the
Netherlands do not purchase computers cooperatively to obtain a substantial

price reduction?

The reasons are simple. Firstly, it is quite hard to manage and combine
the purchasing processes of a large group of organizations. But even if the
groups would be manageable, they would not easily form because of a second
reason: the group members should agree on how to divide the obtained cost
savings beforehand. Too simple cost savings allocation schemes may cause
some members of the cooperative to feel better off alone, to be better off in
sub-cooperatives or simply to think that the allocation method is not fair.
According to Schotanus (2007) the fair allocation of cost savings is one of the
main critical success factors for the stability of purchasing groups. Also in a
large-scale survey among logistic service providers in Flanders, it was found
by Cruijssen, Cools, and Dullaert (2007) that organizations believe in the
potential of horizontal cooperation, but consider the allocation of the actual

cost savings as one of the most important impediments of the cooperative.

A useful tool for finding fair allocations of cost savings that follow from
cooperative behavior is provided by cooperative game theory. The frequently
used model of transferable utility games fits the nature of cooperative pur-
chasing situations. In a transferable utility game (or TU-game) each coalition
of players is associated with a certain monetary value (transferable utility),
which corresponds to the benefits this coalition can obtain by optimal co-
operation amongst themselves, and without help from players outside the
coalition. These coalitional values can be used as a benchmark for dividing

the cost savings of the grand coalition (coalition of all players). Based on
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different ideas of fairness, multiple solution concepts for general cooperative
TU-games have been developed. A generally accepted concept of fairness is
the combination of efficiency and stability. Efficiency implies that we do not
allocate more than the value of the grand coalition, nor do we award a pos-
itive allocation to entities outside the players of the game. Stability means
that no coalition has an incentive to split off. The set of all efficient and sta-
ble allocations is called the core of a game. This set can, however, be empty.
While the core prescribes a set of possible allocations, one can also look for
single-valued solutions. Several single-valued or one-point solution concepts
for TU-games have been introduced in the literature. Due to their attractive
properties the Shapley value (Shapley (1953)) and the nucleolus (Schmeidler
(1969)) are the most commonly studied and applied solution concepts. In
this chapter we will show that these two solution concepts result in suitable

allocation methods for a specific class of interactive purchasing situations.

We are not the first to investigate cooperative purchasing (CP)-situations.
Anand and Aron (2003) are pioneers in studying cooperative purchasing us-
ing analytical models. Amongst others, they derive optimal pricing schedules
for the supplier facing purchasing cooperatives. Also, from the purchasers
perspective analytical models have been developed, e.g., on the develop-
ment of purchasing groups in the health care industry (Nollet and Beaulieu
(2003)) and the formation of coalitions by means of the internet (Granot
and Sosi¢ (2005)). There have appeared qualitative considerations in the
literature linking game theory and cooperative purchasing, but more in an
explanatory sense than in analyzing its exact implications, e.g., Blomqvist,
Kylheiko, and Virolainen (2002) or Tella and Virolainen (2005). Only re-
cently, CP-situations have been formally modeled as a game. Keskinocak
and Savasaneril (2008) analyze the situation where purchasers are possible
competitors. In Heijboer (2003), Schotanus (2007) and Nagarajan, Sosi¢, and
Zhang (2010) a purchasing cooperative is modeled as a cooperative transfer-
able utility game. The unit price depends on the sum of the order quantities;

the higher the total order quantity, the lower the unit price.

In this chapter we analyze situations that are not covered by the cooperative
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models considered in the literature above. Consider the situation where a
general practitioner needs daily supplies like sterile needles, bandages, com-
presses and drugs. He can buy these supplies at a pharmaceutical company.
The pharmaceutical industry and its prices are not transparent, so one can
imagine that the general practitioner ends up with a high unit price. A large
hospital buys its supplies at the same pharmaceutical companies, but it has
greater knowledge of the market and a better bargaining position towards
its possible suppliers. As a result the hospital can negotiate for a lower unit
price. The general practitioner could try to set up some cooperative with the
hospital to decrease his own unit prices. Adding the two order quantities,
however, will not result in a lower unit price for both organizations. If the
single practitioner can use the terms and contract of the hospital, he would
be willing to pay a (small) fee to the hospital for this ‘riding along’. Both the
hospital and the general practitioner would then be better off in this small

cooperative.

This form of cooperative purchasing fits in a framework developed by
Schotanus (2007): a typology of organizational forms of cooperative purchas-
ing. One of these types involves piggy-backing groups, informal purchasing
cooperatives that wish to keep cooperation as simple as possible. Mostly it
enhances a relatively large organization that negotiates with the supplier on
its own and the resulting contract may be used by some smaller organiza-
tions. The example the author provides is a consortium of local governmental
institutions in the North of the Netherlands. These institutions have a piggy-

backing group that has existed for more than 20 years.

Now, let us describe this subclass of cooperative purchasing situations more
formally. In this chapter, we consider horizontal cooperation between two
or more organizations that find themselves at the same position in the sup-
ply chain. We consider a group of organizations all having individual order
quantities with respect to a certain commodity. The involved organizations
might be competitors in the end market but it is not likely that they will
influence the cooperation, since they are better off within a cooperative. The
Dutch Superunie is a good example. It is a purchasing cooperative consist-

ing of small competing supermarket chains, who must cooperate to remain
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competitive towards large organizations like Albert Heijn. For this reason we
assume that the fact that the organizations are possible competitors will not

influence the cooperation.

Like in previous work, we consider the bundling and sharing of purchasing
volumes and focus on the main motive on the long run: quantity discounts.
These discounts imply direct cost savings for the members of a coopera-
tive. Contrary to Schotanus (2007) and Nagarajan et al. (2010) we consider
purchasing situations where the unit price does not depend on the sum of
those order quantities, but on the maximum of the individual order quan-
tities. Each group of organizations can negotiate for their own terms and
unit prices separately. The outcome of each negotiation depends on the or-
ganization with largest order quantity and is independent of the size of order
quantities of other group members. The larger the largest order quantity,
the lower the unit price. Hence, by cooperating the organizations can obtain
a smaller unit price and obtain cost savings. Within a group of purchasing
organizations, the smaller organizations simply let the largest organization
add their order quantities to the total order. They use the terms and con-
tract of the larger organization and its individually negotiated unit price.
As explained by Schotanus (2007), the coordination costs for this form of

cooperative purchasing can be assumed to be relatively low.

We explicitly address the problem of finding suitable allocation methods
for the cost savings in this class of cooperative purchasing situations. To
this end we define a cooperative transferable utility game corresponding to a
mazximum cooperative purchasing (MCP) situation, i.e., a CP-situation with
a max unit price function. In general, quantity discounts are a sufficient
condition for a nonempty core of an associated MCP-game as we can always
find a stable allocation of the cost savings. One of the core-elements is a
marginal vector of the MCP-game and can be obtained via the Direct Price
solution method in which every organization pays the price that follows from
the grand coalition. For the organization with largest order quantity this
implies that he receives no price reductions at all. This solution method is
such that the payoffs to organizations increase as the group size increases

(population monotonic). In terms of piggy-backing, however, this method
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leads to a cooperation fee equal to zero. Hence, the organization with largest
order quantity will not easily agree with the Direct Price solution as alloca-
tion method. Therefore we propose two alternative allocation methods: the
nucleolus (Schmeidler (1969)) and the Shapley value (Shapley (1953)) of the
MCP-game.

The nucleolus of a TU-game minimizes the maximal unhappiness over all
coalitions, where the unhappiness of a coalition with respect to an allocation
is measured by the excess; the difference between the worth of the coalition
and what they together obtain in the allocation. If the core of a TU-game is

nonempty, the nucleolus is an element of this set.

In general, finding the nucleolus of a cooperative game is a hard task.
Kohlberg (1971) developed a criterion to check whether an allocation equals
the nucleolus of that game. Based on this criterion, several algorithms have
been developed to compute the nucleolus, all not of polynomial time. For a
compact overview see Leng and Parlar (2010). Reijnierse and Potters (1998)
explain which collections of coalitions are essential to determine the nucleolus
and show that these collections may differ from the ones of Kohlberg. In-
spired by the results of Potters, Reijnierse, and Ansing (1996) and Reijnierse
and Potters (1998), this chapter provides an alternative and explicit charac-
terization of the nucleolus for general cooperative games with a nonempty
core. To its advantage this characterization is more constructive in nature

than the Kohlberg criterion.

Using this new criterion, the nucleolus of an MCP-game can be found via
a so-called nucleolus-determinant: a collection of disjoint coalitions and their
corresponding excesses. It is shown that these excesses can be interpreted as
the fee the organizations in the coalition have to pay. Moreover we show how
to find a nucleolus-determinant recursively with an algorithm of polynomial

time.

The second single-valued solution concept we consider is the Shapley value.
The Shapley value incorporates all possible marginal contributions from a
player to a coalition and averages them over all coalitions, with a correction

to the size of the coalitions. However, computing all marginal contributions
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is quite time consuming in general. An alternative way of finding the Shapley
value of a TU-game is by using the decomposition of the game into a linear
combination of unanimity games. Due to the specific structure of MCP-
games, the decomposition into a linear combination of unanimity games can
be easily determined. Using this decomposition we derive an explicit expres-
sion for the Shapley value, which can be nicely interpreted as stemming from
a tax and subsidize system in which an individual organization receives or

pays a certain percentage of the cost savings of all two-player coalitions.

Both the nucleolus and the Shapley value are attractive solution concepts
from a general game theoretic point of view. We conclude the chapter with
a numerical comparison between the behavior of the Shapley value and the
nucleolus in MCP-situations and for illustrative reasons we also compare the
two game theoretic solution concepts with the Direct Price solution. We
see that for MCP-situations, the Shapley value and the nucleolus prescribe
rather similar allocation proposals and that the differences between the pre-
scribed proposals are relatively small. Generally speaking, the difference is
that organizations with order quantities close to the order quantity of the
largest player are expected to be better off in the Shapley value, while play-
ers with smaller order quantities are expected to better off in the nucleolus.
The difference between the two game theoretic solutions on the one hand and

the Direct Price solution on the other hand is, however, relatively large.

The structure of this chapter is as follows. In Section 3.2 we formally in-
troduce MCP-situations, define corresponding MCP-games, discuss some ap-
pealing properties of these games and explain their specific structure. Then,
in Section 3.3 we analyze the Direct Price solution and its relation to the core
of an MCP-game. In Section 3.4 an explicit alternative characterization is
provided for the nucleolus of an arbitrary cooperative game with a nonempty
core, and in Section 3.5 we calculate the nucleolus of an MCP-game, based on
this alternative characterization. Section 3.6 focusses on the Shapley value
of an MCP-game and Section 3.7 provides a numerical comparison between

the various allocation proposals.
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3.2 MCP-situations and corresponding games

This section provides the formal description of maximum cooperative pur-

chasing (MCP)-situations and defines corresponding cooperative MCP-games.

Formally, we have a player set N = {1,...,n}, n > 2, with a vector of
order quantities ¢ € Rf . There is a commonly known unit price function
p : [0,00) — [0,00) that maps an order quantity to some unit price. We
assume the unit price function to be weakly decreasing. For the remainder of
this chapter we assume, without loss of generality, that the order quantities
are arranged in nondecreasing order, i.e., 0 < ¢ < ¢ < ... < ¢q,. The class
of all MCP-situations is denoted by M and a single MCP-situation is given
by the triple (N, ¢, p) € M. Note that n, the number of players, is variable.

To analyze the allocation aspects of an MCP-situation we will construct
a corresponding cooperative TU-game. A cooperative game (N, v) is defined
by a finite set N of players and a function v on the set 2V of all subsets
(coalitions) of N. This function v is called the characteristic function and
assigns to each coalition S € 2V a value v(S) € R such that v()) = 0. The
value v(S) represents the joint monetary rewards a coalition S can accom-

plish or realize by optimal cooperation among themselves.

Consider a subgroup S € 2V of purchasing organizations. The unit price
corresponding to that coalition of purchasers is determined by its member
with maximal order quantity. By assumption this is the player with highest
index. Hence S pays p(qs) per unit, with s = max{: : i € S}. Without
cooperation a player i € S would have paid p(g;) per unit. Looking at the
corresponding cost savings as monetary revenues, the characteristic function
of the cooperative MCP-game (N, w) corresponding to an MCP-situation
(N,q,p) € M is defined for all S € 2V by

w(S) = [p(g:)a] — pla) D> g (3.1)
Jjes jES
and it reflects the maximum cost savings a coalition S can establish. For

ease of notation we set p; = p(g;) for all i € N. Specifically, from (3.1) it
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readily follows that the value of an arbitrary two-player coalition with ¢ < j

equals

w({i, j}) = (pi — pj)a:- (3.2)

Since we assume the unit price function to be weakly decreasing we find a
specific order in the two-player coalitions. If j < k then for all ¢ < j it holds
that

w({i,j}) < w({i k}). (3-3)

By the nature of cost savings, each MCP-game is nonnegative with all single
player coalitions having value 0. The following example illustrates an MCP-

game.

Example 3.2.1 Consider an MCP-situation (N, q,p) € M with N = {1,2,
3,4}, ¢ = (2,4,8,12) and unit price function p : [0,00) — [0, 00) with p(t) =
10+%. Hence the individual ordering costs of player 1 are p(2)-2 = 16-2 = 32.
For players 2, 3 and 4, the individual ordering costs are 52, 92 and 132, re-
spectively. The following table represents the corresponding MCP-game.

S {1} {2} {3} {4} {12}
w(S) | 0 0 0 0 6
S| {130 {14} {23} {24} {34}
w(S) | 9 10 6 8 4
S | {123} {124} {134} {234} {1,234}
w(S) | 15 18 14 12 22

Note that w({1,4})+w({2,4})+w({3,4}) = w({1,2,3,4}), while w({1, 3})+
w({2,3}) = w({1,2,3}). <

The final observations we made in Example 3.2.1 are true in general. Since
the price depends on the maximum order quantity, the largest player s in a
coalition S solely determines the unit price. Every other player in coalition
S profits from the unit price decrease, independent of the order quantities of

the players in S\{s}. Thus the value of a coalition S consists of what every
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individual player in S can accomplish with the largest player in S. This leads

to the following theorem.

Theorem 3.2.2 Let (N,w) be the MCP-game corresponding to an MCP-
situation (N, q,p) € M. Let S C N with |S| > 2 and s € S with s = max{i :
i€ S}t. Then,

w(S) = w({j.s}). (3.4)

jes
Proof: By (3.1) and (3.2) we have

’UJ(S) = ijq]‘ - Zps%' = Z(pj _ps)qj = Zw({jv S}> O

jes = jes jes

The special structure of MCP-games fits in a framework of cost-coalitional
problems as provided by Meca and Sosié¢ (2013). In such problems there is
a player or a group of players, called the benefactors, whose participation
in a cooperative always contributes to the savings of all members. In MCP-
situations the player or players with largest order quantity are the benefac-
tors. Furthermore, note that an MCP-game is not a k-game as described in
Van den Nouweland, Borm, Golstein Brouwers van, Groot Bruinderink, and
Tijs (1996)

A game (N,v) is monotonic if for all S,T € 2V, with S C T, v(S) < v(T).
The game is superadditive if for all S, T € 2V with SNT = 0, v(S) +v(T) <
v(SUT). These two properties imply that if a coalition adapts more players,
its value increases as well, and if a coalition breaks up in smaller coalitions
they cannot increase the cost savings. Hence, any player ¢ € N would like to

join the largest coalition possible, i.e., N\{i}.

Using Theorem 3.2.2, we can verify that each MCP-game is monotonic and

superadditive.

Corollary 3.2.3 Let (N,q,p) € M and let (N,w) be the corresponding
MCP-game. Then, (N,w) is monotonic and superadditive.
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Proof: Since (IV,w) is non-negative, it is sufficient to show that (N, w) is

superadditive. Take S, T € 2V with s = max{i:i € S} and t = max{t : t €
T}. Then, for all ST € 2V with SN T = () and without loss of generality

s < t,
=Y w({j,sh+>_ w{it})

JjeSs JjeT
< > w({it)) =w(SUT). O
jesur

3.3 The core and the Direct Price solution

As explained in the introduction of this chapter, within the game theoretic
literature one can find several ways or policies to allocate the value of the
grand coalition. The coalitional values v(.5) in a game (N, v) form a natural
benchmark to evaluate an allocation method. We mentioned two basic eval-
uation properties, efficiency and stability. An allocation z € RY is efficient if
> ien i = v(N). An allocation z is stable if for all S € 2V, 3. _ca; > v(S).
The set of efficient and stable allocations is called the core of a TU-game,
which is denoted by C(v). In general, this set can be empty.

A frequently studied property for a game is converity. Convexity requires
that for all j € N and S, T € 2V with S € T'C N\{j}, v(SU{j}) —v(9) <
v(T'U{j}) —v(T). Hence, joining a large coalition 7" will lead to a larger
marginal contribution than joining a subset of this group of players S C T'. It
is shown by Shapley (1967) that if (IV, v) is convex, then C(v) # (). However,

an MCP-game is not necessarily convex.

Example 3.3.1 Reconsider the game of Example 3.2.1. This game is not
convex. If player 3 joins player 1, the extra cost savings are w({1,3}) —
w({1}) = 9. If, however, player 3 joins the larger coalition {1,4}, the extra
cost savings are w({1,3,4}) —w({1,4}) = 4, which is lower than 9, contra-
dicting convexity.

The core of this game is nonempty and is given by
C(w) :Conv{(lo? 87 47 0)’ (10? 87 07 4)? (107 67 O? 6)? (10? 27 47 6)7
(9,8,0,5),(5,8,4,5),(9,2,4,7),(5,6,4,7),(9,6,0,7)}.
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A special core element is the allocation (10,8,4,0). This allocation can be
seen as the result of applying a direct pricing principle: every player pays
the price that can be negotiated for the grand coalition. In this case that
price is 11. Thus player 1 obtains cost savings for his own order quantity
of ¢1(p1 — pa) = 2(16 — 11) = 10, player 2 of 4(13 — 11) = 8, player 3 of
8(11.5 — 11) = 4, and player 4 of 0. <

The direct pricing principle illustrated in Example 2.3.1 can be formalized.

Definition The Direct Price solution D P on M is such that for all (N, ¢, p) €
M and for all i € N,

DPi(N,q,p) = (pi — Pn) -

Note that according to (3.2), DP;(N,q,p) = w({i,n}) for all i € N and all
(N,q,p) € M, with (N,w) the corresponding MCP-game. For an arbitrary
MCP-situation, the allocation resulting from the Direct Price solution be-
longs to the core of the corresponding MCP-game. Hence, any MCP-game

has a nonempty core.

Theorem 3.3.2 Let (N,w) be the MCP-game corresponding to an MCP-
situation (N, q,p) € M. Then,

DP(N,q,p) € C(w).
Proof: Using Theorem 3.2.2,

Z DPi(N,q,p) = Z w({i,n}) = w(N).
Let S € 2. Using (3.3) we find that
w(S) = Zw({i, s}) < Zw({i,nb = Z DP;(N,q,p),

where s = max{i: i € S}. O
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Let (N,v) be a TU-game and let ¢ € II(N), where o(k) is interpreted as
the player in position k. For o € II(N), the marginal vector m°(v) € RY

corresponding to o is defined by

Mgy (v) = v({o(1),...,0(k)}) —v({o(1),...,o(k = 1)}) (3.5)

forall k € {1,...,|N|}. Note that for all o € II(N), mg,,(v) = v({o(1)}). A
game (N, v) is convex if and only if all marginal vectors of that game belong
to the core. An MCP-game is in general not convex, but we will point out

several specific marginal vectors of an MCP-game (N, w) that are elements

of C(w).

Lemma 3.3.3 Let (N,w) be the MCP-game corresponding to an MCP-situ-
ation (N, q,p) € M.

(i) The marginal vector corresponding to any o' € II(N) with o'(1) = n,

1s a core element.

(ii) The marginal vector corresponding to any o € II(N) with o*(1) = n—1
and 0*(2) = n, is a core element.

Proof: (i) Using (3.4) the marginal vector corresponding to o' is given by

1

m? (w) = (w({1,n}),w{2,n}),...,w({n—1,n}),0) = DP(N,q,p).

(ii) Using (3.4) the marginal vector corresponding to o2 is given by

2

m? (w) = (w{1l,n}),w{2,n}),...,w{n—2,n}),0,w({n —1,n})).
Thus for all S € 2V

™ i (w) = {w({n ~ 1,0} + e oy w{in})  ifne s,

ies ZieS\{n—l} w({i,n}) otherwise.

Ifn e S, then w{n —1,n}) + 3 ooy w(i,n) = 3 icgwli,n) > w(S).

Ifn &5, then 3 oy w{i,n}) = D icq oy w{i s}) = w(S), with
s = max{i : i € S}. Hence, we have that ), ¢ m?” (w) > w(S) for all
S e 2. O
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The next theorem shows that if there are two players with lowest unit price,
the core of the MCP-game consists of one single point, the allocation pre-
scribed by the Direct Price solution. Moreover this is the only class of MCP-
situations for which the core of the MCP-game consists of one point, this is

shown in the next theorem.

Theorem 3.3.4 Let (N,q,p) € M and let (N,w) be the corresponding
MCP-game. Then

C(w) ={DP(N,q,p)} if and only if pr—1 = pn-

Proof: Let C(w) = {DP(N,q,p)}. Then, according to Lemma 3.3.3, m?* (w) =
m?2(w) with oy and o9 as defined there. Hence 0 = w({n — 1,n}) =

(Pn—1 — Pn)qn-1 and thus p,_1 = pj.

Let p,—1 = p,. This implies that for all : € {1,...,n — 2}, w({i,n — 1}) =
w({i,n}) and w({n — 1,n}) = 0. By Theorem 3.3.2 it is sufficient to show
that x € C(w) implies that x = DP(N, q,p). Let € C(w). Then

w({n}) < zp <w(N) —w(N\{n})
_Z {]an} Zw {]an_l}

]:

=w({n —1,n})

| /\

Hence, z,, = 0= DP,(N,q,p).
Similarly we have for all i € N\{n},

z Sw(N) —w(N\{i}) =Y w{in}) = > w({jn})

JeN JeEN\{i}

= w({i,n})

and hence
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Hence, for all i € N\{n}, x; = w({i,n}) = DP;(N,q,p). O

The Direct Price solution coincides with the altruistic allocation of Meca and
Sosi¢ (2013), where it is also used for describing the size of the core of the
game corresponding to cost-coalitional problems.

The Direct Price solution has the appealing property that the players in N

do not have a monetary incentive to reject a new agent j who wants to join
N.

Theorem 3.3.5 Let (N,q,p) € M and consider a player j ¢ N with de-
mand q;. Then for allt € N

DP;(N,q,p) < DP,(NU{j},q.p),
where § = (qg)geNU{j}.

Proof: Let i € N. There are two possibilities: either ¢; > ¢, or ¢; < g,.
In the first case p; < p, and DF;(NU{j},q.p) = (pi — pj)a = (pi — pn)ai =

DP;(N,q,p). In the second case, obviously DFP;(NU{j},q,p) = DPi(N,q,p).
0

In fact, from Theorem 3.3.5 one readily derives that the Direct Price solu-
tion is population monotonic. Combining this with Theorem 3.3.4, we can
conclude that the Direct Price solution leads to a stable allocation scheme
in which each player’s payoff increases (non-decreases) as the grand coalition
of cooperative purchasers grows larger. This is also known as a population

monotonic allocation scheme (PMAS) as introduced by Sprumont (1990).

Example 3.3.6 Reconsider Example 3.2.1 with DP(N, ¢,p) = (10,8,4,0).
This allocation is quite extreme as all bilateral profits go to the ‘smaller’
players. A less extreme allocation x would be to let the two players ¢ and n

share the obtained cost savings equally, leading to

1 1 1
v =(Gui{L4), ({2 4). ju({3.4]),

;w({l, 4}) + ;w({l 4}) + ;w({& 4}))
=(5,4,2,11).
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(0,0,0,22)

|
(22,0,0,0) (10,8,4,0) (0,22,0,0)

Figure 3.3.1: Core and Shared Set of Example 3.2.1

This allocation is not a core-element. It can be seen, however, that all
core-elements can be obtained if we allow differentiation with respect to
the sharing level among pairs of players. For example for the barycenter

Yy = (8%, 6, 2%, 5%) of the core, we have that

v =(Gew (L4, Ju (24D, Ju((3,4)),
13

S w({1,4)) + Tw((2,4) + q({3,4}))

In the tetrahedron of Figure 3.3.1, the dotted box represents all allocations

obtained via sharing methods. The polyhedron inside that box is the core of

the game. <

Based on the ideas of Example 3.3.6 we define a sharing rule 6* on M. Define
AN as the set of all share vectors A € RY with for alli € N, \; € [0,1]. Here
A; can be interpreted as the share player ¢ obtains of his bilateral profits with

n.

Definition For all (N, q,p) € M and all A € AV

5NN, q,p) = Ni(Di — Pn)as if i € N\{n},
o ZjGN(l —N)pj —pn)g;  ifi=mn.
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Note that the choice of A, does not affect the allocation proposed by §*. Also
note that 6% = DP, for \* € AY such that \f = 1 for all i € N\{n}. Next,
consider the Shared Set, defined by

S(N,q,p) = {8*(N,q.p)|\ € AM},

as all possible allocations generated by a sharing rule. The next proposition

shows that all core elements can be generated via sharing rules.

Proposition 3.3.7 Let (N,q,p) € M and let (N,w) be the corresponding
MCP-game. Then

C(w) C S(N,q,p).

Proof: Letz € C(w). Define A € RV by A; = o= i € {1,...,n—1} and
An = 1. Since, for all i € N\{n}, 0 < z; < w(N) —w(N\{i}) < w({i,n}),
we have A € AY. Obviously, 6} (N,q,p) = z; for all i € N and hence

r € S(N,q,p). O

3.4 The nucleolus of a game with a nonempty
core

In this section we derive an alternative characterization of the nucleolus of a
TU-game with nonempty core, which will be used in Section 3.5 to find the
nucleolus of an MCP-game.

Let (N,v) be a TU-game. We define C = 2¥\{(), N} as the collection of
proper subsets of N. The imputation set is given by all individually rational

and efficient vectors, i.e.,
I(v) = {x € RN‘ ij =o(N),x; >v({i}) for all i € N}.
JEN

An element x € I(v) is called an imputation. Let E(S,x) = v(5) — > g x;

be the excess of coalition S € 2V with respect to an imputation z € I(v).
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Note that 0(z) € R2"I is the vector of excesses arranged in non-increasing
order. The nucleolus nuc(v) (Schmeidler (1969)) of a TU-game (N, v) with
I(v) # 0, is the unique imputation which lexicographically minimizes #. Thus
for all x € I(v),

O(nuc(v)) <p, 0(x).

The nucleolus minimizes the maximum dissatisfaction level over all coalitions
and it is a stable solution concept, i.e., if C(v) # (), then nuc(v) € C(v).
Finding the nucleolus of a TU-game is not easy, in general it takes O(| V| x
21V steps®. To check whether a certain imputation € I(v) is the nucleolus
of the game, one can use the following criterion, due to Kohlberg (1971).
Let Bi(z) = {T € CN|E(T,x) > E(S,z) for all S € CN} be the collection

of coalitions with highest excess. Recursively define for r = 2,3, ...
r—1
B&d:{TeC”T¢UBﬁ@EUﬁQEM&@
k=1

r—1
for all S € CN with S ¢ U Bk(x)}
k=1
Let t € N be such that B(x) # 0 and By 1(z) = 0.
For r € {1,...,t} define

B.(x) = | Bi().

Theorem 3.4.1 (Kohlberg (1971)) Let (N,v) be a TU-game with C(v) # 0
and let x € I(v). Then, x = nuc(v) if and only if B.(x) is balanced for all
red{l,... t}.

Here a collection B C OV is balanced if there exists a vector A € RS
satisfying A\¢ > 0 for all S € B and A\¢ = 0 for all S ¢ B, such that
ZSEB )\S]ls =1V,

3Let g: X — R. We say f(x) is of the order g(x), or O(g(z)), if there exists M € R
and z, € R such that |f(z)] < M|g(z)| for all z € X with © > x,.
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From this theorem Kohlberg (1972) derived a procedure to calculate the
nucleolus of a cooperative game, by solving one large linear program. Due
to Potters et al. (1996) there is a faster method to determine the nucleolus.
The rough idea is based on efficiency of the nucleolus. If one has found two
disjoint coalitions S and 7' that belong to B (nuc(v)) and one also knows
their corresponding excesses, then one also knows the excesses that belong
to N\S, N\T, SUT and N\(SUT). As a follow up Reijnierse and Potters
(1998) provide a sufficient condition for a collection of coalitions to deter-
mine the nucleolus of a game. This condition can be used to formulate a new
alternative criterion to check whether a certain imputation is the nucleolus
of the game.

For a collection B € CV define
H(B)={S € 2N|]lS € span{]lN, []lT]Teg}}.

An alternative way of finding H(B) is using H-closed sets. A collection of
coalitions W C 2V is H-closed, if

(i) New
(ii) for all R € W, N\R e W
(iii) for all R,U € W with RNU =0, RUU € W.

Then, H(B) is the smallest H-closed set containing B.

The following theorem gives an explicit alternative characterization of the

nucleolus of a game with a nonempty core.

Theorem 3.4.2 Let (N,v) be a TU-game with C(v) # 0. Let x € I(v).
Then z = nuc(v) if and only if there exists a sequence Dy, Dy, ..., D, of

nonempty subcollections of O™ with the following properties

(i) for alr € {1,...,7} the collection D, = U Dy is balanced,
k=1
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(ii) there exists a sequence of real numbers v1, s, . . ., Y- such that E(S,x) =

v for every S € D, and v1 > 2 > ... > 7.

(iii) for all S € CN\D, we have S € H({T € D, : E(T,z) > E(S,z)}).

Proof: “only if’-part: Let x = nuc(v) and ¢t € N is such that B;(nuc(v)) # ()
and By (nuc(v)) = 0. Set 7 =t and D, = B,.(nuc(v)) for all r € {1,...,7}.
Then, by Theorem 3.4.1 it is obvious that the sequence satisfies Properties

(i) and (ii) and since D; = CV also Property (iii) is satisfied.

“if’-part: Let 2 € I(v) and let ¢t € N be such that B;(z) # 0 and By1(x) = 0.
Let the collections Dy, ..., D, and the numbers 7y, 7s,...,7, be such that
Properties (i), (ii) and (iii) are satisfied. For all » € {1,...,t}, define
k. = E(S,z) for S € B.(x). Obviously k1 > ko > ... > K. We will

show that x meets the Kohlberg criterion, proceeding by means of induction.

If k1 = ,, define ¢ = 7. Otherwise, 7, = k1 > 7,41 for some r € {1,..., 7 —
1}, define £ = r. Then, k; =7, = ... =, and D, C B;(z). Hence

Bi(x) =D,U{S & D,|E(S,x) = k1 }.
For any S € By(z) with S ¢ D,
{T €D, :E(T,z) > E(S,7)} = D,.

Hence, by Property (iii), S € H(D;).
In order to prove that B;(z) is balanced, it is sufficient to show that for any
S € By(x) with S ¢ D,, D, U{S} is balanced. Since S € H(Dy),

1% = py1V + Z prlT for some p € RO},
TEfz

Moreover, since D, is balanced there exists a vector \ € RS with Ar > 0
for all T € D, such that

> AT =1"

Téfl
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We have that
]].S = Z (,UN)\T + ILLT)]].T
TG@(

and for any a € R,

Z >\T]1T + Oé(]ls — Z (/JN>\T + /J/T)]IT) = ]lN,

Tefg TeD,

1.e.,

Oé]ls + Z ()\T — Oé[/J,NAT + MT])]IT = ]lN.
Téfl

Choosing a > 0 small enough, we derive that D, U {S} is balanced.

Proceeding by induction we assume that Bj(z) is balanced for some k €
{2,...,7 — 1}. We will show that Bj,i(x) is balanced too. If rp, 1 < 7s,
define ¢ = 7. Otherwise, 7, > kg1 > Yy for some r € {1,...,7—=1}. In
this case, define £ = r. Then, Dy C Bj.1(z). Hence,

B[H_l(l’) = 55 U {S ¢ §T|E(S, LL’) = fik+1}-

It is sufficient to prove that for any S € Byyi(x) with S ¢ D,, D, U {S}
is balanced. Since S € H(D;) and D, is balanced, we can use the same
argument as for the induction base. There exists a vector p € R2"M? and
a vector A € RY" with A > 0 for all T’ € D, such that for any o € R

a1+ > " (Ar — aluyAr + pr)) 1T =17
Téfl

Again, choosing a > 0 small enough, we derive that D, U {S} is balanced. [J

3.5 The nucleolus of MCP-games

This section explains how one can compute the nucleolus of an MCP-game.

We start with the following easy observation.
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Proposition 3.5.1 Let (N,w) be an MCP-game corresponding to MCP-
situation (N, q,p) € M. Then,

nuc(w) = DP(Nv Q7p) Zf and OTLly ifpn—l = DPn-

Proof: If p,_1 = p,, then by Theorem 3.3.4, C(w) = {DP(N,q,p)} and
hence nuc(w) = DP(N,q,p).

Let nuc(w) = DP(N,q,p). Then, for all S € C" such that n € S,
E(S, nuc(w)) = w(S)=>_ DP(N,q,p) = Y q:i(pi=pn)— Y _ ¢:(pi—pn) =
€S €S €S

Since {S € 2V\{N,0}|n € S} is not balanced, the Kohlberg criterion (Theo-
rem 3.4.1) implies that there is a coalition S C N\{n} with the same excess

as a coalition containing n, i.e.

0 = E(S, nue(w)) = w(S) = Y _w({j.n})

JES
=S w({ish) - Y w({in)
jes JES
— qu(pj Z% Pn)
jes jes

with s = max{i : i € S}. Hence, p; = p, and consequently p,_1 = p,. O

Next we provide an explicit relation between the Direct Price solution of an
MCP-situation and the nucleolus of the corresponding MCP-game. For this
we use a so-called nucleolus-determinant. First, we simply state the recur-
sion to find such a nucleolus-determinant. This recursion is rather technical.
Then, an explicit expression for the nucleolus is provided. The interpreta-
tion of this nucleolus-determinant and the nucleolus itself are given after the
proof. Finally, by means of an example, we explain how one can use this
recursion. Furthermore we show that this recursion leads to an algorithm of
polynomial time to find the nucleolus of an MCP-game.

Denote ps = ps if s = max{i:i € S}.
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Nucleolus-Determinant-recursion

Input: (N,q,p) € M.

Initialization:

Set Fi ={S|S c N\{n},S # 0},
ﬁl — {T c Fl (pn_pT)ZjETQJ > (pn_PS)ZjeS‘Ij fOI' all S c Fl}a

1+[T] = 1+[S]
choose T € Fi,
. (pn_pTl)ZjeTl 4
1-HT1| ’

set €1
S =T
and r =2.

Recursion:

r—1
If LSk #N\{n},
define I}jlz Fr — (—00,0]

r—1
(Pn — ps) Zq]' - Z 1SN Silex,
k=1

by £(8) = e e .S € F..
1+ s\ U s
k=1
Set Fr =A{SIS c N\{n},S\U,Z; Sk # 0},
F, ={T € F.|f(T) > f.(5) for all S € F,}.
Choose T. €F,
set € = fr(Tr)>
r—1
ST’ - TT\U Sk
k=1
and r =7r+1.

Otherwise: set 7 =7r—1. STOP
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Output: A nucleolus-determinant {(Si,e1), (52, €2), ..., (Sr, e-)}, with (S,

..., S;) a partition of N\{n}.

Theorem 3.5.2 Let (N,q,p) € M and let (N,w) be the corresponding

MCP-game.

Let {(S1,e1),(S2,€2),...,(S-,e,)} be a nucleolus-determinant. Then, for all
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red{l,...,7} and all i € S,

nuc;(w) = ¢;(pi — pn) + €r,

nuc, (w) = i(—|5k|ek).

k=1

In the proof of Theorem 3.5.2 we use the following lemma.

Lemma 3.5.3 Let (N,q,p) € M and let (N,w) be the corresponding MCP-
game. Leti € N and S € 2V be such thatn € S C N\{i} and let x € I(w)
be such that x; < w(N) — w(N\{i}). Then,

E(SU{i},z) > E(S,z).

Proof: Since z; < w(N) — w(N\{i}),

E(SU{i},z) — E(S,x) =w(SU{i}) —w(S) — x;
= ¢;(pi — pn) —
> qi(pi — pn) — w(N) + w(N\{i})

Proof of Theorem 3.5.2: Forallr=1,...,7, and for all i € S, we set

zi = qi(pi—pn) T &
Tn =D pe (—|Skler).

Forallr € {1,...,7}, let T, € F, be the coalition the recursion chose. Define
forall r e {1,...,7}

D, =T, U{N\{i}}ies,.

We will show that the sequence Dy, ..., D, satisfies the three properties of
Theorem 3.4.2.

Property (i)
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Clearly, we have that D, is balanced for all » € {1,...,7}. Hence the se-
quence Dy, ..., D, satisfies Property (i) of Theorem 3.4.2.

Property (ii)

Regarding Property (ii), we first prove that for all r € {1,... 7}, E(S,z) =
e, for all S € D,.

Take r € {1,...,7}. Then for all i € S,

E(N\{i},z) = w(N\{i}) = > =

JEN\{3}
= > 4(p —pa) — (W(N) =)
JEN\{i}
= 0 ) =D ailpi = pa) +
JEN\{i} JEN
= —qi(pi — pn) + G(pi —pn) + e
=e,.
For T, itself it holds that
E(T,,z) =w(T, Z x;
JET
Y ai-r) =Y Y e —p) +ed
JET: k=1 j€T,NSk
=Y " qilpn —p1,) — > _IT0 N Sklex
JET, k=1

= f(T)(1+|T. N S,.|) = |T. NS, e,
=e (14+|SNS,|)—|SNS, e

=e,.

To finish the proof of Property (ii) it remains to show that e; > ey > ... > e,.
Note that 7., € F,.. Suppose that for some r <7 —1, e, < e,41. Then by

definition of e,.,

fr+1( r—l—l) = €r41 > Er > fr( r+1)
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Hence

T

(pn - pTr+1) Z qj; — Z |Tr+1 N Sk|ek

J€T 41 f=1 -
I+ Tr-i-l\U Sk’

k=1

r—1
(pn - pTr+1) Z qj; — Z |Tr+1 N Sk|ek
e (3.6)
1+ Tr-l-l\U Sk‘
k=1

For (3.6) to hold, we must have that 7,1 NS, # (. Denote

r—1
o= (pn_pTr+1) Z qj _Z|Tr+1m5k|ek~
JE€ET 41 k=1

Then, however, Inequality (3.6) would imply that

a— TN Sle, B o

r r—1
TT\U Sk} 1+ TM\U Sk‘
k=1 k=1

> 0,
1+

and thus that

(1+

resulting in

(1+

TTH\U Sil) (@ = 1Ta N Sler) = (14 TTH\LTJ Sif)a >0,
k=1 k=1

r—1 r—1
T\ SkDoz - (1 + T\ SkD Tyi1 N S, ler >
k=1 k=1

(1+

and the following sequence of inequalities

Tr+1\0 Sk‘)%
k=1

r—1
Tr-i-l\U Sk‘) |TT’+1 N Sr|e7“ > 07

k=1

|T7n+1 ﬁ ST|OZ - (1 +
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a—(l—l—

r—1
iy SkDer >0,
k=1

a
r—1

Tr+1\U Sk‘
k=1

fr(Tr—i-l) > €r,

> €,
1+

that establishes a contradiction.

Property (iii)
Regarding Property (iii). Let S € CN\D,.
We will prove that S € H({T € D,|E(T,z) > E(S,x)}).

Case 1: n€ S
Let r € {1,...,7} be such that

N\{j} € D, for some j € N\S,
N\{i} € Ds; with r > s for all i € N\S.

Then, N\{i} € D, for all i € N\S and by Lemma 3.5.3%, for all i € N\,
E(S,z) < E(N\{j},z) < E(N\{i},z).

Since 15 = (|S| —n+ 1)1V + D ieN\s 1M\ we have that S € H({T € D, :
B(T,2) > E(S,2))).

Case 2: n ¢ S.
Let S € F,. Since f.(5) < e,, we have

T

E(S,x) = Z%‘(Pn —ps) — Z 1S N Sklex

jes k=1

= fT(S)(]‘ + |Sﬁ S‘r|) - |Sm S‘r|e'r
<er(1+]SNS,]) =[S Ssles

=e,.

4Note that since e; < 0, Property (ii) implies that e, < 0 for all 7 € {2,...,7}. Hence,
x; < DP;(N,q,p), and thus z; < w(N) — w(N\{i}) for all i € N\S. The condition in
Lemma 3.5.3 is satisfied.
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Let S ¢ F, and let r € {1,...,7 — 1} be such that S € F\F..1. Then
S C U Sy and since f,.(S) < e, we have

k=1

E(S z) = Zq]'(pn —ps) — Z 1S N Sklex,
jes k=1
= f(S)A+15NS,]) = [SNS,le

<e (14+[SNS:])—|SNS e

=e,.

Let ¢ € S. Since S C U Sy, there is an Sy such that ¢ € S, and hence

k=1
N\{i} € Dy, with k < r. Moreover 19 = |S|1V — Y. 1"\t Hence
Se H{T €D, : E(T,z) > E(S,1)}). O

In the proof of Theorem 3.5.2 we showed that e, < 0 for all r € {1,...,7}.
Here, e, is the excess of coalition 7,. Thus the nucleolus of an MCP-game
modifies the Direct Price solution. It can be interpreted in the following way.
Every player in S; should pay a fee —e; to player n for using his discounted
unit price. Thus a nucleolus-determinant puts every player in a certain fee-
class and determines the heights of those fees. From Proposition 3.5.1 it is
clear that if p,_; = p,, the fee of all players equals zero.

Before showing that the nucleolus of an MCP-game can be found using an

algorithm with polynomial time-complexity, we want to make a short remark.

Remark

We sketch how a similar algorithm for determining the nucleolus of an MCP-
game can be derived from the results of Arin and Feltkamp (1997). That
paper introduces an algorithm for computing the nucleolus of a veto-rich
game: games in which for all coalitions one of the players is needed in order
to obtain a positive payoff. The algorithm they develop is exponential in the
number of players. Formally, we can transform an MCP-game (N, w) into a
veto-rich game (NN, w) with veto-player n, by defining for all S € 2V\ {0}

w(S) =Y w({i.n}) = (w(N) = w(N\S)).

JjES
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One can show that for every game with a nonempty core (N, v), nuc(N,v) =
—nuc(N, —v*) where (N,v*) represents the dual game of (N, v), i.e., for all
Se2N

v (S) =v(N) —v(N\9).

Also for any additive game a € RY, nuc(v*) = nuc(v) + a, where for all
Se2N

v (S) = v(S) + ) _aj.

jes

Since (N,w) is an additive game minus the dual game of (N, w), the nucle-

olus of (N, w) can be directly obtained from the nucleolus of (IV,w).

However, when applying the general algorithm of Arin and Feltkamp (1997),
one does not obtain a direct interpretation of the allocations proposed by
the nucleolus in terms of the parameters of the underlying MCP-situation.
Therefore, we have chosen to develop a situation-specific algorithm, that
explicitly depends on the prices p and the quantities ¢. Moreover, the al-
gorithm allows for a specific acceleration step to make it polynomial, as is

shown below.

Example 3.5.4 Consider the following MCP-situation (V,q,p), with N =
{1,2,3,4}, ¢ = (10,45,100,250) and p = (10,8,7,5). Let (N,w) be the
corresponding MCP-game. We are going to compute the nucleolus of the

corresponding MCP-game (N, w), using the nucleolus-determinant recursion.
We have Fy = {S|S C {1,2,3}} and the values for fi(S), S € F, are

Table 3.5.1: Values of f,.(.5)
s {1 {2 {3y {12}y {13} {23} {123}

fi(S) | —25 —675 —100 —55 —73% 967 77}

1 g 3 2
f2(S) —67% —-100 -70 -97L —965  —95
f3(5) —100 971 1141 1083

presented in Table 3.5.1, in the second row. From this table we can conclude
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that 7, = {1}, hence T} = {1}, S; = {1} and e; = —25. From this step in

the recursion one can conclude that: nuc;(w) = 50 — 25 = 25 and

{E({l},nuc(w)) =25
E(N\{1}, nuc(w)) = —25.

The next step in the nucleolus-determinant recursion is to find 7y € Fy, where
Fyequals {{2}, {3}, {1, 2}, {1,3},{2,3},{1,2,3}}. The values for f»o(S5), S €
Fo, are also given in Table 3.5.1, in the third row. Thus Ty = Sy = {2} with
ey = —67.5. Hence nucy(w) = 67.5 and

{E({Q},nuc(w)) = —67.5
E(N\{2},nuc(w)) = —67.5.

Since the nucleolus is efficient, we also know the excesses of {1,2} and {3,4},

E({1,2}, nuc(w)) =w({1,2}) — (nucy (w) + nucy(w)) = —72.5

E(N\{1,2}, nuc(w)) w({3,4}) — (nucs(w) + nucy(w))
=w({3,4}) — (w(N) — nucy (w) — nuce(w))
= —-925

Hence, F3 = {{3},{1,3},{2,3},{1,2,3}}, and f5(S5), S € F3, can be found
in the last row of Table 3.5.1. In this step we find that 75 = {1,3} thus
Sy = {3} with e3 = —97.5. Thus for player 3, nucs(w) = 102.5. Now
S1USUS; = N\{4}, hence we can stop and determine nucy(w) = —(—25—
67.5—97.5) = 190.

This procedure is faster than the general way of computing the nucleolus,
but it is still exponential in the number of players. In the next paragraphs we
again calculate the nucleolus of this example, but use a polynomial method.
If we look closer at the function fi(5), we can find a coalition 7} belonging

to JF1 more efficiently. To do so, we need to maximize

Zjes Qj(p4 —Ps)
1+ |5 ’

over all coalitions in F;. Since py is always less than the unit prices of players
1, 2 or 3, the fraction is negative. Thus it is wise to have pg and |S| large,

but > jes 4 low. So we need to determine the price setter of S, and then
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add smaller players to increase |S| and keep jes ¢j small. If we have that
player 3 is the price setter and it is beneficial to add player 2, then adding

player 1 must also increase the fraction. Thus T} has the following structure,
T1 = {1,...,m,z},

where z is the largest player in the coalition, the price setter, and we add
smaller players 1 up to m. If m = 0, then 773 = {z}. For this example we

can make the following combinations:
(m2) | (0.1) (1,2) (1,3) (0,2) (2,3) (0,3)
S {1y {12y {13} {2p {123} {3}

In Table 3.5.1 we can see that f;({1}) is maximal, thus z = 1.

Also we can speed up the search for a coalition Tb belonging to Fy. We

need to maximize the following fraction

Zjes Qj(p4 —ps) — |SN Siler
1+ |5\5] ’

over all S € F,. Either pg = py or pg = ps, since {1} ¢ F,. If adding player
k not yet in S; increases the fraction, then also adding player j < k with
j ¢ Sp increases the fraction. We only add player 1 if ¢;(ps — p.) < e;. Thus

T5 has the following structure
T, = ({1, cee,myzEN N\Sl) U{ie{1}:q(ps—p.) > e}

Since q;(ps — p3) = —20 > —25, it is always beneficial to add player 1 to a
coalition with player 3 being the price setter. Hence we start by comparing
the values of fo({1,3}) and f5({1,2,3}) and find that fy({1,2,3}) is the
highest. Since ¢1(ps — p2) = —30 < —25, we do not want to add player 1
to a coalition with player 2 being the price setter. Now we need to compare
f2({1,2,3}) with f»({2}) and we find that fo({2}) is the highest, hence Tp =

{2}.
Following the same reasoning as for step 2 in the recursion we know that

ps = p3 and T3 has the following structure

T3 = {3} U {’L c {1,2} : QZ(p4 —pg) > ei}.
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We only add player 1 if ¢;(ps — p3) > e; and player 2 if ¢2(ps — p3) > e2. In
the previous round we found that ¢;(ps — p3) > €1, hence we add player 1 to
player 3 and since ¢2(py — p3) = —90 < —67.5 we do not add player 2. Thus
T3 ={1,3}. <

Example 3.5.4 shows that one can speed up the Nucleolus-determinant re-
cursion at the point of determining a coalition 7). belonging to F.. T has

n—1

the structure {1,...,m, 2} for some 0 < m < z < n—1, thus ) '~z =

+(n—1)(n—2) numbers need to be compared to find 7;. Furthermore 7). for

r € {2,...,7} has the structure

(=} U <{1,...,m}m {N\(gsku{n})])
U {j € Sk 1 qj(pn —p2) —er > 0,5 < Z}H

k=1

Fix z and look which m maximizes

fr ({z}u <{1,...,m}m {N\(QSkU{n})])> .

Then, we add players from U’,;;i Sk if that further increases f,.. Hence, by
comparing at most (n—1)2 numbers, we can find 7, € F, forallr € {2,...,7}
with 7 < n — 1. From these observations we can readily derive that the

nucleolus of an MCP-game can be found in polynomial time.

Theorem 3.5.5 Let (N,q,p) € M be an MCP-situation with (N,w) the

corresponding MCP-game. Then, nuc(w) can be determined in O(n?) time.

3.6 The Shapley value of MCP-games

In this section we analyze the Shapley value (Shapley (1953)) of an MCP-
game and show that it is a suitable allocation method for an MCP-situation.

An explicit context-specific expression for the Shapley value is provided.
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Originally the Shapley value is introduced as the average of all | N|! marginal
vectors of a TU-game. We introduced marginal vectors in Section 3.3 in
Equation (3.5). Let (V,v) be a TU-game. Then, the Shapley value ¢(v) €
RY is given by

o) = Y ”TN(“)

o€II(N)

There is another method for calculating the Shapley value of a TU-game,
which we will use in determining the Shapley value of an MCP-game. For
this we need the notion of unanimity games. For 7' € 2V¥\{()} the unanimity

game (N, ur) is defined by

uﬂ$:{1 if T c S,

0 otherwise,

for all S € 2. Thus the unanimity game (N,ur) states that without all

players in T, a coalition S € 2V has value zero.

Every TU-game (N, v) can be written in a unique way as a linear combi-
nation of unanimity games, i.e. there is a unique vector ¢ € ]RQN\{@}, such
that

v = E crur.

Te2N\{0}

Example 3.6.1 We consider the MCP-situation of Example 3.2.1 without
player 4. Hence N = {1,2,3}, ¢ = (2,4,8) and p(t) = 10 + 2, for t € R,.
We are going to decompose the corresponding MCP-game into a linear com-
bination of unanimity games. The following table represents the correspond-
ing MCP-game, and for illustrative purposes also the unanimity games uy,

Uf1,2} and Uun-

S {1y {2r {8F {12} {13} {23} {123}
w(S) 0 0 0 6 9 6 15
U{l}(S) 1 0 0 1 1 0 1
upny(S)| 0 0 0 1 0 0 1
un(9) 0 0 0 0 0 0 1
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To find a vector ¢ € R2"M® such that w = ZT€2N\{@} crur, we start with
the singletons. We have that cgyugy = w({1}), hence ¢y = 0. Simi-
larly cgoy = cq3p = 0. Secondly, cq12yuqi2) + cayuqy + cyugey = w({1,2}).
Hence, cp10y = w({1,2}) = 6 and similarly ¢ 3 = w({1,3}) = 9 and
cpay = w({2,3}) = 6. Finally, cpip3 = w({1,2,3}) = Yromyor =
15—-6—-9—-6=—6. <

In case of an MCP-game, the coefficients for a linear decomposition into
unanimity games, can be determined quite easily using Theorem 3.2.2. For all
T € 2N with |T| > 2 define ap, by € T such that TN {1,...,br} = {ar,br},
i.e., player ar is the player within 7" with lowest index and player br is the

player within 7" with second lowest index.

Theorem 3.6.2 Let (N,w) be an MCP-game corresponding to an MCP-
situation (N,q,p) € M. Let c € R2" MY e such that

w = E Crur.

Te2N\{0}
Then, for |T'| =1, ¢y = 0 and for |T| > 2, we have that
cr = (=DMw({ar, br}). (3.7)

In the proof of Theorem 3.6.2, we use the following lemma.

Lemma 3.6.3 Leta € Nya > 1. Then
a—1 . .
N a , —1 if ais even
1 —1) = '
()Z(j)( ) {1 if a is odd.

ao ()= (4) e ===
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where the second equality follows from the binomium of Newton.

(ii) This follows immediately from (i). O

Proof of Theorem 3.6.2: First note that for all T € 2V\ {0} the coefficients

in the decomposition of w can be determined recursively in the following way:

r=w(l)— Y o (3.8)

Se2N\{0},SCT

Hence, for |T'| =1, cp = w({i}) = 0. Let |T'| = 2. According to (3.8)
er = w(T) = (=1)Tw(T) = (-=1)"w({ar, br}).

Thus for |T'| =2, (3.7) is valid. To prove (3.7), we will use induction on the

number of players in T

Assume that for all |T| <k —1

cr = (=1)"w({ar, br}).

Let |T'| = k and for ease of notation we set T" = {t1,ts,...,%;} such that
q, < q, <...<gq,. Clearly ar = t; and by = t5. Then, by (3.8) and by

Theorem 3.2.2, we have

Z {th, tk} Z Cs. (39)

Se2N\{p},sCT

The last sum in (3.9) can be rewritten by counting the number of proper
sub-coalitions S containing player ¢, and ¢; with h < ¢ such that S N
{1,2,....t;} = {tn,t:}. For {ty,t;} with i > 3, this number is 377} (")
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and for {t1,?2} this number is Z?;g’ (kf) Hence

S%T{@} ;;“’ {tn.:}) ; (’fj Z)(_l)m
+ul{te))] = (4 ) e
S
e 5 (5)

= D w({tn ti}) + w({ty t2})(-1)"

1

>
Il

The third equality follows from Lemma 3.6.3(i) and 3.6.3(ii). Hence

N

-1

Cr = Z'LU {th,tk}

= —w({tl,tz})( 1)
= w({ar, br (=D

M

w({tn, te}) —w({t, ta})(—1)k1

>
Il

1
1

T

For any TU-game (N, v) with v = ZT@N\ (9} crur, the unique decomposition

into unanimity games, the Shapley value is for all 7 € N given by,

o) = 3 °r (3.10)

Te2N\{0},ieT |T‘

Hence, using the decomposition in Theorem 3.6.2, we can compute the Shap-
ley value of an MCP-game. For all i € N, define PP(i) = {(k,{)|k < {,{ <
i,k € N,{ € N} as the collection of preceding pairs, pairs of players with
index smaller than 7.

Theorem 3.6.4 Let (N,w) be an MCP-game corresponding to (N,q,p) €
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M. Then for all i € N, the Shapley value is given by

w({i,m})

+

n—m+2)(n—m-+1)

P
: wtierpm (M2 —L+1)(n -~ g)w({kv (}). (3.11)

m:—i—l(

In the proof of Theorem 3.6.4 we use the following lemma.

Lemma 3.6.5 (Poblete, Munro, and Papadakis (2006) , Table 1) For
1
teNleta, = ; for some fized x € Ry. Then, for allm € N

> (T) a(-1)' = m

t=0

Proof of Theorem 3.6.4: Let i € N and let S be the collection of all
coalitions 7" containing ¢ with |T’| > 2. By Theorem 3.6.2 and (3.10) we get

Z D w({ar, br})

TES
_ (— 1)‘ lw({ar, br}) DIMw({ar,br})
‘Z 7] *Z 7]
D'Mw({ar, br})
+T;3 7] , (3.12)

where
(i) S1 ={T € S|i =br},
(11) 82 = {T € S‘Z = CLT},
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For T € &, setting |T'| = 2+t with ¢ € {0,...,n —2} and for one particular

k <1 at place ar we have

> CTT: n2t+2( ) Dk, i)
>

TESlzk:aT| |
n 7 n — 1
wtra) Y ("7 )

'(n—z

wighin o
= w({k,)

t+2

(n—i+2)(n—i+1)

where the third equality follows from Lemma 3.6.5. Hence

CT — cr - 1 .
Z =2 2 T~ 2 moitom_itn ki) 313)

TES1 k=1 TeS::k=ar 1

[y

=
Il

For T € S, setting |T'| =2+t with ¢ € {0,...,n —2} and for one particular
m > i at place by we have

> e Tgtig(n}m)( D u({i.m))

TeS2:m=br =0
1
— w({l,m})(n_m+2>(n_m+ o
Hence
7 = n ! w({i, m
7;2|T|_mé;rl (n—m+2)(n—m+1) ({é, m}). (3.14)

For T' € Ss, setting |T'| = 3+t with t € {0,...,n— 3} and for one particular
¢ < i and ¢ > k at place by and k at place ar we have

or "1 m—t—1 43
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TeSs:
3—1Din—10)!

CLT:k,bT:Z
(n— 10+ 3)!
—2

(n—0+2)(n—L+1)(n—10)

= (=Dw({k.€})
= w({k })
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Hence

Cr -9
Zm: 2 (n—€+2)(n—€+1)(n_g)w({k’€})- (3.15)

TeSs (k,£)ePP(i)

Filling (3.13), (3.14) and (3.15) in (3.12) results in (3.11) for alli € N. O

Hence, instead of computing all marginal vectors, one can determine the
Shapley value of an MCP-game in a single step. The following example

explains how the Shapley value of an MCP-game can be interpreted.

Example 3.6.6 Consider the following 5-player MCP-game corresponding
to a 5-player MCP-situation with ¢ = (1,2,3,4,10) and p; = 12, ps = 11,
p3 = 9.5, p, = 7.5 and p; = 4. The table below provides the values of the
2-player coalitions only. The other coalitional values can be easily deter-
mined using Theorem 3.2.2, e.g. w(N) = w({1,5}) +w({2,5}) +w({3,5}) +
w({4,5}) =8+ 14 4 16.5 + 14 = 52.5.

S [{12} {13} {14} {15} {2.3)
wS) | 1 25 45 8 3
S | {24} {25} {34} {35} {45}
w(S) | 7 14 6 165 14

Expression (3.11) can be split in three parts:
- a positive part due to cost savings with players with a lower index,
- a positive part due to cost savings with players with a larger index,

- a negative part, due to paybacks to pairs of players with a smaller index
(the preceding pairs).

For this example, the three parts are represented in the Tables 3.6.1, 3.6.2

and 3.6.3, respectively.

Table 3.6.1 indicates that player 3 gets % of the cost savings he can obtain

with player 1 and also % of the cost savings he can make with player 2,
while player 5 gets % of the cost savings he can make with any of the other

players. Note that all fractions are the same per row, i.e., per player under
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Table 3.6.2 indicates that player 3 gets % of the cost savings he can make with

player 4 and % of the cost savings he can make with player 5. Note that in

Table 3.6.2 all fractions are the same per column, ¢.e., per player with larger

index. Moreover, the matrix in Table 3.6.2 is the transpose of the matrix in

Table 3.6.1.

Table 3.6.1: Cost savings with players with lower index

These two tables represent what the players receive, but in

Smaller {1} {2} {3} {4} {5}
Player 1

Player 2 %w({l,Z})

Player 3 | Sw({1,3}) Lw({2,3})

Player 4 | gw({1.4}) gw({2.4}) gw({3.4})

Player 5 | sw({1,5}) jw({2,5}) sw({3.5}) jw({4,5})

Table 3.6.2: Cost savings with players with higher index

Larger | {1} {2} {3} {4} {5}
Player 1 awe({12) pe({L3n) ({140 Ju({1,5})
Player 2 Sw({2,3}) gw({2,4}) sw({2,5})
Player 3 sw({3,4}) %w({3,5})
Player 4 sw({4,5})
Player 5

Table 3.6.3: Paybacks
Negative {1,2} {1,3} {1,4} {2,3} {2,4} {3,4}
Player 1
Player 2
Player 3 | —Z5w({1,2})
Player 4 | —g5w({1,2}) —{5w({1,3}) —{5w{2,3})
Player 5 | —d5w({1,2}) —5w({1,3}) —Fw{1,4}) -FHw({23) -tw({24}) —Fw({s,4})

total we allocate too much this way. If we sum all entries in the last row in
Table 3.6.1 and the last column in Table 3.6.2, we already obtain w(N). So

we need to get back the sum of all remaining entries, given by

({1,214 g ({1, 34 g2 34 su ({1, )+ gu ({2 4) 45w

6 6 3 3 3

({3,4}).
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[ with smaller players
I with larger players
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Figure 3.6.1: Composition of the Shapley value of Example 2.6.6

(3.16)

According to the remaining negative part of (3.11), each two-player compo-
nent of (3.16) is paid by all players with higher index than the player with
the highest index in the two-person coalition at hand. One can think of this
payback as a taxation on the basis of the relative size of the order quantity.
Table 3.6.3 indicates that gw({1,3}) is paid back equally by players 4 and
5. Then, the Shapley value for player 3 equals

dnl) = | {130 + Fyo((2.3))

+ [éw({i’), )+ ;w({?), 5})}

- |gputtazn| =%

In fact
1 727 17 37
= (5750:875: 950940 195 )
¢w) <5120’815’940’940’ Y10
In Figure 3.6.1 the three building blocks of the Shapley value of this example
are visualized. The white bars represent the cost savings with players with
lower index, the grey bars are the cost savings with players with higher index

and the black bars represent paybacks. N
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In fact, Theorem 3.6.2 and Theorem 3.6.4 can be generalized to all zero-
normalized and nonnegative TU-games with an ordering on the players such
that (3.3) and (3.4) are satisfied. A game, however, that satisfies (3.3) and
(3.4) does not need to be an MCP-game. This is illustrated in the following

example.

Example 3.6.7 Consider the 5-person TU-game (N, z) that satisfies (3.4)

and the values of all two-player coalitions given by the following table.

S {12} {13} {23} {14} {24}
2(8)| 4 7 5 9 7

S | {34} {15} {25} {35} {45}
2(8) | 6 11 9 7 5

Clearly, (3.3) is satisfied. Suppose (N, z) is an MCP-game. Thus there are
vectors ¢ and p such that (3.2) holds for all 7, j € N with ¢ < j. In particular

we find thatp2 =D —(;il’p3 =p1 — qll andp4 =P — (%
Then, however, z({2,3}) = qa(p2 — p3) = %, 2({2,4}) = Sﬁ and hence

zgggg = 2, which contradicts the fact that z({2,4}) = 7 and 2({2,3}) = 5.

N

3.7 Numerical examples

This section takes a numerical look at the Direct Price solution, the nucleolus
and the Shapley value as allocation rules for MCP-situations. In the previous
sections we have discussed the three solution concepts from an analytical
point of view. The Direct Price solution lets every player pay the lowest
available unit price, provided by the largest player. The nucleolus lets every
player pay a fee for using the low unit price of the largest player. These
fees correspond to the determining excesses of the nucleolus. Whereas the
nucleolus only looks at price reductions due to the presence of the largest
player, the Shapley value considers all pairwise cost savings of the players.
Depending on a player’s relative size, he can gain more cost savings with
another player. In order to prevent too skewed cost allocations, small players

are subsidized for the fact that they could obtain some cost savings without
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the presence of larger players. These subsidies are paid by taxing players
with higher cost savings.

In practice, organizations that join a purchasing cooperative might not know
the exact details of their fellow cooperation members, except the quantity
discount of the largest player. Naturally, they like to know what their share
in the total cost savings would be. Therefore we will simulate for several in-
stances the expected allocation of cost savings to an organization that joins

an MCP-situation, according to these three solution concepts.

As input for the simulation we take 5-player MCP-situations with integer-
valued order quantities and with fixed ¢; and ¢5. The order quantities ¢, ¢3
and ¢4 are unknown, but in between ¢; and g5. We restrict to cases where

Gn-1 < ¢, and we use the following unit price function:

p(t) =10 + 1—?,

with ¢t € (0,00) and = € [0.25,1.25]. This type of unit price functions ad-
equately represents most quantity discount schemes seen in practice, as ex-
plained by Schotanus (2007). We determine by simulation what a random
player with order quantity ¢; < t < g5 can expect as his share in the cost
savings — according to the Direct Price solution, the nucleolus or the Shap-
ley value — in such an MCP-situation. For MCP-situations with a larger
group of players, similar results can be obtained.

One step of the simulation is executed as follows. For fixed ¢, ¢5 and x, the
order quantities ¢, g3 and ¢4 are randomly and simultaneously drawn from a
discrete uniform distribution. Then, the Direct Price solution, the nucleolus
and the Shapley value of the corresponding MCP-game are calculated. We
are interested in the share in cost savings for a player with order quantity
te{q, ¢+ 1,1+ 2,...,95 — 1}, regardless of the fact that he is player
2, 3 or 4. Hence, we store these allocations per different value of ¢;, inde-
pendent of the index ¢. This run is repeated successively. Then, for every
te{q,qn+1,...,qs — 1} we average the stored Direct Price solutions, nu-
cleoli and Shapley values over the number of times they have appeared. This
simulation is executed for twelve different instances. First, for ¢; = 1 and

g5 = 20 and for each of the discount parameters x = 0.3, z = 0.5, x = 0.8 and
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x = 1.1 we derived approximately 1500 MCP-situations. Second, for ¢; = 1,
g5 = 40 and for each of the discount parameters r = 0.3, x = 0.5, z = 0.8
and r = 1.1 we derived approximately 11000 MCP-situations. And third,
for ¢ = 10 and g5 = 50 we derived approximately 11000 MCP-situations,
forx =0.3, 2 =0.5, x = 0.8 and x = 1.1. For larger values of ¢; and g5 the

attainable quantity discounts for the several players become very small.

In Figure 3.7.1 one can find the results of the simulations with respect to
the MCP-situations with ¢ = 1, g5 = 20 and the four different discount
parameters x. For fixed x, we have 19 different values of ¢, 1,2,...,19, each
having an expected share in cost savings according to the Direct Price solu-
tion, the nucleolus and the Shapley value. The 19 points belonging to the

16 15
14 14
12 /A\ 12 //'_"-.___\
10 — 10 gl
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517 < = ““"\-\ g = o .\\
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Figure 3.7.1: Expected payoffs in a 5-player MCP-game with ¢; = 1 and
5 = 20

nucleolus and the 19 points belonging to the Shapley value are connected by
the light grey line and dotted grey line, respectively. The black line connects
the 19 points belonging to the Direct Price solution. FE.g. a point on the
light grey line represents the expected share of cost savings for a player with
order quantity ¢ in such an MCP-situation according to the nucleolus.

In Figure 3.7.2 one can find the results of the same situation, only in this
case ¢; = 40 and in Figure 3.7.3 one can find the results of a situation with
q1 = 10 and ¢5 = 50.
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Figure 3.7.2: Expected payoffs in a random 5-player MCP-game with ¢; = 1

and ¢5 = 40
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Figure 3.7.3: Expected payoffs in a 5-player MCP-game with ¢; = 10 and

g5 = 90

For the situation with ¢; = 1 and ¢; = 40 we also compared the expected

shares in cost savings to players 1 and 5 for 9 different values of x, they can

be found in Table 3.7.1.

We can make the following observations. The curve of the nucleolus always

lies below the curve of the Direct Price. This is a confirmation of the results

from Section 3.5. The Direct Price solution gives all bilateral profits to
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Table 3.7.1: Expected payoffs to player 1 and 5 for ¢; = 1 and g5 = 40
T (bl nucy DP1 (235 nucs DP5
0.3 ]6.1073  5.3565  8.0321 13.9026 14.1642
0.4 ] 7.0825 6.5056 9.2562 13.3979 13.3889
0.5 | 7.7681  7.5305 10.1026 12.1327 11.7777
0.6 | 8.2865 8.3917 10.6879 10.6323 10.2442
0.7 | 8.6152  9.1919 11.0927  9.0905  8.4306
0.8 | 8.8631 9.8080 11.3726 7.7002 6.9363
0.9 | 9.0455 10.3163 11.5662 6.4195  5.5601
1.0 | 9.1663 10.7434 11.7000 5.2371  4.2668
1.1 19.2664 11.0067 11.7925  4.4524  3.5057

OO OO OO o oo

players 1, 2, 3 and 4, while within the nucleolus players 1 up to 4 have to pay
player 5 for joining the purchasing cooperative. The curve of the Shapley
value does not always lie below the curve of the Direct price. This is due to
the fact that the Shapley value need not lie in the core of the game. In all
situations the behavior of the Shapley value is less volatile as the nucleolus
and the nucleolus is less volatile as the direct price solution. We can see this
from the figures by looking at the range of the curves. The Shapley value

curve has the smallest range while the Direct Price solution has the largest.

We continue by comparing the nucleolus with the Shapley value. In all three
situations, the players with order quantities close to g5 are better off with
the Shapley value and the players with somewhat smaller order quantities
are better off with the nucleolus. In general we can also conclude that,
although the nucleolus and the Shapley value are different game theoretic
solution concepts, for MCP-situations their behavior with respect to the
input parameters of the model, is quite similar and the expected differences

for a player are small.

If we compare Figure 3.7.1 with Figure 3.7.2 we can see that the size of player
5 does not have much effect on the differences between the allocations of the

nucleolus and the Shapley value.

In all three figures we can see that increasing the discount parameter z,
makes the three solution concepts come closer to each other. This is partly
due to the fact that the total savings obtained decreases as x increases. Also,

for larger x, the threshold for players to prefer the Shapley value over the
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nucleolus tends to decrease. For players with order quantities close to ¢; the
nucleolus becomes more attractive as x increases.

From Table 3.7.1 we can draw a similar conclusion as above. For larger x, the
smallest player has a better position than player 5. In case of z = 1.1 (¢; = 1
and g5 = 40), the expected share in total cost savings of player 1 equals 36
and 43 percent for the Shapley value and nucleolus, respectively. For player 5,
these expected shares equal 16 percent (Shapley) and 12 percent (nucleolus).
While for the instance with x = 0.3, player 1’s expected shares are 12 percent
(Shapley) and 11 percent (nucleolus), and for player 5 the expected shares
for both the Shapley value and the nucleolus equal 26 percent.






CHAPTER 4

Cost sharing methods for
capacity restricted cooperative
purchasing situations

4.1 Introduction

In the previous chapter we dealt with a special class of interactive purchas-
ing situations. One of the main underlying assumptions in Chapter 3 and
in cooperative purchasing in general is that the capacity of the supplier is
sufficient to fulfill the total order of the group of purchasers. Although com-
monly assumed, one should realize that in practice the capacity of a supplier
is limited. In particular, while a purchasing cooperative gets larger, the sup-
plier’s capacity might be exceeded and the cooperative has to use a second
supplier. Capacity restrictions in cooperative purchasing situations will be

the main topic of this chapter.

Not much literature can be found on capacity restrictions within coopera-
tive purchasing. Supplier selection and order quantity allocation for a single
purchaser has been studied from different perspectives. Berger, Gerstenfeld,
and Zeng (2004) argue that maintaining a relationship with multiple suppli-
ers can be a good strategy to decrease supply chain risks. Jayaraman and
Srivastava (1999) developed a mixed integer programming model for selecting

suppliers and for allocating the total order quantity among the selected sup-

91
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pliers. Ghodsypour and O’Brien (1998) incorporated an analytical hierarchy
process for allocating orders among suppliers based on both quantitative and
qualitative criteria. Ghodsypour and O’Brien (2001) provide an algorithm
for quantity allocation where the possible suppliers have limited capacities.

Suppliers’ optimal pricing strategies in a multiple supplier environment have
been discussed in, e.g., Marvel and Yang (2008) and Hsieh and Kuo (2011).
More precisely, Marvel and Yang (2008) discuss pricing strategies when two
suppliers face a purchasing cooperative. From a purchasers’ perspective,
however, a purchasing cooperative with capacity restricted suppliers has not

yet been studied.

In this chapter we consider a purchasing cooperative with individual order
quantities with respect to a certain commodity. Here, the sum of the order
quantities determines the unit price. Instead of facing one supplier with suffi-
cient supplies, as in the classical CP-situations described by Schotanus (2007)
and Nagarajan et al. (2010), the group faces two suppliers with (possibly)
insufficient individual supplies. The combined capacity of the two suppliers
is however sufficient. Like in regular cooperative purchasing situations, the
unit price of a supplier weakly decreases with the size of the total order, that
is, however, up to his capacity bound. These unit prices or quantity discount
schemes are not necessarily the same for both suppliers. We show that in
these capacity restricted cooperative purchasing (CRCP) situations individ-
ual cost savings are not guaranteed. Nevertheless, the group of purchasers is
assumed to cooperate. Think of a group of departments, a group of ministries

or a group of municipalities with a joined purchasing programme.

We are interested in finding the answers to two questions. Firstly, how to split
the total order over the two suppliers such that the total purchasing costs are
minimized? Secondly, how to adequately divide the total purchasing costs
over the group of purchasers?

For the first question, we show that there is a straightforward solution by
solving a minimization problem. We will show that it is optimal to order as
much as possible at one supplier and the possible remainder at the other.
The second problem is more involved. To find suitable cost allocations we

model the CRCP-situation as a cost sharing problem.



4.1. Introduction 93

Generally, a cost sharing problem involves a set of users of a certain ‘tech-
nology’ and each of the users has an individual level of demanded output.
To produce the total demanded output a certain level of input or costs is
needed. The relationship between input and output, is represented by a cost
function, where the function describes for each level of output the needed in-
put (costs). How to fairly distribute the needed input, based on the desired
output and the cost function is the central theme in cost sharing literature.
In Moulin (2002) one can find an overview of different types of cost sharing

problems and multiple cost allocation mechanisms.

In our setting the input needed can be represented by a monetary value:
purchasing costs. The output is the sum of the individual order quantities.
The cost function of the cost sharing problem corresponding to a CRCP-
situation provides for each level of order quantities, the minimal purchasing
costs. These minimal purchasing costs follow from dividing the order quan-
tities optimally over the two suppliers. The resulting cost sharing problem
corresponding to a capacity restricted cooperative purchasing situation then
falls within the class of so-called one-input-one-output-technologies, such as
airport problems (cf. Littlechild and Thomson (1977)) or single-product in-
ventory problems. In this class the output is a single homogeneous divisible

good.

We show that the cost function of a cost sharing problem corresponding
to a CRCP-situation is piecewise concave and that the concave intervals are
determined by so-called involuntary switches from one supplier to the other
supplier. The switches are called involuntary because the restricted capacity
of one supplier forces the purchasing group to also place an order at the sec-
ond supplier. A concave cost function implies unlimited increasing returns to
scale, whereas the piecewise concave cost function implies limited increasing
returns to scale: after a certain output level, new investments are needed.
According to Swoveland (1975) piecewise concave cost functions are a realis-
tic representation of returns to scale in a production environment. For this

reason, we broaden our view to general piecewise concave cost functions in
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the search for allocation methods for CRCP-situations.

In Chapter 3 we argued that finding a fair cost allocation method is one
of the critical success factors for cooperative purchasing. Especially in the
presence of differences in order quantity size, organizations with a large order
quantity could get the feeling that organizations with a small order quantity
profit from their size, without making any further contributions.

As Moulin (2002) points out, when there are no quantity discounts, the fair
distribution of purchasing costs should simply follow Aristotle’s proportion-
ality: Equals should be treated equally, and unequals, unequally in proportion
to relevant similarities and differences. However, since both suppliers have
a decreasing unit price function, quantity discounts will be present and we
need to look for a more sophisticated allocation method.

For cost allocation methods of the purchasing costs in a CRCP-situation,
there are two desirable properties. Firstly, the quantity discounts should be
incorporated in the cost allocation, i.e, organizations with large order quan-
tities do not pay a higher unit price than organizations with smaller order
quantities. A second desirable effect of an allocation method is that orga-
nizations with large order quantities do profit, in terms of cost allocations,
from the presence of players with smaller order quantities. Loosely formu-

lated: the smaller players are not considered as profiteers.

In the process of finding a suitable cost allocation method for CRCP-situations
we start by considering the three main cost sharing rules: the Shapley-Shubik
formula (Shubik (1962)), Aumann-Shapley pricing (Aumann and Shapley
(1974)) and the serial cost sharing rule (Moulin and Shenker (1992)). There
are two main arguments for Friedman and Moulin (1999) to conclude that
from the three main cost sharing methods, the serial cost sharing rule is most
appropriate for one-input-one-output-technologies such as the cost sharing
problems we consider. First, since the cost sharing problem corresponding
to a CRCP-situation concerns only homogeneous inputs and outputs, the
Aumann-Shapley pricing boils down to average cost pricing, i.e. dividing
the total purchasing costs proportionally (based on order quantities) over

the purchasers. As argued before, this method neglects the quantity dis-
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counts that are present in cooperative purchasing. Second, one of the main
properties of the Shapley-Shubik formula is, that it is invariant to the scale
in which the output is measured, which is not of any relevance in a situation
in which order quantities are for a single good.

Furthermore, there are arguments in favor of the serial cost sharing rule.
For concave cost functions, the serial cost sharing rule satisfies properties
that are attractive from the perspective of CRCP-situations. Firstly, the
serial rule satisfies unit cost monotonicity: when organization 2 has a higher
demanded output than organization 1, organization 2 does not pay a higher
cost per unit than organization 1. Secondly, the serial rule satisfies monotonic
weakness for the absence of the smallest player (MOWASP). This property
implies that when the player with smallest order quantity is absent, every
remaining player’s cost allocation increases. More precisely, this increase in

cost allocation (weakness) is monotonic in the size of the order quantity.

However, these rather compelling properties are lost when we add ‘piecewise’
to the cost function’s recipe. We explicitly show that for cost sharing prob-
lems with piecewise concave cost functions, the serial rule in general does not

satisfy unit cost monotonicity or MOWASP.

Therefore, we introduce a new context specific class of cost sharing rules
for cost sharing problems with piecewise concave cost functions, in which we
first divide the vector of order quantities into separate vectors for the different
concave intervals, using a bankruptcy rule. Subsequently, for each concave
interval and corresponding vector we use the serial rule to allocate the costs
of that specific interval over the organizations. Finally, by summing these

allocated costs we obtain the allocation according to the piecewise serial rule.

In particular, we consider the piecewise serial rule where we divide the vector
of order quantities into separate vectors, using the proportional rule and the
constrained equal losses-rule. It will be shown that the proportional rule is
the only bankruptcy rule for which the piecewise serial rule satisfies unit cost
monotonicity. For the constrained equal losses piecewise serial rule we will
show that when the organization with smallest order quantity is not present
in the cooperation, the group of remaining organizations can be split in a

group of smaller organizations for which the allocated costs decrease and a
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group of larger organizations for which the allocated costs increase. Also,
here there is a monotonic relation: the larger the order quantity, the higher
the increase (or the smaller the decrease) in cost allocation. This property is
a weaker variant of MOWASP and is called monotonic vulnerability for the
absence of the smallest player (MOVASP).

Both the properties unit cost monotonicity and MOVASP are inspired by the
CRCP context. Unit cost monotonicity implies that in the cost allocation
a purchaser with a higher order quantity obtains a lower unit price, i.e., a
higher quantity discount. MOVASP implies that the organization with the
largest order quantity has either the least decrease or the highest increase in
cost allocation when the smallest player is absent. Hence, it creates a group
cohesiveness in which the organization with smallest order quantity can con-

tribute to lower cost allocations of organizations with larger order quantities.

For illustrative purposes we conclude the chapter with a numerical compari-
son of the cost allocations of CRCP-situations according to the two piecewise
serial rules and the serial cost sharing rule. These examples further support
the claim that the two piecewise serial rules are appropriate allocation meth-
ods for CRCP-situations.

The structure of the chapter is as follows. Section 4.2 formally describes
a capacity restricted cooperative purchasing situation. In Section 4.3 we
model a CRCP-situation as a cost sharing problem and show that the cost
function is piecewise concave. As an alternative to the serial cost sharing
rule, we introduce the piecewise serial rules in Section 4.4 and we derive
characterizing properties of the proportional and constrained equal losses-
variants. Section 4.5 briefly discusses the differences in cost allocations of
CRCP-situations according to the two piecewise serial rules and the serial

cost sharing rule, on the basis of a numerical analysis.
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4.2 Capacity restrictions in cooperative pur-
chasing

After a brief description of regular cooperative purchasing situations, this
section will provide the formal description of capacity restricted cooperative

purchasing situations.

A cooperative purchasing situation (cf. Schotanus (2007)) is given by a finite
set of players N, with a vector of individual order quantities ¢ € RY. There
is a commonly known unit price function p : R, — R, that maps an order
quantity to some unit price. In a cooperative purchasing situation, the sum
of the individual order quantities determines the unit price. It is assumed
that p is non-increasing and that the turnover function p(t)t is increasing
and concave on [0,y ¢;]. This latter assumption results in the corre-
sponding cooperative purchasing TU-game (N, z), for all S € 2V defined by
2(8) = 225esP(4)q5 —P(X5e54) (D es 45)s to be convex. Hence, in a coop-
erative purchasing situation there exist stable and efficient allocations of the

cost savings gained by purchasing cooperatively.

In a capacity restricted cooperative purchasing (CRCP) situation, there is a
finite player set N = {1,...,n}, with n > 2 and again a vector of individual
order quantities ¢ € RY. There are two suppliers providing this commodity:
A and B. Both suppliers have a limited capacity Q4,Qp € R,,. The com-
bined capacity is, however, sufficient, >,y ¢; < Qa + Qp. Both suppliers
have a linearly decreasing unit price function. For A, p4 : [0, Q4] — R, and
for B, pp : [0,@5] — R, are given by

pa(t) = a3 —agt, t€[0,Q4] (4.1)
and

pp(t) =B — Bot € [0,Q3B] (4.2)

respectively, where ¢t denotes the order size and aq, as, 51, 52 € R
Note that for all ¢ € [0, Q4], p/4(t) <0 and that p/j(¢t) = 0.
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It is a natural assumption that the revenue of a supplier does not decrease if
t increases. For supplier A this is the case if oy and «g are such that for all
t € [0,Qa4], the revenue of A, ca(t) = pa(t)t, is nondecreasing. Hence for all

t < @4, we assume
di(t) = ap — 2ant > 0.
i.€.,

g
~—— >Qa.
20&2

Similarly for supplier B we assume

A
2%, s
Note that both ¢4 and cp are differentiable and concave on [0, Q 4] and [0, Q5]

respectively.

For the remainder of this chapter, we assume, without loss of generality
that

Qi< QB

and that the order quantities are arranged in nondecreasing order, .e.,
0<g <@<...<q.

When we refer to a smaller player, we refer to a player with smaller order
quantity and thus smaller index. When we refer to a larger or bigger player,

we refer to a player with a larger order quantity or larger index.

A CRCP-situation on player set N, is given by Z = (q, [an, aa, Q4l, [B1, 52, QB])-
We denote the set of all CRCP-situations on N by ZV.

The main assumption of this chapter is that the players are purchasing co-
operatively. The next example shows that, contrary to regular cooperative
purchasing situations and maximum cooperative purchasing situations, in
CRCP-situations we cannot easily determine whether cooperation leads to

cost savings.
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Example 4.2.1 Let N = {1,2,3} and let Z = (q, [a1, v, Qal, [51, B2, QB]) €
ZN be given by ¢ = (8,9,15) and

pa(t) =18—13it, te[0,16]
p(t) =25—1t, te[0,20].

If player 1 would be on his own, he would like to order 8 at A with purchas-
ing costs ca(8) = pa(8)8 = 1222. Similarly player 2 would like to order 9
at A with purchasing costs c4(9) = 135. Also, player 3 prefers ordering 15
at supplier A with purchasing costs c4(15) = 195. This is not a feasible set
of individual orders, since 8 + 9 4+ 15 > 16 = Q4. Also, if the three players
purchase cooperatively they cannot simply sum their individual ‘desired’ or-
ders at the two suppliers. In this example the lowest ordering costs for order
quantity 8 +9 4+ 15 = 32 can be obtained by ordering 20 at B and 12 at A.«

If the suppliers’ capacities would have been unlimited or both Q4 > >,y @
and Qp > > ..y G then the problem boils down to a regular cooperative
purchasing situation, simply by taking the minimum of the two functions as

unit price function p.

4.3 Cost sharing problems corresponding to
CRCP-situations

CRCP-situations can be modeled and analyzed by using the concept of cost

sharing.

4.3.1 One-input-one-output cost sharing problems

The nature of our CRCP-situation matches a special class of cost sharing
problems: one-input-one-output-technologies. In this class, the order quanti-
ties are scalars and enter additively in the continuous cost function. Such a
cost sharing problem on N = {1,... n} is represented by a pair (C, q), with
g € RY such that ¢; < ... < g, and C : [0,Q] — Ry with Q@ > >, v @
is such that C' is continuous and nondecreasing, and with C'(0) = 0. Here

the argument ¢ in C'(t) represents the total demanded output. We denote by
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CS" the set of all such cost sharing problems on N.
A cost sharing rule f is amapping f : CS™ — R, such that Y_,_ fi(C,q) =
C(Xien @) and f(C,q) > 0.

4.3.2 Optimal ordering policy

Let Z = (q, a1, o, Qal, [B1, B2, @B]) € ZV. In the corresponding cost shar-
ing problem (C?Z, q), C%(t) gives for each t € [0, Q4 + Qp] the corresponding
ordering costs. These ordering costs follow from an optimal splitting of ¢
over the suppliers A and B. An ordering policy for t is a pair (ta,tp) such
that 0 <ty < Q4,0 <t < Qpand ty+tg =t. Here, t4 represents the
total order at supplier A and tg the total order at supplier B. For ordering

policy (t4,tp) the ordering costs are

ca(ta) + cp(tp) = pa(ta)ta + po(ts)ts.

An ordering policy is optimal if the associated ordering costs are minimal.

Thus the minimal ordering costs C#(t) for ¢ are determined by

C#(t) = minfea(ta) + cp(tp)lta+tp = 1,0 <ta < Q4,0 < i5 < Qp}.

Theorem 4.3.1 Let Z = (g, [a1, a2, Qu], [1, o, Qu]) € Z¥ and let (CZ, q) €
CSY be the corresponding cost sharing problem. Then,

( (t)} t €[0,Qu4]
min{cp(t), ca(Qa) +cp(t —Qa)} t € (Qa, U5l
min{ca(t — Qp) + c3(@p),
ca(Qa) +cp(t —Qa)} te(@p Qa+ Qs

min{cg(t), ca
C?(t) = (4.3)
Proof: Take t € [0,Q4 + @Qp|. Then,

C%(t) = min{ca(ta) + cpltp)|ta+tp =t,0 < t4 < Q4,0 < tp < Qp}
=min{ca(ta) +cp(t —ta)|ta € [(t — Qp)T, min{Qa4,t}]}.

Let g : [(t — Qp)",min{Qa,t}] — R, be defined in the following way,

g(ta) = calta) +cp(t —ta).
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The interval [(t — @p)", min{Q, t}] is nonempty since Q4 > 0 and Qp > 0.

Note that
g'(ta) = cy(ta) + cp(t —ta)
= pla(ta)t + pa(ta) — Pt —ta)(t —ta) — pp(t —ta)
and that
G"(ta) = Ph(ta)ta + 204 (ta) + Dp(t —ta)(t —ta) + 20p(t —ta)
=0 +2p/y(ta) +0 + 2pp(t —ta)

<0.

Hence g is concave and thus the minimum of g can be found at the boundaries
of the domain of g: either t4 = (t — Q)T or t4 = min{Q 4, t}.

The proof is complete if we can show that we can separate the cases as in
(4.3).

Ift <Qa, thenty =0 orty =t and consequently tg =1t or tg = 0. Thus

C%(t) = min{ep(t), ca(t)}.

If Qs <t < Q@p, thenty = 0 or t, = Q4 and consequently tg = t or
tBIt—QA. Thus

CZ(t) = min{cp(t),ca(Qa) +ca(t — Q4)}.

Ift>Qp, thenty =t—Qp or ty = Q4 and consequently tg = Qg or
tB =t — QA. Thus

CZ(T,) = min{cA(t — QB) -+ CB(QB), CA(QA) + CB(T, — QA)} [

This theorem implies that the cost function of the cost sharing problem

corresponding to a CRCP-situation follows from the minimum of two policies.

Corollary 4.3.2 Let Z = (q, [y, az, Qal, [B1, B2, QB]) € ZN andlet (CZ,q) €
CSY be the corresponding cost sharing problem. Let t € 0,Qa+Qp]. Then,
C?(t) = min{ca(min{Q4,t}) + ca((t — Q4)"),
ca((t = Qp)") + cp(min{Qp, t})}. (4.4)



102 Chapter 4. Cost sharing methods for CRCP-situations

To minimize ordering costs, one has to compare two extreme policies: order
as much as possible at one of the two suppliers and the remaining part at
the other one. Depending on the unit price functions and the total order

quantity ¢ one might prefer A over B or B over A.

The following two examples show how one can use Theorem 4.3.1 and Corol-
lary 4.3.2 in finding the cost function of the cost sharing problem correspond-
ing to a CRCP-situation.

IS
&
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I ) w w s

5 =2 2 b3 s

3 3 5 3 3
T T T T T
1 1 1 1

Minimal ordering costs C(t)

3
T
1

100~ : : - B
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5 10 15 20 25 30 35
Order quantity t 12 Q, Qy

Figure 4.3.1: Cost function of Example 4.3.3
Example 4.3.3 Let Z = (q, [a1, a, Qal, [B1, B2, @B]) € Z be such that

pa(t) =18—1t, ¢ € [0,16]
pe(t) =20—1t, t€(0,20]

and let (C%,q) € CS" be the corresponding cost sharing problem.

Using Theorem 4.3.1 we can find the exact expression for C%: c4 and cp
intersect at t = 12, c4(Qa) + ca(t — Q4) > ¢p(t) on [16,20] and on [20, 36]
ca(Qa) +cp(t — Qa) > ca(t — @p) + cp(Qp). Thus we find the following
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450

400

300

Ordering costs

A is preferred supplier
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| | : [ I | | |

s
Order quantity t 12 Q, Qg

Figure 4.3.2: Ordering costs for the two extreme policies of Example 4.3.3

cost function,

C4(t) =

(min{ca(t),cp(t)} if ¢ € [0, 16],
min{c(Qa) + cp(t — Qa),cp(t)} if t € [16,20],
min{ca(Qa) + cp(t — Qa),

| ca(t —Qp) +cp(@B)} if ¢ € [20, 36],

(18t — 4t° if t € [0,12],
20t — 12 if t € [12,16],
20t — 3t if ¢ € [16,20],

[

(2010 + 18(¢ — 20) — L(t — 20)> if ¢ € [20, 36],

(18t — 1 if t €[0,12],
20t — %ﬁ if ¢ € [12,20],

200+ 18(¢ — 20) — 1(t — 20)% if t € [20,36].

As mentioned in Corollary 4.3.2, the cost function C' is the minimum of the

following two policies: order as much as possible at A and then go to B (1)

or order as much as possible at B and then go to A (2), the cost functions
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of these two policies are shown in Figure 4.3.2.
The minimum of these two cost functions coincides with the cost function
of Figure 4.3.1. Note that the cost function is piecewise concave with two

maximally concave intervals [0, 20] and [20, 36]. q

Example 4.3.4 Let Z = (q, [a1, s, Qal, [B1, B2, @B]) € ZY be such that

pa(t) =20— 1t t€]0,16],
pu(t) =18 —3t, t €[0,20].

Let (C%,q) € CSY be the corresponding cost sharing problem. Then, in
Figure 4.3.3 one can find the cost functions corresponding to the two extreme
policies (A or B). In this situation we see more switches between policy A or

B than in Example 4.3.3. This can also be seen from the explicit expression
of C?%, i.e

if + € [0,12),

)
calt) if t € (12,16],
A(16) + cp(t — 16)  if t € (16,17),

(

( (

( (
CZ(t) = < ep(t) if ¢ € (17,20],

( (

( (

( (

)

5(20) 4+ ca(t —20) ift € (20,34 — /2],
ca(16) +cp(t —16) ift € (34 — /2,34 + /2],
c5(20) + ca(t —20) if t € (34 4 /2, 36].

o

\

Note that also this cost function is piecewise concave. It has, however, 3
maximally concave intervals: [0, 16] [16,20] and [20, 36]. q

We can generalize the observations we made in Example 4.3.3 and 4.3.4. In
Theorem 4.3.1 we have shown that the cost function is piecewise defined on
three separate intervals®. On each of the three intervals, [0,Q4], [Qa, @5],
[Qp, Q4+ Qp], C7 takes the minimum of two continuous concave functions.
Thus the cost function C# of the cost sharing problem corresponding to

CRCP-situation Z € Z" is continuous piecewise concave. In most cases C'#

5With slight abuse of notation we use the notion of maximally concave intervals.
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Figure 4.3.3: Two extreme policies of Example 4.3.4

will have two or three maximally concave intervals. Only if oy = f; and
ay = B = 0, C% will be concave on [0, Q4 + Qp].

For all CRCP-situations Z = (q, [a1, o, Qal, [B1, B2, Qp]) € ZV with ay =
By = 0, the corresponding cost sharing problem (C?,¢) € CSY has a convex

piecewise linear cost function. FE.g., if ay < f;, then

7 aqt ift e [QQAL
C(t) = .
Qa+ Bt —Qa) ifte (Qa,Qa+ QB

The piecewise concavity of O7 is directly caused by the limitations of the
suppliers. Due to the capacity restrictions, at some point, the purchasers are
forced to start buying at the other supplier. These points are called invol-
untary switches. So the number of involuntary switches is either 0, 1 or 2.
In Example 4.3.3 there is one involuntary switch at the point t = @5 and in
Example 4.3.4 there are two involuntary switches, at t = Q4 and at t = Q).
In the latter example, the cost function also switches between preferred sup-
plier, without violating concavity, on 4 different points. These switches are

called voluntary switches and they are caused by the minimization of the two
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ordering policies. Hence, they can occur on the entire domain of CZ.

Next, we investigate where these voluntary switches might take place. Let
Z = (q, a1, a9, Qal, [B1, B2, @B]) € Z¥ and let (CZ,q) be the corresponding
cost sharing problem.

Consider the interval [0,Q4]. Note that c4(0) = ¢(0) = 0. A voluntary
switch occurs if there exists a t € (0, Q4] with ca(t) = cp(t), i.e., with

t= g: - Z; (4.5)

Consider the interval (Q4,Qp]. Then, a voluntary switch occurs if there
exists a t € (Qa,Qp] with ca(Qa) + cp(t — Qa) = cp(t), i.e., with

1Qa — Q% — S1Qa — B2Q% + 2621Q 4 + Sit — Pot® = Put — Bot?,
by rewriting we obtain
200t = anQa + 1 — aq + B2Qa,

thus if

_ Bi—ar+ (Ba+ a2)Qa
23 '

Consider the interval (Qp, Q4 + Qp]. Note that if t = Q4 + @p, then

t (4.6)

ca(t —Qp) +c(@Qp) = cal(Qa) + ca(t — Qa) = ca(Qa) + ca(@B).

A voluntary switch occurs if there exists a t € (@p,Qa + @p) with
ca(t — Q) +cp(@p) = ca(Qa) + cp(t — Qa), i.e., with

1Qa — 2@ — B1Qa — BoQ% + 2BatQa + St — ot
=61Qp — (2Q% — 1Qp — wQF + 200tQp + at — ast?,

or equivalently with

— (ag + B2)t* + (B1 — a1 + 2(BQa — a2Qp))t
+ (1 — B1)(Qa — Qp) — (a2 + 32)(Q% + Q%) =0 (4.7)
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Since (4.7) is a quadratic equation, there can be at most two voluntary
switches on (Qp, Qs + Qp).

In total there can be maximally four voluntary switches. As we have seen
in Example 4.3.4 the cost function corresponding to a CRCP-situation can

make 2 involuntary switches as well as 4 voluntary switches.

4.4 Cost sharing rules for piecewise concave
cost functions

In this section we device a new class of cost sharing rules that are suitable
for cost sharing problems with piecewise concave cost functions. We focus
on this class of cost sharing problems since we are looking for allocation
methods for CRCP-situations and also since piecewise concave cost functions
are an accurate representation of limited economies of scale in production
environments. The examples and motivation for the rules will come from the
application of allocating costs in CRCP-situations. The new class of rules is

based on the serial cost sharing rule.

4.4.1 The serial cost sharing rule

In the introduction we argued that, of the traditional cost sharing rules, the
serial cost sharing rule is the most suitable rule for the class of cost sharing

problems under consideration, i.e., one-input-one-output-technologies.

The serial cost sharing rule is based on the requirement that a player’s costs
should not depend on the size of the order quantity of larger players. For
a concave cost function, this requirement implies that smaller players profit
less from the economies of scale than the larger players. If we think of
CRCP-situations in which large players generally account for more quantity
discounts, this seems a suitable solution method for dividing costs that fol-
low from purchasing cooperatively. The serial cost sharing rule (Moulin and
Shenker (1992)) , Ser, allocates the costs in the following way.
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Definition: The serial cost sharing rule, Ser, on CSY is such that for
all (C,q) € CS"™ and for all i € N,

i

Ser;(C,q) = Z

j=1

C(s;j) — C(sj-1)
n—j+1

, (4.8)
with sg = 0 and for all i € N,
i—1
S = qu +(n—i+1)g.
j=1

Furthermore, for each i € N, Ser;(C,q) rewrites to the expression below,

which we will apply several times.

Lemma 4.4.1 Let (C,q) € CSYN. Then, for alli € N,

BCICH RS S c( )
S6Ti(C>Q)_n_Z'_|_1 ;(n—]“‘l)(n_])

Proof: Take i € N, we have that,

7

Ser;(C,q) = Z C(sj) — C(s-1)

= n—j+1

i1 i—1
EIC)) Y Clsj) 5~ Clsi)
n—1+1 p= n—j+1 on—l

O(si) Z C(s))
(

:n—i—i-l_j:l n—j+1)(n—j)

Here, the second equality follows from the fact that C'(sg) = C(0) =0. O

The property that characterizes the serial rule (Moulin and Shenker (1992))
is independence of the size of larger demands (ISLAD). Take (C,q) € CSN.
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ISLAD implies that for all 4,5 € N with ¢; < g;, and for all (C,q) € csv
with ¢ = ((q)ken\(j3, 1), with r > ¢;,

Ser;(C,q) = Ser;(C, q).

The serial cost sharing rule also satisfies basic properties as demand mono-
tonicity, i.e., for all (C,q) € CSY and all i € N\{n}, s; < s;41 and thus

Ser;(C,q) < Ser;11(C, q),

and symmetry, i.e. for all (C,q) € CS™ and all 4,7 € N with ¢; = g;, 5; = s;
and thus

Ser;(C,q) = Ser;(C,q).

For concave C' the serial cost sharing rule obeys two favorable properties.
First, a player with a higher demand obtains a weakly lower cost per unit

than a player with a smaller demand.

Definition: A cost sharing rule f satisfies unit cost monotonicity if for
all (C,q) € CSY and for all i € N\{n}

fi(C,q) > fir1(C,q)
G G

Proposition 4.4.2 Ser satisfies unit cost monotonicity on the class of cost

sharing problems with continuous, nondecreasing and concave cost functions.

Proof: Let (C,q) € CSY with C concave on [0, > jen ¢5]- Take i € N\{n}.
We have that

Seri(C,q) _ Seri11(C.q) _ Seri(C,q) _ Seri(C,q) _ C(sit1) — C(si)

q; qi+1 qi qi+1 (n —i)qin
_ (gi+1 — @) Seri(C, q) _ C(sit1) = C(s:)
qii+1 (n—1i)giy1

Hence it is sufficient to show that

C(siy1) — C(si) < (¢i+1 — qi)Seri(C, q)
(n —1i) - g '
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First note that, since C' is concave and

Ser;(C,q) = Z C(sj) — C(s-1)

= n—j+1
with s; <s; for all j € {1,...,4}, we have that
Seri(C,q) o C(s:)
G s

Furthermore, by concavity of C,
C(si41) = C(si) _ Clsi+ (n—1)(gi+1 — @) — C(s:)

(n—1) (n—1)
< C(si + (gip1 — @) — C(s4)

C S;
< (¢i+1 — @) ( )
Ser;(C,
< (git1 — qz);q) 0

Second, if the smallest player would not have been present in the cooperation,
the costs for every remaining player increase. More precisely, the increase in
ordering costs is larger for a player with a higher demand. So, although a
small player’s costs are independent of the size of larger demands, the larger
players do profit from cooperating with smaller players. In absolute terms,

the largest player profits the most.

A cost sharing rule satisfies monotonic weakness for the absence of the small-
est player (MOWASP) if for all (C,q) € CSY with |[N| > 2,

0> fo(Cq) — fo(Crogqmqny) = - = fulCrq) — fulCo g gay)- (4.9)

Proposition 4.4.3 Ser satisfies MOWASP on the class of cost sharing prob-

lems with continuous, nondecreasing and concave cost functions.

Proof: Let (C,q) € CSY be a cost sharing problem, with C' concave on
[0, jen 4] Let ASer; = Ser;(C, q) — Ser;(C, qn\qy) for all j € N\{1}.
We have

C(s2)  C(s1)

Sers(C4) = n—1 n(n-1)
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and
_ C(s2 —q1)

Sers(Crqmpy) = — 1
Hence

ASe’Fg _ 0(82) — C(SQ — ql) _ C(Sl)

n—1 n(n —1)

By concavity of C

Cls2) =C(s2—q) _ Cla) _ Clng) _ Cls1)

n—1 “n—1"nn-1 nn-1)
thus ASer, <0.
Let i € {3,...,n}. According to Lemma 4.4.1 we have
i—1

Ser;(C,

and
C(si —q) - C(s; —q1)
Ser;(C, = — - .
eri(Campy) n—i+1 = (n—j+1)(n—y)
Hence,
i—1
Aseri _ C(si) sl - (J1 Z ( S] — Q1) o C(Sl) ]
n—i+1 (n—7) n—j+1) n(n —1)

]:

111
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We conclude the proof by showing that ASer; — ASer;_1 < 0. We have

_C(Si) C(si —q1) — C(s;) = C(sj —q1)
ASer; = ASeri = n—i+1 ]z; (n—j) n—j+1)
_ C(s1) _ C(si-1) = C(siz1 — @)
n(n —1) n—i+2
i—2

C(s;) — C(sj —q1) C(s1)
+Z(n (n— ]+1)+ n(n—1)

j=2
C Si) — (s, —q1) _ C(si-1) = C(sis1 — q1)
n—i+1 (n—i+2)(n—1+1)
_ C(si-1) = C(si-1 — q1)
n—1i+2
C(si) = Clsi — @)
B n—i+1

(n —1+ 1+ 1)(C(SZ_1) — C(Si_l — ql))
mn—i+2)(n—1+1)
C(si)) =C(si —q1)  C(si—1) = C(si-1 — 1)

n—1i+1 n—i+1

Sou

where the last inequality follows from the concavity of C' and the fact that
8; 2> Si—1. O

For piecewise concave functions, however, these two properties are lost.
Example 4.4.4 Let N = {1,2,3} and let (C,q) € CS™ be a cost sharing
problem with ¢ = (8,9, 15) and with cost function

18t — 4t? if t € [0,12],
C(t) = ¢ 20t — 3¢ if t € (12,20],
200 + 18(¢ — 20) — £(¢t — 20)* if t € (20, 36].

Note that this cost sharing problem corresponds to the CRCP-situation from
Example 4.3.3.

C'is piecewise concave with two maximal concave intervals [0, 20] and [20, 36].
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The serial cost sharing rule prescribes the following allocation of the total
ordering costs C'(32) = 368:

Ser1(C, q) :C(Bg' 8) = 882,

Sem(o,q):c(?’g' 8 C@- 9+8; C(3-8) :1033’
c(3-8 C(2-94+8 (3-8

o) 189 009 ~Cls

+C(32) = C(2-9+8) =175

8
In this allocation player 1 pays 8879 ~ 11.11 per unit, while player 2 pays
11.51 per unit and player 3 pays 11.70 per unit. Hence, in this example the

cost per unit are increasing rather than decreasing. <

Example 4.4.5 Let N = {1,2,3,4} and consider cost sharing problem
(C,q) € CSN with ¢ = (2,4,9,15) and with cost function

(18t — 14 if ¢ € [0,12],
20t — 12 if t € (12,16],
192 + 18(¢ — 16) — £(t — 16)? if t € (16, 17],
C(t) = ¢ 20t — 1 if t € (17,20],
2262 + 20(t — 20) — 5 (t — 20)? if ¢ € (20,34 — /2],
192 + 18(¢ — 16) — 1(t — 16)? if t € (34 — /2,34 + V2],
2263 + +20( — 20) — §(t —20)* if ¢ € (34 + V/2,36].

Note that this cost sharing problem corresponds to the CRCP-situation from
Example 4.3.4. Here C has three maximally concave intervals [0, 16], [16, 20]
and [20, 36]. We have,

2 _4 7 7
= —,50=,108=,186=).
Ser(C, q) (303,509, 085 869)
If player 1 would not have been present, however,
1 1

Ser(C, q|N\{1}) = (56, 104§, 1945).

Thus cost allocations of player 2 and player 4 increase, while player 3’s cost

allocation decreases. <
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4.4.2 Piecewise serial rules

In this subsection we modify the serial cost sharing rule into piecewise serial
rules that are suitable for cost sharing problems with piecewise concave cost
functions.

We will pinpoint a specific rule that satisfies unit cost monotonicity and a spe-
cific rule that satisfies a weaker variant of MOWASP: monotonic vulnerability
for the absence of the smallest player. These two properties have nice inter-
pretations for the application we have in mind.Furthermore we characterize

one of the two cost sharing rules using the property of unit cost monotonicity.

Let CSM™ ¢ CSY with m € N, denote the set of cost sharing problems
where the cost function is piecewise concave with m maximally concave in-
tervals. The j-th concave interval is denoted by [t;_1,%,], 7 € {1,...,m}.

Using this notation, the results of the previous paragraph, Proposition 4.4.2

and Proposition 4.4.3, can be read as results on the class CS™'!.

Next, we explain the idea for the piecewise serial rule by means of an ex-

ample.

Example 4.4.6 Let N = {1,2,3} and let (C,q) € CSV? be a cost sharing
problem with ¢ = (8,9, 15) and in which the cost function C' is given by

18t — 4t? if t € [0,12],
C(t) = { 20t — 52 if t € (12,20],
200 + 18(¢ — 20) — £(¢t —20)* if t € (20, 36].

This is the cost sharing problem corresponding to the CRCP-situation of
Example 4.3.3.

C has two maximally concave intervals: [0,20] and [20,36]. If we can di-
vide the vector q over these two intervals, i.e., find a suitable vector 2! € RY
with )7,y xj = 20 for the first interval and a suitable vector 2* = ¢ — '
for the second interval, we can apply the serial cost sharing rule on each of
these two cost sharing problems.

The first interval has length 20 and in this interval the returns to scale are
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larger than in the second interval, see Figure 4.3.3. Hence, the players prefer
the first interval. The demands ¢ can be considered as claims on the interval
[0,20]. Thus to find a suitable vector 2! we can use a bankruptcy rule ¢, for
bankruptcy problem (20, q) € BY.

Arguing that large players should obtain a lower cost per unit than small
players, we can opt for a bankruptcy rule that allocates relatively more to
large claims than to smaller claims. The constrained equal losses-rule is such
a bankruptcy rule. In this case it gives 1 = (8,9, 15)—(13—2, %, %) = (4,5,11).
Hence for the second interval we have 2? = q — x' = (4,4,4), i.e., we use
only the first twelve units of the second interval.

On interval [0, 20] we have cost sharing problem (C*,z') with C*(t) = C(t)
for ¢ € [0,20] and on the second interval we have cost sharing problem (C?, z%)
where C?(t) = C(t) — C(20) = C(t) — 200 for all ¢ € [20 — 20, 36 — 20]. Both

C! and C? are nondecreasing and concave. We have

1
Ser (Ch,x') = ¢ ;12) = 56,

1 1 o
Sera(Ch zt) = C (312) N C'(14) . c'(12) _ 63,

Sers(C, 2) = 01;12) L ¢l - c(12) | C'(20) . ca)

and by symmetry of Ser

2(12 2) —C(2
Ser (C?,x?) = Sery(C?, 2%) = Sers(C?, 2?) = ¢ é ) = ¢(32) 3 ¢(20) = 56.

Thus the cost allocation according to the combination of constrained equal
loss and the serial rule is (56,63, 81) + (56, 56, 56) = (112,119, 137).

However, we could also argue that the players should have relatively equal
rights to all of the intervals, which can be realized by dividing ¢ proportion-

ally over the intervals.
Then, «' = 23(8,9,15) = (5,52,92) and thus 2 = (3,32,52). And the

81Y8
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allocation is based on

Sen(cﬁaﬁ)zch§5)::625,
Sery(Ch, xt) = 01215) + 01(16%)2_ CH(15) ~ 65.23,
Sery(CL,21) = 01;15) . C1(16i)2— C(15) N C*(20) —16’1(16@
~~ 72.27
and
Ser (C? 2%) = 023(9) = 45,
Sery(C?, 2%) = 023(9) + 02(9%2_ ) ~ 49.41,
Senxcﬂ,x2)=:cﬁ§9)+—Cﬂ(9i)£'6ﬂ(9)+—Cﬂ(12);f6ﬂ(9i)237359.

So, when dividing ¢ proportionally over the two intervals, we obtain a differ-
ent allocation of the costs, (107.5,114.64, 145.86). <

In Example 4.4.6 we used two symmetric and continuous bankruptcy rules
that are suitable for allocating ¢ over the maximally concave intervals of C"
the proportional rule and the constrained equal losses-rule. The proportional

rule, PROP, divides the estate proportionally over the claimants, i.e., for
(E,d) € BN and i € N,

PROP,(E, d) = min dii,di .
ZjeNdj

The constrained equal losses-rule, CEL, is based on the opposite principle of
CEA, i.e., for (E,d) € BN and i € N,

CEL;(E,d) = (d; — \)*,

where A € Ry is such that 3,y (d; — \)" = E.

The idea we presented in the Example 4.4.6, can be formalized for any bank-

ruptcy rule .
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Definition: The o-piecewise serial rule W% : CSN™ — RN is determined

in the following way.

Let (C,q) € CS™™ be a cost sharing problem, where [t;_;,t;] describes the

j-th maximally concave interval of C, j € {1,...,m}.

Let ¢¢ € Rf denote the vector of remaining order quantities for interval

j and let 27 € RY denote the vector of allocated order quantities to interval

VE

With ¢! = ¢, recursively compute the vectors ¢/ and 2/ for j =1,...,m
qj"rl — qj — . )

C7 : [0,t; — tj—1] — Ry denotes the translated cost function for interval
jeA{l,...,m}, ie.,

Clt)=C(t+t;_1) — Cltj_1). (4.11)
Then,
U (C,q) = ZS@T(C’j,xj). (4.12)

Note that for all j € {1,...,m}, (C7,27) € CS™'. For arbitrary ¢, the piece-
wise serial rule is efficient and satisfies demand monotonicity. For symmetric

bankruptcy rules, the piecewise serial rule is symmetric as well.

We will focus on WP and on WOFE as allocation methods for cost sharing

problems with piecewise concave cost functions.

With respect to the proportional rule, let (E,d) € BY be a bankruptcy

problem. One can easily observe that for all i,k € N,

PROP(E,d) PROP(E,d)
d; - d,
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Furthermore, PROP obeys the property of order preservation: for (E,d) €
BY with for some pair i,j € N, d; < d;, the following two inequalities hold

{PROH(E, d) < PROP;(E,d) (4.13)

d; — PROP,(E,d) <d; — PROP;(E,d).

These properties of PROP result in the fact that WFFOP gatisfies unit cost
monotonicity on CS™N™.

In the context of CRCP-situations, unit cost monotonicity implies discount
monotonicity: quantity discounts are translated in a monotonic way to the
players. Players with larger order quantities obtain a higher quantity dis-

count than players with a smaller order quantity.

Theorem 4.4.7 WFEOP satisfies unit cost monotonicity on CS™™.

Proof: For m = 1, by Proposition 4.4.2, unit cost monotonicity is satisfied.

Let m > 2 and let (C,q) € CS™™ be a cost sharing problem. Take j €

{1,...,m}. Because PROP obeys order preservation, we have
o) <al <. <al,
A<ap<...

We have that (C7, 27) € CS™'. Thus by Proposition 4.4.2 for alli € N\{n},

oY . I xd
Serl(C; L) > 567’:+1(C ' & ) (4.14)

J
€y Tit1

We continue the proof, using induction on the concave intervals. Take i €
N\{n}. Then,

PROP(t1,q)  PROP1(t1,q)

qi qit+1
and thus,
1 1
€Z; Tit1
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Take j € {2,...,m — 1} and assume that for all k € {1,...,5 — 1}

k k
Ty Tip
di di+1
Then,

. - i -1 '
qi: M —1_ szl_ %+1_qg+1
¢ di =1 ¢

iy i+ iyl

5H

=L,

J . J J J J
iy  Tigr Qi Tig

qi qf ai qf 11 9i+1 Git1

Thus, combining (4.14) and (4.15), we find that

V() g SendCif)al g SenC, ) e

J

q; = x] % = T; qi+1
m PN g PROP
> Z Seri1(C7,¢7) $Z+1 _ U, 577(C,q)
o Tl Qit1 Qit1

119

(4.15)

O

Next, we show that PROP is the unique bankruptcy rule for which the

piecewise serial rule satisfies unit cost monotonicity.

Theorem 4.4.8 Let ¢ be a bankruptcy rule. Then, W% = WPEOP if and only

if U¥ satisfies unit cost monotonicity on CSN™.

Proof: For the “only if”-part we refer to Theorem 4.4.7. To prove the “if”-

part, let ¢ be a bankruptcy rule such that U¥ satisfies unit cost monotonicity.
To show U¥¢ = WPROP we show that ¢ = PROP. Let us assume that
@ # PROP. Then, there exists (E,d) € BY such that for some pair i,j € N

with d; < d; either

d; d;
or
(1) ) < 7
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For both cases we show that there is at least one cost sharing problem

©
(C.d) € CSM™ for which T < Z1E

, establishing a contradiction.

Case (i)
Take (C,d) € CSM™ with m > 2 such that t; = E and t, < > jen dj-
Furthermore for ¢ € [0, 5], let C be given by

if
C(t) _ aqt 1 t e [O,tl]
a2t if t € (tl, tg],

where 0 < a1 < as.

Then,

U2 (C d) = arp;(E,d) + as(d; — pi(E, d))
UE(C,d) = arp;(E,d) + az(dj — ¢;(E, d))

d)

and since both a; < ay and “pi(f’ > 4 (f’d) we find that
i J

J(E,d
@i (E,d) _pi(Bd),  V(Cd)
d; el d; )= dj

\IIZO(C, d) Qpi(E> d)

=a
d;

< aq

Case (ii)
Take (C¢,d) € CSM™ with m > 2 such that t; = F and t, < > jen g
Furthermore for ¢ € [0, t5], let C° be given by

a,2t lf t 6 [0, tl]
C(t) = agt ifte (t,t +¢
Cth lftE (t1+57t2]7

where 0 < a; < as < az and € > 0 such that

(a2 — ) WE(C.d)  WE(C,d)

o 7 0 ). (4.16)

e<

Note that since we are in case (ii), the righthand side of the above equation

is positive.
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Then,
Ue(Ce,d (B, d J(F,d
Z(dl>§a2¢(dl >+a35+afl(1_go(di >—E)
VAC ) (B, d) o3 (B, d)
S > g T 0 11— s ).
dj = a9 dj + + al( dj )
Subtracting these two inequalities leads to
Ue(Ce,d) PP (CF,d) J(E,d (F,d
Z(di >— ]dj S(az—m)(go(di )—wj(dj >)—0—8(CL3—CL1)
< 0,
where the last inequality follows from (4.16). O

Although WYL does not satisfy unit cost monotonicity, we can show that if
the smallest player is absent, there is a monotonic relation in the effect on
the cost allocations of the remaining players. Here, the largest player is most

vulnerable for the absence of the smallest player.

Definition: A cost sharing rule f satisfies monotonic vulnerability for the
absence of the smallest player (MOVASP) if for all (C,q) € CS™ and all
i€ N\{1,n}

filCq) = fi(Cqmy) 2 fisr(Crq) = fira(Cr g y)- (4.17)

The property MOVASP is a weaker variant of MOWASP. In the latter case,
cost allocations increase if the smallest player is absent and the larger the
order quantity, the higher the cost increase, i.e., the weaker the player is for
the absence of the smallest player. MOVASP, on the other hand, implies that
increased cost allocations are more likely for larger players, i.e., the larger
the order quantity, the more vulnerable a player is for the absence of the

smallest player.

If we think of applications in CRCP-situations, an allocation method that
satisfies MOVASP can create group cohesiveness in the sense that the small-

est player can contribute to smaller cost allocations of the largest player. Note
that if Z = (g, [, ag, Qal, [B1, B2, @B]) € ZN and (C7,q) € CSN'™ is the
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corresponding cost sharing problem, then (CZ, gn1y) € CSNM ™ is the
[NA\{1}

cost sharing problem corresponding to (g1}, [ou, a2, Qal, [B1, B2, QB]) €
ZN\{1}

Theorem 4.4.9 UCFL satisfies MOVASP on CSN™.

To prove this theorem we first show a property of C' E L as a bankruptcy rule

in the context of bankruptcy problems.
Proposition 4.4.10 Let (E,d) € BY with N = {1,2,...,n} such that
di <dy <...<d, and such that ZjeN\{l} d; > E. Then, for all j € N\{1}

CEL\(E, d)

Proof: Let A € R be such that

Zmax{(), di—\} =E.

ieN
Thus for all j € N
CELJ(E, d) = max{O, dj - )\}

If CEL,(E,d) =0, then by efficiency of CEL

Zmax{o, d; — A} = Z max{0,d; — \} = E.

iEN ieN\{1}
Thus for all j € N\{1}
CEL;(E,dny) = CEL;(E,d) + 0

CEL.(E,d)

— CEL;(E,d
CEL;(B,d) + ==~

If CEL(E,d) >0, then also CEL;(E,d) > 0 for any j € N. Thus

> max{0,d; —\} => (di—\) = E.

1EN 1EN
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Take

dy — A
n—1"
Then, for all j € N\{1},

p=A-=

max{0,d; — p} = d; — p

and thus
di — )\
Yo odi—p= ) di—(n-1) (A— n—l)
ieN\{1} ieN\{1}
= > di—-ni\+di =) (di—)\=E.
1eN\{1} 1EN

Thus g is such that

Z max{0,d; — u} = E.

iEN\{1}

Hence, for all j € N\{1}

CEL;(E,dn\qy) = max{0,d; — pu} =d; —

_d—A+d_A
n—1
:CELj(E,dHCELl@;vd)' N
n_

Using this result we can show MOVASP for WCFE,

Proof of Theorem 4.4.9: Let (C,q) € CSY™ be a cost sharing problem.
For all j € {1,...,m}, let ¢/ € RY be the remaining vectors of order quanti-
ties and let 27 € RY be the allocated vectors of order quantities for interval
[tj—1,t;] according to (4.10).

Let (C,qn\q1y) € CSM™ and set § = g1 With ¢' = g, for all j €
{1,...,m}, let @ € RV be the remaining vectors of order quantities,
and let 27 € RV M be the allocated vectors of order quantities for interval
[tj—1,t;] according to (4.10).

Let C7 be the cost function for interval j € {1,...,m}, as in (4.11).
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Equation (4.12) tells that W(C,q) = 3772, Ser(C7,27), so it is sufficient to
show that for each i € {3,...,n} and each j € {1,...,m}

Ser;(C7,27) — Ser;(C7,#7) < Ser;_1(C?,27) — Ser; _1(C7, 7). (4.18)
Let i€ {3,...,n} and j € {1,...,m}. We distinguish between four cases:

(I) qfv\{l} ¢ and qu <tj—t;_q,

keN
() oy =C and > g >t;—t;1> > @,
keN keN\{1}
(11I) qg\/\{l} = ¢ and Z Cfi >ty —tj,
keEN\{1}

(IV) va\{l} # .

Let (C7,27) and (C7,77) be the two cost sharing problems for interval j.
Then, for all £ € N we set

-1
Sg—ZZL’j—F(n—E—l-l)ZL'g
j=1
and for all £ € N\{1} we set
-1
Sy = i’j (n —/ + 1) /¢
=2

Case I
In this case (C7,27) is a cost sharing problem with a concave increasing cost
function. Since t; —¢;_; is sufficient to fulfill all orders, we have that 2/ = ¢’

and 7 = @ = q‘jN\{l}. Hence, by Proposition 4.4.3, inequality (4.18) holds.

Case 11
If ZkeN ql >t —tji > D keN\{1) .. Then, for all £ € {2,...,n},

= CEL(t; — t;_1,q) = G, (4.19)
Moreover,

~ O g —(tj—t;-1) >0

keN
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and
ZL’{ = CELl(t] — tj_l, qj) > 0.
Hence, for all £ € {2,...,n} we have that

, , S =t —ti)
Z’z = CEL@(t] — tj—lyq]) = qé — heN Zh J J .

n
Thus
. g_l .
s¢=(n—0+1)x) jLZatiC
k=1
 hen @ — (i)
— v 1 J €N 1h J J
(n—0+1) (qg n
5S ( ; Lnen = (= tj_o)
q, —
k=1 "
. Z_l .
=(n—L0+1)q +Zqi
k=1

n

—[(n—€+1)+(€—1)]<

g+ S (z - —tj_1>>

k=1 heN

> hen @ — (t; — tj—l))

-1
=(n—L+1)q + Zqi +qi — <Z @, — (t; — tj—l))
k=2 heN
. é_l .
=(n—C(+ 17+ T, +e
k=2
=5, + €.

Here, the last equality follows from (4.19).

Using (4.8),

C(Sl) — C(Si_l)
n—1i+1

C(5i+¢e)—C(5i1+¢)

a n—i+1

Sem(C’j,xj) - Seri—l(cjvxj) =

Y
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while

Ser;(C?,77) — Ser;_1(C?,37) = 0(52-) - C(gi—l) .

n—1i+1
Hence,

(Sem(cjaxj) - Seri(cjajj)) - (Seri—l(cjvxj) — Ser;1(C7, S_Cj))
:<Se7’i(Cj,xj) — Sem_l(C’j,xj)) — <Seri(C’j,fj) — Seri_l(C’j,i’j))
C(Bite) =Ciate) CO5)—C5im)

n—i+1 n—i+1
<0

Y

where the last equality follows from the fact that € > 0 and that C” is concave
on [0,t; —t;_1]. Thus

Ser;(C7,47) — Ser;(C?7,17) < Ser;_1(C?,27) — Ser;_1(C7, #7).

Case I11

In this case we can show that
Ser;(CY,27) — Ser;(C7,77) = Ser;_1(C?, 27) — Ser;_1(C?, 7).
Since ZkeN\{l} cji > t; —t;_1, we have that for £ € {2,...,n}

j% = CELg(tj —tj-1, quN\{l})
CELy(t; —tj—1,¢)
n—1

= CELg(t] — tj_l, q]) +
J
1

:xj—|— ,
=1

where the second equality follows from Proposition 4.4.10. Next, note that

J
1

= (- )= (0 1) (x;'+n_1> (-]

= 5y (4.20)
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and that for £ € {3,...,n}

-1
S —(n—£+1)j§+zf£
k=2
GEAWE o
=(n—0+1) x%+n_1 + x{c—l—n_l
k=2
ol [L’j
:(n—€+1)x§+2xk+[(n—€+l) + (0 —2)] (n—l)
k=2
e
:(n—£+1)x%+23xfc
k=1
—s,. (4.21)

Combining (4.20) and (4.21), we have that for all £ € {2,...,n}

— -1

So=(n—(+1)z Z =(n—LC+1)z)+ Y a}=s.

=2 k=1

Thus for all £ € {2,...,n},

=J ¢ _ _
Ser,(CY,z7) = Clln = 1)13) Z C(S;;) - C(8,1)

_l_
n—1 — —(+1
_ Ol =1m) | §~ Clsi) = Clspmn)
n—1 prt n—~0+1

and hence

j ¢
Sery(C?, 27) — Ser,(C7, 77) :M n Z C(sp) — C(sp-1)

n —~ n—~0+1

C((n—1)7) <= C(si) — Csp-1)
 n—1 B kzzg n—~0+1
_Clna}) _ Clnay)
n n—1

Thus,

Ser;(CY,27) — Ser;(CY,z7) = Ser;_1(C?, %) — Ser;_1(C?, z7)
B C(nal) B C(nal)

n n—1"
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Case IV
Also, for this final case we show that

Ser;(C?,27) — Ser;(C?,77) = Ser;_1(C?,27) — Ser;_,(C?, 7).
If ) # @ for some £ € {2,...,n}, then j > 1 and for some h € {1,...,5—1},
2> 0.
Hence, for all ¢ € {h+1,...,m}
{Qf = Qf—l
4 =G

By symmetry of CEL also xz = xg_ . and i’f _ 55—1- Hence,
Ser;(C7,a7) — Ser;(C?,77) = Ser;_1(C?, 27) — Ser;_1(C7,3). O

The next example shows that WPROP does not satisfy MOVASP.

Example 4.4.11 Let N = {1,2,3,4} and let (C, ¢q) € CS™* be a cost shar-
ing problem given by ¢ = (2,5,6,9) and

(18t — 1¢? if t €[0,12],
20t — §t* if t € (12,16],
o) = 192 + 18(t — 16) — 5(t — 16)*  if t € (16,17),
18t — 4t? if t € (17,18],
216 +20(t — 18) — L (¢t — 18)? if t € (18,22],
(192 + 18(t — 16) — 5(t — 16)*  if t € (22,34].

Note that this cost sharing problem corresponds to CRCP-situation
Z = (q,a1, a9, Qal, [B1, B2, Qp]) € ZV with unit price functions

pa(t) =20 — 3t for t € [0,16],
pp(t) =18 — 5t for t € [0, 18].
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The maximal concave intervals of C' are [0, 16], [16, 18] and [18, 34]. Hence,

25 69
11711711 11

16 40 48 72

11711711711

4 10 12 18
3 _ _ _ _

~ (33.59, 71.83, 80.46, 102.10),

UPROP (¢ q) = Ser(C, ( )) + Ser(C?, ( )

while
UPROP () g y) ~ (7259, 80.82,100.57).

Thus, without player 1, player 2’s costs increase with 0.76, player 3’s costs
increase with 0.36 and player 4’s costs decrease with 1.53. In this example

player 4 benefits the most from the absence of player 1. <

On the other hand, it need not be the case that if, due to the absence of the
smallest player, the cost allocation to player 2 decreases, all other players’

cost allocations decrease as well.

Example 4.4.12 Let N = {1,2,3,4} and let (C, ¢q) € CS™? be a cost shar-
ing problem with ¢ = (0.5,0.8,1.5,2.4) and with

(t) = 20t — 2t if t € [0, 5],
|50 +36(t —5) —3(t—5)2  ift € (5,10.5].
The maximal concave intervals of C' are [0, 5] and [5, 10.5]. Note that this cost

sharing problem corresponds to CRCP-situation (g, [a1, aa, Qal, [B1, B2, @B]) €
ZN with

pa(t) =20—2t fort € |0,5],
pp(t) =36 —3t fort e [0,5.5].
We have that,
USFL(C q) =~ 10.68 + 1.77 = 12.45,

UYEE(C, q) =~ 10.68 + 4.48 + 1.77 = 16.93,
USEL(C) q) ~ 10.68 + 4.48 + 1.62 + 1.77 = 18.55,
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and

VPO, gy q1y) & 12.16,
TSP, gagay) & 12.16 + 5.32 = 17.48,
TEEL(C, g 1)) A 1216 + 5.32 + 2.7 = 20.18.

Hence USFL(C, q) — USFL(C, g 1)) & 0.29 is positive, while U§EH(C, ) —
\IngL(C, q|N\{1}) ~ —0.55 and \II4CEL(C, q) — WEEL(C, Q\N\{1}> ~ —1.63 are

negative. N

4.5 CRCP-situations: comparing cost shar-
ing rules

In the previous section we developed a class of cost sharing rules for cost shar-
ing problems with a piecewise concave cost function. The C'EL-piecewise
serial rule and P RO P-piecewise serial rule seem particularly appropriate
for allocating the cooperative purchasing costs of a CRCP-situation. The
P RO P-piecewise serial rule is appropriate since it satisfies unit cost mono-
tonicity, implying that in the purchasing cooperative larger players obtain a
larger quantity discount. The C'E L-piecewise serial rule satisfies MOWASP,
which can create a group cohesiveness in the purchasing cooperative, since
in the allocation the smallest player can directly contribute to cost savings of
larger players. In this section we illustrate numerical differences and similar-
ities between the two piecewise serial rules and the classic serial cost sharing

rule applied to cost sharing problems arising from CRCP-situations.

In the Figures 4.5.2 and 4.5.3 the results of some simulations can be found.
The same type of set-up as in Section 3.7 has been used. As input we take

CRCP-situations where ), ¢; = 52 and with unit price functions

pa(t) =60 — 3¢, witht € [0,29],
pp(t) = 140 — 2t, with t € [0, 35].
The cost function C' of the corresponding cost sharing problem can be found

in Figure 4.5.1. It can be seen that C' has 2 maximally concave intervals.



4.5. CRCP-situations: comparing cost sharing rules 131

4000

3500 1

3000 1

2500 1

2000 1

1500 - 1

Ordering costs C(t)

1000 - 1

500 1

0 . . . . . .
0 10 20 30 40 50 60

Order quantity t

Figure 4.5.1: Cost function for comparing allocation methods

To create a CRCP-situation we randomly generate a vector of discrete order
quantities such that the sum of the order quantities equals 52. Then, the cost

PYOEL PYPROP are calculated. As

allocations of C'(52) according to Ser, and
in Section 3.7, we store the allocations per different value of ¢; independent
of the index 7 and we repeat this step successively. For every possible value
of the order quantity, we average the stored cost allocations over the number

of times they have appeared. = We compare two instances: |N| = 5 with
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Figure 4.5.2: Cost allocations and costs per unit for ‘small’ differences



132 Chapter 4. Cost sharing methods for CRCP-situations

1,800.00 120.00

100.00 \

1,200.00 // oo \
1,000.00 2 ; k
)y —CEL €000 P —ceL
800.00 : ~— —
// — G — ST

600.00 4000

// W-PROP W-PROP
400.00 /

200,00 7/ 2000
1

5 9 13 17 21 25 1 5 9 13 17 21 25
Order quantity Order quantity

1,600.00

1,400.00

Unit price

Purchasing costs

Figure 4.5.3: Cost allocations and costs per unit for ‘big’ differences

for all © € N, ¢; € {7,8,9,10,11,12,13} and |N| = 4 with for all i« € N,
g € {1,5,9,13,17,21,25}, i.e., instances with ‘small” and ‘big’ differences,

respectively, between the possible order quantities.

In Figure 4.5.2 we plotted the average cost allocations according to the three
different solution concepts and we plotted the average costs per unit, i.e., the
cost allocation divided by order quantity, for a player with order quantity
q; € {7,8,9,10,11,12,13}, according to the three different cost allocation
methods. The cost allocations and costs per unit according to Ser are con-
nected by the dark grey line, W¢F% by the black line and W7HOF by the light
grey line. Figure 4.5.3 shows the average cost allocations and costs per unit
for a player with ¢; € {1,5,9,13,17,21, 25}.

We can make the following observations. On average, the serial cost sharing
rule allocates more costs to the largest player than the two piecewise serial
rules. For middle players the cost allocations are almost the same, while for
smaller players the serial cost sharing rule allocates the least costs to smaller
players. The differences between WFFOP and WOFL are smaller. In Figure
4.5.1 we can see that the first concave interval of the cost function gives
higher quantity discounts than the second concave interval (up to t = 52).

‘;[]CEL \I,PROP

As a result, large players prefer over

Generally, in the first (two) interval(s) of a cost function of a cost shar-
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ing problem corresponding to a CRCP-situation, the quantity discounts will
be larger than in the last interval. This occurs because when having a smaller
order quantity, one is more likely to buy at a single supplier. Using CFEL as
a mechanism for allocating q over the intervals will result in larger players
having relatively bigger shares in the first interval than in later ones. This
does not necessarily imply unit cost monotonicity, but in many cases it will.
As we can see in the righthand sided figures, the costs per unit belonging to

yPROP WOFEL are decreasing, whereas for Ser this is not the case.

and also
For WIPROP the decrease in costs per unit seems to follow a more constant

pattern than the decrease in costs per unit for WEEL,






CHAPTER 5

Ordering strategies for capacity
restricted strategic purchasing
situations

5.1 Introduction

In this chapter we continue the analysis of capacity restrictions in interactive
purchasing situations from Chapter 4, but we take a different perspective.
Instead of a capacity restricted cooperative purchasing situation, we consider
a capacity restricted strategic purchasing (CRSP) situation. In a CRSP-
situation each purchaser strategically splits his order over the suppliers in
order to obtain his desired order quantity for the lowest possible cost. How
an individual purchaser should place his order depends, amongst others, on
fulfillment policies of the suppliers, i.e., how a supplier allocates his restricted

capacity over a set of orders.

The literature on the allocation of scarce capacity from a strategic perspective
is richer than the literature on cooperative purchasing with limited supplies.
Capacity allocation has been considered in various contexts, e.g., in allocat-
ing MRI scanner time in a hospital (Zonderland and Timmer (2012)) or the
allocation of capacity in semiconductor manufacturing (Mallika and Harker
(2004)).  Cachon and Lariviere (1998) analyze capacity allocation games

in which a single supplier allocates a scarce commodity among two retail-

135
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ers. They compare the effect of different allocation policies of the supplier.
It is explained that the possible order inflation by the retailers is a major
drawback of a proportional fulfillment policy. Since capacity is scarce, retail-
ers will ask for more than they need, which might result in an allocation of
the scarce commodity in which some retailers obtain more than they need.
Cachon and Lariviere (1999) analyze capacity fulfillment policies for a sin-
gle capacity restricted supplier. It is also considered how the supplier could

determine an optimal capacity level.

A common aspect of the literature on capacity allocation is the fact that
there is a single supplier and a group of retailers with private information:
the retailers only know their own individual demand. The main topics of
analysis are: whether the fulfillment policy of the scarce commodity induces
truth telling of the retailers, whether in the final allocation of the scarce
commodity no retailer obtains more than he needs and whether the fulfill-
ment policy of the supplier supports maximizing the supplier’s profit or the

combined utility of the supplier and the retailers.

The current setup of CRSP-situations is different. The starting point is the
same: a group of purchasers with individual order quantities with respect to
one commodity. The group faces two suppliers with (possibly) insufficient
individual supplies. The combined capacity of the two suppliers is assumed
to be sufficient and both suppliers offer quantity discounts. The more a
purchaser obtains from one specific supplier, the lower the unit price. In a
CRSP-situation, however, every purchaser strategically places an order at
both or at one of the suppliers in order to obtain his order quantity. Each
supplier has a fulfillment policy: in case the total ordered units exceed the
capacity of the supplier it is prespecified how the supplier allocates his ca-
pacity over the orders. The suppliers are not considered to be interactive
decision makers: their pricing, quantity discounts and fulfillment policies are
fixed before the purchasers make any decisions with respect to their orders.
Furthermore, there is no private information, all suppliers’ and purchasers’
characteristics are publicly known by all purchasers. The reason to choose for
public information is twofold. First, CRSP-situations are the non-cooperative

siblings of CRPC-situations, in which all information is public. Second, pri-
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vate information can make the purchasing situation intractable. Moreover,
tractable results with the assumption of public information can be useful in
future research for understanding CRSP-situations with private information.
The most important difference between our and previous capacity allocation
models, is that in our model purchasers are assumed to obtain at least their
order quantity, because the total available global capacity is sufficient. If
the orders are such that there is local scarcity at one of the two suppliers,
purchasers are forced to reorder at the other supplier. Although seemingly
so, this model and its approach are not the same as non-cooperative es-
tate division problems from Atlamaz, Berden, Peters, and Vermeulen (2011),
where the estate is seen as an interval and where players have to specify
exactly which part of the ‘estate-interval’ they would like to receive. In
CRSP-situations, organizations only need to split their order over the two
suppliers. Our main question is: what is the effect of suppliers’ fulfillment
policies on the ordering strategies of the purchasers? We are not looking for
a ‘best’ fulfillment policy, we want to describe possible equilibrium behavior

of individualistic purchasers in different scenarios.

For the analysis of CRSP-situations we use non-cooperative game theory.
In a non-cooperative game, players are considered to be individual cost min-
imizers. Every player’s costs may depend not only on his own strategy but
also on the strategies of the other players. A central notion in the literature
on non-cooperative games is formulated by Nash (1951): in a Nash equi-
librium every player minimizes his costs given the equilibrium strategies of
the other players. In a non-cooperative game where players have an infinite
number of strategies available, the existence of a Nash equilibrium is not
guaranteed. In a game in which each player has a finite set of actions and in
which one allows for mixed strategies, there exists at least one Nash equilib-

rium in mixed strategies.

In modeling CRSP-situations one can make multiple reasonable assumptions
with respect to the behavior of and limitations set by the suppliers. Since all
information — including the prespecified fulfillment policies of the suppliers

— is publicly available, it seems reasonable to assume that each purchaser
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can only order such that his combined order at the two suppliers equals his
individual order quantity. Moreover, an order cannot exceed the capacity
restrictions of the suppliers. In other words: the purchasers’ orders are re-
stricted by feasibility. Nevertheless, the feasibility restrictions still give each
purchaser an infinite number of possibilities to split his order quantities over

the two suppliers.

For analyzing specific CRSP-situations, in this chapter, we differentiate among
two dimensions: (1) the available ordering options for the purchasers and (2)
the fulfillment policies of the suppliers. Specific choices with respect to these

dimensions lead to scenarios.

With respect to the first dimension, we separate two cases. First we study
infinite ordering games, in which purchasers can place any feasible order.
Second, in order to decrease the number of options for the purchasers we will
also consider ordering games in which the purchasers are allowed to choose
from only a finite but representative set of ordering possibilities, but in which

we allow for mixed strategies.

These two cases along the first dimension result in two different sets of pos-
sible strategies for the purchasers. Hence, we develop two different ordering
games corresponding to a CRSP-situation: an infinite ordering game and a
so-called matrified ordering game. The matrified ordering game can also be
seen as an approximation of the infinite ordering game. The feasibility restric-
tion on the orders ensures that purchasers are not able to inflate their orders
in order to obtain a higher fulfillment level. On the other hand, depending
on the fulfillment policy, purchasers might not obtain enough. Therefore
we allow purchasers to reorder after announcement of the fulfillment levels.
This specific timing of the ordering game is incorporated in the general cost
function of both ordering games. In both ordering games the specific cost

function further depends on the fulfillment policies of the suppliers.

With respect to the second dimension, we consider four different types of
fulfillment policies. Each of these fulfillment policies changes the cost func-

tion of both the infinite as well as the matrified ordering game.
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On the one hand, we consider three different types of fulfillment policies that
are based on a certain preference order over the purchasers. On the other
hand we consider suppliers that allocate their capacity proportionally over
the orders (PROP). Proportional fulfillment is, according to Cachon and
Lariviere (1998), the most intuitive fulfillment policy, although it usually
does not induce truth-telling by the purchasers.

For the fulfillment policies that are based on preference orders, first, we ana-
lyze situations in which suppliers’ fulfillment is based on preferences that are
fixed and identical (FID), i.e., the preference order does not depend on the
orders of the purchasers, but solely on the identity of the purchasers. Second,
one could argue that, in order to maximize profit, suppliers might prefer to
fulfill small orders before large orders (SBL). A third reasonable fulfillment
policy is based on the idea that suppliers might value the purchaser-supplier
relationship with purchasers with large order quantities over the relationship
with smaller purchasers, hence suppliers prefer fulfilling large orders before
smaller orders (LBS).

Next, we summarize the results on infinite ordering games. For an infinite
ordering game we show that if both suppliers’ fulfillment policies are based
on FID, there exists a profile of orders that corresponds to a Nash equilib-
rium in which there is no need to correct orders after announcement of the
fulfillment level by the suppliers. On the other hand, if the fixed preferences
are not identical, it remains an open problem whether the infinite ordering
game has an equilibrium.

If both suppliers’ fulfillment policies are based on LBS, the infinite ordering
game has a Nash equilibrium which can be found at the boundaries of the
strategy space. On the other hand, if the fulfillment policy of both suppliers
is based on (SBL), the infinite ordering game does not need to have a Nash
equilibrium.

In an infinite ordering game in which suppliers use a proportional fulfillment
policy, we show that if there is an equilibrium, the equilibria of the game
can be found at the boundaries of the strategy space. General existence of

equilibria in this scenario, however, is an open problem.
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As explained, in the matrified ordering game purchasers are only allowed
to choose from a limited number of actions. In order to decrease the number
of ordering possibilities we use the knowledge that in an infinite ordering
game, equilibria can often be found at the boundaries of purchasers’ strategy
spaces. Purchasers have two extreme options: order as much as possible at
supplier A or order as much as possible at supplier B. Here, we allow for
mixed strategies.

Also in the matrified ordering game we differentiate with respect to the fulfill-
ment policies of the suppliers. We show that, if suppliers’ fulfillment is based
on LBS, the matrified ordering game has a pure Nash equilibrium. This
equilibrium corresponds to a Nash equilibrium in the infinite ordering game.
Not every equilibrium of the infinite ordering game corresponds, however, to
a pure equilibrium in the matrified ordering game.

On the other hand, if both suppliers’ fulfillment policies are based on SBL,
the matrified ordering game also has a pure Nash equilibrium, whereas the
infinite ordering game does not necessarily have an equilibrium.

And, in case suppliers fulfill orders proportionally, the existence of a pure
equilibrium in the matrified game corresponds to the existence of an equilib-

rium in the original infinite ordering game.

We conclude the chapter by a few remarks on some of the assumptions we

have made. Furthermore we summarize the remaining open problems.

The organization of this chapter is as follows. In Section 5.2 we formally
introduce capacity restricted strategic purchasing situations and in Section
5.3 we explain some important notions on non-cooperative cost games. Sec-
tion 5.4 analyzes infinite ordering games, while Section 5.5 analyzes matrified

ordering games. In Section 5.6 we state some concluding remarks.
5.2 Capacity restricted strategic purchasing

situations

A capacity restricted strategic purchasing (CRSP) situation can be described

by similar parameters as its cooperative counterpart from Chapter 4. There
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is a set of players N = {1,...,n} with order quantities ¢ € RY,. There are
two suppliers, A and B, with respective supply capacities Q4,Qp € R,
such that Q4 + Qp > > jen G- Supplier A has unit price function py :
[0,Q4] - R, and B has unit price function pp : [0, Qp] — R;.

Without loss of generality we assume that the order quantities are arranged
in nondecreasing order, i.e., ¢ < ¢ < ... < @, and that Q4 < @Qp.
Furthermore, we assume that the unit price functions of the suppliers are de-
creasing and twice differentiable. The unit price function of supplier A is such
that the turnover function of A, for all ¢ € [0, Q4] defined by c4(t) = pa(t)t,
is increasing and strictly concave on [0, Q) 4]. Similarly, we assume that the
unit price function of B is such that the turnover function, cp, is increasing

and strictly concave on [0, Qp].

Instead of purchasing cooperatively, the players in N act strategically. Each
player i € N places an order 0 < 2! < Q4 at A and an order 0 < 22 < Qg

at B in order to obtain his order quantity ¢; with the restriction that

A B

Both suppliers have a certain order fulfillment policy. Let x4 € ]Rf be
the vector of orders of the players in N at supplier A. Then A uses policy
4 RY — RY to allocate Q4 over the orders at A. Similarly 77 : RY — RY
gives for each set of orders z% € RY, an allocation of Qp.

We assume that the fulfillment policies of the suppliers are such that for A,

Z 7T;-4(1’A) = min{Q 4, Z 55}4}

JEN JEN

and 74(24) < 24, i.e., fulfillment is efficient and bounded by the orders.

Similarly, for B

Z wf(:cB) = min{Q@3, Z ZL’;B}

JEN JEN

and 78 (2P) < 2B,

We have that c4 is increasing if for all t € [0, Q4], ¢, (t) = p,(t)t+pa(t) >0,
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thus if

pa(t)
—

palt) > — (5.1)

Furthermore, c, is strictly concave on [0, Q4] if for all ¢ € [0,Q.], c4(t) =
p;(t)t + 2p:4(t) < 0, thus if

. 2p4(t
Palt) < — p;( ) (5.2)
Similarly cp is increasing if for all ¢ € [0, Q]
/ pi(t
pa(t) > 220 5.9
and cp is strictly concave on [0, Qp] if for all ¢ € [0, Q5]
. 2pp(t
(t) < - 28 (5.4

Let W be the CRSP-situation given by ¢, supplier A’s characteristics, p4,
Q4, and 74, and supplier B’s characteristics, pg, Qp, and 2. The set WY

contains all CRSP-situations on N.

Due to the assumptions we make with respect to the unit price functions
of A and B, we can generalize the results of Theorem 4.3.1; it is optimal to

either order as much as possible at A or as much as possible at B.

Proposition 5.2.1 Let W = (q,[pa, Qa, ™, [p5, @5, 7)) € WY be a CRSP-
situation. Then, for allt € [0,Q4 + Q5]

min {ca(ta) + cp(t — ta)|0 < ta < Qa0 < tp < Qp}
=min {ca (min{Qa,t}) + cp((t — Qa)")
cp(min{Qp, t}) + ca((t = Qp)")} . (5.5)

Proof: Lett € [0,Q4 + Qp]. First, we observe that

min{cA(tA) —|—CB(t — tA)|O <ty < QA>0 <tp < QB}
=min {ca(ta) + cp(t — ta)|ta € [(t — Qp)", min{Qa,t}]}.
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The interval [(t — Qp)*, min{Q 4, t}] is nonempty since Q4 > 0 and Qp > 0
and t < Q4+ Qp.
Let h:[(t — @Qp)",min{Q4,t}] = R, be defined in the following way,
h(tA) = CA(tA) + CB(t — tA).
Then, for t4 € [(t — Qp)T, min{Q4,t}]

h'(ta) =c4(ta) — cp(t — ta)
=pu(ta)ta+pa(ta) — pp(t —ta)(t —ta) — pt —ta)

and
W' (ta) =ci(ta) + cp(t —ta)
=pa(ta)ta + 20 a(ta) + pp(t —ta)(t —ta) + 2pp(t —ta) <O,

where the inequality follows from the assumptions we made on the unit price
functions of A and B.

The objective function h(t,) is strictly concave. Hence the ordering costs
are minimized by choosing t4 at one of the boundaries of the domain, i.e.,
ta=(t—Qp)" orty =min{Qa,t} . Consequently t — ¢4 = min{Qp,t} or
t—ta=(t—Qa)". Hence,

min{ca(ta) + cp(t —1a)[0 <ta < Qat —ta < Qp}
= min {cA (min{Qa,t}) + ca((t —Qa)T),
cp(min{Qp, 1)) + cal(t — Qp) ")} - -

In the next example we show the various assumptions we can make with
respect to the possible order fulfillment policies of the suppliers and the
consequences on reordering possibilities, as they will be formally defined and

analyzed in the upcoming sections.

Example 5.2.2 Let N = {17 27 3} Let W = (q7 [pAv QAvTrA]? [pB7 QBa ﬂ-B]) <
WH be a CRSP-situation given by ¢ = (8,9,15), Q4 = 16, Qp = 20, and
unit price functions

{pA(t) — 181 — 1t

pp(t) =205 — 3t.
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First, we verify that both c4 and cp are increasing and strictly concave.
Note that for all ¢ € [0, 16],

, 1 181 1
t = —— > _74 —
PA() 3 f 3
and that
1 2
1)=0< ..
PA() 3¢

Hence, the conditions in (5.1) and (5.2) are satisfied. Similarly, we find that
for B the conditions (5.3) and (5.4) are satisfied as well. For all ¢ € [0, 20],
we have that

, 1 201 1

PB() 9 ¢ 9
and that

1 1

pp(t) =0< P

Based on Proposition 5.2.1, since c¢4(8) = 1242 < 130 = ¢p(8), player
1 would like to obtain all 8 units from supplier A. For player 2, since
ca(9) = 1373 < 1412 = ¢p(9), it would be best to obtain all 9 units from
supplier A, and for player 3, since c4(15) = 1983 > 191} = ¢p(15), it would
be best to obtain all 15 units from supplier B.

Let us assume that 77! = 8 and 2 = 0, that 24 = 9 and 2% = 0 and that
x4 = 0 and 2§ = 15. We can immediately see that > ._ ad =17 > 16 =

jen T
Qa-

Next, we make various assumptions on how supplier A and B react upon

the orders z# and xZ.

Let us assume that 74 and 77 are such that large orders are fulfilled before
the smaller orders (LBS). Then, 74 (z4) = (7,9,0) and 72(2?) = (0,0, 15).
For player 1, however, mi'(z) + 78(2%) = 7, while ¢ = 8. Since player 1
can only place orders such that z{' + 2P = 8, we allow him to change his
order at B.
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For these fulfillment policies and under the assumption of order adjustment,
the ordering costs for player 1 are c4(7) 4+ ¢p(1) = 1312, while the ordering
costs for player 2 are c4(9) = 1377 and those for player 3 are c5(15) = 1917.

On the other hand, one can also assume that 74 and 7® are such that
both suppliers first fulfill small orders before fulfilling large orders (SBL).
Hence, m4(z4) = ((8,8,0)) and 7%(2zP) = (0,0, 15). Here, player 2 needs
to reorder an extra unit at supplier B. For these fulfillment policies, the
ordering costs for player 1 are c4(8) = 124%, the ordering costs for player
2 are c4(8) 4+ cp(1) = 144, and the ordering costs for player 3 remain
cp(15) = 1914.

Note that for the fulfillment policy based on SBL, the turnover of sup-
plier A is larger than in the case of a fulfillment policy based on LBS,
ca(8) + ca(8) = 2493 > 2482 = c4(7) + ca(9).

Another reasonable assumption is that supplier A is indifferent with respect
to the identity of the players, and distributes )4 proportionally over the
Alx?) = %(8, 9,0). Here, both player 1 and player 2 need to
reorder at B. The ordering costs for player 3 remain the same, cg(15) = 191&.

orders, i.e., ™

Player 1’s ordering costs are ca(+2)+cp(3) &~ 127.93 and player 2’s ordering

costs are ca(52) + cp(5F) ~ 141.25. N

To analyze the effect of fulfillment policies on purchaser’s behavior in CRSP-

situations we will model these situations as non-cooperative cost games.

5.3 Non-cooperative cost games

A non-cooperative cost game G in strategic form with players N = {1,...,n}

is given by

G = ((Xj)jen; (fj)jen),

where X; denotes the strategy space and f; : II;eyX; — R the cost function

of player ¢« € N. It is assumed that all information is publicly available and
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that players choose their strategies simultaneously and independently. Let
G = ((Xj)jen, (fj)jen) be a non-cooperative cost game. A strategy profile
T = (21,...,2,) € l;enX; is called a Nash equilibrium (Nash (1951)) of G
if for all z; € X; and all i € N,

fi(2) < filws, 2-4),

where x_; is a shorthand notation for (zq,...,2;1,%i11,...,2,). A game
can have no, one or multiple Nash equilibria and the set of Nash equilibria
of G is denoted by E(G).

An alternative characterization of a Nash equilibrium can be provided by
using best reply correspondences. Let G = ((Xj),en, (fj)jen) be a non-
cooperative cost game. For i € N, the best reply correspondence b;(x_;) ex-
plains how player i could optimally react to strategy profile z_; € ILjcn\ (i1 Xj,

i.€.,
bi(x_;) = argmin{ f;(x;, z_;)|x; € X;}.

Note that there can be no, one or multiple best replies. If, for a strategy
profile € Il;en X, foralli € N, 2; € b;(2_;) then & € E(G), and conversely.
A strategy xf € X is called a dominant strategy for player ¢ if for all z; € X;
and all strategy profiles z_; € ILjcn (11X},

filx], x) < filwi, v-;)

or alternatively, if for all z_; € Iljen\ (3 X, f € bi(2_;).

If player ¢ € N has dominant strategy z;, in finding a Nash equilibrium of
G we can limit ourselves to the reduced strategy space {7} x ILjcn 113 Xj.
If there exists a sequence of players, such that in every reduced strategy
space, there exists a player with a dominant strategy, we have constructed a
recursive dominant Nash equilibrium.

If the strategy spaces of all players are finite, i.e., if for all i € N, X; =
{z},..., 2"} with m; € N, the game is called finite and one can allow for
mixed strategies. For a finite game G = ((X;);en, (fj)jen) the corresponding
mized extension A(G) = (A(X;)jen, (fj)jen) is defined in the following way.
In a mixed strategy, a player ¢« € N can play each of his actions z; € X;
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with a probability §°(x;) > 0 such that 37 _ 8°(x;) = 1. The set of mixed
strategies of player ¢ € N is given by

A(X;) = {5" X — [0,1]] 25"(1«{) = 1}.

The costs, f;(§) for i € N, corresponding to a profile of mixed strategies
(6%,...,0™) are in fact expected costs and can be computed using the Von
Neumann Morgenstern expected cost (payoff) function (Von Neumann and
Morgenstern (1944)). The mixed extension of a finite game always has at
least one Nash equilibrium (Nash (1951)).

On the other hand, the existence of Nash equilibria for arbitrary games is
not guaranteed. Sufficient conditions have been developed by, e.g., Rosen
(1965). Especially if the cost functions of the players are not continuous, the

existence of Nash equilibria is hard to verify.

5.4 Infinite ordering games

To define an ordering game corresponding to a CRSP-situation we need to
define the strategy space of the purchasers, which depends on possible limits
on their order sizes, and we need to define the cost function for a profile of
strategies, which depends on the fulfillment policies of the suppliers. In this
section we will define an infinite ordering game corresponding to a CRSP-
situation. First, we will illustrate the underlying idea behind the strategy

space by means of an example.

Example 5.4.1 Let N = {1,2,3} and consider the CRSP-situation of Ex-
ample 5.2.2 with W = (q, [pa, Qa, 7, [p5, @5, 75]) € W given by ¢ =
(8,9,15), Q4 = 16, Qp = 20 and unit price functions

palt) =185 — 3t
pr(t) =20] — it.
Assuming that for each player ¢ € N, an order has to sum up to ¢; and

does not exceed the capacity restrictions of A and B, the possible ordering

strategies of player 1 are given by

Xy = { (@, 2|z + 2f = 8,27 € [0,16], 27 € [0,20]}.
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Note that, due to the feasibility restrictions on the orders, a strategy (z4!, 27)

of player 1 can be represented by a scalar: y; € [0, 8] corresponds to the order
ztat A and 2P =8 —y; at B. We set Y} = [0, 8]. Similarly we set Y5 = [0, 9]
and Y3 = [0, 15]. q

As illustrated in Example 5.4.1, assuming that each player ¢ in total orders
qi, a strategy y; € Y; of player i € N can be represented by a scalar. Here, y;
denotes the amount player ¢ € N would like to purchase at A. Automatically
he would like to purchase the complementary amount ¢; —y; at firm B. Since,
0 <y; < Q4 and at the same time 0 < ¢; — y; < (), we formally define the
strategy space of player ¢ € N, with y. = (¢ — Qp)" and §; = min{q;, Qa},
by

Next, we define the cost functions {g;}ien. Given a profile of orders y €
Il;enY;, the suppliers announce the levels of fulfillment, i.e., 74(y) and
78(q — y). In case for some player i € N, 7(y) + 72(q — y) < ¢ he is
allowed to increase his order at the supplier that has enough supply capac-
ity left, such that he will obtain exactly ¢;. The reason to allow for order

adjustment is that, although player ¢ might know that he will only obtain
A

Thus given y € Il;enY; and ¢ € N, if ZjeN y; > @4, the ordering costs for

(y) < y; from A, initially he is not allowed to order ¢; — 7(y) at B.

T i

player ¢ equal
ca(mf (y)) + enla — i (y))-

If ZjeN(qj —y;) > @p, the ordering costs equal
cala = (a—y)) +cs(n(q — y))

and if both 7 v y; < Qa and 3~ v (g —y;) < @p the ordering costs equal
calyi) + ca(ai — yi)-

The cost function g; : [I;enY; — Ry for player < € N is given by

gily) = {CA(WiA(y)) + (g — w;“(y)) if ZjeN v > Qa,

calgi —mB(q—y)) +cp(rP(qg—y)) otherwise. (56)
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In the next subsections we vary the fulfillment policies 74 and 72 of the

suppliers, based on the ideas we formulated in Example 5.2.2.

5.4.1 Order fulfillment based on fixed and identical
preferences

In this section we analyze infinite ordering games that correspond to CRSP-
situations in which suppliers’ fulfillment policies 74 and 7% are based on

specific preset preferences of the suppliers with respect to the players in V.

Let W € WY, Supplier A has a fixed and strict preference order o4 € II(N)
on the players in N, and ¢? € II(IV) represents the fixed and strict pref-
erences of supplier B. These preferences imply that, independent of the
ordering strategies, supplier A fulfills the order of player o4 (i) before he ful-
fills the order of player 04(i+1). Fixed preference orders are called identical
if o4 = oP.

Given y € ILienY;, supplier A’s and supplier B’s order fulfillments 7% and

7B are obtained as follows for i € {1,...,n}:
i—1 +
W?A(i) (y) = min {yaA(i)a (QA - Z yaA(j)) }
j=1
and
i-1 "
ﬂfB(i) (¢ —y) = min {qch(i) — YoB(i)s (QB - Z(an(j) - yoB(j))) } .
j=1

By WMFID we denote the set of CRSP-situations in which 74 and 7% are
based on fized and identical preferences (FID).

Example 5.4.2 Let N = {17 27 3} Let W = (q7 [pAv QAv WA]? [pB7 QBa ﬂ-B]) <
WHNFID 1o the CRSP-situation from Example 5.2.2 given by ¢ = (8,9, 15),
Q4 =16, Qp = 20 and unit price functions

pa(t) =181 —it,
ps(t) =207 —it.

Here, the fulfillment policies 74 and 77 are based on the fixed and identical
preferences of A and B given by ¢4 = (2,1,3) = o”. Let GV = ((V})jen,
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(9j)jen) be the corresponding infinite ordering game.

As we have seen before, Y7 = [0,8], Yo = [0,9] and Y5 = [0,15] are the
strategy spaces of the players. For the strategy profile of Example 5.2.2,
y = (8,9,0), we find that 7(y) = (7,9,0) and 7%(¢ —y) = (0,0, 15). Hence,

1

91(y) = ca(7) +cp(l) = 1316’
1
92(y) = ca(9) = 13717
1
93(y) = cp(15) = 1911.
This profile of strategies is not a Nash equilibrium of G". Player 1 can obtain
lower ordering costs by changing his ordering strategy to y; = 0. Then, with
g = (0,9,0), fulfillments 74(3) = (0,9,0), and 78(¢ — ) = (8,0,12), the
ordering costs of player 1 decrease to

1 1
a1(7) = cp(8) = 1306 < 1316'

Next, we will argue that y* = (0,9,3) is a Nash equilibrium of G". Since
player 2 is strictly preferred over the other players by both suppliers, he can

simply solve the minimization problem

min{ca(y2) + (9 — y2)ly2 € [0, Qal, (9 = v2) € [0, Qs]},
which is equivalent with

min{ca(yz) + (9 — y2)ly2 € [0, 9]}

Using Proposition 5.2.1, we find that y; = 9 is a dominant strategy for player
2. In the reduced strategy space Y7 x {y5} x Y3, players 1 and 3 can limit
themselves to ordering in between 0 and 7 at A. Since player 1 is strictly
preferred over player 3 by both suppliers, he can find his optimal strategy by

solving

min{ca(y1) + cp(8 = y1)lyr € [0,Qa = 9], (8 —y1) € [0, @]},

which is equivalent with

min{ca(y1) + ca(8 — 1)1 € [0,7]}.
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Using Proposition 5.2.1, we find that y; = 0 is a dominant strategy for player
1 in the reduced strategy space. For player 3, in the reduced strategy space
{y7} x {y5} x Y3, he can limit himself to ordering up between 3 and 7 at A
(there is 12 left at B). Solving

IIliIl{CA(’yg) + CB(15 — y3)|y3 € [0, 7], (15 — yg) € [O, 12]}

we find that in this reduced strategy space y; = 3 is a dominant strategy for

player 3.

Clearly, no player can reduce his ordering costs, thus y* € E(G"). Further-
more, looking at the procedure we used in establishing y* we can conclude

that it is a recursive dominant equilibrium. N

If both suppliers fulfill orders based on fixed and identical preferences the

infinite ordering game has a Nash equilibrium.

Theorem 5.4.3 Let W € WNFIP and let GV = ((Y;)jen, (9)jen) be the
corresponding infinite ordering game. Then, there exists a Nash equilibrium
y* € BE(GY).

Proof: Let W = (q, [pa, Qa, 7], [ps, QF,78]) and let o € TI(N) be the

fixed and identical preferences of the suppliers.

Define y* by letting the players choose their optimal strategies as if they

may decide according to order o.

Thus, choose
Yo1) € 18 min{ go1) (¥)[Yon) € Yo }- (5.7)

Recursively, for i = 2,...,n, with g;(i) = Qo) —Min{qo(i), (@B =D e i(dor) —
Yo = (@o() — (@B =2k <i(@or) =¥ iy)) T) T and 4 ;) = min{gy ), (Qa—
D k< y;(k))Jr}a set

(i) = [yz(i) s Tor (i)
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as the remaining feasible orders for player o(i).
With

Y—o(i) € {(yZu)a e ,yfr(i_naya(iﬂ), e 7ya(n))‘ya(k) € Yo for b =1i+1, ... 7n}7
recursively choose
Yo(i) € argmin{go(iy(Yo(i), Y=o(i))|Yo(i) € Yo - (5.8)

If we can show that the minima of (5.7) and (5.8) exist, then we have shown
that

(i) ¥ is a dominant strategy for (1), and that

(i) Yy@), @ €{2,...,n}, is a dominant strategy for o(i) within the reduced

strategy space
{(y;(l)a s >y;(i—1)a Yo(i)y - - aya(n))|ya(k) € Ya(k) for k = 'éa s ,TL},

which shows that y* is a Nash equilibrium of G".

With respect to (5.7). For all y € II;cnY],

{7??(1) (y) = Yo(1)

Wa(l)(q —Y) = do(1) — Yo(1)-

90(1)(%(1), y—cr(l)> = CA(ycr(l)) + CB(qcr(l) - yo(l))'
and thus
min{ go1)(¥)|[¥-q) € Yoa)} = min{ca(yon)) +cB(00) —Yo)|Yeq) € Yoy},

and by Proposition 5.2.1, the minimum exists.

With respect to (5.8), take i € {2,...,n} and assume that for all ¢ €
{1,....1—1}, y5 is a dominant strategy in the reduced strategy space

{(y:(1)7 . 7y:'(f—1)7 yO'(Z)a e ,yo'(n))|y0'(k) S Yo’(k) for k = g, e ,n},
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We have that (i) is, after (1) up to o(i — 1), first in line with respect to
order fulfillment. Thus for all y € {(yjr(l), o ,yjr(i_l), Yo(i)s - - - ,yo(n)>|ycr(k) S
Yo for k=1,... ,n}, satisfying yo(;) € Y;’(i),

7T?(i) (v) = Yo(i)
Ty (@ = Y) = Goti) = Yol)-

s

Hence, for all y,(;) € Yo(i),

9o (i) (ycr(i)a y—a(i)) = CA(yo(i)) + CB(QU(Z‘) - ycr(i))‘
Again, by Proposition 5.2.1 there exists a minimum in (5.8). O

Note that the Nash equilibrium we constructed in the proof of Theorem 5.4.3
is a dominant recursive equilibrium. Moreover, in the equilibrium we con-
structed, there is no need for the players to adjust their orders at one of the

suppliers after announcement of the order fulfillment levels.

If suppliers’ preferences are fixed but not identical, it is not clear whether
there exists an equilibrium in the infinite ordering game. This remains an

open problem.

5.4.2 Order fulfillment based on order size

Suppliers’ preferences can also be based on the orders that are placed. If sup-
plier A faces a set of orders y that cannot be fulfilled by ) 4, he can maximize
his turnover by splitting ) 4 over as much orders as possible. The smaller the
order quantity, the higher the unit price. This preference order myopically
maximizes the turnover of A. It is myopic in the sense that suppliers do not
take into account possible reactions of the purchasers towards the fulfillment

policy.

More formally, the set WY9BL describes the set of CRSP-problems where
suppliers’ fulfillment policies are based on small before large preferences (SBL).
Let W = (¢, [pa, Qa, ™), [pp, Q@ — B, 7P]) € WNSBL and let GV = ((V})en,
(gj);jen) be the corresponding infinite ordering game. Let y € Il;cnY; and
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take i € N. Then, SA(y) denotes the amount of smaller orders that are ful-
filled by A before player i’s order is fulfilled. Hence, with T} = {j € N|y; <
yz} and with T, = {j < N|yj =Y andj < Z},

Sty = D u

JETIUT,
Thus small orders are fulfilled before larger orders, and in case of a tie the
supplier prefers the player with smallest index.
Due to this tie breaking rule, for each profile of strategies y € ILjcnYj it is
determined which orders are (partially) fulfilled at A.
Similar for supplier B, SZ(q—y) denotes the amount of smaller orders that are
fulfilled by B before player ¢’s order is fulfilled. With 77 = {j € N|g; —y; <
¢ —v;} and with 7o = {j € Nl|g; —y; = ¢; — y; and j < i},

SPa—v)= > (4-u).

JETIUT,

Thus for each i € N, the SBL-fulfillment policies of A and B are given by
+
7(y) = min {y (Qi-st) }
and

(g —y) = min{qz- — Vi, (QB — Sf(q—y))+}.

The next example shows that when both suppliers fulfill orders based on
small before large (SBL), there need not be a Nash equilibrium in the infinite

ordering game.

Example 5.4.4 Let N = {1,2} and let W = (q, [pa, Qa, 7], [pB, Q5, 7F]) €
WHNSBL he a CRSP-situation given by ¢ = (18,19), Q4 = 20, Qp = 25 and

unit price functions
pa(t) =203 —1it,
ps(t) =187 —it.

The fulfillment policies 74 and 77 are based on SBL.
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20

Strategy player 2: y

Best reply player 1
Best reply player 2

i 2 1 ] 8 10 12 14 16 18
Strategy player Ly,

Figure 5.4.1: Best reply correspondences in the infinite ordering game of
Example 5.4.4

Let G" = ((Y])jen, (g;)jen) be the corresponding infinite ordering game.
To show that G" does not have a Nash equilibrium, we will construct the

best reply correspondences for both players.

The stand alone strategies for both players are to order at A, since p(18) <
pp(18) and pa(19) < pp(19).

Let us look at the best replies of player 2. Recall that it is always opti-
mal to buy as much as possible at one of the suppliers. If y; is sufficiently
small, player 2 can best respond by buying as much as possible at A. The first
turnover point is y; = 7.2, since c4(20—7.2) +cp(19—(20—7.2)) = 277.62 =
cp(25— (18 = 7.2)) + c4(19 — (25 — (18 — 7.2))). The second turnover point
is y; = 17.6. If y; lies in between 7.2 and 17.6, player 2 better purchases
as much as possible at supplier B. If y; > 17.6, then since the suppliers
treat smaller orders first, player 2 should order slightly less than y;, hence
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for y; > 17.6 there is no best reply. Thus,

(19 if y; € [0,1],
20 — 4y, 19] if y; € (1,7.2),
ba() = 0,4.8] U[12.8,19] ify; = 7.2,
0,12 — 1] if y, € (7.2,12),
0 if y; € [12,17.6],
U if y; € (17.6,18].

Similarly, we can find the best reply correspondence for player 1,

;

18 if 1, € [0, 1],

[20 — o, 18] if yo € (1,7.6),

0,4.4] U [12.4,18] if yo = 7.6,
ba(y) — (0,12 — 1) if y, € (7.6,12),

0 if yo € [12,16.8),

{0,16.8} if 15 = 16.8,

Yo if 5 € (16.8, 18),

18 if i € [18,19].

\

In Figure 5.4.1 one can find a sketch of the best reply correspondences of the
players. We can see that they do not intersect, so this ordering game does

not have a Nash equilibrium. N

The opposite of SBL constitutes another fulfillment policy for A and B. In
this case a supplier invests in a relation with a large purchaser by preferring
him over a smaller purchaser. The possible fixed ordering costs are not neces-
sarily an argument for a supplier to choose a large before small fulfillment, as
opposed to the myopic SBL. These economies of scale are already translated
in the decreasing unit price functions of the suppliers.

The set WN-EBS contains all CRSP-situations where the fulfillment poli-
cies are based on large before small. Take W € WMEBS and let GV =
((Yj)jen, (95)jen) be the corresponding infinite ordering game. Then the
fulfillment policies of A and B are based on large before small preferences
(LBS) if orders are fulfilled in the following way. Let y € Il;cnY; and take
i € N. Then L#(y) denotes the amount of larger orders that are fulfilled by
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A before player i’s order is fulfilled. Hence, with 71 = {j € Nl|y; > y;} and
with 75 = {j c N‘y] =i andj > Z},

LYy = Y v

JETIUT,

Similarly for supplier B, LP?(q — y) denotes the amount of larger orders
that are fulfilled by B before player i’s order is fulfilled. With 77 = {j €
Nlg; —y; > ¢ — yi} and with Ty = {j € Nl|g; —y; = ¢ — yi and j > i},

LPa—y) = > (4—v).

JETUT,

Thus for each ¢ € N, the fulfillment policies of A and B, based on LBS, are

given by
i
7(y) = min {y (@i~ 2t }
and

(g —y) Zmin{qz- — i, (QB —LiB(q—y)y}.

Thus a supplier fulfills a large order before a smaller order, and in case of a
tie the order of the player with largest index goes first.

Due to this tie breaking rule for each profile of strategies y € IlcnY; it is
determined which orders are (partially) fulfilled.®

Whereas for SBL fulfillment policies, the ordering game does not necessarily
have an equilibrium, for CRSP-situations with LBS fulfillment policies, there

exists a Nash equilibrium in the corresponding infinite ordering game.

Theorem 5.4.5 Let W € WNEBS and let GW = ((Y})jen, (9))jen) be the
corresponding infinite ordering game. Then, there exists a Nash equilibrium
of GV

Proof: Let W = (q,[pa, Qa, ], [p5, @5, 75]). Define y* in the following

backward recursive way.

61f we replace this tie breaking rule with another one, Theorem 5.4.5 remains valid.
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Set

y* _ Yn, if CA(yn) + CB(qn - yn) < CB(qn - En) + CA(Q,)’ (5 9)
" y  otherwise, '

—n

and set ¢, = y;.

Fori € {n—1,...,1}, with y7 = (¢ — (@ — >_;i(q; — 1;)))" and y; =
min{q;, Q4 — Zj>i t;}, recursively set

. Jui iteai) +esla —vi) <cesla—yl) +caly)),
Y, otherwise,
and set
_m it =7
yr ity =y,

We will show that

(i) vy’ is a dominant strategy for n,

(i) y; is a dominant strategy for ¢ € {n — 1,...,1} within the reduced

strategy space
{(y17"'7yi7y;<+17"'7y:;)|yk S Yk for k = 17"'7i}7

which shows that y* is a Nash equilibrium of G".

With respect to (i), note that for all y = (¥,,y-n) € WjenY;, Li(y) = 0.
Similarly, for all y = (y ,y-n) € HjenYj, LB(q —y) = 0. Hence, for all
Y-n € HjEN\{n}Y}a

{ﬂ-ﬁ(yn? y—n) - gn?

TG =Y s Qn = Yn) =0 —Y .

Thus for all y_,, € Ijen (1Y,

92 (YnsY—n) = ca(¥y,) + cpldn —Y,),
9y, Y-n) =cpltn—y ) +caly, )
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By Proposition 5.2.1, at least one of the following two inequalities is true,
for all y,, € Yy,:

Hence, by (5.9), v is a dominant strategy for player n.
Note that for all y_,, € ILjcn\(n}Y,

ﬂ-;?(y;kw y—n) = tna
Wf(‘]n - y;‘“ q—n — y—n) =qn — ln.

With respect to (ii) take ¢ € {1,...,n — 1} and assume that for all ¢ €
{i+1,...,n}, y; is a dominant strategy in the reduced strategy space

{(yl,...,yg,yz‘+1,...,y;)|yk ey forkzl,...,f},

and that for all y € {(yl,...,yg,y§+1,...,y;)|yk €Y, for k= 1,...,€},

T (y) =t if y; =7,
g—y)=a—t ify; =y,

Take Yy = (yzay—z) € {(yla"'>yi>y;’k—|—1"">y;)|yk € Yk for k = 1777’}
Then, for all k < 7, y;, > yy, thus

Liy) <>t
>t

Furthermore, if L(y) < >_jsitj, then there is a player k > i with y; =y,
and with ¢, > Qp — (Zj>k ¢; — t;). By the global sufficient capacity of A
and B, ¢; < Qa— >, ;t;. Thus

(U5 y-i) = min{g;, Qa — th} =Y;-

J>i

Therefore,

9i(Wi, y—i) = ca(y;) +cala — ;).
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Let y = (gi,y_i) € {(yl, oY YY) |lyr € Y for k=1, .. ,i}. Using
the same reasoning as above we find that

7 (g — Y 9-i Y-i) = —QZ

and thus that

T

9i(y; y-i) = cay;) + cala — y))-
For any y € {(y1, .., Y Yjr1s-- - U5k € Y for k =1,...,i}, we have that
7 (y) < yh and 78 (g —y) < g —y/. By Proposition 5.2.1 at least one of the

following two inequalities is true, for all y; € [y:, yrl:
ca(i) + csla —7;) < calys) + esla — vi)
ca(y)) +ceplai —y)) < calyi) + clai — vi)-

Hence, by (5.10), y; is a dominant strategy for player 7 in the reduced strategy
space. Furthermore, for all y € {(y1,..., ¥ Yis1s-- - Yi)|ys € Yy for k =

T y) = t; if y; =7,
Pla—y)=aq—t ity =y, -

In the Nash equilibrium we constructed in the proof above, players choose
a (dominant) strategy that is either y or ¥, just to be next in line when it
comes to order fulfillment. Hence, there are equilibria in an infinite ordering
game corresponding to a CRSP-situation with LBS fulfillment, that can be
found at the boundaries of the combined strategy space. Also here, the equi-

librium we constructed in the proof is a recursive dominant equilibrium.

Hence, we can conclude that a myopic fulfillment policy does not result in
a Nash equilibrium, whereas a more farsighted fulfillment policy does. A
possible explanation for this phenomenon is that LBS combined with the
feasibility restrictions induces some sort of truth telling by the purchasers.
In the equilibrium constructed in the proof of Theorem 5.4.5 each purchaser
truthfully reveals the maximum amount he would like to receive from his
preferred supplier, whereas in Example 5.4.4 with SBL fulfillment the pur-
chasers undermine each other’s ordering strategies by ordering slightly less

than they actually would like to receive.
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5.4.3 Proportional order fulfillment

The last fulfillment policy we study, in this section, is proportional order
fulfillment. A reason for suppliers to fulfill orders proportionally is that they
are indifferent with respect to the identity of the players or do not want to

discriminate for another reason.

We denote by WN-PROP the set of CRSP-situations in which both suppli-
ers fulfill orders proportionally. Let W = (q, [pa, Qa, 7], [p5, @, 7F]) €
WHNFPROP 1o a CRSP-situation and let GV = ((Y}) en, (g;)jen) be the cor-
responding infinite ordering game. Given y € Il;cnY, the proportional order
fulfillment is given by

Qa

e SITRO I

and

B, _ ) = (g — W
™ (q—y) = (¢ —v) maX{ZjeN(qj — yﬂ,@B}.

Note that for i € N, 7 and 77 are strictly monotonic in y;. Let y € TLienY,
take i € N and y; > vy;. Then,

i (y) < 7 (Gi y-i)

and
7TzB(q - y) > W?(Qi — Ui, q—i — y—i)-

In Proposition 5.2.1 we have shown that for increasing and strictly concave c»
and cp, it is optimal to order as much as possible at one of the two suppliers.
If we combine this fact with the the strict monotonicity of 74 and 7%, we can
show that against a strategy profile y_;, the set of best replies consists of one
or both of the two extreme strategies y. = (¢; — @p)" and y; = min{g;, Qa}.

Proposition 5.4.6 Let W € WN-PEOP pe o CRSP-situation. Let GV =
((Y))jen, (gj)jen) be the corresponding infinite ordering game. Lety € 1l;enY;
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be such that fori € N, y; € (yi,@i). Then, at least one of the following two

inequalities is true,

(i) 9i(y,, y—i) < 9i(y), (5.11)
(i) 9i(Ti» y-i) < 9i(y)- (5.12)

Proof: Let W = (q, [pa, Qa, 7], [pp, @, 7"]). We first show that y. or g,
is a best reply for player i against y_;.

With y; € (y,,9;), we have that

W?(E,ay—z) < W?(y) < W?(giay—i%
TG = U ai —y—i) <72 (q—y) <7 (G— Y, 4i — y—i).

Thus, given y_;, player i can maximally realize 7/} (y,,y_;) at supplier A.
Similarly at B, the maximal order fulfillment equals 72(q; — Yo d—i — Y—i)-
Since in the end, player ¢+ will obtain ¢;, player ¢+ will obtain at least ¢; —
(¢ — y,, 4 — y—i) from A and at least ¢; — 7, (7, y—;) from B.

Hence the possible obtained orders at A can be represented by the inter-

val [t, t], define by

1] = [g — 7TZB(Q¢ — Y, d—i — Yi), ﬂ-iA(yivy—iﬂ'

Note that for any t € [t,7], ¢ —t € [ — 7Ty y—i), 72 (6 — ¥, 45 — y-i)];
i.e., the possible obtained orders at B. For determining a best reply against
y_i, player 7 has to decide how much is optimal to be obtained from supplier
A (and the remainder from B) and choose y; accordingly.

We need to solve the following minimization problem
min {ca(t) + cp(q; — )|t € [, 1]} (5.13)
Define h : [t,t] — Ry in the following way,

h(t) = CA(t) -+ CB(qi — t).

Note that h is strictly concave on [t,t]. Thus, t = ¢ — 72 (q; — Yo qi — y_i)

or t = (y;, y_;) minimizes (5.13).



5.4. Infinite ordering games 163

We finish the proof by stating that gi(y ,y-:) = h(t), that g;(¥;,y-:) = h(?)
and that g;(y) = h(t) for some ¢ € (¢, ).

O

Using Proposition 5.4.6 we know where to look for equilibria. A possible
best reply for player i against strategy y—; is either y. = (¢ — Qp)" or
y; = min{Qa4,¢;}. Hence, a possible Nash equilibrium can be found in one

of the extreme points of IL;cnY].

Example 5.4.7 We consider the CRSP-situation from Example 5.4.4, but
now the suppliers fulfill orders proportionally. Let N = {1,2} and let W =

(Q> [pAa QAa WA]) [pB> QBa WB]) € WN’PROP be given by q= (187 19)7 QA = 207
@ = 25 and

1 1
pa(t) = 201 - §t if t € [0,Qu4l,

1 1

pB(t) =18-—=tifte [O,QB]
4 3

Let GY = ((Y})jen, (9j)jen) be the corresponding infinite ordering game.

We have Y; = [0, 18] and Y, = [0, 19].

Using Proposition 5.4.6 we know that if G has a Nash equilibrium, it can
only be at the boundaries of the strategy space. Hence, the candidates are
yt = (0,0), y* = (18,0), y> = (18,19) and y* = (0,19). We can eliminate
y', since gi(y') =~ 273.83 > ¢,(y?) = 202.5. And since ¢;(v?) < q1(v?),
g2(y?) < go(y?) and also go(y?) < g1(y'), 32 is an equilibrium of GY. Be-
cause go(y?) < g2(%%), y? is not an equilibrium. Similarly one can check that
for 3y* there are no unilateral deviations that decrease the purchasing costs
of the deviating player. Hence F(G") = {(18,0), (0,19)}. q

The observations of Example 5.4.7 can be generalized. One only needs to
compare the extreme points of the combined strategy space to verify whether

the infinite ordering game has a Nash equilibrium.
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Theorem 5.4.8 Let GV = ((Y})jen, (9;)jen) be the infinite ordering game
corresponding to CRSP-situation W € WN-PROP [f 4 ¢ BE(GW), then § €

Wien{y, 7'}

It is an open problem whether in an infinite ordering game corresponding to
a CRSP-situation in which both suppliers fulfill orders proportionally, there

exists an equilibrium.

5.5 Matrified ordering games

In this section we use a different approach for analyzing equilibrium behavior
in CRSP-situations. Instead of infinitely many options, the purchasers can
only choose from a limited but representative set of ordering options. We
matrify the infinite ordering game to a finite game.

Proposition 5.2.1 and the result of the previous section can be used as an
argument to limit the ordering possibilities of the purchasers to two extreme

actions: either order as much as possible at A or as much as possible at B.

Let W € WY be a CRSP-situation and let GV = ((Y})jen, (9;)jen) be the
corresponding infinite ordering game. In this section we define a matrified

ordering game

Gy = ((A( j))jem(ﬁj)jgw)
corresponding to W € WV,

For each player ¢« € N the limited set of actions is given by
The mixed strategy space of player ¢ € N is given by

AY:) ={0": Y = [0,1]]8"(y,) + 0"(y;) = 1}

The interpretation of §" € A(Y;) is that player i chooses strategy y. with

probability 0*(y ) and y; with probability ¢*(;). The extreme points of A(Y;)

)
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are identified with y. and y; and are called the pure strategies of player 7.
Every mixed strategy &' € A(Y;) corresponds to an ordering strategy y; € Y;,
with y; = 0'(y,)y, + 0'(7;)¥;- A mixed strategy is a linear combination of y,
and y;. Since Y; = [y ,¥,], every linear combination of y. and y; falls within
this set.

The cost function for a profile of mixed strategies is based on the cost function
of the infinite ordering game. The costs are an approximation of the actual

ordering costs for a mixed strategy. Let § € IL;eyA(Y;), for each i € N, the

ordering costs are given by

gi(6) = Z I;end (55)9:(7)-

J€Mpen Y

If the mixed extension of a finite game G has an equilibrium in which each

player plays a pure strategy, this is called a pure Nash equilibrium.

In the next subsections we show that for some of the possible order ful-
fillment policies we discussed in Section 5.4, there exist pure equilibria in the
matrified ordering game. Moreover, we explain the relation between equi-
libria in the infinite ordering game and (pure) equilibria in the matrified

ordering game.

5.5.1 Order fulfillment based on small before large

In this section we analyze matrified ordering games corresponding to CRSP-
situations with SBL-fulfillment policies. We start by providing an example

of a matrified ordering game.

Example 5.5.1 We consider the CRSP-situation from Example 5.2.2, but
we assume that suppliers’ fulfilment policies are based on SBL. Let N =
{1,2,3} and let W = (q, [pa, Qa, Y, [p5, @5, 77]) € WNSBL he given by
q=1(8,9,15), Q4 = 16, @p = 20 and unit price functions

{pA(t)
pa(t)

Il

[
S 0o
NN

~

D= o=

Il
)
o+
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Let GV = ((A(Y}))J-GN, (gj)j€N> be the corresponding matrified ordering
game. Then, Y; = {0,8}, Y5 = {0,9} and Y3 = {0, 15}.

In Table 5.5.1, we present the costs for the pure strategies. The vectors
in the cells represent the ordering costs of the three players, given the com-

binations of pure strategies.

Table 5.5.1: Matrified ordering game of Example 5.5.1
Player 1 7,

Player 3 y,4 Player 3 y,

Player 27, | (1242,1443,191%) | (12431445, 191%)

Player 2 y, | (1243,141%,2417;) | (1243,1413,229;

Player 1 Y,
Player 3 7, Player 3 y,
Player 2 5, | (132,1371,2413) | (132,1374,222%)
Player 2y | (132,1413,1987) | (132,1417,227)

For example, the profile of pure strategies y = (v, s, gg) has corresponding
fulfillments 74(y) = (8,8,0) and 7%(¢ — y) = (0,0,15). The correspond-
ing ordering costs for player 1 are given by ¢i1(y) = ca(8) = 124%, for
player 2 are given by ga(y) = ca(8) 4+ cp(1) = 144 and for player 3 by
93(y) = cp(15) = 191%-

If all players play both of their pure strategies with probability %, i.e., for all
i€ N and all y; € Y}, 6'(y;) = 3, then the corresponding costs in the matri-
fied ordering game can be computed using the payoffs for the pure strategies,

e.g., for player 1,

_ TN 1
91(6) = Z _ (5) 9(y) = 1285-
yelljeNY;
This mixed strategy o corresponds to player 1 ordering %g LT %@1 =4 at A
and thus 4 at B, player 2 ordering 4.5 at A, and player 3 ordering 7.5 at A.
Thus § corresponds with the strategy profile y = (4,4.5,7.5) of the infinite

ordering game. In fact, g;(0) can be seen as an approximation of g;(y).
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The combination of pure strategies § = (7y,9,,y,) € IenY; results in a
Nash equilibrium. This is a pure Nash equilibrium of the matrified ordering

game. <

In the previous section, Example 5.4.4 showed that in the infinite ordering
game corresponding to a CRSP-situation with fulfillments based on SBL
there need not be a Nash equilibrium. In the matrified game corresponding to

such CRSP-situations, however, we can always find a pure Nash equilibrium.

Theorem 5.5.2 Let W € WHNSBL be o CRSP-situation. Let GV =
(A(Y;)jen, (G;)jen) be the corresponding matrified ordering game. Then,

there exists a pure Nash equilibrium of GV

Proof: Let W = (q,[pa, Qa, 7], [p5, @5, 77]). The proof follows the same

recursive structure as the proof of Theorem 5.4.5. Define y* in the following

way. Set
* yl if CA(gl) + CB(ql - yl) S CB(QJ + CA(E1> (5 14)
! y, otherwise .
and set t; = yj.
For i € {2,...,n}, recursively set
=Y if ca(yy) + epla —¥7) < eslai — ;) + cay)), (5.15)
‘ y. otherwise, .

where ¥ = (¢ — (@p — >_;.;(¢; — #;)))" and y; = min{(¢;, Qa4 — >, 1))},
and with

7 ity =7,
ti:{yz Yi =Y

yr ity =y

Using the same reasoning as in the proof of Theorem 5.4.5, one can show
that
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(i) the pure strategy y; is a dominant strategy for player 1, i.e., for all
y € ey,

a1 y-1) < a1(y),

(ii) the pure strategy y; is a dominant strategy for player i € {2,...,n}
within the reduced strategy space, i.e., for all y € {(yi*, Y Yy Yn)|
yr € Y3, fork:i,...,n}

9y y-i) < gi(y),

which shows that y* is a pure Nash equilibrium of GV 0

5.5.2 Order fulfillment based on large before small

In Theorem 5.4.5 we have shown that an infinite ordering game corresponding
to a CRSP-situation with LBS-fulfillment has a Nash equilibrium. In this
section we analyze the correspondence between a Nash equilibrium in the

infinite ordering game and a pure Nash equilibrium in the matrified game.

Example 5.5.3 We consider the CRSP-situation from Example 5.2.2, but
we assume that suppliers’ fulfilment policies are based on LBS. Let N =
{1,2,3} and let W = (q, [pa, Qa, ], [p5, Qp, 78]) € WN-EBS be given by
q=(8,9,15), Q4 = 16, Qp = 20 and unit price functions

pa(t) = 184 — it

pp(t) = 20 — 3t.
Let GY = ((YJ)]eN, (gj)jeN) be the corresponding infinite ordering game
and let GV = ( ))jen, (Gj)je N) be the corresponding matrified order-

ing game.

Then, for the infinite ordering game, following the proof of Theorem 5.4.5, we
find that y* = (8,9,0) is an equilibrium of G, with g;(y*) = ca(7) + c5(1),
g2(y*) = ca(9) and g3(y*) = c5(15). Note that y* € IL;enY; and thus that
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y* is a pure equilibrium of G!” with exactly the same ordering costs.

The strategy profile § = (7,9,0), however, has exactly the same ordering
costs as y*. Hence, 7 is also an equilibrium of G'. But the strategy profile
y does not correspond to a pure strategy in the matrified ordering game,
because it corresponds to §'(7;) = §, 0*(¥,) = 1 and 6*(y,) = 1. Here,

91(0) = £g1(y*) + 5(ca(3) + cp(5) < g1(y*). Thus 6 is not an equilibrium of

W
G, . q

In the Nash equilibrium we have constructed in the proof of Theorem 5.4.5,
each player chooses one of the two extreme strategies. This Nash equilibrium
corresponds to a pure equilibrium in the matrified ordering game. Hence,
for a CRSP-situation in which both suppliers have relationship maximizing
preferences, the matrified ordering game has a pure equilibrium. Without

proof, we can state the following.

Theorem 5.5.4 Let W € WN-EBS pe o CRSP-situation. Let GY = ((Y})jen,
(9;)jen) be the corresponding infinite ordering game and let G)Y = (A(Y) en,
(gj)jen) be the corresponding matrified ordering game. Then, there exists a
pure equilibrium y* € E(GY) such that y* € E(GV).

5.5.3 Proportional order fulfillment

In the previous subsections we showed that for SBL and LBS fulfillment
policies, there is not a one-to-one correspondence between equilibria of the
infinite ordering game and pure equilibria of the matrified ordering game.

For proportional order fulfillment, however, one can easily verify that the
existence of a pure equilibrium of the matrified ordering game corresponds
to the existence of a Nash equilibrium of the infinite ordering game and vice

versa.

Theorem 5.5.5 Let W € WNPEOP e o CRSP-situation. Let GV =

((Y)jen, (g;)jen) be the corresponding infinite ordering game and let G, =
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(A(Y;)jen, (9i)jen) be the corresponding matrified ordering game. Then, GY
has a pure equilibrium 4 if and only if § € E(GV).

Proof: For the “only if’-part. Let W € WN-PROP he guch that the corre-
sponding matrified ordering game has a pure equilibrium § € E(GY). Take
i € N. Then, for all y; € {y.,y;}

9:(9) < 9i(yi, J—i)- (5.16)
By Proposition 5.4.6 and by (5.16), for all y; € (y,,7;,),
9:(9) < 9i(vi, §-2)-

Hence, for all y; € Y; = [gi,?i],

~

9i(1) < gi(Yi, Y—i)-

Thus, § € E(G").

For the “if’-part. Let W € WHN-PEOP he guch that the corresponding in-
finite ordering game has an equilibrium ¢ € E(G"). By Proposition 5.4.8
(NS HjeN{gj,yj} and thus

9 € ienY;.
Since §j € E(G™), for all y; € {y,,4,} =Y},
9:(9) < 9i(Yis J—i)-

Thus § € E(GY). 0

5.6 Concluding remarks

This section briefly discusses the effects of the order adjustment assumption
we made in this chapter. Furthermore, we summarize the remaining open

questions.
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We assumed that, since purchasers’ orders are restricted by feasibility, these
purchasers are allowed to adjust their orders after announcement of the ful-
fillment levels. One could argue that purchasers, that have obtained insuf-
ficient supplies, have to place an extra separate order at the supplier with
remaining capacity, or even worse, have to place a rush order for which they
do not receive quantity discounts. These alterations change the cost func-
tion of the ordering game and this can affect some of the obtained results,
e.g., Proposition 5.4.6. However, if purchasers are responsible for obtaining
enough supplies, they can also demand that they are given the opportunity to
obtain enough, which would imply dropping the feasibility restriction on the
ordering strategies. This gives rise to a completely different class of CRSP-
situations.

For the SBL and LBS fulfillment policies we have introduced a tie breaking
rule that depends on the identity of the players. In our setting the tie break-
ing rule is identical for both suppliers. If the tie breaking rule is different
per supplier, the results of Theorem 5.4.5, Theorem 5.5.2 and Theorem 5.5.4
still hold.

Which brings us to one of the open problems. If suppliers fulfillment policies
are based on fixed but non-identical preferences, does there exist an equilib-
rium in the infinite ordering game (Section 5.4.1)? The last open problem
is whether in an infinite ordering game where suppliers fulfill orders propor-
tionally there is an equilibrium (Section 5.4.3). Using Theorem 5.5.5, the
answer to this question also verifies whether the matrified game has a pure
equilibrium (Section 5.5.3).
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