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ABSTRACT

ON A WELFARE ECONOMICS PROBLEM INVOLVING PUBLIC INTEREST
GOODS

SINA SHAHRI MAJARSHIN

Industrial Engineering M.Sc. THESIS, December 2022

Thesis Supervisor: Prof. Hans Frenk

Thesis co-supervisor: Assoc. Prof. Semih Onur Sezer
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Governments worldwide devise policies to assist the public in adapting to a new
technology or good that is known to be beneficial to society or the environment. A
well-known example of such a good is electric vehicles. The government uses subsidy
policies aimed at both customers and manufacturers to incentivize the consumption
and production of such so-called public-interest goods. This thesis studies how
the government aims to increase social welfare and can set its subsidy policy to
consumers and manufacturers to promote a specific public-interest good. Part of
the government’s subsidy policy is to increase the supply of such a good by giving
subsidies to the manufacturer, and another part is to give rebates or tax reductions
to the consumers to increase the demand. In this thesis, we analyze this problem
in both centralized and decentralized economies. In a centralized economy, the
government, next to determining its own subsidy policy, has complete control over
the market’s supply side and dictates the manufacturer the price and production
quantity of the public interest good. This problem can be formulated as a nonlinear
optimization problem consisting of the decision variables production quantity and
price demanded by the manufacturer, subsidy for each produced product, and rebate
to be offered to each buying customer. In a decentralized economy, the government
has only control over its subsidy policy and cannot dictate to the manufacturer the
supply and price of the product. As such, the government only knows that for any
announced subsidy policy, the manufacturer taking into account this subsidy policy
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will determine the price and production to increase its profit. In this thesis, this
problem is formulated as a so-called bilevel optimization problem with the same
decision variables as used before. Such a formulation is called a Stackelberg game,
where the manufacturer is the follower and decides over price and quantity, and the
government is the leader and decides over rebate and subsidy. To keep the analysis
tractable we only consider in this thesis the deterministic demand case where the
demand is given by some demand function. The more complicated case of random
demand is not considered in this thesis. The purpose of this research is to provide,
under the most general conditions on the demand side, an almost analytical solution
to the above problem in both a centralized and decentralized economy. In our first
formulation of the problem in both a centralized and decentralized economy, the
objective consists of adding the consumer surplus and profit of the manufacturer
and externality effects for the economy and subtracting the total expenditures of
the government spend on its subsidy policy. In our second formulation, we consider
in both economy settings the objective from which we delete from the previous one
the expenditures of the government but now include these expenditures as a budget
restriction. In the first formulation, we analyze the problem only assuming that the
demand function is continuous. In the second formulation, including the budget
constraint, we analyze this problem for a very general class of demand functions
covering a subset of the class of log-concave demand functions. Finally, these results
are refined for some well-known demand functions like to power demand function,
the linear demand function, the log-linear demand function, and the logit demand
function.



OZET

TOPLUMA YARARLI URUNLERE DAIR BIR REFAH EKONOMISI
PROBLEMI UZERINE

SINA SHAHRI MAJARSHIN
ENDUSTRI MUHENDISLIGI YUKSEK LISANS TEZI, ARALIK 2022
Tez Danigmani: Prof. Hans Frenk

Tez Es Danigmani: Dog. Semih Onur Sezer

Anahtar Kelimeler: Iki seviyeli optimizasyon, dogrusal olmayan optimizasyon,

devlet siibvansiyonu

Tim diinyada devletler, topluma ve ¢evreye faydali olan yeni bir teknoloji veya
irtintin benimsenmesine yardimci olmak igin politikalar1 bir arac olarak kullanir.
Elektrikli araclar boyle bir iirtin igin iyi bir 6érnektir. Toplumsal faydaya sahip
irtinlerin tiketimini ve tretimini tegvik etmek icin devlet, tiretici ve tiiketicilere
yonelik siibvansiyon politikalar1 kullanir. Bu tez, sosyal refahi arttirmaya calisan
bir devletin, tiiketici ve tireticiye yonelik siibvansiyon politikalarini, toplumsal fay-
daya sahip belirli bir {iriinii 6éne ¢ikarmak hedefiyle nasil olugturabilecegi iizerine
bir ¢aligmadir. Siibvansiyon politikalarinin bir yonii, iireticilere yonelik stibvan-
siyon saglayarak boyle bir iiriintin arzini arttirmaktir, diger bir yoni ise vergilerde
kesinti veya geri 0deme yontemi ile tiiketicilerin talebini arttirmaktir. Bu tezde,
merkeziyetci ve merkeziyetci olmayan ekonomiler i¢in bu problem analiz edilmek-
tedir. Merkeziyet¢i bir ekonomide yonetim, stibvansiyon politikasini belirlemenin
yaninda pazarin arz tarafinda mutlak bir kontrole sahiptir ve toplumsal faydaya
sahip bir iirtiniin iretim miktarini ve fiyatin1 da belirler. Bu durum, tiretim miktari,
iriiniin fiyati, tiretilen her tiriin icin verilen siibvansiyon miktari ve satilan her tirtin
i¢in tiiketiciye verilen geri 6deme miktar:1 karar degiskenlerinden olusan dogrusal
olmayan bir optimizasyon problemi ile formiile edilebilir. Merkeziyet¢i olmayan
bir ekonomide yonetim sadece stibvansiyon politikalar1 iizerinde kontrol sahibidir
ve Uriintin miktarimi veya fiyatin1 belirlemez. Boyle bir yonetim, ilan edilmis her-
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hangi bir siibvansiyon politikasina goére hareket eden bir tireticinin iirtin miktarini
ve fiyatini kendi karimi arttirma hedefiyle belirleyecegini bilir. Bu tezde bu durum,
belirtilen karar degiskenleri ile olusturulmus iki seviyeli bir optimizasyon problemi
ile formiile edilmektedir. Bu problem, tireticinin takip¢i oldugu, fiyat ve miktar tiz-
erine karar verdigi, yonetimin ise lider oldugu, geri 6¢deme ve siibvansiyon ftizerine
karar verdigi bir Stackelberg oyunu olarak gosterilmektedir. Bu ¢aligmada, analizi
¢oziilebilir tutmak icin, sadece talebin deterministik bir talep fonksiyonu ile verildigi
durumu inceliyoruz. Bu ¢aligmada, rassal talebin daha karmagik durumlar: incelen-
memigtir. Bu ¢aligmanin amaci, talep tarafindaki en kapsayici durumlar altinda,
yukarida belirtilen problem tizerine merkeziyet¢i ve merkeziyet¢i olmayan ekonomiler
icin tam analitik olmaya yakin bir ¢oziim saglamaktir. Hem merkeziyetci hem de
merkeziyetci olmayan ekonomilerdeki probleme dair ilk formiilasyonumuzdaki amag
fonksiyonunda, tiiketici refahi, tiretici kari, digsal etkiler eklenmis ve yonetimin siib-
vansiyon politikasi tizerindeki toplam harcamasi c¢ikarilmistir. Ikinei formiilasyonu-
muzda, her iki ekonomi kogulunda da, bir 6énceki amag fonksiyonundaki yonetimin
toplam harcamasini dahil etmiyor ancak, bu defa, bu harcamalar1 biitce kisit1 altinda
diisiiniiyoruz. Ilk gosterimde problemi talep fonksiyonunun sadece siirekli oldugunu
varsayarak analiz ediyoruz. Biitce kisitini igeren ikinci formiilasyonumuzda ise prob-
lemi talep fonksiyonlarinin logaritmik i¢btikey talep fonksiyonlarini alt kiime olarak
iceren genel bir smifi i¢in analiz ediyoruz. Son olarak bu sonuclar, kuvvet talep
fonksiyonu, dogrusal talep fonksiyonu, logaritmik dogrusal talep fonksiyonu ve lo-
jistik regresyon talep fonksiyonu gibi bazi bilinen talep fonksiyonlar: i¢in yeniden
degerlendirilmektedir.

vii



ACKNOWLEDGEMENTS

You don’t get to do valuable work without standing on the shoulders of a mountain
of people, so I have many incredible people to thank. First, I would like to thank
my supervisors professor Hans Frenk and professor Semih Onur Sezer, this research
work would not have been possible without their guidance and their attention. I
would also like to thank all of my professors and instructors at Sabancit University
for the enlightening education I received from them. I also have to mention I had
an amazing group of friends and officemates who were both sharp and kind and

assisted me in the day-to-day endeavors of academic and personal life.

viii



Dedication page

I dedicate this work to my future self, I believe the ideas are going to come in handy

X



TABLE OF CONTENTS

LIST OF TABLES ... . e xi
. Introduction and Literature Review ................................... 1

. On the Objective Function in Welfare Economics ................... 6

. Formulation of the Model in a Centralized Economy ............... 12
3.1. Analysis of Optimization Problem (P)...................ooiii. 14
3.2. Analysis of Optimization Problem (P1). ..., 20

. Formulation of the Model in a Decentralized Economy............. 32
4.1. Analysis of the Optimization Problem for the Manufacturer .......... 32
4.2. A More Detailed Formulation of the Model ........................... 43
4.3. Analysis of Optimization Problem (P) ...................coiia.. 44
4.4. Analysis of Optimization Problem (Pp)...................oooooo... 50

. Conclusion and Comparison ............... ...t 64
5.1. A Comparison for Problem (P) ............ ... 64
5.2. A Comparison for Problem (P1)........... ... ... ... 65
BIBLIOGRAPHY .. 67
AP PEN DX A 69



LIST OF TABLES

Table 3.1. Results for problem (P) in centralized economy. ................ 20
Table 3.2. Results for problem (P) in centralized economy. ............... 31

Table 4.1. Results for optimization problem (P) if ¢ <« or o > ¢ and (4.48)

holds. ..o 49
Table 4.2. Results for optimzation problem (P) if 0 < a < ¢ and (4.48) does

not hold. . ... 50
Table 4.3. Results for problem (P;) with redundant budget constraint. ........ 63
Table 4.4. Results for problem (P;) with binding budget constraint. .......... 63

Table 5.1. A comparison between centralized and decentralized results for
Problem (P) ... 64
Table 5.2. A comparison between centralized and decentralized results for
problem (Py) if the budget covers all possible rebate and subsidy settings. 65
Table 5.3. A comparison between centralized and decentralized results for
problem (P;) if the budget B does not cover all possible rebate and subsidy
SO U .« o 66

X1



1. Introduction and Literature Review

In this thesis, we study the intervention of government or a central authority on
public-interest goods with the goal of maximizing the overall social welfare. Public-
interest goods are products that benefit both the consumer and society. Health-
related products like vaccines, energy efficient appliances, electronic vehicles, and
developments in green technology are some noteworthy examples. In order to stim-
ulate the demand for this public interest good, the government has two intervention
tools. first, giving rebate or tax reduction on the price to each customer buying this
product and second, giving subsidy to the manufacturer for each produced item.
Depending on the type of economy the government or central authority has the

possibility to intervene in two different settings.

e Decentralized economy: The government only decides on rebate and subsidy
values. Knowing the rebate and subsidy values the manufacturer determines
the price and the production quantity using the manufacturer’s objective of
profit maximization. This means that the government is the leader and the

manufacturer is the follower in this bi-level optimization problem.

o Centralized economy: The government next to determining the tax reduc-
tion and subsidy dictates the manufacturer how to set its price and produced

quantity.

The main goal of this research is to formulate and analyze a mathematical model
which determines the rebate and subsidy values that maximize the objective func-
tion in both a centralized and decentralized economy. The concept of optimization
of social welfare and coordination of a supply chain with incentives such as subsidies
and rebates has been thoroughly studied by researchers in both welfare economics
and operational management (for a review on welfare economics see Jones (2005)).
However, the main focus of most of the research is on social welfare in a decen-
tralized economy. In the first part of this section, we discuss the different related
specific public interest goods discussed in the literature giving rise to product related

modeling issues and also sometimes different objectives and optimization problems.



In the second part, we consider some of the literature which is closely related to the

objective function and optimization problems discussed in this thesis.

The first main stream of research in the literature deals with papers describing
the availability of vaccines against flu in a vaccine supply chain and show how the
government should intervene in this market to improve this availability. For this
specific example one deals with related modelling problems as the one we discuss in
this thesis for public interest goods. Although this literature is well-developed due
to the recent pandemic we only refer to Arifoglu, Deo & Iravani (2012), Demirci &
Erkip (2020) and Bo, Haoyang & Shuxia (2022) since these are the ones which are
most relevant for our problem. In all of these papers depending on the generality
of the problem formulation different models are used to study how the government
can act in this market to increase the welfare of the society. In Arifoglu et al. (2012)
the government either subsidizes the manufacturer or the consumer and not both
and conclude that the government should intervene on both the supply side and the
demand side to coordinate the system. However, their objective also includes the in-
fection rate of the disease by means of a epidemiology model describing the progress
of the infections and is completely unrelated to our used objective. In Demirci &
Erkip (2020) government intervention is not formulated in terms of subsidy for each
produced product and tax reduction for each buying customer. In this paper it is
assumed that the government reserves funds to improve the demand for the vaccine
and this demand is represented by some lognormal distributed random variable of
which the mean and variance is a function of the amount of the reserved funds. Also
it is assumed that not all vaccines after production are suitable for use against the
disease and so the government subsidy giving to the manufacturer is used to reduce
the total random number of unusable vaccines in the number of vaccines produced.
Since vaccines which cannot be used against the disease cannot be sold by the manu-
facturer, the manufacturer also incurs a loss due to this. This random yield effect is
included in the profit maximizing behaviour of the manufacturer. The optimization
problem is now formulated as a bilevel optimization problem which optimizes the
allocation of the total available budget over the amount of money spend on increas-
ing the demand and the subsidy given to the manufacture to decrease the number of
fall outs of the produced quantity of vaccines. Finally in Bo et al. (2022) the impact
of different government subsidies in a vaccine supply chain with one manufacturer

and multiple retailers is studied.

Another main stream of research within the literature are those papers discussing
how the government should coordinate the market for green products. We men-
tion therefore some of the papers studying the green products and how to invest in

greener technology with the goal of carbon emission reduction. Again the complex-
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ity of this market and the specific characteristic of each problem formulation leads
to different models. In Krass, Nedorezov & Ovchinnikov (2013) and Ruidas, Seikh
& Nayak (2022) it is possible that the manufacturer can choose between different
technologies and so the main question is which technology should be chosen to in-
crease profit. In Krass et al. (2013) the government imposes an environmental tax
and as a conclusion the authors show that higher taxation does not necessarily lead
to greener technology. Ruidas et al. (2022) focuses on a manufacturer that receives a
subsidy from the government and invests in green technology and emission reduction
innovations. In Yu, Tang & Shen (2018) a system is studied with two competing
manufacturers producing green products and a government that needs to decide
whether to subsidize the manufacturers or the consumers. In Chemama, Cohen,
Lobel & Perakis (2019) the government’s two key strategies given by the so-called
commitment strategy vs the flexible strategy are compared. The authors minimize
government expenditure while having a target adoption constraint. In Bai, Gong,
Jin & Xu (2019) a supply chain with one manufacturer and two retailers is analyzed.
They conclude that for optimal coordination the government should subsidize the
retailers instead of the manufacturer. In Babich, Lobel & Yiicel (2020) the govern-
ment aims to motivate households to adopt investing in renewable energy resources.
In this paper the advantages of the tax rebate policy versus the feed-in tariff policy
are compared. In Bai, Hu, Gui, So & Ma (2021) the government’s subsidization
programs that aim to optimally motivate consumers to trade-in their products with
greener ones are studied. Junsong & Xiaolong (2022) examine the advantages of
imposing an environmental tax over giving subsidy to the manufacturer in terms of

emission reduction cost and environmental damage.

Another main stream of research in the literature are those papers discussing how
the government should intervene in the market for electric vehicles. In Arar (2010),
Carlsson & Johansson-Stenman (2013), Yan (2018), it is discussed whether it is sen-
sible to give subsidies to electric cars and will the stimulation of the sales of electric
vehicles by means of subsidies contribute a lot to the reduction of carbon dioxide
emissions. In Carlsson & Johansson-Stenman (2013) it is also concluded that the
government subsidies for electric vehicles could result in high budget expenditures
and so one should be careful in applying government subsidizing policies to this
market. In Arar (2010) it is shown that the adoption of electric vehicles in the US
will certainly result in a reduction of carbon emissions and hence is environmentally
sensible to do. In Yan (2018), the role of government incentives like subsidies and
taxation which increase the sales of electric vehicles and their environmental ben-
efits are studied. The models studied in Cohen, Perakis & Thraves (2015), Raz &
Ovchinnikov (2015) and Cohen, Lobel & Perakis (2016) can also be applied to the



electric vehicle market. These authors study models where the government aims to
coordinate the supply by giving rebates or subsidies. Raz & Ovchinnikov (2015) also
products with negative externality are considered. In Cohen et al. (2015) there are
multiple suppliers and the focus of the research is on studying the impact of com-
petition between suppliers. In the papers of Cohen et al. (2016) and Cohen et al.
(2015) also the social welfare is maximized under a target adoption constraint. They
suggest that the subsidy given to the end consumer is sufficient for coordinating the
supply chain system. Demirci & Erkip (2017) present a model where the government
simultaneously invests in demand-increasing strategies and pays consumer subsidy.
Their objective function summarizes the welfare in externality. Up to now we only
discussed literature related to a particular public interest good. Due to the specific
good some of these papers use different objectives than used in this thesis and in
the remainder of this section we will focus on papers discussing objective functions

and models closely related to the objective functions and models used in this thesis.

The objective function in our model consists of consumer surplus, manufacturer’s
profit, positive externality effect, and government expenditure. The use of these
separate components seems to be a standard approach in welfare economics. We
explore in detail two different optimization problems, both aiming to maximize so-
cial welfare using a deterministic demand function. The first optimization problem
subtracts in the objective function the government expenditure from the sum of the
consumer surplus, manufacturer profit, and externalities and has only restrictions on
subsidy and rebate. The second optimization problem has a budget constraint and
deletes the government expenditures from the objective function used in the first
optimization problem. Both problems are solved in a centralized and decentralized
economy with decision variables given by rebate, subsidy, production quantity, and
price. From a modeling perspective, our optimization problems are closely related
to the ones used in Cohen et al. (2016) and Raz & Ovchinnikov (2015). Both of
these papers have objective functions and decision variables similar to ours but their
demand is modelled by a very special demand functions within a stochastic envi-
ronment. In our thesis we consider general demand functions without any random
error term. In Cohen et al. (2016) the price is not a decision variable and there is no
simultaneous optimization over rebate and subsidy. Also, in that paper, an easier
alternative target level instead of a budget constraint is used. Our first optimization
problem is similar to the one used in Raz & Ovchinnikov (2015) but Raz & Ovchin-
nikov (2015) models the demand using the stochastic additive demand model with
a linear demand function and only analyzes this model in a decentralized economy.
In Krass et al. (2013), Cohen et al. (2015), and Chemama et al. (2019), one can also

find some similarities with our work but as already mentioned the papers have again



a stochastic demand setting. Krass et al. (2013) analyzes a related model in a cen-
tralized and decentralized economy with the goal of maximizing the total welfare but
the authors do not introduce the price demanded by the manufacturer as a decision
variable. Instead of this, technology type is used as a decision variable. Chemama
et al. (2019) extends the results of Cohen et al. (2015) and Cohen et al. (2016) and
deals with a different and more complicated problem in a decentralized economy.
As in Cohen et al. (2015) and Cohen et al. (2016) an easier target adoption level
constraint is included instead of the more difficult budget constraint. Demirci &
Erkip (2017), Yu et al. (2018), Bai et al. (2021) have rather different objective func-
tions. In Demirci & Erkip (2017) discuss other demand-increasing strategies, and
they optimize over budget for demand-increasing strategies, rebate, and production
quantity in a decentralized economy. Yu et al. (2018) optimize consumer welfare
instead of social welfare, and this objective function has different components. The
objective function in Bai et al. (2021) is similar to ours and they also have a bud-
get constraint but the problem they address is in fact about trade-in programs and

hence deals with different modeling components.

To express our contribution to the literature, this thesis formulates and analyzes,
under very weak assumptions on the deterministic demand functions the welfare eco-
nomics optimization problems dealing simultaneously with price, production quan-
tity, subsidy, and rebate. This holds for a centralized and decentralized economy.
As a result, we are able to identify for almost all cases the optimal solution of both
optimization problems by means of easy analytical formulas for both centralized and
decentralized economies. A future research topic would be to analyze in detail the
same models using a stochastic demand model. The main problem under this more
general stochastic demand framework is that the production quantity will be more
difficult to determine and due to this the overall objective function although easy to
compute will become more difficult to analyze. In this case, it is expected that no
easy analytical expressions for the optimal decision variables will be available but

instead, they can be determined numerically by some algorithms.



2. On the Objective Function in Welfare Economics

To start the introduction of the objective function used for public interest goods we

first give the used symbols.

q = total number of items of a particular product produced by a manufacturer
p = price per item

¢ = cost of production per item

s = subsidy per item produced

r = rebate value per item sold
bs = salvage value per leftover item

B = total government budget

The deterministic demand for the product is given by a demand function A : Ry —
Ry with Ry = [0,00). Since by definition the value A(p) denotes the demand of
customers willing to pay the price p for an item of this particular product the
demand is a decreasing function of the price p and so the function A is decreasing
and non-negative. To identify the class of all decreasing non-negative functions that
can serve as demand functions, we note that if the price is set at zero then every
customer in the economy consisting of a finite number of customers will obtain the

product for free. This means
(2.1) A(0) :=limy g A(p) < oo.

Hence the value A(0) denotes the size of the market. To keep the analysis simple, we
assume that the demand function A is continuous on [0,00). It might also happen
that for a given price or higher there occurs no demand and so we introduce the

value

(2.2) Pmax = sup{p > 0: A\(p) > 0} < oo.



If the function A has no compact support (this means A(p) > 0 for every 0 < p < 00)
it follows that pmax = 0o while for the function A having a compact support (this
means there exists some 0 < p < oo satisfying A(p) = 0 we obtain ppax < co. By the
continuity of the demand function, it follows A(pmax) = 0. Since there should be a
demand if the price is set to the production cost ¢ of the product we need to assume
that pmax > ¢. This means A(c) is finite and positive and so we incur a positive
demand if the product is sold at the cost price c. To avoid pathological cases, we

also impose that

(2.3) limy,100 pA(p) = 0.

The most well known examples of demand functions A : Ry — R fitting the above

framework are given by the linear demand function (Mills (1959))
(2.4) Ap)=(a—bp)", a>0,b>0,
with 27 := max{x,0}, the loglinear demand function (Jeuland & Shugan (1988))
(2.5) Ap) = ae™ a>0,b>0,
the power demand function (cf.Jeuland & Shugan (1988))
Ap)=(a+bp)™7, a>0,b>0,yv>1

and the logit demand function (cf.Chen & Simchi-Levi (2012), Jeuland & Shugan

(1988)) .
Ap) = fje_l;p,a >0,b>0.

In all the above examples of demand functions except the power demand function
and the logit demand function A\(0) = a and so a denotes for these demand functions
the size of the market. For an overview on specific demand functions used in the
economics and operations management literature, the reader is referred to the survey
paper by (Jiang Huang & Parlar (2013)) and Talluri & Van Ryzin (2004). A rebate
0 < r < ¢ will now be given by the government to every customer buying this product
and this means that each customer needs to pay p—r > 0 to the manufacturer
with p the price of the product. Hence the rebate value can be seen as a tax
reduction. Since for p—1r > Pyqe there is no demand it is clear for py,q. is finite that
0<p—c<p—r1 < Pmaz, while for pya: =00, we have 0 <p—c<p—1r < oo. Also
the government gives a subsidy 0 < s < ¢—bg to the manufacturer for each produced

product. The total number of produced items of this particular product is given by



g and each item is offered at price p. The total sales S(p) of this product equals
(2.6) S(p) =min{g,\(p—1)}.

Given the subsidy s and rebate r the amount of money the government spends on

stimulating the sales of this particular product is given by the budget function

(2.7) b(s,r,p,q) :=rmin{q,\(p—7r)}+ sq.

If B denotes the available budget of the government and the budget is not a soft

constraint the budget constraint
(2.8) b(s,rm,p,q) =rmin{g,\(p—1)}) +s¢< B

needs to be included in our optimization problem. Another more refined option is
to divide the budget into a budget B, for rebates and a budget By for subsidies and

to include the constraints
rmin{g,A\(p—7)}) < By, sq < Bs.

This approach will not be followed in this thesis. To determine the objective function
of our optimization problem we first introduce the different components of this
objective function for rebate r, subsidy s, price p and offered quantity ¢ satisfying
the constraints 0 < s <c—bs,0<r<candr <p<7r+pPmnaee. To simplify the notation

in the remaining part of the thesis we introduce the nonempty sets

(2.9) F:={(rp):0<r<c,r <p<pmax+7}
and
(2.10) G:={(s,m,p):0<s<c—b5,0<r <e,r <p<pmax+r}

The components of the objective function consist of the so-called consumer surplus
discussed in Appendix, the external effects for the economy, and the profit of the

manufacturer.

1.1 The total consumer surplus c¢s: F' x Ry — Ry is given by (see Appendix)

min{g, \(p—r)}

(2.11) cs(r,p,q) = pp—r) ANp—7)




1.2

1.3

with the function f: [0, pmaez) — R4 defined by

Pmax

(2.12) B(u) ::/ Az)dz.

u

Since we include the consumer surplus in the objective function we need to

restrict the set of demand functions A : Ry — Ry and impose that

'Pmax
(2.13) /0 Ax)dz < o0,

For ppar = 00 it follows for any u > 0 that

pmaz
ﬁ dx>/ )dz > )\( ).

2

and this shows for [I™* \(z)dx finite that relation (2.3) is satisfied. To sim-
plify the Statements in the next sections, let C((0,00)) denote the set of all
continuous functions on (0,00) and introduce the set D of the so-called feasible

demand functions given by

pmaz
(2.14) D= {/\ € C((0,00)) : A decreasing, A(0) < oo / z)dr < oo}

The external positive effects e : F' x R, — R for the economy are given

(2.15) e(r,p,q) = amin{g,\(p—r)}

for some v > 0. The nonnegative parameter « represents the additional mon-
etary value of each item sold to a customer in the market and is determined
outside the model. Hence the external effects measure the additional benefit
to society for each item sold. The main problem is to determine the value of
a. In Demirci & Erkip (2017), the value of « is determined solving a sub-
problem using Lagrangian multipliers, while in Raz & Ovchinnikov (2015),
Cohen et al. (2015) and Cohen et al. (2016), the value of « is determined
outside the model. In particular for the electric vehicle market, estimates of

a based on cost considerations are given in Arar (2010).

The total profit m: G x Ry — R of the manufacturer is given by

(2.16) m(s,r,p,q) = pmin{g, \(p—7)} +bs(q—Ap—7))" = (c—5)g

with bs denoting the salvage value of any item left over in stock at the end
of the period and z := max{z,0}. This salvage value might be negative or

positive, and since the salvage value should be less than the production cost,
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we assume bg < ¢. Since

min{g, A\(p—7)}+(¢—Ap—7))* =q¢,

it follows that the profit of the manufacturer offering the item at price p and

producing ¢ items is given by

(2.17) m(s,r,p,q) = (p—bs)min{g, A\(p—71)} — (c—bs — s)q.

Since we need to optimize the function m in (2.17) over ¢ > 0 it is natural to
assume that the subsidy s satisfies s < ¢ —bg. This means that the subsidy per
produced item given by the government to the producer should not be above

the production cost minus the salvage value.

1.4 The total expenditure of the government b: G x R;. — R given by

(2.18) b(s,r,p,q) =rmin{q,A\(p—7r)})+ sq.

The objective function of our optimization problem can now be defined in two dif-
ferent ways. We either include the expenditure of the government in this objective
function and do not include a budget constraint or exclude the expenditure in the
objective function and add a budget constraint. In the first case the objective func-
tion f:G x R4 — R reduces to

f(s,r,p,q) = cs(r,p,q)+e(r,p,q) +m(s,r,p,q) —b(s,r,p,q)
(2.19)

= min{g, A(p—7)} (p—7—bs+a+5E0) — (c—by)g.

This objective function is used in Raz & Ovchinnikov (2015) for the stochastic

version of the above model with stochastic demand D(p) given by
D(p)=a—-b+Y

with Y a bounded random variable satisfying E(Y) =0. If Y is a degenerate random
variable equal to 0, we obtain the above objective function for the linear demand

function A\(p) =a—p.

In the last case the expenditure of the government is not included in the objective
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function and so we introduce the function ¢g: G x Ry — R given by

g(s,m,p,q) = cs(r,p,q)+e(r,p,q) +m(s,m,p,q)
(2.20)

= min{g, A(p—7)} (P—bs+a+5E=H) — (c= by — 5)g.

In Raz & Ovchinnikov (2015), Cohen et al. (2015) and Chemama et al. (2019),
the function f is used in a special stochastic additive demand function setting,
while in Krass et al. (2013) the function g is used. We will consider in the next
two subsections the centralized and decentralized versions of the above decision

problems.
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3. Formulation of the Model in a Centralized Economy

In the centralized economy the government dictates the manufacturer the price p > r
of the product and the produced quantity g. The manufacturer is not allowed to set
his own price and quantity to maximize his profit. If we do not include the budget

constraint
(3.1) b(s,r,p,q) = rmin{g,A(p—r)}) +s¢ < B,
our optimization problem reduces to
(P) sup{f(s,r,p,q) : (r;5,p,q) € X}
with the feasible set X given by
(3.2) X ={(s,7p,9) :0<s<c—bs,0<7r<c¢,7 <p<pPmaz+7,9q>0}.
If the budget constraint
rmin{q,A(p—r)})+s¢ < B
is included we obtain the optimization problem
(P1) sup{g(s,r,p,q) : (r,s,p,q) € H}
with the nonempty set H given by
(3.3) H :={(s,m,p,q) € X :b(s,m,p,q) < B} C X.

The functions g and f are listed in (2.19) and (2.20), and the function b is given in
(3.1). If the government selects any (s,r,p,q) belonging to the feasible set H or X
then in optimization problems (P) the objective value is given by f(s,r,p,q) while
in optimization problem (P;) the objective value equals g(s,r,p,q). To restrict the

feasible region of both optimization problems we observe the following. For every
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(s,7,p,q) belonging to H or X satisfying ¢ > A(p—r) it follows that (s,7,p,A(p—7))
also belongs to H or X and by relation (2.19) and (2.20) we obtain using ¢ > b that

(3.4) f(s,mp,q) < f(s,7,p,Mp—7))

and using s < ¢ —b that

(35) Q(S,T,pﬂ) gg(s,r,p,)\(p—T)).

for any ¢ > A(p—r). This means it is suboptimal for the goverment to demand from
the manufacturer that ¢ > A(p —r) items need to be produced. Hence by relation

(3.4) the optimization problem (P) with no budget constraint reduces to

v(P) = sup{f(s,7,p,q): (s,r,p,q) € X}
(P)

= sup{fo(s,m,p,q) : ¢ < Xp—r),(s,7,p,q) € X}

with objective function

(3.6) fo(s,r,p,q):q<p—r—c+oz+

By the same argument using relation (3.5) the centralized optimization problem

(Py) with a budget, constraint is given by
v(P) = sup{g(s,r,p,q) : (s,r,p.q) € H}
= sup{go(s,7,p,q) : < Xp—r),(s,r,p,q) € H}
= sup{go(s,7,p,q) : ¢ < A(p—7).(s,7,p,q) € X, (s+7)q < B}
= sup{go(s,7,p,q) : (s,7,p) € G,0 < ¢ <min{A(p—r),Z5}}

with objective function

6(19—7’))

3.8 go(s,7m,p,q ::q<p+s—c+a+
(3.5) (5.7,9,0) o)

and the set G defined in relation (2.10). In the next subsections we will analyze in

detail these two different optimization problems and identify their optimal solutions.
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3.1 Analysis of Optimization Problem (P).

In this subsection, we analyze any demand function belonging to the set D intro-
duced in relation (2.14) the centralized version of optimization problem (P) with no
budget constraint. Before showing that optimization problem (P) has an optimal
solution and determine this optimal solution we introduce for any v € R the function
f~ Ry — R given by

Pmax

(3.9) £ () = M) (u+7) + / Ax)da,u > 0

u

and fy(0) := limy o fy(u) = YA(0) + J§™ A(z)dz. For this functions f,,7 € R one

can show the following monotonicity result.

Lemma 3.1.1. If the function A : Ry — Ry is (strictly) decreasing on (0, pmaz) then
Ty (Pmaz) =0 for every v with f. listed in relation (53.9). If v >0 the function f. is
(strictly) decreasing on (0,pmaz) and for —pmax <7 <0 the function f is (strictly)

increasing on (0,—7) and (strictly) decreasing on (—Y,Pmax)-

Proof. We only show the result for a demand function strictly decreasing on
(0,Pmaz)- A similar proof applies for a decreasing demand function on (0, ppaz)-

For any 0 <u < u—+h < pmar and v > 0 it follows that

u+h
(3.10) £y (u) — fo(uth) = (u+7)(Aw) — A(u+h)) — hA(u+h) + / Az)de.

u

Since A is strictly decreasing on (0, pmqz) We obtain both A(u) — A(u+h) > 0 and
hA(u+h) < [“T" X(x)dz. This shows by relation (3.10) and v > 0 the first result.

The result for —ppax < v < 0 can be verified in a similar way. O

Using Lemma 3.1.1 it is easy to verify for every a > 0 and any demand function A

belonging to the set D that the optimization problem

(3.11) sup(,p)er{fa—c(p—7)}

with the set F listed in relation (2.9) has an optimal solution. We will now relate
in the next lemma the above optimization problem to the centralized version of

optimization problem (P).

Lemma 3.1.2. [t follows for every demand function A\ belonging to the set D and
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a >0 that

(3.12) v(P) =supper {fa—c(p—7)} >0

with the set F defined in relation (2.9) and the function fo—. in relation (3.9). It
is optimal to choose in optimization problem (P) the subsidy equal to 0 and the

production quantity equal to N(p—r) with (p,r) an optimal solution of optimization

problem sup, ,ep {fa—clp—7)}.

Proof. 1t follows using relation (3.6) that

fi(rp) = supo<g<rp—r)0<s<c—ifo(5,7,0,0)}

(3.13) = SUPg<g<A(p—r),0<s<c—b4 (p _r-ctadt §8§::§)

= max{0, fo—c(p—7)}

and so it is optimal to choose the subsidy equal to 0. Hence by relation (3.13) we

obtain

U(P> > Supogrgc,cgpﬁpmar-i-r{fl (T,p)} > Sup(r,p)eF{maX{Oa fa—c(p - T)}

By Lemma A.0.1 it follows that

Sup(r,p)eF{maX{Oa fa—c(p - T)}} = maX{07 Sup(r,p)eF{fa—C(p - T)}}

and this shows

(3.14) v(P) = max{0,sup(, pyep{fa—c(p —7)}}

Since ¢ < pmax we obtain for every 0 <r < ¢ that the vector (r,r+ (¢ —a)™) belongs
to set F listed in relation (2.9) and this implies

Sup(np)eF{fa—C(p_T)} > fa—e((c=a)) >0.

Applying relation (3.14) the desired result in relation (3.12) follows. The selection

of an optimal production quantity follows easily from relation (3.13). O]

Applying Lemma 3.1.1 and 3.1.2 the next result identifying optimal solutions of the

centralized version of optimization problem (P) for every o > 0 follows easily.

Theorem 3.1.1. If follows for every demand function X belonging to D and o >0
it is optimal to select in problem (P) rebate equal to 0 < r < ¢, subsidy equal to 0,
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price equal to r+ (c—a)™ and production quantity equal to X((c—«)™). This choice

yields optimal objective value
(3.15)  v(P)=fa—c(lc=a)") =A((c—a))((c—a)"+a—c)+B((c—a)")

The contribution to the optimal objective value of the profit of the manufacturer is
(r4+(c—a)t —c)A((c—a)™), the contribution of the consumer surplus is 3((c—a)™)
and the contribution of the externalities is a\((c—a)™1),while the government spends
rA((c—a)t.

Proof. Tt is easy to see that the vector (s,7,p,q) = (0,r,7 + (c— )T, A((c—a)™T)
belongs to the set X listed in (3.2) and so this vector is a feasible solution of
optimization problem (P). This shows by (2.19) that

v(P) > fO,r,r+(c—a)T, AM(c—a)™))
= M(c—a)")((c—a)T+a—-c)+B((c—a)T)
= fa—c(lc— O‘)Jr)

Applying Lemma 3.1.1 and 3.1.2 it follows that v(P) < fo—c((c—a)t) and we obtain
that the vector (s,r,p,q) = (0,r,r+ (c—a),A((c—«a)™) is an optimal solution. Sub-
stituting this optimal solution into (2.11),(2.17) and (2.18) gives the total spending
of the government and the contribution of the profit of the manufacturer, the con-
sumer surplus and the externalities to the optimal objective value in a centralized

economy. O

To give an interpretation of the above set of optimal solutions we observe the fol-
lowing. By Theorem 3.1.1 it follows if the externality factor « satisfies o > ¢ and so
the public interest good has a high impact on the social welfare that the government
tries to minimize in the centralized version of problem (P) the price p—r to be paid
by the customer. This means since p—r > 0 that by Theorem 3.1.1, any (r,p(r))
with p(r) =r, and 0 <r < ¢, is an optimal solution. Hence in this case the consumer
will get the public interest good for free, and the government can force the industry
to incur a loss of (¢ —7)A(0) if 0 < r < ¢ is chosen. However, if the government
also decides beforehand that the price demanded from the manufacturer should be
such that the manufacturer will not incur any losses then the only feasible optimal
solution is given by r = c and p = c. For a < ¢ and so the public interest good has
a lower impact on the welfare of the society the customer does not obtain the good
for free. By Theorem 3.1.1 it follows that any optimal solution is given by (r,p(r))

with p(r) =r+c—a, for any 0 <r < c¢. This means that the consumer always has
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to pay the positive amount ¢ — « to obtain the product and the manufacturer needs
to produce A(c— «) and does not produce for the whole market contrary to the case
a > c. At the same time the manufacturer earns (r — a)A\(c — a) and the overall

welfare objective value equals

fa—c(c_a) = 6(0_a>

denoting the consumer surplus of the customers paying the price ¢ —a. Hence if
the government decides in this scenario that the manufacturer also should benefit
then the only feasible optimal solutions are given by (r,r +c¢—«) with r —a > 0.
Since the government might also like to minimize their own expenditures then under
the additional condition that the industry will not incur any losses the only feasible
optimal solution is given by r = a and p = ¢. We next summarize the algorithm
solving optimization problem (P) in case the manufacturer produces at cost price

and the government minimizes its expenses.

Numerical Solution Procedure 3.1.1. Solving centralized version of optimization

problem (P) for any nonnegative c.

o STEP 1. The optimal rebate value equals min{«,c}, the optimal subsidy value
equals 0, the optimal price demanded by the manufacturer equals c, the price
paid by the customer equals (c— )™, the optimal production quantity equals

M(c—a)™) and the optimal objective value equals fo—c((c—a)™).

o STEP 2: output ropr = min{a,c}, Sopt =0, Popt = ¢, qopt = M((c —)T) and
V(P) = fa—c((c—a)").

We now determine the optimal objective value of optimization problem (P) for a >0

for some important demand functions belonging to the set D.

Example 3.1.1. If we use the linear demand function given by
Ap)=(a—bp)T,a>0,b>0

then pmax = % and for every u < Pmax

Pmax 1 9
/ (a—bx)dx—%(a—bu) :

u

This shows for every u < pmax that

(3.16) fa—c(u) = (a—bu)(u+a—c)+21b(a—bu)2.

Hence it follows by Theorem 3.1.1 and relation (3.16) that for a > ¢ the optimal
17



objective value of optimization problem (P) is given by

2
a
V(P) = fael0) =0la—c) + o
and for 0 < a < ¢ we obtain
(a+bo — be)?

U(P) = fa—clc—a) = o

In the next example we consider the loglinear demand function.

Example 3.1.2. If we use the log linear demand function A : Ry — Ry given by
Ap)=ae ™, a>0,b>0

we obtain pmax = 00 and for every u < Pmax

/pmax ae P dy = Le_bu
u b
This shows for every u < pmax that
1
(3.17) fa—e(u) = ae™t <u~|—a—c+ b)'

Hence it follows by Theorem 3.1.1 and relation (3.17) that for a > ¢ the optimal

objective value of optimization problem (P) is given by
a
U(P) = fa—c(0) =ala—c)+ 5

and for 0 < a < ¢ we obtain

—b(a—c)
b

V(P) = fa—ele—a) =

We next consider the power demand function.

Example 3.1.3. If we use the power demand function A : Ry — R4 given by
Ap)=(a+bp)™7, a>0,b>0,y>1

we obtain pmax = 00 and for every u < pmax we obtain

Pmax _ (Cl + bu)_’7+1
bp) Tdx = ————
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This shows for every u < pmax that

_ Yu a
1 _ = bu)” 7| —— —c+——
(3.18) fa—c(u) = (a+bu) (7_1—%04 C+b(7—1)>
Hence it follows by Theorem 3.1.1 and relation (3.18) that for a > ¢ the optimal

objective value of optimization problem (P) is given by

o(P) = fa—el0) =a™ (a g e 1>>

and for 0 < a < ¢ we obtain

(a+bc—ba)~ 7+
b(y—1)

v(P) = fa—clc—a) =

Finally we consider the logit demand function.

Example 3.1.4. If we use the logit demand function X\ : Ry — Ry given by

—bp
ae
bp,a>0,b>0

/\(p) = HT

we obtain pmax = 00. Since the derivative of the function f:R. — R given by
f(p)=In(1+e"?)

. . —_e P .
is given by Heﬁ we obtain

'Pmax e_’U —u
/u 1+efvd”u:1n(1+e ).

and so for every u < pmax we obtain
bx

Pmaz  qe a [(Pmax e~ Y a
——dr = —/ dv = —1In(1+4 ).
/u T+e e "y Trer™ "0 n(l+e™)

This shows for every u < pmax that

—bu
ae a
-1

_ —b
_m(u—ka—c)—l— 2 n(l+e )

(3.19) fa—c(u)

Hence it follows by Theorem 3.1.1 and relation (3.19) that for a > ¢ the optimal

objective value of optimization problem (P) is given by

aln(2)

0(P) = fael0) =ala—c) + 5
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and for 0 < a < c we obtain

V(P) = fa_elc—a) = %1n(1 +eblema)y,

The table below displays the optimal solutions to the problem (P). It also shows
the contribution of each of the components, consumer surplus, manufacturer profit,
and externality effect on the overall welfare. Observe by Theorem 3.1.1 the rebate
value r in this table is any value between 0 and c. In all these cases the consumer
(obtaining the rebate r from the government!) has to pay (c—a)* for the considered
public interest good. Also, observe there are multiple optimal solutions since the
government can force the manufacturer to pay part of the total cost for producing

the public interest good.

Table 3.1 displays a summary of results for optimization problem (P) for any o > 0

and any continuous demand function.

Table 3.1 Results for problem (P) in centralized economy.

Results
optimal subsidy 0
optimal rebate 0<r<c
optimal price - optimal rebate (c—a)t
optimal production AM(c—a)t)
optimal consumer surplus B((c—a)t)
optimal externality aX((c—a)™)
optimal profit manufacturer | (r+(c—a)" —c)A((c—a)™)
optimal expenditure government rA((c—a)™)

In the next section, we analyze the optimization problem (P;).

3.2 Analysis of Optimization Problem (F).

In this subsection, we analyze the optimization problem (P;). We first show the
following intermediate result for the optimization problem (P;) eliminating the de-

cision variable ¢ from this optimization problem.
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Lemma 3.2.1. [t follows for every demand function A\ belonging to the set D and
a >0 that

(Pl) U<P1) = Sup(s,r,p)GG{f(S7rap)} >0

with the set G defined in relation (2.10) and

(3200 f(s,mp) :Zmin{A(p_r)’i} <p+8_c+a+ fg:g) |

Proof. Applying relation (3.7) and Lemma A.0.1 it follows that

(3.21)

v(P1) = sup{q (p+s—c+a+ %) :0<¢q< min{)\(p—r),% ,(s,m,p) € G}
= Sup(w’p)eg{maX{O,f(s,r,p)}}
= maX{O?Sup(s,r,p)EG{f(&rap)}}‘

Since by relation (2.10) and ¢ < pmax the vector (0,7,7+ (¢ —a)™) belongs to G we

obtain

Sup(s,r,p)EG{f(3>7n7p>} > f(O,T’,?“ + (C r Oé)+)

> 0
and by relation (3.21) the desired result follows. O

Before discussing a dominance result we list the following intermediate result.

Lemma 3.2.2. If the demand function X is (strictly) increasing on (0,pmax) then
for every v the function p : (0,pmax) = R4 given by

(322 o) i=
and f., listed in relation (3.9) is (strictly) increasing on (0, pmax)-

Proof. We only give a proof for X strictly decreasing on (0, pmax). For A decreasing
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the proof is similar. For any 0 < u < u+ h < pmax. We obtain

fmax Az)dz Pmax Az)dz
prluth)—py(u) = oLt XL LN

(3.23)
_ h_if“th)\( )dx + [ N@)de (5 (u—|—h) ﬁ)

Since A is strictly decreasing on (0,pmax) we obtain [“T"A(z)dz < hA(u) and
m - ﬁ > 0. Applying now relation (3.23) yields the desired result. O

To show some dominance result for optimization problem (P;) we introduce the sets

(3.24) Go={(s,r,p) €G: (r+s)\(p—r) > B}
and
(3.25) Gi1={(s,r,p) €G: (r+s)A\(p—r) < B}.

with the nonempty set G listed in relation (2.10). Clearly the set Gy is always
nonempty while the set GGo might be empty.

Lemma 3.2.3. If the vector (s,r,p) belongs to Ga then there exists some px > p
satisfying (s,r,ps) belongs to G1 and f(s,r,p«) > f(s,r,p) with the function f listed
in relation (3.20).

Proof. 1t follows for (s,r,p) € Ga that by relation (3.20)

f(s,rp) = T+S(p—|—s—c—|—oz+ﬁg ;)

_ B(p—r)
= B+B< —T—C—f—Oz‘f‘ms)pW)

(3.26)

B Bfa-o(p—r)
= B+ 95

- B+ Bparfr(f r)

If (r,s,p) € G2 we obtain since the function p — (r+ $)A\(p—r) is continuous and
decreasing on (r,00) and limy o (r +s)A(p —r) = 0 for every fixed 0 <7 < ¢ and
0 < s <c—b that there exists some 7+ ppax > p« > p satisfying (r+ s)\(p. —r) = B.
For this vector (s,r,ps) it follows that (s,r,p.) belongs to G; and by Lemma 3.2.2
and p, > p we obtain by relation (3.26) that

BPoz—C(p*_T) > B4+ Bpa—c(p—7)

=B

= f(S,T‘,p).
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This shows the desired result. L]

Using Weierstrass theorem (Rudin (1982)) it is easy to verify by standard techniques
for every a > 0 and any demand function A belonging to D that the optimization

problem
SUD (s rpyeGi IAP —T)(P+s—c+a)+B(p—7)}

has an optimal solution. We will now relate in the next lemma the above optimiza-

tion problem to the centralized version of optimization problem (Py).

Lemma 3.2.4. [t follows for every demand function X\ belonging to the set D and
a >0 that

v(P1) = Sup(s,pec AP —T)(p+s—c+a)+Bp—r)}
(3.27)
= SUP(srp)ecy Lfa—e(p—7)+ (r+s)Ap—7)}

with the function fo—. defined in relation (3.9). Moreover, it is optimal to choose in
optimization problem (P ) the subsidy equal to Sopt, the rebate equal to ropt, the price
equal to pope and the production quantity equal to N(popt — Topt) With (Sopt, Dopts Topt)

an optimal solution of optimization problem

SUP (s,r,p)eGy {)\(p - T’) (p+ S — C+a) —|-6(p_ 7‘)} )
Proof. By Lemma 3.2.1 and 3.2.3 it follows that

U(Pl) = Sup(s,r,p)eG{f(sarap)}
= Sup(s,r,p)GGl{f(sarvp)}
= Sup(s,r,p)eGl{/\<p_T>(p+5_C+a)+5(p_r>}

and this shows relation (3.27). Since the above optimization problem has an optimal

solution the remaining part of this lemma follows easily. O

By Lemma 3.2.4 we need to analyze the optimization problem

(3.28) v(P1) = sup(s ;. pec, {Ap—7)(p+s—c+a)+5(p—r)}

To analyze the above optimization problem we consider two mutually exclusive
subcases. We first analyze the case that the budget constraint is redundant for
every (s,r) satisfying 0 < s < ¢—bs,0 <r < ¢. This means for every feasible rebate

and subsidy value that the available budget B is sufficient. In the second subcase we
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consider the complementary case that the available budget is not sufficient for some
feasible rebate and subsidy value. To start with the case that the budget constraint
is always redundant we give in the next result a necessary and sufficient condition on
the demand function A such that the available budget is sufficient for every feasible

rebate and subsidy value.

Lemma 3.2.5. It follows for any demand function X belonging to D that the budget
constraint is redundant if and only if (2¢ —bs)N\(0) < B. This means that G = G
with the set G listed in relation (3.25).

Proof. If G = G and hence (r+s)A\(p—r) < B for every (r,s,p) € G it is obvious
for any demand function A belonging to D for p =r and letting s T ¢—bs and r 1 ¢
that (2¢—bs)A(0) < B. Moreover, if (2¢—bs)A\(0) < B and (r,s,p) € G then for any
demand function A belonging to D we obtain by the monotonicity of the function A
that

(r+s)Ap—7) < (r+s)A0) < (2c—b5)A(0) < B

and we have verified the result. O

We now analyze optimization problem (P;) in case the budget B is sufficient for all

feasible rebate and subsidy values given by the set

(3.29) M :={(s,7):0<s<c—bs,0<r<c}.

Theorem 3.2.1. Ifa >0 and the selected demand function \ belonging to D satisfies
(2¢—0bs)A(0) < B it is optimal to select in optimization problem (Py) the rebate value
equal to c, the subsidy value equal to c —bg, the price equal to ¢ and the production

quantity equal to N\(0). This choice has optimal objective value
(3.30) v(P1) = A0)(a+c—bs)+ B(0).

The contribution to the optimal objective value of the profit of the manufacturer is
(c—bs)A(0) > 0, the contribution of the consumer surplus is 3(0) and the contribution
of the externalities is aX(0), while the government spends (2c¢ —bs)A(0) < B.

Proof. By Lemma 3.2.5 and relation (3.27) we obtain with the set F' listed in relation
(2.9) and the function 7 : (0,7) — R given by

'7(r> = Supr§p§r+pmax{/\(p - T) (p+ a— bS) + 6(]7 - T)}
(3.31)

= SUP<y<pmax MW (Ut T+ —bs) + B(u)}.
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that
v(P1) = supgpeq {AP—T)(p+s+a—c)+B(p—r)}
— sup(s’r’p)eG{)\(p—’f’)(p‘f‘S+a_c)+6(p_7ﬂ)}
(3.32)
= sup(np)ep{)\(p—?”)(pﬂLOé—bs)‘i‘ﬁ(p—?”)}

= Supogrgﬂ(?”>-

By relation (3.32) it is obvious that the optimal subsidy equals ¢ —bs. Since A(u) >0

for every 0 < u < pmax it follows for every 0 < u < pmax that the function
r— Au)(u+r+a—>bs)+ [(u)

is increasing. This shows that the function «y in (3.31) is increasing on (0,c¢) and by

relation (3.32) we obtain that the optimal rebate value equals ¢ and
v(P1) = ()

= SUPg<y<pmac iAW) (U +c+a—bs)+ B(u)}.

Since a > 0 and ¢ > bs and hence ¢+ a —bs > 0 it follows by Lemma 3.1.1 that

U(P1) = SUDg<u<pyan {A (W) (U + e+ =bs) + B(u)} = A(0) (¢ +a —bs) + 5(0)}

and so the optimal price equals r = ¢. Substituting the optimal price p = ¢, the
optimal rebate r = ¢ and the optimal subsidy s = ¢ — b, into relations (2.11),(2.17)
and (2.18) gives the total spending of the government and the contribution of the
profit of the manufacturer, the consumer surplus and the externalities to the optimal

objective value in a centralized economy. ]

We now consider any demand function A for which the available budget B is not
sufficient to cover some feasible rebate and subsidy values belonging to the set M.
To cover this case we consider two mutually exclusive subcases. First we consider
the subcase (for 0 < a < ¢) that

(3.33) B < (2c—by)Mc—a) < (2¢—bs)A(0)

If we have selected a demand function satisfying relation (3.33) we will identify in

the next result optimal solutions of optimization problem (P;).

Theorem 3.2.2. Ifa> 0 and the selected demand function \ belonging to D satisfies
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(2¢ —bs)A((c —a)™) > B it is optimal to select in optimization problem (Py) the
rebate value equal to 0 < r < ¢, the subsidy value equal to 0 < s < c—bs such that
(r+s)X\((c—a)t) = B. Moreover, the price equals v+ (c—a)t and production

quantity equals X\((c —a))*) and this choice has optimal objective value
(3.34) v(P) = M(c—a)T)((e—a)T +a—c)+B((c—a))+B.

The contribution to the optimal objective value of the profit of the manufacturer is
B+ ((c—a)T—c)A((c—a)™T), the contribution of the consumer surplus is B((c—a)™)
and the contribution of the externalities is aX((c—a)™), while the government spends
the budget B.

Proof. Since (2¢ —bs)A\((c—a)t) > B it is easy to find some 0 < s, < c—bs and
0 < r, < c satisfying
(T* + S*))\((C— Oé)+) =B

It is obvious that the vector (ss,7«, 74+ (c—a)™) belongs to the set G and we will
now show that this vector is an optimal solution of optimization problem (P;) . For

any chosen (r,s,p) € G it follows using Lemma 3.1.1 and (r+ s)A(p—r) < B that

fls,mp) = fa—e(p—7)+(r+s)Ap—7)

IN

fa—c((c—a)*)+B
= fa—epx = 1)+ (re+s)A((c— ) T)
= f(S*,'f’*,p*)

Hence by Lemma 3.2.4 we obtain that p=r+ (c—a)" and (s,r) satisfying (s +
r)A((c —a)T) = B are the optimal solutions. Substituting these optimal solutions
into relations (2.11),(2.17) and (2.18) yields the last part of the result. O

It is not clear under the conditions of the above theorem whether the manufacturer
always gains a profit. We only can conclude that his profit is always bounded above
by (¢ —bs+ (c—a)T)A(c—a)T). In the next theorem we consider the second case

0 < a < c and we select a demand function A belonging to D satisfying

(3.35) (2¢—=bs)A(0) > B > (2¢—bs) A (c— ).

Theorem 3.2.3. If 0 < a < ¢ and the selected demand function A\ belonging to D
satisfies (2¢—bg)A(0) > B > (2¢ — bs)A(c — ) it is optimal to select in optimization
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problem (Py) the rebate value equal to ¢, the subsidy value equal to ¢ —bs, the price

equal to c+u, with 0 < u, < c— « satisfying:

(3.36) Muy)(2¢—bs) =B

and the production quantity equal to A(us). The optimal objective value is given by
0(P1) = M) (us + = ¢) + B(ux) + B = Mus) (s + ¢+ —bs) + 5(us),

The contribution to the optimal objective value of the profit of the manufacturer is
(ux + ¢ —bs)A(us) > 0, the contribution of the consumer surplus is (uy) and the

contribution of the externalities is aX(u), while the government spends the budget
B.

Proof. By relation (3.28) it follows using the definition of the set M in relation
(3.29) that the objective value v(P;) can be rewritten as

(3.37)
v(Pr)
= SUP(srp)ecy Lfa—c(P—7)+(r+s)Ap—7)}
= SUP(s 1) e M{SUPr <p<rt pma,(s+r)Ap—r)<B{fa—c(p—=7) + (r+ 8)A(p—1)}}
= SUP(s,1)eM {SUPO<u<pmax, (s+r)A(w) < BLfa—c(t) + (7 + s)A(u) } }
= SUPO<u<pmax, (s+r)A () < B, (s,r)eM Lfa—c(w) + (r +s)A(u) }
= SUP)<y<ppa 17(4)}
with

Y(u) = Sup(s,r)eM,(rJrs)/\(u)gB{fa—C(u> +(r+s)A(u)}

To simplify the expression for v(u) we observe for every 0 < u < ppax and A is a

positive function on (0, pmax) that

T(w) = fa—c(t) +Au)suppcs<c b, 0<r<e (r+s)rw<p{r+ 5}
= foz—c(u) + )‘(u) SupOgsgc—bs,Ogrgc,(r—i—s)§min{20—bs,%} {T + 8}
(3.38)
= fa—c(u) 4+ A(u) min{2c — bs, %}

= min{ fo—c(u)+ (2c—bs)A(u), fa—c(u) + B}
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Introduce now the function f: (0,pmax) — R given by

f(u) = min{fa—c(u)+(2c = bs)\ (), fa—c(u) + B}
(3.39)

= min{fc+a—bs (u)7 fa,c(u) + B}

Since 0 < a < c and ¢ > bs we obtain c+a —bs > 0 and by Lemma 3.1.1 the function
feta—b, is decreasing on (0, pmax) and the function f,—. is increasing on (0,c¢— ) and
decreasing on (¢ — @, pmax). This shows that the function f in (3.39) is decreasing

on (¢— a,pmax) and by relations (3.37) and (3.38) we obtain

U<P1) = Supogugc—a{f(u)}

Since (2¢—bs)A(0) > B > (2¢ —bs)A\(c — ) it follows

(3.40) J(0) = min{feya—b,(0), fa—c(0) + B} = fa—c(0) + B < feta-b,(0)
and
(3.41) fle—a) = fera—b,(c—a) < fa—clc—a)+ B

By the continuity of both functions in the definition of the function f and rela-
tions (3.40) and (3.41) this implies the existence of some 0 < u, < ¢ — « satisfying
fera—b, (us) = fa—c(us) + B or equivalently

(3.42) Aus) (2 —bs) = B.

Since by Lemma 3.1.1 the function f.1 s, is decreasing on (0, pmax) and the function
fa—c increasing on (0,c—«) we obtain that the function f is increasing on (0,us)
and decreasing on (us,c— «) and this shows that the optimal price to be paid by the
customer equals 7+ u, with (s,7) € M satisfying \(u,)(2c —bs) = B. Using relation
(3.38) we need r+s = 2c— b, for (s,r) € M and so the only possible candidates are
r =c and s = ¢ — bg showing that an optimal solution is given by s =c—bs, r =c¢
and p = ¢+ us. Substituting these optimal solutions into relations (2.11),(2.17) and
(2.18) yields the last part of the result. ]

Observe in Theorem 3.2.3 it follows for 0 < a < ¢ that in a centralized economy the
price paid by the consumer is less than in Theorem 3.2.2. This is caused by the
lower demand at price ¢ — « for the public interest good in Theorem 3.2.3 and so
the government can increase rebates and subsidies without exceeding the available

budget. This reduces the price to be paid by the customer. If in a centralized
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economy the public interest good is more important to society and so « increases the
price a customer has to pay decreases. Eventually for a > ¢ the customer obtains the
public interest good for free and the manufacturer is forced to produce for the whole
market. Finally, if in a centralized economy the available budget is not sufficient
to cover every feasible rebate and subsidy policy the government will spend all its
budget on the selected rebate and subsidy. At the same time the government forces
the manufacturer to pay for the remaining cost of producing the imposed production

quantity.

In the next examples we give for the linear, loglinear and power demand function
an analytical solution for the price u, to be paid by the customer (after reduction
rebate!) defined in Theorem 3.2.3.

Example 3.2.1. Let the demand function X : Ry — Ry be given by the linear de-

mand function

(3.43) A(p) = (a—bp)*

and assume the conditions of Theorem 3.2.3 hold. This means in this particular
case that the parameters a, b, c, bs and a satisfy 0 < a < c < and (2c—bs)a > B >

(2c—bs)(a+blc—a)). By (3.36) we observe a — bu, = ﬁ and so the price the

customer has to pay (after reduction rebate value!) is given by

1 B

44 L= —(a—
(3.44) e =7 (a 2% — b,

)

Since the optimal rebate value equals ¢ the price the manufacturer demands is given
1 B
by 3(a—5:25) +c

In the next example we consider the loglinear demand function

Example 3.2.2. Let the demand function A : Ry — Ry be given by the loglinear

demand function
(3.45) Ap)=ae ™ ,a>0,b>0

and assume the conditions of Theorem 3.2.3 hold. This means for this demand
function that the parameters a, b, ¢, bs and « satisfy 0 < a < ¢ and a(2c—bg) > B >
a(2c—bg)e =) By (3.36 we know ae~t" = 2568. This shows that the price the
customer (after reduction of optimal rebate c) is given by

1 B
(3.46) Usy = ——1n

b (a(QC— bs))
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The optimal price for the loglinear demand would be pop = ¢ — %ln(ﬁ).

In the next example we consider the power demand function.

Example 3.2.3. Let the demand function X\ : Ry — Ry be given by the power de-

mand function
(3.47) A(p) = (a+bp) ",a>0,b>0,7>1

and assume the conditions of Theorem 3.2.3 hold. This means for this demand
function that the parameters a, b, ¢, bs, v and « satisfy (2¢—bs)a™ > B > (2¢—
bs)(a+blc—a)™7). By (3.36) we know that (a+bu,)™7 = %Libs and this shows that
the price paid by the customer is given by

1 B -1
4 - -
(3.48 w=32r)

4
b b

Since the optimal rebate equals c it follows that price demanded by the manufacturer
-1

is given by c— ¢ + %(zciibs) "
In the final example we consider the logit demand function.

Example 3.2.4. Let the demand function X\ : Ry — R4 be given by the logit demand

function

ae~ P

and assume the conditions of Theorem 3.2.3 hold. This means for this demand func-
efb(cfa)
14e—blc—a)~

and this shows that the price paid by the

tion that the parameters a, b, ¢, bs and o satisfy (2c—bs)§ > B > a(2c—bs)

—bux
By (5.36) we know that e = 2613175

customer is given by

(3.50) Uy = — In(———==

The next procedure summarizes the solution steps for the optimization problem
(£1).

Numerical Solution Procedure 3.2.1. Solution procedure centralized version of

optimization problem (Py) for any o > 0 and any continuous demand function.
o STEP 1. Compute (2c¢—bs)A(0).

o STEP 2. If (2c—bs)A\(0) < B, go to step 3. If not compute (2c—b)A\((c—a)™).
If 2c—b)A((c—a)T) > B go to step 4. Otherwise go to step 5.
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e STEP 3. Optimal rebate equals ¢, optimal subsidy equals ¢ — bs, optimal price
equals ¢ and optimal production quantity equals A(0) and the expenditure of
the government equals (2¢ —bs)A(0) < B.

o STEP J. Compute the value

re i =sup{0 <r <c:rA((c—a)") < B}.

An optimal rebate equals ry, an optimal subsidy equals W — Ty, the op-
timal price equals T« + (c — )™ and the optimal production quantity equals
M(c—a)™) and the expenditure of the government equals its available budget
B.

e STEP 5. The optimal rebate equals ¢, the optimal subsidy equals ¢ —bs, the
optimal price equals us + ¢ with w, satisfying A(us)(2c—bs) = B, the optimal
quantity gopt equals N(uy) and the expenditure of the government equals its
available budget B.

The table below summarizes the optimal solution and the contribution of the con-
sumer surplus, profit manufacturer, and externalities to the optimal objective value
of the centralized version of problem (P}) for every budget B. In the last two
columns, the government spends all its available budget B while in the first column
the government spends (2¢ —bs)A(0) < B.

Table 3.2 shows a summary of results for optimization problem (Pj) considering the
budget classification. The value for r, < c and 0 < uy, < ¢— « are defined in Solution

procedure 3.2.1 and Theorem 3.2.3.

Table 3.2 Results for problem (P;) in centralized economy.

Budget Value Condition (2¢—=bs)A(0) < B | (2¢—bs)A(0) > B > (2c —bs)A((c—a)™) (2c—bs)A((c—a)T) > B
optimal subsidy c—bs c—bg W —ry <c—bg
optimal rebate c c r.<c
optimal price-optimal rebate 0 0<us<(c—a)t (c—a)t
optimal production quantity A(0) AMuy) = rébs < X(0) M(e—a)t)
optimal consumer surplus £(0) B (us) B((c—a)h)
optimal externality aX(0) a(uy) aX((c—a)')
optimal profit manufacturer (c—bs)A(0) (us 4+ ¢ —bs)A(us) (re+se+(c—a)t —c)A((c—a)t)
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4. Formulation of the Model in a Decentralized Economy

In the decentralized version of our problem the government lets the manufacturer
decide about the price and the offered quantity. Given the rebate value 0 <r <c¢
and subsidy 0 < s < ¢—bs the manufacturer optimizes his profit. This means that
the manufacturer solves for every A belonging to D satisfying A(c) > 0 and every
(r,s) € M with the set M defined in (3.29) the optimization problem

(M(s,r)) V(8,7) 1= SUD;<p< praetr.g>0 (ST, P, Q)
and the function m listed in relation (2.17) given by
m(s,r,p,q) = (p—bs)min{g, A(p—7)} = (¢ — s = bs)q.

In the next subsection, we analyze the optimization problem for the manufacturer

facing a rebate value 0 < r < ¢ and a subsidy value 0 < s < ¢ — b,.

4.1 Analysis of the Optimization Problem for the Manufacturer

We first show by standard arguments that the optimization problem (M (s,r)) of the
manufacturer has an optimal solution. Before discussing this result we introduce for

every (s,r) € M the set B(s,r) C Ry given by
(4.1) B(s,r) :=[r+(c—s—7)",r + Pmax]

with 27 := max{0,z}. Since A(c) > 0 and hence ¢ < pyayx this implies using r,s > 0
that (c—s—7)" < pmax and so the set B(r,s) is nonempty for every (s,r) € M. In
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particular it follows using ¢ > bs that

(4.2) B(0,0) = [¢, pmax), B(c — bs,¢) = [¢, ¢+ pmax]-

Lemma 4.1.1. If X belongs to D and \(c) > 0 then for every (s,r) belonging to M

the optimization problem (M (s,r)) to be solved by the manufacturer reduces to

(M(s,r)) v(8,7) = SUP,<p<patri(P—Cc+s)A(p—7)} > 0.

The optimization problem (M (s,r)) has an optimal solution and for (s,r) belonging
to M and s < c—bg every optimal solution (popt(S,7),qopt(5,7)) satisfies popt(s,r) >
r+(c—s—r)" and

qut(87r> = A(popt(‘gaT) - 7“).

For (s,r) belonging to M and s = c— by the optimization problem (M (s,r)) has multi-
ple optimal production quantities and we alway select again qopi(s,”) = XN(Popt(s,7) —

T).

Proof. Clearly the optimization problem to be solved by the manufacturer facing a

rebate 0 < r < ¢ and subsidy 0 < s < ¢—b; is given by

V(8,7) = SUD, < p<pras-tr.g>0 TS T, D, @) = SUDp <y 1 00(S,7,P)
with
(M) vo(8,7,p) == supy>o1(p —bs) min{g, \(p—7)} — (¢ — s —bs)q}.

It is easy to see using 0 < s < ¢ — bs that an optimal solution of the above
parametrized optimization problem (M) for each price p > 1 equals gope(p) = A(p—1)
and this optimal production quantity is unique if s < ¢ —bs. Hence the optimization

problem (M (s,r)) reduces to the optimization problem

U<3> T) = Suprﬁpﬁpmaerr{mO(S? T,p)}

with the function mg: M X (r,7 + ppmaz) — R given by

(43) mo(s,r,p) = m(r,s,p,)\(p—r)) = (p—c—i—s))\(p—?").

Since A(¢) > 0 or ¢ < ppax there exists some r < ¢ < py < pmax + 1 satisfying \(p, —
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r) > 0 and hence for every (s,r) belonging to M we obtain
(4.4) mo(s,7,px) = (psx —c+38)A(px—1) > 0.

This shows SUp,<,<p,...-++170(8,7,p) } > 0 and by the continuity of the function my
and for pmax finite the result follows using Weierstrass theorem (cf.Rudin (1982)).
If pmax = 0o we obtain using A € D that for every 0 <r <cand 0 <s < c—bg

limyoe mo(r, 5,p) = 0.

Since by (4.4) we know that 7 := sup,<,<,... ..{mo(s,7,p)} >0 we may restrict
the unbounded feasible region (r,00) to the bounded and closed feasible region
{p>r:mp(s,m,p) > %7} Applying again Weierstrass theorem yields that an optimal

solution pope(s,r) exists. Hence

0<y= mo(S,T,popt(s,r)) = (popt(sjr) — C—FS))\(popt(S?r) —7’)
and so popt(s,7) > c—s Since r + Pmax > Popt(s,7) > r this implies
7+ Pmax = popt(S,’r’) >max{r,c—s}=r+(c—s —?")+

and we have verified the results. O

We will first analyze the optimization problem (M (s,r)) for some often used demand
functions (cf.Talluri & Van Ryzin (2004)) before analyzing this problem in more

detail for a general class of demand functions.

Example 4.1.1. If the demand function X\ is given by the linear demand function
Ap) =(a—bp)T,a>0,b>0

then A(c) > 0 implies that the parameters a and b should satisfy

(4.5) a > bc

For this particular choice pmaz = ab™' < 0o and so the linear demand function be-
longs to the set D listed in relation (2.14). Also by reation (4.3) we obtain that

mo(s,r,p) = (p—c+s)(a—blp—r))"

and so for every (s,r) € M the optimization problem (M (s,r)) for the linear demand,
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function reduces to

(4.6) v(8,7) = SUP,<p<ap-1 4,1 (P—CH+5)(a—b(p—7))}.

By Lemma 4.1.1 this optimization problem has for every (s,r) € M an optimal so-
lution 1+ (c— s —71)" < popt(s,7) < ab~t+r. We observe that for every (s,r) € M

the objective function

p—mo(s,r,p) = (p—c+s))(a—bp—r))

s logconcave on (7‘+ (c—s—r)F,ab~! —H’) and hence the logarithmic transforma-
tion of the optimization problem (M(s,r)) is a concave maximization problem. The
partial derivative of the objective function mq: M X (7,7 4 pmaz) — R with respect to
p equals

omy
dp

(4.7) (s,r,p) =a+b(r+c—s)—2bp.

Since for p=1r we obtain using a > bc that

8m0
dp

(s,r,r)=a+blc—s—r)>bc+blc—s—r)=b2c—s—7r)>0

it follows by relation (4.7) and the logarithmic transformation of optimization prob-

lem (M(s,r)) is a concave maximization problem that
L/
(4.8) Popt (8,7) = 5 (ab +7"+c—s>.
Its optimal objective is then given by
(4.9) 0(5,7) = (pop(,7) = ¢+ 8)(a — bpopa(s.7)).
In the next example we consider the loglinear function.
Example 4.1.2. If the demand function X is given by the loglinear demand function
Ap) = ae™ a>0,b>0

then we obtain \(c) >0 for any a,b >0 and pmax = 00. It is easy to verify that the
loglinear demand function belongs to the set D. Also by reation (4.3) we obtain that

mo(s,,p) = a(p—c+s)e”"#")
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and so for every (s,r) belonging to M the optimization problem (M(s,r)) for the

loglinear demand function reduces to

(4.10) v(s,r) = ae’ supr§p<oo{(p—c+s)e*bp}.

By Lemma 4.1.1 this optimization problem has for every (s,r) belonging to M an
optimal solution popt(r, s) satisfying r+ (c—s—1r)" < pope(s, 1) < 00. We now observe

for every (s,r) € M that the objective function

p— mo(s,r,p) = aebr(p —c+ s)e_bp

—+

is log-concave on (r+ (c—s—r)",00) and the logarithmic transformation of the

optimization problem (M(s,r)) is a concave mazimization problem. The partial
derivative of the objective function mg: M X (r,7 4 Pmaz) — R with respect to p is
given by

(4.11) ag;o(s,r,p) — ae (1 —b(p+s—c)).

Hence for p=r we obtain 88—”;0(877“,7“) =a(l—b(r+s—c)) and this implies for r+s >

c+b71 or aa—?(s,r,r) <0 that popt(s,r) equals

(4.12) Popt (8,7) =7

For 0 <r+s<c+b"t it follows by relation (4.11) that popt(s,r) equals
(4.13) Popt(8,7) =b" e —s.

Combining both cases discussed in (4.12) and (4.13) a compact notation for popt(s,r)

s given by

(4.14) Popt(s,7) = max{r,b~' +c—s}.

Its optimal objective value is then given by

(4.15) v(s,r) = ael (Popt(s,7) —c+ s)e_bp"?’t(s’r).

In the next example we list the power demand function.

Example 4.1.3. If the demand function X\ is given by the power demand function

A(p) = (a+bp) ",a>0,b>0,7>1
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then we obtain \(c) >0 for any a,b >0 and v>1 and pmaez = 00. It is easy to
verify that the power demand function belongs to the set D. Also by relation (4.3)
it follows

mo(s,r,p) = (p—c—l—s)(a—l—b(p—r)) !

and so for every (s,r) belonging to M the optimization problem M s,r) for the power

demand function reduces to

(4.16) v(s,r) :T<s;)1£oo{(p—c+ s)(a+blp—r)) "}

We now observe for every (s,r) € M that the partial derivative of the objective func-

tion mg : M X (1,7 + DPmaz) — R with respect to p is given by

(4.17) Omo (o 1 p) = (a+b(p—r))7(1—

- yb(p—c—i-s))

a+b(p—r)

omy

Hence for p =r we obtain a—p(s,r,r) =a 7 (1 _ 2b(rts—c)

a

) and this implies for

r+s—c=gpor 8%0(3,7",7“) < 0 that popy(s,ry equals

(4.18) Popt (8,7) =1
Also forr+s—c < % we obtain by relation (4.17) that poy(s ) equals

a—br+(c—s)yb
(y=1)b

(4.19) Popt (8,7) =

Combining both cases discussed in (4.18) and (4.19) a compact notation for pop(s,r)

s given by
a—br+(c—s)yb
4.2 = .
(4.20) Popt(8,7) = max{r, - 10 }
The optimal objective value equals
(4.21) v(s,7) = (Popt (8,7) —c+5) (a +b(popt (s,7) — 7“))_7

Observe for the power demand function the function In(\) is convex but with N

denoting the derivative of the function \ the function

N(p—r) (b(c—s) +a)

4.22 - 2T
(4.22) p—(p C+S))\(p—r) L "

is strictly decreasing. Hence we can apply the results of this thesis also to the power

demand function.
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In the next example we consider the logit demand function.
Example 4.1.4. If the demand function X\ is given by the logit demand function

B ae P
 14ebp’

Ap)

a>0,b>0

we obtain A(c) >0 for any a,b >0 and pmax = 00. It is easy to verify that the logit
demand function belongs to the set D. Also by relation (4.3) it follows

aeib(pfr)

mo(s,r,p) = (P—C+3)W

and so for every (s,r) belonging to M the optimization problem (M (s,r)) reduces to

b

(p—6+8k‘w}

rsupr§p<oo{ 1+ e—b—7)

v(s,r) =ae

Since
In(A(p)) = In(a) — bp — In(1+e~%P)

and the function p — In(1+e~P) is convex on (0,00) the logit demand function is log-
concave. Hence the logarithmic transformation of optimization problem (M (s,r)) is
a concave mazximization problem. It follows after some analysis that for % <1

the optimal unique price pop(s,r) is the solution of the nonlinear equation.

1—e P = p(p—c+s)

b(r—c+s) >

and fOT’ m =

1 we obtain popi(s,r) =r1.

To determine under which conditions on the demand function the optimization prob-
lem (M(s,r)) can be easily solved and its optimal solution is unique we list the

following result. Remember A denotes the derivative of the function .
Lemma 4.1.2. If the function X is differentiable and for every (s,r) € M the func-

tion X(p )
Ap—r)

is strictly decreasing on B(s,r) the optimal solution of optimization problem

p—(p—c+s)

(M (s,r)) is unique and it is given by

Np—r)
42 oni(s.7) = infdp e B(s,r): (p— <1
(4.23) Popt(s,7) =1in {pe (s,7): (p—c+s) No—1)

with B(s,r) listed in relation (4.1).
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Proof. For every (s,r) belonging to M the partial derivative of the function my :

M X (7,7 + Pmaz) — R listed in relation (4.3) with respect to p is given by

oo (s,rp) = (p—cts)N(p—r)+A(p—7)
(4.24)

= Ap-7) <1+(p—c+s)§g_:)>>.

By assumption the function p — (p—c+s) ’}\((g__:)) is strictly decreasing on B(r,s) =

(r+(c—s—7)", pmax +7) and since ppax + 7 cannot be an optimal solution and by
Lemma 4.1.1 there always exists an optimal solution the result follows by relation

(4.24) using A(p—r) > 0 for every r < p < r+ Pmax- O

Although the power demand function is logconvex and not logconcave (see Lemma
4.1.3) it satisfies the condition of Lemma 4.1.2. If no easy analytical expression for

Popt (8,7) exists it is easy to use bisection on the function

N(p—r)
Ap—r)

to determine the optimal price pop(s,r) demanded by the manufacturer. For the

p— (p—c+s)

function
N(p—r)
Ap—r)

is strictly decreasing and continuous on B(r,s) we can slightly improve the above

p— (p—c+s)

result. If r+s < ¢ it follows for p=r+ (c—s—7)" being the smallest value of the
set B(s,r) that p=c—s and this implies

N({(c—s—r)T)

Me—s—my) 0>~k

(c—s—c+5s)

Hence for 7+ s < ¢ we obtain by (4.23) that pp(s,r) satisfies

)‘/<p0pt(57 7“) - T)

)‘(popt<57r) - T) =

(4.25) (Popt(s,7) —c+5)

If r+s > c it follows for p=r+(c—s—r)" being the smallest value of the set B(s,r)

that p =r. This shows in case (r — c+s)% < —1 that by (4.23)

(4.26) Popt (1, 8) = max{r,c—s} =r.
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1)
For (r— C+3))\T0()0) > —1 we obtain by the same argument that py,(s,r) satisfies

N (Popt(s,7)

T) o
Mpopt(s.r) 1) -

r)

Looking at the extreme cases of no subsidy and no rebate and subsidy ¢ — bs and

(4.27) (popt(s,7) —c+s)

rebate ¢ we obtain by Lemma 4.1.2 and relation (4.2) that

(4.28) Popt (0,0) = inf {c <P < Prmaz: (p—c¢) )/\\/((5)) < —1}
and
(4.29) Popt (¢ —bs,c) = inf{c <p<c+pmax:(p— bs)))\\/g;__s; < —1}.

At the same time we obtain by Lemma 4.1.2 for every (s,7) € M

(4.30) Popt(s,7) —r =inf{u € B(s,r)—r: (u—c+r+s) < —1}.

We now list a sufficient condition on the demand function A for which the condition
in Lemma 4.1.2 holds.

Lemma 4.1.3. If the function A1 : (0,pmax) — R given by

A1(p) = In(A(p))

is concave and N(u) < 0 for every 0 < u < pmax then it follows for every (s,r)

belonging to M that the function
A r
p—=(p—cts)———
is strictly decreasing and negative on the set B(s,r).

Proof. Since by assumption A is logconcave and N (u) < 0 for every 0 < u < pmax

(p—7)
(p—r)

/
we obtain for every (s,r) belonging to M that the function p — ))‘\ is decreasing

and negative on (7,7 + pmax). This shows that the function

N(p—r)

p— (p—CJrS)m

is strictly decreasing and negative on B(s,r) = (r+ (c—s—7)%,pmax +7) and we

have shown the result. O
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Observe the linear demand function, the loglinear demand function and the logit
demand function satisfy the above sufficient condition. In the next result we show
how the optimal price to be paid by the customer depends on the rebate r and
the subsidy s. In particular, we show the intuitively clear result that the profit
optimizing price demanded by the manufacturer minus the rebate value (so the
actual price a customer has to pay) is decreasing when either the subsidy given by

the government is increasing or the rebate given by the government is increasing.

Lemma 4.1.4. If the function
-
p=(p—cts)—=

is strictly decreasing on B(r,s) for every (s,r) € M then for every 0 <r < c the
function s = popt(s,r) is decreasing on (0,c —bs| and for every 0 < s < c—by the

function r — popi(s,r) — 1 is decreasing on (0,c).

Proof. By the definition of B(s,r) in relation (4.1) it is easy to see that for 0 < s9 <
s1 < ¢ — bg we obtain
B(sa,r) C B(s1,7).

This implies by relation (4.23) that

Popt(1,51) = inf{pe B(sy1,r): (p—c—l—sl)f\/((;’::)) < -1}
(4.31)

< inf{p € B(s2,r): (p—c—l—sl)))‘\/((g__:)) < —1}.

Since the function X\ is a nonpositive function and s; > s, we obtain for every
p € B(sa,r) that

N(p—r)

(P—C+81)W

and this shows by relation (4.31) that

popt<317r) S lnf{p € B(527r> :gr(827p) S _1} :popt<827r)‘

Hence the function s — pope(r,s) is decreasing on (0,c¢ —bs). To show that the
function 7 — pope (7, s) — is decreasing we first observe that for ¢ > ry >y > 0 that
by relation (4.1)

B(s,rg) —re C B(s,r1) —r1.
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This implies by relation (4.30) that for ¢ > 71 > 19 >0

Popt(s,m1) = inf{ue B(s,r1)—r1:(u—c+mr +8))>\\I((5)) < -1}
< inf{u e B(s,r2) —r2: (u—c+r; +s)/>\l((3)) < -1}

Since )\ is a nonpositive function and r; > ro we obtain for every u € B(s,r3) —ro
that

(u—c+ry+s)

and this yields

>

Popt(s,m1) < inf{u € B(s,r2) —r2: (u—c+ri+s) )\((5)) < -1}
< inf{u € B(s,r2) —ra: (u—c+r2+s)/}\/((3)) < -1}
= Popt(8;72) — T2
showing the desired result. O

If N(u) <0 for every 0 < u < pmax then it is easy to see from the above proof that
the functions s — pope(s,7) and r — pope(s,7) — 1 are strictly decreasing on (0,c—by),
respectively (0,c¢). An important implication of Lemma 4.1.4 is given by the following

result.
Lemma 4.1.5. If the function

N(p—r)
Ap—r)

is strictly decreasing on B(s,r) for every (s,r) € M then for every (s,r) belonging
to M

(4.32) p— (p—c+s)

(4.33) 0 < popt (¢ = bs, ¢) = < popt(s,7) =

If additionally the function in relation (4.32) is continuous then for any o < c it

follows

N(c—a)

o) >t

(4.34) Popt(c—bs,c) —c>c—a & (2c—a —by)

Proof. By Lemma 4.1.4 and relation (4.29) we obtain for every (s,r) belonging to
M that

pOpt(SaT) -r Zpopt(c_b&r) -r Zpopt(c_bac) —c=>0
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Since by relation (4.29)

) N(p—c
popt(c_bs:c) = 1nf{c§p < ¢+ Pmax: (p_bs)(p_c)) < _1}

Ap

N (p—c)
Alp—c)
and continuous it is easy to see for any 0 < a < ¢ that

and by assumption the function p — (p—b) is strictly decreasing on [¢, ¢+ pmax]

Popt(c—bs,¢) >2c—a e 2c—a—by)—F——
and so the last part follows. O

Taking into account the profit optimizing behaviour of the manufacturer facing some
subsidy and rebate, we introduce in the next section the two different decentralized

optimization problems.

4.2 A More Detailed Formulation of the Model

To analyze the optimization problem for the government in a decentralized economy
we introduce for every A € D the nonempty set My C M with M defined in relation
(3.29) given by

(4.35) My :={(s,r) € M : (s+7)N(popt(s,7) —1) < B}

It is always assumed in this section that the optimization problem (M (s,r)) has a
unique optimal solution pey(s,r) for any (s,r) € M. The next result is now easy to

verify.

Lemma 4.2.1. If o >0 and for every (s,r) belonging to M the manufacturers

optimization problem (M(s,r)) has a unique optimal price popi(s,r), then
(P) v(P) = sup(s »yemtfa—c(Popt(s,7) —7)}

and

(P1)  o(P1) =sup(spyen, {fa—c(Popt(s,7) =) + (r + $)Mpopt(s,7) — 1) }

with the function fo_. listed in relation (3.9).
43



Proof. By Lemma 4.1.1 and relations (2.19) and (3.9) and gopt(s,7) = AM(popt (s,7) —7)
the representation of the first optimization problem follows. Again by Lemma 4.1.1
and relations (2.20) and (3.9) using again gopt(s,”) = AM(popt(s,7) —r) we obtain the

second optimization problem. O]

In the next section we give a more detailed analysis of optimization problem (P)

and identify its optimal solution.

4.3 Analysis of Optimization Problem (P)

In this section, we will give an analysis of the decentralized version of optimization

problem (P). By Lemma 4.2.1, we know

(P) v(P) = SuP(s,r)eM{foc—C(pOPt(S:7") —r)}

with f, defined in relation (3.9). We will first identify optimal solutions of opti-

mization problem (P) for o > c.
Theorem 4.3.1. If a > ¢ and for every (s,r) belonging to M the function

N(p—r)
Ap—r)

is strictly decreasing on the set B(s,r) it follows that in optimization problem (P)

p— (p—c+s)

it 1s optimal to select the rebate value equal to ¢, the subsidy equal to c— bg,the price
equal to popi(c—bs,c), and the production quantity equal to X(popt(c—bs,c) —c). The

optimal objective value of optimization problem (P) is given by

(436) 'U(P) = fa—c(popt(c_ bSa C) - C)'

Proof. Since by Lemma 3.1.1 the function f,_. is decreasing on (0,00) for o > ¢ it

follows using relation (4.33) that for every (s,r) € M
fa—c(popt<c — by, C) - C) > foe—c(popt(sa 7“) - T)
and this shows the desired result. O

By the above theorem using f,_. is decreasing on (0,00) for o > ¢ it is equivalent
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to solve the optimization problem

(Q> inf(s,r)eM{pOPt(S7 T) - T}'

Using Lemma 4.1.4 this shows that the optimal subsidy is equal to c—bs and optimal
rebate value equal to c. Using this alternative approach the government selects the
optimal subsidy and rebate in such a way that given the optimization approach of
the manufacturer the price the customer has to pay is minimal. We will now identify

optimal solutions of optimization problem (P) for 0 < o < c.
Theorem 4.3.2. If 0 < «a < ¢ and for every (s,r) belonging to M the function

N(p—r)

Ap—r)

is strictly decreasing on the set B(s,r), then the next results hold.

p— (p—c+s)

2.1 If (20—a—b5)))‘\((cc:§)) > —1 it is optimal to select in optimization problem
(P) the rebate value equal to c, the subsidy equal to ¢ — b, the price equal to
Popt (¢ — bs,¢) and the optimal production quantity A(popt(c —bs,c)—c). The

optimal objective value of optimization problem (P) is given by

U(P> = fafc<popt(0— bs,C) = C).

2.2 If 2c—a— bs)))‘:(((f__g)) < —1 it is optimal to select in optimization problem (P)
the rebate value equal to vysc, the subsidy equal to v.«(c—bs), the price equal to
Popt (75 (€= bs),vxc) with 0 <y, <1 satisfying

(4.37) Popt (Vs (€—bs),74C) — Ve =c—a

and the optimal production quantity equal to N(popt (7« (c—bs),yx¢) —xc). The

optimal objective value of optimization problem (P) is given by
v(P) = fa—c(c—a).
Proof. By Lemma 4.1.5 we know for a < ¢ that
(4.38) c—a < popt(c—bs,c) —c < popt(s,r)—r

Since for 0 < a < ¢ we obtain by Lemma 3.1.1 that the function f,_. is increasing on

(0,¢ —«) and decreasing on (¢ — o, 7 + pmax) this implies using relation (4.38) that
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for every (s,r) € M

fa—c(popt(c - b57 C)) > fa—c(popt(sa T) - T)

D (c—
Hence we have verified part 1 of this lemma. For (2¢—a — bs)%fa?) < -1, it

follows by Lemma 4.1.5 that
(4.39) Popt(c—bs,c) —c < c—a < c < pepe(0,0)
Consider now the continuous function ¢ : [0,1] — R given by

g(v) = Popt(”Y(C_ bs),yc) — e

By relation (4.39) there exists some 0 < v, <1 satisfying

c—a = g(7x) = Popt(Vx(c—bs), Asc) — YsC

Since by Lemma 3.1.1 the function f,_. has a maximum at ¢ — « this yields for
every (s,r) € M that

fafc<popt(’}/>k (C_ bs)/)/*c) = ’Y*C> = fafc<c_ 04) < fafc<popt(5a7a) - T)
and this shows the desired result. O

Since by Lemma 4.1.4 the function

¥ = Popt(Y(c—bs), Ac) — Ac

is decreasing on [0,1] it is easy to determine by bisection the value v, in part 2
of Theorem 4.3.2. We start our bisection algorithm at ~ = % and continue by
each time selecting the interval which contains v, and evaluating the midpoint of
that selected interval until a certain stopping rule is satisfied. At v =0 we know
Popt(0,0) > ¢ > (c—a) and so we start at v = 5. Remember the condition of Theorem
4.3.1 and 4.3.2 is satisfied for A\ logconcave on (0,pmax). As already observed this
holds for the linear demand function, the loglinear demand function and the logit
demand function. In the next example, we give an analytical formula for ~, for the

linear demand function.

Example 4.3.1. If the demand function X\ is given by the linear demand function

Ap) = (a—bp)T,a>0,b>0
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and the conditions of the last part of Theorem 4.5.2 hold then it is possible to give an
analytical formula for .. Since by (4.8) we know that pept(s,r) = % (ab_1 +r4+c— s)
it follows by equation (4.37) that v« satisfies

1
(4.40) i(ab_l—l—%cjtc—v*(c—bs))—’y*c:c—a.

This implies

(4.41) ab™ ! 420 — ¢ = 7. (2c — by)
and so

ab™ ' +2a—¢
4.42 =
(4.42) ot T

Hence for the linear demand function the optimal subsidy is v«(c—bs) and optimal

rebate yyc.

Example 4.3.2. If the demand function X\ is given by the loglinear demand function
Ap) = ae™ a>0,b>0

and the conditions of the last part of Theorem 4.5.2 hold then it is possible to give
an analytical formula for .. Since by (4.14) we know that pept(s,r) = max{r,b=1 +
c—s} it follows using equation (4.37) for v that

(4.43) max{0,b" 1 +c— 74 (2c — bs)} = max{y.c,b L+ c—yu(c—by)} — e =c—

This implies

b—l
(4.44) (2c—bs)max{—;:r_b,—’y*} = —a—bt
S
and hence v, must satisfy
c+b! a+b1
4.45 in{ —, 7} =
(4.45) mm{QC—bs’ﬁy} 2¢ — by
Since a < ¢, this yields
a+b !
4.46 * — .
(4.46) "= S,

Hence for the loglinear demand function the optimal subsidy is v«(c—bs) and optimal

rebate yic.
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In the next example we consider the power demand function.

Example 4.3.3. If the demand function X\ is given by the power demand function
Ap)=(a+bp)7,a>0,b>0,v>1

and the conditions of the last part of Theorem 4.5.2 hold then it is possible to give an
analytical formula for v.. By (4.20) we know that pop(s,r) = max{r, W}

and this implies by equation (4.37) that 7, satisfies

a—yxbc+ (¢ — v (c—bs))vb
(vy=1)b
a+vbc—77*b(2c—b5)}
(vy=1)b
maX{ —a —ybe, =y, yb(2¢ — bs)} =(c—a)(y=1)b—a—~bs
a+~ybc }_a+b(c+oz(7—1))
7b(20—b8)’7*  4b(2c—by)

max{v*c, }—v*c:c—a

max{O, =c—a«

min {

Since a < ¢, then we can easily show that a+~vbc > a+b(c+a(y—1)). This implies

that
atbletaly—1) _ atrybe

~vb(2¢c — bs) ~ yb(2c—by)

and we may conclude

_ a+blc+a(y—1))
vb(2¢ — bs)

(4.47) Ve

Hence for the power demand function the optimal subsidy is v«(c—bs) and optimal

rebate yic.

We now summarize the solution procedure for the decentralized version of optimiza-

tion problem (P).
Numerical Solution Procedure 4.3.1. Solution procedure for (P)
o STEP 1. Check o > ¢, if true then move to step 2. Otherwise move to step 3.

o STEP 2. The optimal rebate is equal to ¢, optimal subsidy is equal to ¢ — b
and the optimal price is equal to popt(c—bs,c). The optimal objective value is
given by

V(P) = fa—c(Popt(c—bs,c) =)

o STEP 3. Check (2¢— o —bs) A)\/((cc:g)) > —1, if true mowe to step 2. If not, move
to step 4.
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o STEP 4. Compute 0 <y, <1 satisfying

popt('V* (C_ bs)7)\*0) —YsC=C—

The optimal rebate is equal to v«c, optimal subsidy is equal to v«(c—bs), and
the optimal price is equal to popt(Vx(c—bs),v«c). The optimal objective value
s given by

V(P) = fa—c(c—a).

Now we summarize in the tables below the optimal solutions and related values of
decentralized problem (P). In Table 4.1 we consider optimization problem (P) for

either « > c or a <c and

(4.48) (2c—a—bg)———

Table 4.1 Results for optimization problem (P) if ¢ <« or a > ¢ and (4.48) holds.

Results
optimal subsidy c—bg
optimal rebate &
optimal price - optimal rebate Popt (¢ —bs, ) —c
optimal production A(popt(c—bs,c) —c)
optimal consumer surplus 6] (popt (c—bs,c)—c)
optimal externality aX(popt(c—bs,c) —c
optimal profit manufacturer A(popt (¢ —bs, ) — ¢) (popt (¢ — bs, c) — bs)
optimal government expenditure (2¢—bs)M(popt(c —bs,c) —¢)

In Table 4.2 a summary is given of optimization problem (P) for a < ¢ and (2¢—

a— bs)y((cc__g)) < —1. In this case we need 7, defined in (4.37).
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Table 4.2 Results for optimzation problem (P) if 0 < a < ¢ and (4.48) does not hold.

Results
optimal subsidy Vi (c— bs)
optimal rebate Vi C
optimal price - optimal rebate Popt (75 (€ — b)), 7x€) — Vs
optimal production A(Popt (V«(c = bs), 7€) —YxC)
optimal consumer surplus B(popt (7 (€ — bs),yx€) — V)
optimal externality A (Popt (15 (€ = bs), Yx€) — YsC)
optimal profit manufacturer APopt (Y (€ — bs);7x€) — 72€) (Popt (V= (€ — bs ), yx€) — 47 (c — b))
optimal government expenditure Vi (2¢ = bs) M(Popt (Y« (¢ — bs), 7€) — 7€)

In the next subsection, we analyze in detail the decentralized version of optimization
problem (Py).

4.4 Analysis of Optimization Problem (P;)

In this section, we will analyze the optimization problem (P;). The problem has the

form

(P1) v(Py) = Sup(s,r)eMA{fa—c(popt(SaT) —r)+(r+ S)A(popt(syr) —7r)}

with f, defined in (3.9). To analyze the above problem we consider the two mutually
exclusive subcases that the budget constraint is redundant or binding. As in Lemma

3.2.5 one can show the following result.

Lemma 4.4.1. If for every (s,r) belonging to M the function

N(p—r)

Ap—r)

is strictly decreasing on B(r,s) then the value popi(c— bs,c) —c satisfies the budget
constraint if and only if M = M)y with the set My given in (4.35).

p— (p—c+s)

Proof. Since the demand function A is decreasing this implies using Lemma 4.1.5
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that for every (s,r) belonging to M

(r+$)Apopt(r,8) —=1) < (r+8)A(popt(c,c—bs) —¢)
(4.49) < (2¢=bg)X(popt(c,c—bs) —c)
< B

and so the budget restriction holds for any (s,r) belonging to M. This shows the
result. Moreover, if (r+ $)X(popt(r,s) —r) < B for every (s,r) belonging to M then
by letting s T ¢—bs and r 1 ¢ and using (s,7) = popt(s,r) is continuous and X is

continuous, we obtain (2¢— bs)A(popt(c —bs,c) —c¢) < B. ]

To check in Lemma 4.4.1 that pep(c —bs, c) — ¢ satisfies the budget constraint given
by
(26_ b)A(pOpt(C_ bSac) r C) S Ba

we need to solve the manufacturers optimization problem (M (c—bs,c)) and deter-
mine its optimal solution pepy(c—bs,c) and optimal objective value. After solving

this we compute

v(c—bs,c)(2c—by)

2c—bg)A —bs,c)—c) =
(26— b A papi(e—by,) =) = © G T

with v(e— bs,c) the optimal objective value of the optimization problem (M (c—
bs,c)) In the next example we check under which conditions the budget constraint

is redundant for the linear loglinear and power demand functions.

Example 4.4.1. In this example, we write the condition under which the budget
constraint is redundant when the demand function is linear. Since the linear demand
function is log-concave by Lemma 4.4.1 we only need to check if (2¢—bs)N(popt(c—
bs,c) —c) < B holds. From example 4.1.1 we have

Ap) = (a—bp)T,a>0,b>0

and it follows that .
Popt (8,7) —1r = 5( b fe—r—s).

Hence we only need to check if the next inequality holds.
b,a
(4.50) (20—b5)(a—§(g—c+bs)) <B.
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This reduces to

(4.51) a—"b(bs—c) < 5

Example 4.4.2. We write in this example the budget constraint redundancy condi-

tion for the loglinear demand function. Since for the loglinear demand function

o) is a constant negative value, we only need to check by Lemma 4.4.1 that
(2¢ = bs)A(popt(c — bs,c) —c) < B. From example 4.1.2 we know that

1
Popt(8,7) —1 = (g—l—c—r—s)Jr.
Hence we only need to check if the inequality
(4.52) a(2c— bs)e_b(%_c+bs)+} < B,

holds and this is the same as

a _ exp(max{0,1—>b(c—bs)})

4.53 — <

(4.53) B~ 2¢ — by '

Example 4.4.3. We write the budget constraint redundancy condition for power

demand in this example. From example 4.1.3 we have
A(p) = (a+bp) ",a>0,b>0,7>1

Since the function

o (p—cts)
prrip a+blp—r)

is strictly decreasing, by Lemma 4.4.1 we only need to check if (2¢ — bs)A(popt(c —

bs,c) —c¢) < B holds. Again using the results of example 4.1.3 we can write

a+yb(c—r—s)

(4.54) Dopt (8,7) —r = max{0, (=10

}.

Hence we only need to check if the inequality below holds.

v(a+b(bs —c))

(2¢ — bs)(max{a, po— H7<B,
Which could be simplified to
2c—bs -1 v(a+b(bs—c))
< .
(F 5 < maxfa, T
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We now list the optimal solutions to problem (P;) for oo > ¢ and the value pop(c—

bs,c) — c satisfies the budget constraint.

Theorem 4.4.1. If a > ¢ and for every (s,r) belonging to M the function

N(p—r)
Ap—r)

is strictly decreasing on B(r,s) then for popt(c—bs,c) — ¢ satisfying the budget con-

p— (p—c+s)

straint it is optimal to select in optimization problem (P ) the rebate value equal to c,
the subsidy value equal to c—bs, the price equal to popt(c—bs,c) and the production
quantity equal to N(popt(c —bs,c) —c). The optimal objective value of optimization

problem (Py) is given by

V(P1) = fa—c(popt(c—bs,c) —¢) + (2¢ — bs ) N(popt (¢ — bs, €) — ¢).

Proof. Since popt(c— bs,c) — c satisfies the budget constraint it follows by Lemma
4.2.1 that

v(P) = Sup(s,r)eMA{fa—c(popt(saT) —r)+(r+ S)A(popt(&r) —7)}
> fa—c(popt(c—bs,¢) — c) +(2¢ = bs) A(popt (¢ — bs, ) —¢).

Since by Lemma 4.1.4 and relation (4.29) we know for every (s,r) belonging to M
that

0< popt(c_ b57c) —c< pOPt(Sar) -T

and by Lemma 3.1.1 the function f,_. is decreasing on (0,00) and A is decreasing

it follows again by Lemma 4.4.1 that
U(Pl) < fa—c(popt(c - bSa C) - C) + (2C - bs))\(popt(c - bSa C) - C)
and this shows the desired result. O

We will now consider the case 0 < a < ¢ and pop(c — bs,c) — ¢ satisfies the budget

constraint.

Theorem 4.4.2. If 0 <« < ¢ and for every (s,r) belonging to M the function
A r
p—=p—cts)———

N(c—a)
Ae—a)

is strictly decreasing and continuous on B(r,s) and it satisfies (2c —a — bs) >

—1 then for popt(c —bs,c) — ¢ satisfying the budget constraint it is optimal to select
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in optimization problem (P)) the rebate value equal to ¢, the subsidy value equal to
c—bs and the optimal price equal to popi(c —bs,c). The optimal objective value of

optimization problem (Py) is given by

U(P1) = fa—c(popt(c—bs,c) —c) + (2¢ = bs ) A(popt (¢ — bs, c) — ¢).

Proof. Since (20—(1—63)% > —1 we know by Lemma 4.1.5 that

c—a < popt(c—bs,c) —c < pope(s,7) —1

and by assumption pop(c— bs,c) — ¢ satisfies the budget constraint. This implies us-
ing fo—c is decreasing on (¢ — a, pmax) and A decreasing that for every (s,r) belonging

to M
Ja—c(Popt(8,7) —7) + (14 8)MPopt (5,7) — 1)

< fafc(popt(c — b87c) - C) + (T+ S)A(popt(c_ bs’c) - C)

< fa—c(popt(c - b57c) — C) + (20 o bs)/\<popt(c - 6870) - C)

Hence we have shown the desired result. O

To give a more insightful economic interpretation of the results for optimization

problem (P;) we observe the following.

Remark 4.4.1. [t follows under the conditions of Theorem 4.4.1 and 4.4.2 that by

the same theorems it is equivalent to solve the optimization problem

inf(s,r)eM)\ {popt(3> r)—r}= inf(s,r)GM{popt(Sa r)—r}.

Observe by Lemma 4.1.4 the above optimization problem has the same set of optimal
solutions. Hence in these particular cases the optimal choice of the decision variables
for the objective function used in optimization problem (Py) is to select taking into
account the behavior of the manufacturer the rebate and subsidy in such a way that

the price paid by the customer is minimized.

For the last remaining case (2¢ — « — by) ))‘\/((Cc__s)) < —1 and popt(c — b, c) — ¢ satisfies

the budget constraint, one can conclude by Lemma 4.1.5 and relation (4.28) that

popt(c_ b876> —c<c—a< popt(070)

In this case it is still an open problem for 0 < o < ¢ and pope(c —bs,c) —c < c—a to
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identify optimal solution for the optimization problem
v(P1) = sup(spenr{ fa—c(Popt(s,r) =)+ (r+s)A(popt (s, 7) —7)}

= SUPOgsgc—bs,ogrgc{fa—c(POpt(& T) - T) + (T + S)A(popt(sa T) - T>}

We now consider the case that the subsidy value ¢ —bs and rebate value ¢ violate

the budget restriction and so
(2¢—bs)N(popt(c —bs,c) —c) > B

To analyze optimization problem (P;) we need the following dominance result for
optimization problem (P;) and show that under certain conditions the budget con-
straint is binding. Before discussing this result we introduce the possible empty set
OM) C M) given by

(4.55) OMy = {(s,7) € M : (s +7)\(popt(s,7) —r) = B}
and for M) nonempty the optimization problem

(@Q1) v(Q1) = inf(, yeans, {Popt(s,7) — 7}

Theorem 4.4.3. If for every (s,r) belonging to M the function

N(p—r)
Ap—r)

is strictly decreasing on B(s,r) and popt(c —bs,c) — c violates the budget constraint
then the next results hold

p— (p—c+s)

3.1 If a > c, then
U(Pl) :B—l-fa_c(U(Ql)).

AW (c—a)

(
3.2 If 0<a<cand (2c—a—b)=r=;

> —1, then

U(Pl) =B+ fa—c(U(Ql))'

Proof. To start our proof we first show that for any (s,r) belonging to M)\OM)
there exists some (s,7,) belonging to M) having a larger objective value. Let
(s,7) € M)\OM) and introduce the function s:[0,1] — R and r: [0,1] — R given by

s(v) =1 =7)s+y(c=b),r(y) = (1 =7)r+7c
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Since (s,7) belongs to My\OM) we know

(4.56) (5(0) +7(0))A(Popt (5(0),7(0)) = 7(0)) = (s +7)Mpopt(s,r) —=r) < B

and because popi(c — b, c) — ¢ violates the budget constraint we conclude

(4.57)  (s(1)+7(1)A(popt (s(1),7(1)) = (1)) = (2¢ = b)N(popt (¢ — b, ¢) — ¢) > B.

Since the function

v = (5(7) + (1) A Popt (s(7),7(7)) = 7(7))

is continuous on (0,1), this implies by relations (4.56) and (4.57) that there exists
some 0 < 7, < 1 satisfying

(4.58) (5(7) + (1)) APopt (5(7), 7 (7)) — 7(74)) = B.

This shows the set 0M), is nonempty and since 0 < s <c—b and 0 <r < ¢ it follows
that

Sx i =8(1%) =8, Ta =1(7) =1

By Lemma 4.1.4 and 4.1.5 this implies for a > c or 0 < a < ¢ and (2¢c—a —

D (e—
D) > 1 that

(4.59) (c— oz)+ < Popt (85, 75) — 75 < Popt (8,7) — 1.

Since the function f,_. is decreasing on ((c— )™, 00) we obtain by relations (4.59)
and and (s,r) belongs to M)\0M) that

Ja—c(Popt(8,7) = 1) 4 (14 5) XM(popt (5,7) —17)
(4.60) < fa—c(Popt(8s,74) = 74) + B
= fa—c(Popt(86,75) = 75) + (85 + s ) X (Popt (55, 74) = T4)
By relations (4.58) and (4.60), it now follows that
v(P1) = sup(s pyens, {fa—c(Popt(s,7) =) + (r+ 8)A(popt (s,7) — 1)}
(4.61) = sup(s ryeamy { fa—c(Popt(s,7) =7) 4 (r+ ) Mpopt (s,7) —7) }

= B+ SUD(s,r)ed M, {fa—c(popt(sa 7’) - ’l“)}
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Since by Lemma 4.1.5 and 4.1.4 we know for every (s,r) belonging to M that

popt(S;T) —-r > popt(c_ b57c) —cz (C_ a)+

and the function f,_. is decreasing on ((c—a)™,00) the desired result follows using
relation (4.61) O

If (popt(c—bs,c) —c) violates the budget constraint it follows under the conditions

of Theorem 4.4.3 and using A belongs to D and hence )\ decreasing that

SUP(s ey 1 (1 +8)} = Sup(r,s)eaM,\{W}

B
inf(s,r) {)\(popt (s,7) —7”)}

B
A(sup(s,ryeanty {popt (s,7)—7)})"

This shows that the optimization problem sups ,)car, {(r+5)} has the same set of

s,r
optimal solutions as the optimization problem sup(, .yeqnr, {Popt(s,7) —7)} and by

Theorem 4.4.3 it has the same set of optimal solutions as optimization problem (P;).

It is still an open question how to analyze the optimization problem (P;) for

0<a<cand (ZC—a—b))\ < —1.

By Theorem 4.4.3 it is obvious that solving optimization problem (P) is the same
as solving optimization problem (Q7). In the remainder of this section, we assume
that the conditions of Theorem 4.4.3 hold. To analyze the problem (@) we do the

following. If the condition
(2¢—bs)N(popt(c —bs,c) —c) > B

holds and so pep(c — bs,c) violates the budget constraint we introduce for every

0 < s < c—b the possibly empty set
(4.62) M(s)={0<r<c:(r+s)X(popt(s,r)—r) < B}.

By Theorem 4.4.3 the optimization problem (1) can now be written as
(4.63)

inf (5 1y cons, {Popt (1;8) =7} = v(Q1) = infocs<cp, If{popt(s,r) =7 :r € M(s)}

By Lemma 4.1.4 and X decreasing, the function s — A(popt(s,0)) is increasing and
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since 0 belongs to the set {0 <s <c—bs: sA\(popt(s,0)) < B} the expression
(4.64) S :=sup{0 < s < c—bs: sA(popt(s,0)) < B}.

is well defined. For s, < ¢—bs we obtain by the continuity of the increasing function
s — sA(popt (s,0)) that

(4.65) S+ A (Dopt (5%,0)) = B.

Clearly if s, < c—bs it follows that s, represents the largest subsidy value for which
it is not possible to give a positive rebate to each customer without violating the
budget constraint. At the same time we introduce for every s < ¢ —bs the function
s 1 [0, 54] = [0,¢] defined by

(4.66) r(8) :=sup{0 <r < c: (r+s)X(popt(s,r) —r) < B}.

and for each given s < s, the value 7,(s) represents the largest value of the rebate
r < c satisfying the budget constraint in case the subsidy value equals s. Clearly the
nonnegative function r, : [0, s.] — [0,¢] is bounded above by ¢ and decreasing. This

means that we can define

sup{0 < s<c—bs:r(s)=c} ifr(0)=c

0 otherwise.

This implies for 7,(0) = ¢ that 7.(s.) = ¢. Also it follows using 7.(s) is non-negative
on [0,s,] that

SexM(Popt(556,0) < S\ (Dopt (Swe T (510)) = T (520 )
< (S A 7o (S500) ) A Popt (S, T (S ) ) — T (S
< B
This shows using s — A(pope(s,0)) is increasing that
(4.68) Sux < Sy

In the next intermediate result, we relate the set M(s) defined in (4.62) and 7.(s)
for s < s, and show that the set M (s) is empty for s > s,.

Lemma 4.4.2. [t follows for every s satisfying s« < s < c—bs that the set M(s) is
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empty and for every 0 < s < s,
M (s) = [0,74(s)].

Moreover, if s < Sk and Sy < s < Sy, the value r4(s) is the unique solution of the

nonlinear equation
(V4 $)A(popt (s,v) —v) =B, 0 <v <c
and the function s — s+ry(8) is continuous on [Six, S«l.

Proof. To show that the set M(s) is empty for every s satisfying s, < s < c—bs we
observe by relation (4.65) that for s, < c¢— by

(4.69) S+ A (Dopt (5%,0)) = B

This implies using Lemma 4.1.4 that for every s satisfying 0 < s, < s < c¢—bg and
0<r<e
(r+8)Apopt(s,7) —17) > (r=+8)X(Popt (85,7) —7)

> S*A(popt(s*ﬂ‘)_r)
Z S*A(popt(s*ao)

= B

This shows that the set M (s) is empty for every 0 < s, < s <c—bs. Alsoif 0 < s <s,
the value 0 belongs to the set {0 <r <c: (r+s)A(popt(s,7) —r) < B} and since the

function r — popi(s,r) —r is increasing on (0,c¢) the value
(4.70) re(s) :=sup{0 <r <c: (r+s)\pop(s,r)—r) < B}

is well defined and we may conclude for 0 < s < s, that M(s) =[0,74(s)]. Finally
if s < s < sy it follows by the definition of s.. that r.(s) < ¢ and using v —
(v + $)X(popt(s,v) —v) is strictly increasing and continuous the value 7.(s) is the

unique solution of the nonlinear equation
(4.71) (V4 $)A(popt (s,v) —v) =B, 0 <v <c

This shows the second result. Also by relation (4.71) it is easy to verify using A\ € D

that the function s — s+7.(s) is continuous on [S, S«]. O

For each s < s, and r,(s) < ¢ we can identify r.(s) by a Newton-Raphson type of
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root-finding procedure (Cheney & Kincaid. (1999)). Another way to identify 7.(s)

is to use a standard bisection method. One can now show the following result.
Lemma 4.4.3. If for every (s,r) belonging to M the function

N(p—r)
Ap—r)

is strictly decreasing on B(s,r) and (popt(c—bs,c) —c) violates the budget constraint
then

p— (p—c+s)

v(Q1) = infs,, <s<s, {popt(sar*(s)) —74(s)}
with s, defined in relation (4.64) and s.. in relation (4.67).

Proof. We know by relation (4.63) and Lemma 4.4.2 that

v(Q1) = info<s<s, Y(5)

with
v(s) :==inf{popt(s,7) —r: 7 € M(s)}.

Applying Lemma 4.4.2 and 4.1.4 it follows for every s < s, that
() = inf{pope (s,7) =17 € [0,74(5)]} = Popt(5,74(5)) = 7(5)
and using 7. (s) = ¢ for every s < s, yields the desired result. ]

Since r.(s) is a decreasing function it is unclear how the function s — s+ 7.(s)
behaves on [S., S«]. This is discussed in the following result.

Lemma 4.4.4. If X belongs to D and for every (s,r) belonging to M the function

N(p—r)
Ap—r)

is strictly decreasing on B(s,r) and popt(c— bs,c) — ¢ violates the budget constraint,

then the function

p— (p—c+s)

S = Popt(8,7(8)) — 74(8)

is constant on [Six,Ss).

Proof. Introduce the possibly empty set

I= {s** <5< 8 5+714(8) > ¢, (re(s) —c+s) N0) < —1}
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For every s € I it follows by relation (4.26) that

£(8) = popt(5,74(8)) = 74(s) =0

For every s € [S.«,5«]\I we obtain by relations (4.25) and (4.27) that f(s) is the

unique solution of the nonlinear equation

(4.72) (u—c+ri(s)+s)
We also know by Lemma 4.4.2 that for every s, < s < sy
(4.73) B = (s+1(s)A(f(s)).

We will now show for every si, sy belonging to [s.,s«|\I that s; +r.(s1) =712+

s«(r2). Suppose by contradiction that
s1+7x(s1) > s2+74(s2).
This implies using A(") is negative that by relation (4.72)
A A
(F(s2) — s+ (1) 5 HBL < (F(s2) = et sa+rels2)) gzl

(4.74)
= -1

1)
Since the function v — (u—c+ s1 + T*(Sl))A)\(QSL) is strictly decreasing on
B(s1,7+(s1)) we obtain by relation (4.74) that

(4.75) F(s1) < f(52).

By relation (4.75) and A is a decreasing function it follows that

B = (s1+7«(51))A(f(51))
> (s1+74(51))A(f(52))

(4.76)
> (s2+7(52))A(f(s2))

= B.

Hence we obtain a contradiction and since s1, s9 are arbitrarily chosen from the set
[Ss, 5]\ ] it must follows that so+ 7. (s2) = s1+7«(s1). This shows by relation (4.76)
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that
f(s1) = f(s2).

Since the function f is continuous on [s.«,ss] it must therefore follow that f(s) =0
if I is nonempty and f(s) is a fixed constant if I is empty. This shows the desired
result. O

Finally we summarize the results in a solution procedure. As shown in the previous

theorems the optimal solutions are identified for a > ¢, while for o < ¢ and (2c — o —

/
b) ):\((CC:S)) < —1 it is not clear what are the optimal solutions. Hence we only list the

solution procedure for o > c.

Numerical Solution Procedure 4.4.1. Solving the decentralized version of the

optimization problem (Py) for a > c.

o STEP 1. Solve optimization problem (M (c—b,c)) and compute its optimal
solution popt(c—b,c). Check (2¢—b)N(popt(c—b,c) —c) < B, if true then move
to step 2. otherwise go to step 3.

o STEP 2. Optimal subsidy is ¢ —b, optimal rebate value is c, optimal price is
Popt(c—b,¢), optimal production quantity is qopt = N(popt(c —b,c) —c), optimal

objective value is

fa—c(Popt(c—b,¢) —c)+ (2¢—b)A(popt (¢ — b,¢) — ¢)

and the budget restriction is redundant.

o STEP 3. Compute by bisection S and r«(Ssx). If sxx >0 go to step 4 otherwise
to step 5.

o STEP 4. Optimal rebate value is ¢, optimal subsidy value is s, optimal price
iS Popt (Sxx,€), optimal production quantity is qopt = M(Popt (Sxx,¢) — ), optimal
objective value is

fa—c(Popt(Ssx,¢) —c) + B

and the budget constraint is binding.

o STEP 5. Optimal subsidy is 0, optimal rebate value is r.(0), optimal price is
Popt (0,74(0)) and optimal production quantity is gopt = AN(Popt(0,7+(0) —r4(0)),

optimal objective value s

fa—c(popt(0> T*(O» —Tx (O)) +B

and the budget restriction is binding.
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We present the results for either the budget constraint is redundant or binding in
two separate tables. Table 4.3 displays a summary of the results for problem (P;)
when the budget constraint is redundant and we have either a > ¢ or a < ¢ and

(2¢c—a —bg) ((C S)) > —1.

Table 4.3 Results for problem (P;) with redundant budget constraint.

Results
optimal subsidy c—bs
optimal rebate c
optimal price - optimal rebate Popt(c—bs,c) —c
optimal production Mpopt(c—bs,c) —¢)
optimal consumer surplus B(popt(c —bs,c) —c)
optimal externality aX(popt(c—bs,c) — )
optimal profit manufacturer | A(popt(c—bs,c) —c)(popt(c —bs, c) — bs)

Table 4.4 summarizes the results of problem (P;) in case the budget constraint is
D) (o
binding and either aw > ¢ or @ < ¢ and (2¢ — « —bs)% > —1. Observe sy, r«($)

and s.. are defined in (4.64), (4.66) and (4.67).

Table 4.4 Results for problem (P;) with binding budget constraint.

Results
optimal subsidy S € [Sux, Sx
optimal rebate T(s)
optimal price - optimal rebate Popt (8,75(8)) — r«(s)
optimal production A(Popt(8,74(5)) —74(5))
optimal consumer surplus B(popt (s,7x(5)) —14(5))
optimal externality A (Popt (8,74(5)) —14(5))
optimal profit manufacturer | A(pope(s,7x(8)) —7<(8)) (Popt (s, 7x(s)) —c+5)

63



5. Conclusion and Comparison

In this chapter, we will compare the results we attained from optimization problems
(P) and (Pp) in the centralized and decentralized economy settings. Since the gov-
ernment also optimizes over price and quantity instead of just rebate and subsidy, the
value of the optimal welfare both in problem (P) and (P) is larger in the centralized
economy compared to its value in the decentralized economy. But it is of interest to
know how the government’s expenditure changes or how the manufacturer’s profit

and externality are affected.

5.1 A Comparison for Problem (P)

We start by comparing the results of the centralized economy with the decentralized
economy for optimization problem (P). For simplicity, we assume that o > ¢ in the
tables below and so the public interest good is highly valuable for the welfare of the

society.

Table 5.1 A comparison between centralized and decentralized results for problem (P)

Results Centralized Economy Decentralized Economy
optimal subsidy 0 c—bg
optimal rebate 0<r<e c
optimal price - optimal rebate 0 popt(c — by, C) —cC
optimal production A(0) )\(popt(c —bs,c) —c)
optimal consumer surplus B(O) 5(Popt (C — bg, C) — C)
optimal externality a(0) Oz/\(popt (c—bs,c)—c)
optimal profit manufacturer (r—c)A(0) A(popt (¢ — bs, €) — €) (Popt (¢ — bs, ¢) — bs)
optimal government expenditure rA(0) (2¢— bs))\(popt(c —bs,c)—c)




The optimal production quantity, optimal consumer surplus, and optimal externality
are highest in a centralized economy. If in such an economy the government decides
to give a rebate strictly smaller than the production cost, the manufacturer will suffer
a loss of (r—c)A(0). In the extreme case the government can force the manufacturer

to cover all the production costs by paying 0 rebate.

In a decentralized economy, optimal production quantity, optimal consumer surplus,
and optimal externality are smaller. Since pop(c — bs,c) > ¢ the manufacturer will

not suffer a loss and gains a profit.

5.2 A Comparison for Problem (P1)

We compare the results of the centralized economy with the results of the decen-
tralized economy for problem (P;). First, we assume that the budget constraint
is redundant for both problem settings, meaning the value of budget B is so large
that it covers all possible rebate and subsidy values. This means (2¢—bs)A(0) < B.

Again for simplicity, we assume « > ¢ in the tables below.

Table 5.2 A comparison between centralized and decentralized results for problem (P;) if
the budget covers all possible rebate and subsidy settings.

Results Centralized Economy Decentralized Economy
optimal subsidy c— by c— by
optimal rebate c c
optimal price - optimal rebate 0 ]%pt(c — b, C) —C
optimal production A(0) /\(popt(c —bs,c)—c)
optimal consumer surplus £(0) B(popt(c —bs,c) —c)
optimal externality a(0) aX(popt(c—bs,c) —c)
optimal profit manufacturer (C —bs ) )\(O) A(popt (¢ —bs,c) — ¢)(popt (¢ — bs,c) — bs)

From table 5.2, it is clear that the government sets optimal rebate and subsidy values
to ¢ and ¢ —bs in both centralized and decentralized economies. Again the produc-
tion, consumer surplus, and externality are larger in the centralized economy, but
we cannot determine whether the manufacturer will gain more profit in a centralized

or decentralized economy.

Next we assume that the budget constraint is binding in both economies and this

65



means (2¢ — bs)A(popt (¢ — bs,c) —c) > B. The notations s, 74(s) and s, have been
introduced in (4.64), (4.66) and (4.67). In order to provide a clear table of results,

we define

(5.1) rs« =sup{r € [0,c] : rA\(0) < B}.

Table 5.3 A comparison between centralized and decentralized results for problem (P;) if
the budget B does not cover all possible rebate and subsidy settings.

Results Centralized Economy Decentralized Economy
optimal subsidy % — Ty S < 5 < Sy
optimal rebate Ts ()
optimal price - optimal rebate 0 popt(87 Tx (S)) — Ty (8)
optimal production A(0) APopt(8,74(8)) —74(s5))
optimal consumer surplus £(0) B(popt (5,7%(5)) —r4(5))
optimal externality a(0) Oé)\(popt(s,r*(s)) —74(5))
optimal profit manufacturer B —cA(0) A(Popt (5,72(5)) — 74 (8)) (Popt (5,74 (5)) — c + 5)

Since popt (s,74(s)) —r«(s) > 0 we conclude from Table 5.3 that in a central economy

optimal production, optimal consumer surplus, and optimal externality are still

higher then in a decentralised economy.
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APPENDIX A

In this appendix, we list in the first subsection the following auxiliary result, while

in the second subsection we discuss the consumer surplus.

An Auxiliary Result.

In the first part of this appendix, we prove the following result.

Lemma A.0.1. For any functions f;: (0,1) — [—00,00] it follows that
supg<, <. max{fo(r), f1(r)} = max{supy<, <. fo(r),supg<,<c f1(r)}
Proof. Since max{ fo(r), fi(r)} > fi(r),i = 0,1 we obtain
supg<y<cmax{ fo(r), f1(r)} = max{supo<, <. fo(r),supo<,<c f1(r)}
Suppose now by contradiction that

SUPp<r<c max{fo (T)7 fl (T>} > maX{SUPogrgc fO (T>’ SUPp<r<c fl (T)}

Hence by the definition of supremum we can find some 0 < rg < ¢ satisfying
(A1) max{ fo(ro), f1(ro)} > max{supg<,<. fo(r),supg<,<. f1(7)}
Since 0 < rg < ¢ we obtain for every i = 0,1 that

fi(ro) <supg<,<c fi(r)

and so

max{ fo(ro), f1(70) } < max{supy<,<.fo(r),supg<,<.f1(7)}

contradicting relation (A.1). O
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On the Consumer Surplus

In this part of the appendix we introduce the consumer surplus for two different
demand generating models. We first consider a demand function A\ : Ry — Ry with
Pmax < 00 the maximum price customers are willing to pay for a given product.By
definition this demand function is decreasing and satisfies A(pmax) = 0. The value
A(p) represents the demand of customers within a population willing to buy the
product at price p. The consumer surplus of an individual customer is now given
by the difference this individual customer is willing to pay and the actual price this
customer needs to pay. If the price of the product is given by p > ¢ and we introduce
for every h > 0 the sequence pp =p—+kh for k=0,..M < oo for ppr = pmax < 00,
then according to this demand function the total number of customer willing to pay

between py and pg1 is given by
AN = Apr) = APr+1),k=0,.... M

This shows that the total consumer surplus of customers willing to pay between py,
and pg1 is bounded above by (pgi1—p)ANy = (k+ 1)hADy and below by (pg —
p)AN; = khA)Xg. The total consumer surplus of the demand function at price p is
then bounded above by

Shlo(rar—p)ANe = BpLo(k+1)AN,
= LYo AN
= b0 AP;) — MPmax)
= hY oA py)
and bounded below by
Silo(ok —p) AN, = SiLo(Prr1 —p) AN+ Xilo (pk — Prr1) A
= X3 A(pj) — hA(p).

Letting now h | 0 we obtain that

(A.2) Cy(p) = /p " \w)du,

If the demand function is given by the linear demand function A(p) = a —p with

a >0 (Raz & Ovchinnikov (2015)) then ppax = a and we obtain that the consumer
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surplus equals

a 2
Cs(p) :/p (a—p)dp = ;(a—p)2 _ A 2(1))

By a similar analys we obtain for ppax = 0o that

(A.3) Cy(p) = /p " Mw)du.

In the latter case, we assume that this integral is finite. If the offered quantity of
the product is given by ¢ and A(p) is the demand for the product at price p, then
the total sales are given by min{q, D(p)}. As in Cohen et al. (2016) and Raz &
Ovchinnikov (2015), we define the consumer surplus Cs(p,q) by the product of the
fraction of customer being able to buy the product and the consumer surplus of all

the customers willing to pay the price p. This means that
min{q, A Pmax
(A.4) Cs(p,q) = {Q(P)}/ A(u)du
A(p) p

Observe for the special demand function in Raz & Ovchinnikov (2015) it follows for
A(p) > q (see formula (2) of Raz & Ovchinnikov (2015)) that

 min{g,\(p)} [pmax g X)) g\
Cs(p,q) _)\(p)/p A(u)du = Ap) 2 9

For A(p) < ¢ we obtain (see formula (2) of Raz & Ovchinnikov (2015)) that
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