CMS 2: 21-56 (2005)

DOI: 10.1007/s10287-004-0010-0

Quasi-variational inequalities, generalized Nash
equilibria, and multi-leader-follower games

Jong-Shi Pang'-* and Masao Fukushima?®**

1 Department of Mathematical Sciences, Rensselaer Polytechnic Institute, Troy, New York 12180-3590,
USA (e-mail: pangj@rpi.edu)

2 Department of Applied Mathematics and Physics, Graduate School of Informatics, Kyoto University,
Kyoto 606-8501, Japan (e-mail: fuku@i.kyoto-u.ac.jp)

Abstract. The noncooperative multi-leader-follower game can be formulated as
a generalized Nash equilibrium problem where each player solves a nonconvex
mathematical program with equilibrium constraints. Two major deficiencies exist
with such a formulation: One is that the resulting Nash equilibrium may not exist,
due to the nonconvexity in each player’s problem; the other is that such a nonconvex
Nash game is computationally intractable. In order to obtain a viable formulation
that is amenable to practical solution, we introduce a class of remedial models for
the multi-leader-follower game that can be formulated as generalized Nash games
with convexified strategy sets. In turn, a game of the latter kind can be formulated
as a quasi-variational inequality for whose solution we develop an iterative penalty
method. We establish the convergence of the method, which involves solving a
sequence of penalized variational inequalities, under a set of modest assumptions.
We also discuss some oligopolistic competition models in electric power markets
that lead to multi-leader-follower games.

Keywords: Quasi-variational inequalities, leader-follower games, Nash equilib-
rium, electric power market modeling, oligopolistic competition, mathematical
program with equilibrium constraints

1 Introduction

It is by now a well-known fact that the Nash equilibrium problem where each
player solves a convex program can be formulated and solved as a finite-dimensional

* The work of this author’s research was partially supported by the National Science Foundation
under grant CCR-0098013 and ECS-0080577 and by the Office of Naval Research under grant N0O0014-
02-1-0286.

** The work of this author’s research was partially supported by a Grant-in-Aid for Scientific Research
from the Ministry of Education, Science, Culture and Sports of Japan.

C M S Computational Management Science

© Springer-Verlag 2005




22 J.-S. Pang and M. Fukushima

variational inequality [11, 19]. The generalized Nash game is a Nash game in which
each player’s strategy set depends on the other players’ strategies. The connection
between the generalized Nash games and quasi-variational inequalities (QVIs) was
recognized by Bensoussan [4] as early as 1974 who studied these problems with
quadratic functionals in Hilbert space. Harker [18] revisited these problems in
Euclidean spaces. Robinson [39, 40] discussed an application of a generalized Nash
problem in a two-sided game model of combat. Kocvara and Outrata [28] discussed
a class of QVIs with applications to engineering. Wei and Smeers [46] introduced a
QVI formulation of a spatial oligopolistic electricity model with Cournot generators
and regulated transmission prices. Pang [34] recently analyzes the computational
resolution of the generalized Nash game by the Josephy-Newton method [25, 11].

Unlike the VI, which has a long history and an extensive literature (see the
monograph [11], which presents a state-of-the-art study of finite-dimensional vari-
ational inequalities and complementarity problems), the study of the QVI to date
is in its infancy at best. In particular, there is only a handful of papers that address
the QVI in finite dimensions in terms of existence of solutions [8, 38, 47] (see also
[11, Section 2.8]) and in solution methods [28, 34]. As such, it is of independent
interest to develop efficient computational methods for solving QVIs. This is one
motivation for the present research.

More importantly, another motivation of the present paper stems from some
recent oligopolistic competition models in the electricity power markets, which
can be formulated as a unified Nash equilibrium problem, where each player solves
a nonconvex optimization problem, called a “subgame equilibrium”. One such
model [7, 22] describes the bidding strategy of a dominant firm (the leader) in a
competitive electricity market, whose goal is to maximize its profit subject to a set of
price equilibrium constraints. The mathematical formulation for this model with a
single dominant firm is thus a Mathematical Program with Equilibrium Constraints,
or simply, an MPEC. Due to the disjunctive complementarity conditions in its
constraints, an MPEC is a difficult, nonconvex optimization problem [30, 33];
efficient methods for computing globally optimal solutions are to date not available.
In practice, the multi-dominant firm problem is of greater importance; and yet, as
a Nash game, the latter problem can have no equilibrium solution in the standard
sense. An example due to Hobbs [21] which we reproduce later illustrates this non-
existence of solution. In game-theoretic language, while the problem of a single
dominant firm can be identified with a Stackelberg leader-follower game, whose
relation with the MPEC is known [30], that of multi-dominant firms corresponds to
anoncooperative game with multiple leaders and several followers, which as a Nash
problem is defined by players solving nonconvex subgame equilibrium problems. A
major objective of the present paper is to propose QVI relaxations for a “nonconvex
Nash problem” of the latter kind.

A related Nash problem with nonconvex subgame equilibria arises from an al-
ternative competitive electricity model. Originated from Hobbs [20] and further de-
veloped in several subsequent papers [31, 37, 36], the model aims at understanding
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the strategic behavior of several firms in dealing with the presence of an arbitrager
in the market. There are two behavioral approaches considered; exogenous versus
endogenous arbitrage. In the exogenous-arbitrage approach, the arbitrager is con-
sidered a Nash player who maximizes its profit and occupies a role in the game
just like all other players, including the firms. This approach leads to a standard
Nash equilibrium problem that can be formulated as a linear or nonlinear comple-
mentarity problem, depending on other model characteristics. In the endogenous-
arbitrage approach, the firms anticipate the behavior of the arbitrager and therefore
include the optimality conditions and the associated variables of the arbitrager’s
profit maximization problem in their own optimization problems. In the cited ref-
erences, the arbitrager’s problem is a simple equality-constrained linear program
whose optimality conditions is a system of linear equations. Therefore, there is
no great technical difficulty including the latter equations in the constraints of the
firms’ problems. Nevertheless, a tremendous challenge arises with the endogenous-
arbitrage approach when there are inequality constraints present in the arbitrager’s
problem. The optimality conditions of the latter problem involve complementarity
conditions, which when put into the constraints of the firms’ optimization problems
turn the latter into MPECs. Once again, a Nash problem with nonconvex subgame
equilibria is obtained. To the best of our knowledge, the latter problem has not been
formulated in the literature; in Subsection 5.2, we present a formal description of
the problem and explain how it fits the framework of a multi-leader-follower game.

2 The generalized Nash game as a QVI

The generalized Nash game with N players may be defined in the following abstract
way. Forv =1,..., N, let K" : i"v — R"™ be a given set-valued map, where
each n,, is a positive integer,

N
}’IEE ny, and n_, = n—ny;

v=1

thus for each x™" € M-V, KV(x™") is a subset of N, which is the strategy set of
player v. We write a vector x € " in the partitioned form:

x = (x")N_ witheach x¥ € %™,

For the most part in the paper, we assume that K" (x~") is finitely representable by
convex inequalities. To describe such a representation and each player’s optimiza-
tion problem, let g” : R" — R"™ AV : R — RE and 6, : R — R be given
functions, where m,, and £, are positive integers. We make the following blanket
convexity assumption foreachv =1,..., N.

Convexity assumption. Each function h; is continuously differentiable and con-

v

vex on N" for all j = 1,...,¢,; moreover, for each x " € NR"-v, the functions
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6y(x™", ) and g/ (x™", -) are continuously differentiable and convex in the argu-
ment x” foreachi =1, ..., m,.

The functions g” and A" are distinguished by their arguments; the former is a
function of the entire vector x € " whereas the latter is a function of only the
subvector x”. This distinction is motivated by the application in the generalized
Nash game where x" is the strategy vector of player v and x is the strategy vector
of all the N players in the game. We then define

K'(x™") ={x" e R : g"x) <0, h"(x") <0}; (1)

thus KV (x~") is aclosed convex subset of )t". Here we see that player v’s strategies
are constrained in two ways: those that are dependent on other players’ strategies
g"(x) < 0 and those that are dependent solely on player v’s strategies 4" (x") < 0.
This distinction is useful for both the treatment of the existence of solution and for
the penalty method described subsequently.

The generalized Nash game is to find a tuple x* = (x*") € R", called a
generalized Nash equilibrium (GNE), such that foreachv = 1,..., N, x*V is an
optimal solution of the convex optimization problem in the variable x" with x ™"

fixed at x™~V:
minimize 6,(x*~", x")

. )
subjectto xV € KV(x*7").
Defining
N
K@) =[] K'«™) forx = (x")), € " 3)
v=1
and
F(x) = (Vo 6,(x)N | e o, 4)

we see that x* is a GNE if and only if x* € K (x*) and
(y=—x)TFx*) >0, Vye Kx".

The latter problem is an instance of the QVI, which is formally defined in the next
subsection. For each tuple x 7V € R"-v, let S, (x™") C N denote the optimal
solution set of player v’s optimization problem (2) parameterized by its rivals’
strategy vector x V. A GNE is thus a tuple x* such that x*" € S, (x*~") for all v.

2.1 Existence of a solution to a QVI

Formally, given a point-to-point map F from R” into itself and a point-to-set map
K from 0" into subsets of R”, the QVI (K, F) is to find a vector x* € K (x*) such
that

(y=x)TFx* =0, Vye Kx".
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When K (x) is independent of x, say, K (x) = K for all x, the QVI becomes the VI
of finding x € K such that

(y—x)'F(x) =0, VyeK.

We recall that a set-valued map & : R" — N is continuous at a vector x if @ is
both upper and lower semicontinuous at x. Upper semicontinuity at x means that
for every ¢ > 0 there exists an open neighborhood A of x such that

U @0 < o@) +B0. e),
yeN

where IB(0, r) denotes the open Euclidean ball centered at the origin and with
radius r > 0; lower semicontinuity at x means that for every open set I/ such that
@ (x) NU # ¢, there exists an open neighborhood A of x such that foreachy € N,
D (y) NU # . We say that ® is continuous in a domain if it is continuous at every
point in the domain. For excellent references on set-valued maps, see [1, 41].

In the existence result below, we postulate that the set-valued map K is compact-
valued and continuous. We do not impose any special structure on the sets K (x).
This general framework is presented herein for the sake of completeness.

Theorem 1 Let F be a continuous point-to-point map from R” into itself and let K
be a point-to-set map from 9" into subsets of RN”. If there exists a compact convex
set T C 9" such that

(a) forevery x € T, K (x) is a nonempty, closed, convex subset of T';
(b) K is continuous at every point in T,

then the QVI (K, F) has a solution.

Proof. Ttis clear that
K(T) = U K(x) C T.

xeT

Thus the theorem follows from Corollary 3.1 in [8]. a

It is possible to refine the above theorem by relaxing the boundedness of the
sets K (x) and replacing it by strengthened assumptions on F (such as some form
of coercivity), for our purpose in this paper, Theorem 1 is sufficient.

2.2 Existence of a GNE

Theorem 1 can certainly be applied to the generalized Nash problem, provided that
the strategy map K given by (3) is continuous. While such a continuity condition (or
its refinement) is appropriate in the general framework where no special structure
is assumed on each set K" (x "), when the latter is finitely representable by convex
inequalities, as in (1), it is possible to give a more direct treatment of the existence
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of a GNE that takes advantage of the explicit representation of the set KV(x™").
The treatment still employs Kakutani’s fixed-point theorem.

Before proceeding further, we contrast our treatment of this problem with a
similar treatment employed by Robinson [40]. While both use Kakutani’s fixed-
point theorem, the main difference between our approach and Robinson’s lies in
how the “rival-dependent constraints” are being handled. Whereas Robinson’s ap-
proach is based on convex analysis and the theory of functional epiconvergence (see
also [26]), which is fairly general and requires no particular representation of the
strategy sets KV(x~") nor the differentiability of the players’ objective functions,
our approach below is based on constraint qualifications on the latter sets and on
the KKT systems of the players’ optimization problems. The approach is therefore
more “computation-friendly” and the required assumptions are generally easier to
verify than those in the epiconvergence approach.

To begin, let us write down the Karush-Kuhn-Tucker (KKT) system of player
v’s optimization problem (2):

my lv
Vi 0y () + A Vagl (1) + Yl VAL (") = 0
i=1 j=1

%)
0<A Lg"'x) <0

0<u LAwxY) <0

where AV € " and u” € R are the KKT multipliers of the constraints g” (x) < 0
and h¥(x") < 0, respectively, in the set K¥(x™"), and a L b means two vectors a
and b satisfy a” b = 0. We postulate the following Sequentially Bounded Constraint
Qualification for every playerv=1,..., N.

(SBCQ) For every bounded sequence {x¥} ¢ %" such that x*¥ e S, (x*~") for
every k, there exists abounded sequence {(A%”, 1%V} such that the pair (A\X¥, 15v)
satisfies the KKT system (5) corresponding to x* for every k.

The SBCQ was introduced in [30] for the study of the MPEC; it is a unification of
various well-known CQs such as the Mangasarian-Fromovitz CQ and the constant-
rank CQ of Janin. In particular, the SBCQ plays an important role in the existence
of an optimal solution to an MPEC; such a role persists in the present context of
a GNE. Rather than repeating all the special cases of the SBCQ (for which the
details can be found in the cited reference), we consider the important case where
both g" and h" are affine functions and present the proof to show that such linear
constraints satify the SBCQ easily. Letting

() = {i : g/) = 0}
y(x¥) = {j : ki) = 0}
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be the active constraints at x in player v’s problem (2), we can rewrite the first
equation in (5) as

Ve o)+ Y M Vegl@+ Y VA" = 0;

i€ay(x) J€V(x?)

moreover we have
A =0, Vi ¢ga(x)

1

and
wp=0, Vj¢nk.

Since the gradients V,» g} (x) and VA" (x") are constant vectors, it follows that if
x" belongs to S, (x~"), then by polyhedral theory, there exist nonnegative A" and
w” that satisfy the above three sets of equations. Moreover, (A", u") is represented
as

AV
( v) = Ay(x)Vpb,(x), (6)
I

where A, (x) is a linear operator depending only on o, (x) and y, (x), rather than
on x. Since there are only finitely many index sets «, (x) and y,(x”) (even though
there is a continuum of values for x), (6) shows that (A", ©") is bounded as long
as x belongs to a bounded set. This indicates that the SBCQ holds for the linearly
constrained generalized Nash problem.

We need a compactness assumption and a feasibility assumption for each v =
1,...,N.Let

N
X' ={x" e h'(") =0} and X' = ] x".
v#£EY =
Compactness assumption. The set X, is nonempty and bounded.

Feasibility assumption. For each x™" € X7V, the set KV(x™") is nonempty.

The compactness and feasibility assumptions together imply that S, (x ") is non-
empty forall x ™V € X7V,

Theorem 2 Under the convexity, compactness, and feasibility assumptions and the
SBCQ, there exists a GNE.

Proof. Let

N
X = 1_[ XV,
v=1
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which, by assumption, is a nonempty, compact, convex subset of :i”. Define the

set-valued mapping ® : X — X, where for each x = (x”)f}V: 1 €X,

N
d(x) = ]_[ Sy(x™Y).
=1

For each x € X, ®(x) is a nonempty, compact, convex subset of X. It suffices
to show that @ is a closed point-to-set map. In turn, we need to show that if

k kY k k)Y gan
xt = (x ’ ) ' and {y" = (y ’ ) | are sequences in )" such that
v= =

lim xfY = x*” and  lim yb¥ =y

k— 00 k—o00
forall v =1,..., N and that y*V € S, (x*~") for all k and all v, it then follows
that y°>V is an element of S, (x°~") for all v. Fix an arbitrary v and define, for

AN
each k, ¥ = (zk’” ) by
v/=1
kv s /I
' yerifv' =v
xkv" otherwise.

AN
The sequence {z¥} converges to the limit z>° = (zoo’” ) - where
v/'=

oo,v’

) {yoo*“ ifv =v

X otherwise.

For each k, there exist A%V and p5V satisfying the KKT system:

my ev
Ver 0@ + Y AF Vgl (25 + Y VR = 0
i=1 j=1

0 < )\k,v 1 g”(zk) < 0
0 < ub” L vk < 0;

moreover, by the SBCQ, we may assume, without loss of generality, that the se-
quence {5 ukvy) converges to a pair (A°>¥, u®-V). Passing to the limitk — oo,
we conclude readily that y°>V € §,(x°>~") as desired, by the convexity assump-
tion. O
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3 A Sequential penalty VI approach to QVis

To take advantage of the computational advances for solving VIs [11], we propose
a penalty approach for solving a QVI of the following kind: For given continuous
mappings F : ®" — R, G : M2 — R™ and H : K" — R, find a vector
x € K(x) such that

(y—x)TF(x) >0, Vye K,

where
Kx)={yehR" :Gkx,y) <0, Hy) < 0}.

We denote this problem by QVI (F, G, H). In the application to the GNE, the
mapping F is given by (4), the mapping G is given by

gl yh
g2(x72y?) N
G(x,y) = e N, with m=> m, (7
: =1
gV N, yM)

forx = (x”)?_, and y = (y")!_, both in #"; and the mapping H is given by

h'(yh
h2(y%) N
H(y) = . e ', wih £=) 0. 8)
: v=I
AN (yN)

Consistent with the compactness assumption, we assume that the set
X={xeR :Hx <0}

is nonempty and bounded. Moreover, we assume that each component function H;
is convex; thus X is a nonempty, compact, convex set. Note that, by (8), the set X
can be written as the Cartesian product of the sets

X' ={x"e R hE") <0}, )
that is

N
X = []x" (10)
v=I1

Although many iterative algorithms for solving mixed complementarity prob-
lems can in principle be applied to the equivalent KKT system of the above QVI
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(F, G, H), the regularity conditions that are needed for the convergence of these
algorithms (see [11, Chapter 10]) are in jeopardy, due to the dependence of the
function G on two arguments x and y. Instead of deriving restrictive conditions
on the triple (F, G, H) to satisfy these conditions, we adopt a different approach
for solving the QVI (F, G, H), which is inspired by the augmented Lagrangian
approach for nonlinear programming [5, 6]. The key idea is to penalize the non-
standard constraint G(x, y) < O via a penalty term and to solve a sequence of
penalized VIs on the set X. Details of the resulting algorithm are described below.

A penalty method. Let {o;} be a sequence of positive scalars satisfying px < pr+1
and tending to co. Let {u*} be a given sequence of vectors. Generate a sequence
of iterates {x*} as follows: For each k, x* is a solution of the VI, which is to find
x € X such that for all x’ € X,

(x'—x)T |:F(x) + Z max (0, uf-‘ + 0kGi(x, x)) VyGi(x, x):| > 0.

i=1

Since X is a compact convex set, each iterate x* exists and stays in X. Hence the
sequence {x*} is bounded. By imposing an appropriate condition on a limit point
x® of such a sequence, we show that x*° is a solution of the QVI (F, G, H).

Theorem 3 Let F : %" — 9" be continuous. Let each H; : " — 9 be a
continuously differentiable, convex function. Suppose that the set X is nonempty
and compact. Assume that G : 2" — Q" is continuous and that foreach x € X, the
function G; (x, -) is continuously differentiable and convex. Let {ox} be a sequence
of positive scalars satisfying pr < px1 and tending to co. Let {#¥} be a bounded
sequence of vectors. Let x* be the limit of a convergent subsequence {x* : k € «}.
If the following implication holds:

D ki VyGi(x® x®) + Y i VH(x™®) = 0
ica Jjey
A >0, Viea
(11)
wj >0, Vjey
= A =u;=0V(,j)eaxy,
where
a={i:G(x>*x*)>=0} and y ={j: H;jx>) =0},
then x*° is a solution of the QVI (F, G, H).

Proof. We claim that, for all k € « sufficiently large, a multiplier u* exists such
that

m £
F*)+ ) max(0, uf + o Gi (x5, x5)) vy Gi (65, x5 + >k VH; R = 0
i=1 j=1
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0<uk 1L HGE <o.

In turn, this holds under the condition that for all k € « sufficiently large,

Y Wk vH; ) =0
jen = ulj‘ =0, Vjen,
uh =0, Vjiew

where
ve = (j: Hi(xH =0},

the latter condition being equivalent to the Mangasarian-Fromovitz constraint qual-
ification for the VI at the solution x*. Note that y;, C y for all k sufficiently large.
Assume that the displayed implication fails to hold for infinitely many £’s in «.
It then follows that a nonempty index set y»o C ¥ exists such that for every k in
an infinite index subset x’ of «, the following system of linear inequalities has a
solution in ,ul;:

Il
=

D W VH;(

J€Yoo
>

J€Y0
mj =0, Vj€ Yo
We may assume without loss of generality that for each j € y, the sequence
{/L]; : k € «'} converges to a limit ,u?o, which must satisfy

> =t

J€Y

In view of the fact that y, € y, the above expression contradicts the assumed
implication (11). Consequently, the claim at the opening of the proof holds. For all
k € k sufficiently large, we can rewrite the first displayed equation as

FEb 4> max(0, uf + pGi(x*, x*) v, Gi (', x*) + Y~ pf VH;(x5) = 0.
ica jey
(12)
The sequences

{max(0, uf + o Gi(x*, x) ) and ()

must be bounded for every i € « and j € y; otherwise, we would easily get
a contradiction to (11). This implies that G(x*°, x*°) < 0 and that there exist
nonnegative A* and yf]" satisfying

F(x®)+ Y 2 VyGi(x®, x®) + ) i VH;(x®) = 0.

ica jey
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This shows that the triple (x*°, A*, u*), where A7 = ,uj = Oforalli ¢ xandj ¢ vy,
satisfies the KKT system of the QVI (F, G, H). Equivalently, x* is a solution of
the QVL |

In Theorem 3, the sequence {u*} is somewhat arbitrary and only assumed to be
bounded. By analogy with the augmented Lagrangian method, we may update u*
successively by the formula

ub T = max(0, uf + oG (K 20y, i =1, m. (13)

The proof of the theorem shows that the sequence {1} defined in this way is indeed
bounded, provided that (11) holds at every accumulation point of the sequence {x}.
Indeed, with the above definition of uf“, we can write (12) as:

FO 4+ ufm vyGik x5 + )k vH 5 = o.
iea Jj€y
A standard normalization/limiting argument will establish the boundedness of
{u**1} defined by (13).

3.1 Specialization to a generalized Nash game

When specialized to a generalized Nash game, the above penalty method has the
following game-theoretic interpretation. First let u* = (uk"’)f)\’:1 € MW" with u®’ e
R for each v = 1, ..., N. Then, from (4), (7) and (10), the VI solved at each
iteration of the penalty method can be restated as follows: Foreachv =1,..., N,
find a vector x” € X" such that for all x*" € X"

v/ wnWT
(x" —x")

my
x [vxvev(x—”, )+ max(0, uf U+ gl (x7Y, x)) Vgl (x 7, x“)]
i=1

> 0.
This together with (9) implies that, at the k-th iteration, each playerv =1, ..., N,
taking the other players’ strategies x ™" as exogenous variables, solves the opti-
mization problem over its variable x":

1 & L
minimize 6, (x 7", x") + — max(0, u:" + prg’ (x7V, x”))?
' 2 pi ; : : (14)

subject to £V (x") < 0.
The overall iterate x* = (xk'”)f)\/:1 is thus a standard Nash equilibrium where each
player has a modified objective function given by

nmy

1
Go(x", ) + o > max(0, u” + prgl (x77. )2,
i=1
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which remains convex, and a convex strategy set
X' ={x" e W :h'(x") <0}

that is independent of its rivals’ strategies. The convergence of this sequential Nash
equilibrium approach to a generalized Nash equilibrium is ensured under the as-
sumptions in Theorem 3.

In principle, the above algorithmic approach does not require the differen-
tiability of the functions involved. Nevertheless, in the absence of any function
differentiability, the practical implementation of the approach by VI methods is in
serious jeopardy. In fact, even in the case of twice continuously differentiable data
functions, the objective function in (14), due to the second summand, is only scl,
meaning that it is once continuously differentiable with a “semismooth” gradient.
As such, in applying the VI methods that require derivatives [11] for solving the
Nash equilibrium subproblems, one has to take note of such weak smoothness in
the resulting functions that define the equivalent VIs.

There are two ways to deal with the lack of twice differentiability in the quadratic
max-penalty in the objective function of (14). One way is to employ an exponen-
tial penalty instead [5, 45], which has a more favorable property with respect to
differentiability. Specifically, the optimization problem (14) for each player v may
be replaced by

my

1
minimize 8, (x~Y, x") + — Z uf’v exp (pkg}’(x_”, x”))

Pk (15)

i=1
subject to h¥(x") < 0,

which, in the setting of the original QVI (F, G, H), amounts to solving the follow-
ing VI: Find a vector x € X such that for all x’ € X,

m

(x'=x)T |:F(x) + Z uf‘ exp (okGi(x, x)) V,Gi(x, x):| > 0.
i=1

Problem (15) is twice continuously differentiable whenever the data functions are

so. Moreover it is not difficult to see that the convergence result stated in Theorem

3 remains valid for the exponential penalty method. Other examples of smooth

penalty functions may be found, for example, in [2, 3, 5].

Keeping the quadratic max-penalty, we can still obtain a smooth formulation
for the penalized Nash subproblems by employing an equivalent complementarity
statement of the max term. Specifically, observing that the squared max function is
once continuously differentiable, we can write the KKT conditions of (14) as:

my
Vb, (x7V, x%) + Z max(0, uf’” + kgl (x 7V, x") Vgl (x 77, x)
i=1
Ly
v Vo Uy
+ Y niVRGY) =0
j=1
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0<u’ LAGY) <0,

which are clearly equivalent to the following system:

my £y
Verby (", x) + A Vgl (27 x") + Y VAY(Y) = 0
i=1 j=1
0<u LAY <0

0 <AV LAY —ukv— kg’ (x7V, x¥) = 0.
Concatenating the latter conditions forallv = 1, ..., N, we obtain a smooth mixed
complementarity problem in the variables (x, A, i), provided that the model func-
tions are smooth. To the best of our knowledge, this complementarity reformulation
of a penalty method has not been investigated before, even in the context of a stan-
dard nonlinear program. A detailed investigation of this suggestion is, however,
beyond the scope of this paper.

4 Multi-leader-follower games

The generalized Nash problem provides a mathematical model for a noncooperative
game in which each player takes no leadership position over its rivals. In the case
where one or more players assume the role of leader(s) in the game, then a multi-
leader-follower game arises, the simplest of which is the Stackelberg game in which
there is one leader and multiple followers who react to the leader’s strategies. A
mathematical model for the Stackelberg game is the MPEC, for which there already
exists an extra layer of complexity over the generalized Nash problem presented
above.

For simplicity, we consider a game with two leaders, labelled I and II, and N
followers, labelled v = 1, ..., N; we further assume a leader’s strategy set is inde-
pendent of its rival’s strategies. Let X! C 9”1 and X'I € %" denote the strategy
sets of leaders I and II, respectively. The leaders’ objective functions are denoted
by ¢1 (xl, X y) and ¢gq (xl, X, y), respectively. The notation suggests that each
leader’s objective is a function of its own and the rival leader’s strategies and also of
the followers’ strategies that are collectively denoted by the vector y. The followers
respond to the leaders’ strategies in the following way. For eachv = 1,..., N,
let 6, (x!, x™, y) and KV (x!, x™I, y=¥) denote, respectively, follower v’s objective
function and strategy set that depends on the pair of strategies (x!, x1) € X' x xL.
For each such pair (x!, x"), the followers’ problem is modeled by a generalized
Nash game parameterized by the leaders’ strategies; let ¥ (x!, xI') denote the set
of such GNEs, which is not necessarily a singleton. Specifically, each element

7 e Y(x!, x™) € %" is a tuple (i”)ﬁ':], where

N
n = E ny,
v=1
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such that each y¥ is an optimal solution of follower v’s optimization problem:

L3V

subject to y¥ € KV(x!, x1I, 57,

minimize 6, (x!, x!
(16)

in which the tuple (L, X1, y~") is exogenous to the minimization problem (16)
and y" is the primary variable to be computed.

We can now define a concept of Nash equilibrium for the above 2-leader-multi-
follower game. Specifically, a pair (x*!, x*) € X x X is said to be a L/F Nash
equilibrium, where L/F means leader-follower, if there exists ( y**I, y*’H) such that
(x*I, y*T) is an optimal solution of leader I’s problem, which is to seek (x!, y!) to

minimize ¢p(x!, x*1 yh)

subject to e xt (17)
and yle Yl xom)
and (x*’H, y*’H) is an optimal solution of leader II’s problem, which is to seek
@,y to
minimize @p(x*1!, x1, yI)
subject to xT ¢ x (18)
and y e yxeel xIh,

Notice that in the above definition, the followers’ equilibrium strategies, y*! and
y*1 while both being elements of the equilibrium response set ¥ (x*1, x*11), are
not required to be equal. The reason for this flexibility is that since y*! and y*1!
are leader I's and II’s anticipation of the followers’ collective response to the pair
(x*1, x*™) and since such anticipation may be different among the leaders (due to
the non-uniqueness of the followers’ equilibrium responses), it seems reasonable
not to require the equality between y*! and y*!I. Of course, this issue disappears
when ¥ (x*1, x*1) is a singleton. One could also define a variation of the above
problem by stipulating a market clearing mechanism that enforces y*! = y*1I. As
we see from the example below, a L/F Nash equilibrium may not exist even when
Y(xl, xH) is a singleton for all (xl, xH).

Individually, problems (17) and (18) are constrained optimization problems
with equilibrium constraints; i.e., MPECs. A major difficulty associated with such
an MPEC is the nonconvexity of its feasible region, which in turn is due to the
disjunction that is the result of the complementary slackness condition in the KKT
system describing the response set ¥ (x!, xI"). Although there is much progress in
research on the MPEC [10, 14, 15, 16, 12, 13, 17, 23, 24, 29, 32, 35, 43, 42, 44],
the computation of global solutions to MPECs remains elusive, if not impossible.
Consequently, each leader’s problem is by itself already not easy to deal with.

Notwithstanding the technical difficulty in the leaders’ individual optimization
problems, the above leader-follower problem is a genuine noncooperative game
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with the leaders being the dominant players and with a well-defined equilibrium
concept. Nevertheless, due to the nonconvexity of the response set ¥ (x!, xIT) in
general, the existence of a L/F Nash equilibrium is in jeopardy; see the examples to
follow. Even in the favorable case where such an equilibrium exists, its complete
characterization remains a daunting, if not impossible, task. (This is unlike the
standard Nash problem that has an equivalent VI formulation.) Finally, any rigorous
attempt to compute a L/F Nash equilibrium (if it exists) is presently out of the reach
of existing methods.

In summary, although the multi-leader-follower problem is a sensible mathe-
matical model with a well-defined solution concept, its high level of complexity and
technical hardship make it a computationally intractable problem. Subsequently,
we present a proposal for the remedial resolution of this game problem. Before do-
ing so, we describe a numerical example of a nonconvex Nash problem that has no
equilibrium. (A word about notation; we use subscripts to denote scalar quantities.)

Example 4 Consider a 2-leader noncooperative game with X1 = Xy = [0, [] C R
and

oo xin,y) = sx+y  and @, xmL y) = —3 X — .

The follower’s optimization problem is a nonnegatively constrained quadratic pro-
gram: For fixed but arbitrary (x, x11) € [0, 1% € %2, find yeRto

minimize y(—1+ x; + x11) + %yz

subjectto y > 0.
Thus the follower response function is given by
y(r, x) = max(0, 1 —xp — )

Leader I's problem is therefore written as follows: For fixed but arbitrary xy €
[0, 1], find x1 to

minimize max ( % xp, 1 — %xl — xH)
subjectto 0 < x1 < 1.

It is easy to see that the optimal solution set to this problem is a singleton, which
we write as

Ex(xmp) = {1 —xn}, Vg € [0, 1]
Unlike leader I's problem, which is convex, leader II’s optimization problem is

written as the following nonconvex problem: For fixed but arbitrary x; € [0, 1],
find xyj to

minimize min ( —% xm, —1 +x1+ %xn)

subjectto 0 < xp < 1.
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It is easy to see that the optimal solution set to leader II’s problem is given by
{0} ifxre[0, 1)
En(xp) = ({0, 1}ifx = %
{1} ifxre 10
The graphs of the two optimal sets are

gph Ey = { (xr,xm) € [0,1]% : xy+xy =1}
gph Enr = ([0, 1/2] x {0}) U ([1/2, 1] x {1});

it is easy to see that these two graphs do not intersect. Hence there exists no L/F
Nash equilibrium to this game. Note that gph E7j is nonconvex. O

Part of the culprit for the non-existence of a L/F Nash equilibrium in the above
example is the non-convexity of the optimal solution set Ey;(1/2), which in turn
is due to the non-convexity of leader II’s optimization problem. This situation is
typical of a multi-leader-follower game and is reminiscent of the well-known fact
that a two-person, zero-sum matrix game need not have an equilibrium in pure
strategies. In this elementary case, randomization of the pure strategies, which
leads to the notion of mixed strategies, provides a remedy to the original difficulty.
In a nonconvex multi-leader-follower game, the idea of randomization has to be
broadened to mean convexification. Details are explained next.

4.1 Remedial models

There are in general two ways to convexify a non-convex multi-leader-follower
game. One way is to convexify each leader’s optimal solution set for each of the
rival leaders’ strategies. Consider Example 4 for instance. If we define the set-valued
map En pointwise by

En(x) = conv En(xp), Vi € [0,1],

where the abbreviation “conv” refers to the “convex hull of, then gph E1N gph Ex
is equal to the singleton {(%, %)}, which could then be taken as a randomized L/F
equilibrium solution. While conceptually very simple, this naive convexification is
not expected to be practical in any realistic situation; this is due to the fact that if a
leader’s optimization problem is nonconvex, it is already very difficult to compute
a globally optimal solution, let alone convexifying the entire optimal set.

The alternative convexification idea can be compared to that of the pure strate-
gies by mixed strategies in a matrix game. Nevertheless, unlike this simple case
where the pure strategies are finite and known explicitly, a straightforward convex-
ification of the graph of the response multifunction Y, which has the role of the
pure strategies, may not lead to a computationally feasible resolution because this
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graph is in general a continuum and can be quite complex. Instead, we prefer an
algebraic relaxation/restriction approach. Specifically, our proposal to remedy the
non-existence of a L/F Nash equilibrium is to exploit the KKT representation of the
graph of Y and to consider various relaxations/restrictions of such a representation.

To describe our proposal, we assume that for each (xl, xu) in X! x X and
eachv=1,..., N,

KU(XI, xH’ y—V) = {yl) e mnv’ . gl)(-xl’ .XH, y) S 0’ hv(.XI, XH, yll) S 0} # @,

where g, : WITMIH s v and h,, - WY s 9t are continuously differ-
entiable. Expressed in terms of the KKT conditions of the followers’ optimization
problems (16), leader I’s optimization problem is written as follows: With x'! as an
exogenous variable, find (x!, yI, ALY, ubV) in grrt7tmetbe 1o

minimize @p (xI, X1 yl)

subject to x! € X!

and

my
Vyr (L Xt yh + 3 a0 Vyeg! (e 2y

i=1
£y

+ >l vph el KMyt = 0 Yv=1,...,N.
j=1

0 < )LI,U n gv(xI,XH,yI) < 0

0 < Lavahayt) <0

In general, the constraints of the above problem are highly nonlinear and nonconvex
in its variables. In what follows, we restrict to an important special case that covers
a broad class of applied models which we will describe subsequently. Extension to
the general case is straightforward.

Specifically, we assume that the functions 6,,, g¥, and 4" are given as follows:

Ol 2 y) = 3 (") MYy + (G y )T+ LTy

N
gv(xl,xll’y) = Al,vxI+AII,uxII+ Z Bv,v’yv/
v'=1
hu(xl xH yv) = CI,vxI+CII,vxII+Dv v

or some matrices i , which are symmetric positive semidefinite, A"

fi trices MV € ™" which are symmetric posit definite, ALY €
R xng ALY € |mvxnI, Bv,v/ € | Xy CI,v c mé,)xn[’ CH,U c }){ZUX"H’
DY € RE>™ affine functions ¢¥ : RIHIT—v — 9™ and arbitrary real-valued
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functions v, : RITMIT-v — 9% With these specifications, leader I's optimiza-
tion problem can be written as follows: With xI as an exogenous variable, find
(xl yI )Ll,v MI,U) c mn1+n+mv+iv to

minimize ¢p(x!, x1T, yh)

subject to x! € X!

and

CU()CI,XH, yl,fv)_i_MvyI,U+(BV,U)T)LI,V+(DU)TMI,\) =0

N

0 < abv L Alval 4 Allvyllp 37 prvyl < g vv=1,...,N.
V=1

0 < MI,U L CI,vxI+CII,va+DvyI,U < 0

Except for the set X I which may contain nonlinear (but convex) constraints,
and the orthogonality conditions

N
()LI,U)T AI’VXI+AII’UXII+ Z Bv,v’yl,v/ -0 (19)
V=1
and
([,LLV)T(CLVXI +CH,va +Dvy1,l)) — 0’ (20)

the remaining constraints in leader I’s problem are linear. Informally, our proposal
to deal with these nonconvex constraints could be interpreted in the following
abstract manner. Each leader has access to only partial information of the fol-
lowers’ responses, which are described by certain “favorable” sets ZI(xI, xH) and
Z(x!, x1), respectively, and subject to which the leaders optimize their objective
functions. In turn, these incomplete response sets could be due to imperfect mar-
ket conditions, or to a certain market mechanism that “regulates” the followers’
reactions, or to the withholding of complete information by the followers. In gen-
eral, such partial information could be of one of two kinds, restricted or relaxed;
restricted information for leader I means

zlahath ¢ vl ath <o @1
and relaxed information for player I means
Y xh €z« < w. (22)

Notice that a restricted response must necessarily be an equilibrium response,
whereas a relaxed response is not necessarily an equilibrium response. Similar
classifications apply to the partial responses available to leader II. By separating
the responses available to the two leaders, we allow the possibility that one leader
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has only restricted followers’ responses, whereas the other leader has relaxed fol-
lowers’ responses.

In mathematical terms, our proposal is to replace the two nonconvex orthogo-
nality conditions (19) and (20) in leader I’s constraints by the following (possibly
disequilibrium) conditions:

Glybaly e whralh and (L ytoett) e VTG, @23)

where WE (x1) € ;v +me and Vv (xIhy € it +be are appropriate polyhe-
dral sets such that together they represent either a restriction or a relaxation of the
complementarity constraints in ¥ (x!, xI"). Let Z!(x!, xI!) be the set of all tuples

N
yI = (yl‘”) | for which there exists ()J, ,uI) satisfying, forallv =1,..., N,
V=
CU(.X'I, XH, yl,f\)) + nyl,v + (Bv,v )T}\(I,U + (DU )TMI,V =0

N
0 < )LI,U’ AI’UXI+AII’UXII+ ZBV,U’yLU' <0
(24)

v'=1

0 < MI,V’ CI’V)CI—I—CH’VXH—FDUyI’V < 0

and (23).

We call the elements of Z!(x!, xI) the followers’ partial responses anticipated
by (or available to) leader I and classify such responses as restricted or relaxed
according to the satisfaction of (21) or (22), respectively. In terms of the partial
responses, leader I's optimization problem is then written as follows: With x! as
an exogenous variable, find (x!, yI) € R to
minimize (pl(xl, xI yl)
subject to x! € X! (25)
and (x',y") € gph Z1(-, x.
Similarly, associated with the surrogate complementarity conditions

(XH, yll, )\'II,V) c WH,V(XI) and ()CH, yll,v’ MH,\)) c Vll,v(xl) (26)

for leader II, we may define the set Z I(x!, x™) of partial responses y! anticipated
by leader II and further classify such responses as restricted or relaxed according
to whether Z1(x!, x1) is contained in, or contains the true response set ¥ (x!, x1).
In terms of the partial responses, leader II’s optimization problem is then written
as follows: With x! as an exogenous variable, find &, yH) e NIt to

minimize gy (x!, xT, y')

subject to x'I e xI 27
and (x", ¥y e gph ZM(x!, ).
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We say that a pair (x*1, x*!1) is a remedial L/F Nash equilibrium if there exists
(y*1, y*I) such that (x*!, y*1) and (x*1, y*I) constitute a GNE of the two
leaders’ surrogate optimization problems (25) and (27), respectively.

The following result establishes the existence of remedial L/F Nash equilibria.
For simplicity, we assume that various sets involved are bounded. Such boundedness
condition can be somewhat relaxed; the details are omitted.

Theorem 5 Let X! and X! be nonempty, bounded polyhedra. Assume

(a) for each (xI, xH) e X' x X" the functions o1(-, X, -) and gpn(xl, -, ) are
convex and continuously differentiable;

(b) forallv =1, ..., N, the function ¢’ (xl, xI yI’_") is affine, and the graphs of
the four set-valued maps whv yLv wlv and vILY gre polyhedra;

(c) for each (xl, x”) e X! x x1 ZI(xI, xH) and Z"(xI, xH) are nonempty;

(d) z'(x", XMy and Z"(XT, X are bounded.

Then there exists a remedial L/F Nash equilibrium.

Proof. Under the given assumptions, the remedial L/F Nash equilibrium problem
is a linearly constrained generalized Nash game that satisfies the compactness and
feasibility assumption in Subsection 2.2. The convexity assumption holds trivially
because of the linearity of the system (24). Consequently, the existence of a remedial
L/F Nash equilibrium follows from Theorem 2. O

There are many remedial L/F models corresponding to different ways to relax
or restrict the complementarity conditions (19) and (20) and their counterparts
for leader II. Below we mention several of these choices and illustrate them with
the game in Example 4. We consider only the set W'V (x!T) because the others
are similar. Corresponding to any pair of partitioning index subsets « and & of

{1,...,m,}, we can let WV (x!1) be the set of tuples (x!, y!, A1) satisfying
N
0 < )L(I)zv’ |:AI,vxI+AII,va + Z Bv,v’yl,v’:| -0
v'=1 o
< 0.

N
0 — )L(Ii,v, |:AI,vxI+AII,va+ Z Bv,v’yl,v’i|
V=1 a

This choice yields a set of restricted responses. For a set of relaxed responses, we
can let W5V (x!") be a box defined by simple bounds on the tuples (x!, y!, Al) that
are implied by the followers’ equilibrium conditions.

Example 4 continued. The full version of the L/F Nash game is stated as follows:
Leader I's problem is to

minimize %xl + 1
subjectto 0 < x1 <1

and O<y L —-l4+xi+xu+y =0
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and leader II’s problem is to
minimize —% XII — Y1
subjectto 0 < xp <1
and O<yr L —-1l4+xi+xp+yn = 0.
Since the follower’s equilibrium strategy y is naturally bounded by 0 and 1 because
of the same restriction on x and xj;, we may consider the following relaxed L/F
Nash game. Leader I’s problem is to
minimize %xl + 1
subjectto 0 < x1 <1
and O0<w=<1l —l4+x+xg+y > 0;
and leader II’s problem is to
minimize —% X1 — Y
subjectto 0 < x;1 <1
and O<yn =<1 —l4+xi+xa+yn >0
We leave it to the reader to verify that (x1, y1) = (0,0) and (xy1, ymr) = (1, 1)
constitute the unique GNE to the above relaxed L/F Nash game.

One could argue that the above GNE is not a desirable equilibrium solution to
the 2-leader noncooperative game. The reason is that the two leaders are perceiving
drastically different follower responses. As an alternative, consider the following
restricted L/F Nash game where leader I’s problem is

minimize %xI +
subjectto 0 < x1 <1

and 0<wy<l1l —l4+x+xun+y =0;

and leader II’s problem is
minimize —% X1 — Y
subjectto 0 < x1 <1

and O0<yr<1, —14xi+xpg+yn =0.

Again, the reader can verify that (x1, y) = (1, 0) and (xy1, yi1) = (0, 0) constitute
the unique GNE to the above restricted L/F Nash game. In this equilibrium solution,
both leaders arrive at the same follower response.

In summary, we conclude that for this simple 2-leader noncooperative game,
if both leaders include the follower’s exact response function in their optimization
problems, there exists no equilibrium solution. The remedial models are not all
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desirable; while they always have equilibria, a careful choice of a remedial model
leads to a sensible equilibrium solution, whereas a not-so-careful choice could lead
to an equilibrium solution where the leaders have entirely different expectations on
the follower’s behavior. O

5 Multi-L/F games in electricity markets

The subject of noncooperative competition in electricity power markets is of im-
mense contemporary interest due to the privatization and restructuring of this in-
dustry that are presently taking place all over the world. In this section, we discuss
two approaches in the analysis of electricity power market competition naturally
leading to mathematical models that are special cases of the multi-leader-follower
game-theoretic framework presented in the last section. The approaches outlined
below represent different market designs that describe the electricity firms’ strategic
behavior under the forces of competition from rival firms.

5.1 Instance I: A competitive bidding problem

While there are many variations of this approach (see e.g. [7, 27, 22]), in what
follows, we present a simple model that contains the main idea of this class of
spatial market models. There is a finite set of firms, indexed by the elements in the
finite set F, which are competing for market power in an electricity network with
node set \V. Each firm f submits a bid function b (¢’ p/) to a market maker
who is an independent system operator (ISO); this function depends on the (vector)
quantity ¢/ = (ql.f )ien” of supplies by the firm and a parameter p/. The ISO
employs a market clearing mechanism to determine the price p; at each region and
sets the firms’ supplies accordingly. One such mechanism is via the solution of an
optimization problem as follows. Assume an affine demand curve that yields the
price p; as a function of the total regional demand quantity D:

pi(D) = o; — B D,

where o; and B; are given positive constants. The market clearing process is then
determined by the solution of the following optimization problem whose objective
function is the ISO’s revenue less the bid costs:

maximize Z <al~ 0 — % Q?) — Z brg’. p’)
ieN feF
subjectto Q; = Z qif, VieN (28)
feF
and (¢7)jer € Q,



44 J.-S. Pang and M. Fukushima

where Q is the set of feasible supplies of the firms. (In many cases, Q is the Cartesian
product of | F| sets of lower dimensions, each being the supply set of an individual
firm.) The firms’ bid parameters p/ are exogenous to the optimization problem
(28), whose optimal solution set we denote O(p) C Q. The latter set represents the
market maker’s determination of the firms’ supplies as per their bids. Assuming that
by(, p?) is a continuously differentiable, convex function in its first argument for
all f € F, an optimal solution (¢) rer of (28) is characterized by the variational
inequality: For all (s/) fer € Q,

> (sh =g/ [—a + diag() Q + V,rbs (g7, p/)] = 0,
feF

where ¢ = (;) € RN l diag(pB) is the diagonal matrix whose diagonal entries are
the B; fori € NV, and

0= Qiew =y ¢/ eVl
feF

All the firms are aware of the market clearing process; hence they will take
problem (28) as part of the constraints in their own profit maximization problems.
Assume for simplicity that each firm’s profit is its bid function. Taking the rivals’
bid parameters p~/ as exogenous, each firm f’s problem is to determine its bid
parameter p/ in its admissible set Q/ along with all the supply quantities ¢ for
t € F by solving

maximize by (qf - ,of )
subject to pf e Qf
and (g7 e € Qp~1, ph).

The overall competition problem among all firms can be seen to be a multi-leader
single-follower game in which the firms are the leaders and the ISO is the follower.
The identification of the variables with those in Section 4 is as follows. For the case
of two firms F = {I, II}, the bids ,0I and pH are x! and x1, respectively; the firms’
supplies ¢! and ¢'! are the follower’s responses y! and y'I, respectively; the supply
set Q(p!, pN) is the follower’s response multifunction ¥ (x!, x'). The following
simple example illustrates this game.

Example 6 (Hobbs) Consider the case of two firms, which we label as I and II,
competing in a single region; thus N = {1}. Each firm has a feasible supply set and
an admissible bid set that are, respectively, the one-dimensional interval [0, 1/2]
and [0, 1]. Letay = B1 = 1. For f =landIL letbs(gs, of) = prqy.In this case,
problem (28) takes the explicit form:

maximize [ g1 + qu — 0.5 (g1 + qu)* 1 — prgr — puqu
subjectto 0 < g1 < 0.5 and 0 < gy < 0.5.
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Notice that this optimization problem has a unique solution whenever pr # pr and
multiple solutions otherwise. The KKT system of the problem can be written in the
following complementarity form: For f =1, II,

IA

ar L-1+q+qu+pr+yr=0
05—q; Ly > 0.

o
A

Notice that with py > 0, the multiplier y¢ is bounded above by 0.5. Taking this
implied bound into consideration (which is redundant in the full formulation below),
firm I’s problem is then stated as the following MPEC: For fixed but arbitrary
pu € [0, 1], determine pr1, g11, 91,11, 11,1, and y1,1 to

maximize 01 g1,1

subjectto 0 < p; < 1

O0<g L —-14+qgui+qgqu+per+y1 =0
0<guul —-1+qgi+qu+pn+yu=0
0<05—qg1Ly1>0

0<05—qou L vu=0
1 <05 and yqg < 05.

(Note: gr1 is firm I’s supply and gy 11 is firm II’s supply anticipated by firm I.)
Although the objective function piq 1 is not concave, from the complementarity
constraints, we easily deduce

o1qLr = —pngin +qui + g — (g + qum? — 0.5y + i)

and the right side is indeed a concave function of the variables g1 1, g1.11, ¥1,1, and
y1.11 because prp is taken to be exogenous in firm I's problem. Consequently, firm I's
problem can be equivalently stated as follows: With pyj as an exogenous variable,

minimize (g11 + gr.m)* — gr.1 — qr.u + puqLi + 0.5 (y1 + yii)
subjectto 0 < pr < 1
O0<guyLl-l1+gut+tqgut+pe+yr =0
0<gul—-l4+gui+guu+pn+nyu =0
0<05—qgi1 L1 >0
0<05-qguLyn=>0
i1 <05 and y o <0.5.

IN A TA

IA
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Similarly, firm II’s problem is equivalent to the following MPEC: With pr as an
exogenous variable,

minimize (i1 + qun)? — g1 — g + prg1 + 0.5 (yin + vin)
subjectto 0 < py < 1

A

0<qni L —-1+qgui+guu+p+yur >0

0 <guun L —1+gui+quu+pun+yrn >0
0 <0.5 —qu,1 1 Vi1 = 0
0<05—¢qgqun Ll yuu =0

Y1 < 0.5 and yiLn = 0.5.

The reader can verify that (of, pfj) = (0.5, 0.5) is a L/F Nash equilibrium with
the firms’s unique supplies as follows: (g1}, ¢f) = (0.5,0) and (gy; 1. g1 ) =
(0, 0.5). Again, this is not a desirable equilibrium because there is no common pair
of supplies for both firms.

Given the fact that the above formulation does not lead to a L/F Nash equilibrium
with (g1}, ¢ 1) = (4qy1> 411.11)» the question is whether there exists a formulation
that would yield a desirable equilibrium of some sort. The answer is affirmative if we
consider a different pair of optimization problems for the firms. The rationale is as
follows. Since each firm realizes that it cannot control (as opposed to “anticipate’)
the rival firm’s supply, each firm would take its rival’s variables as exogenous to its
own optimization problem, while still adhering to the part of the market clearing
process that pertains to its supplies. Adopting this mode of optimization, firm I’s
problem is the following MPEC: With g1, p11, and yyy as exogenous variables, find
q1, p1, and y1 to

minimize (g1 + gn)* — ¢1 — qu + 0.5 1

subjectto 0 < pr < 1

0O<g L -1+g+gqut+p+n =0
—l+q+qu+pn+yn =0
0<05-q Ly=>0
and y < 0.5.

Notice that except for the term —grq, the two exogenous terms prrgn and 0.5y are
excluded from the objective function; the kept term is useful to balance the squared
term in the objective. Similarly, firm IT’s alternative problem is the following MPEC:
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With g1, pr1, and y1 as exogenous variables, find g1, o1, and y1 to

minimize (g + qi)* — g1 — qu + 0.5 ¥
subjectto 0 < pyp < 1

—l4+gi+gu+p+mn >0

O<qu L -14+gi+gqu+pu+yn =0
0<05-qgu L yn=>0
and yu < 0.5.

In terms of the latter two optimization problems (which define a generalized Nash
model), a L/F Nash equilibrium is given by (o, pf;) = (0.5,0.5), (v{*, ) =
(0, 0), and any (g1, g;y) that satisfies

qi+qu = 0.5
(0,0) < (g1,qu) =< (0.5,0.5).

In summary, this example illustrates that while one version of the 2-firm bidding
game has a L/F equilibrium that does not yield a desirable resolution to the game,
a modified version of the rules of the game leads to a plausible equilibrium. O

5.2 Instance II: A model with endogenous arbitrage

An alternative model in electric power markets also leads to a multi-leader-follower
game. Originated from [20] and extended in several subsequent papers [9, 31, 36,
37], the model considers several electricity firms competing in spatially separated
markets along with an arbitrager, whose goal is to exploit price differentials between
regions to maximize profit. Included in the firms’ profit maximization problems is
the arbitrager’s full maximization problem; this leads to a multi-leader-follower
game, where each leader (firm) solves an MPEC whose equilibrium constraint is
the optimality condition of the arbitrager’s optimization problem expressed as a
linear complementarity system.

There are four main components in the model; the ISO, the arbitrager, the firms,
and a market clearing mechanism. The regions are represented by the nodes in a
network. While sharing several key features with the models described in the above
cited references, the model below distinguishes itself in that the arbitrager’s problem
is a nonnegatively constrained optimization problem; these inequality constraints,
although simple, is the main source of challenge for the resulting model. We first
introduce the basic notation of the model, and then describe each component.



48 J.-S. Pang and M. Fukushima

Parameters
N set of nodes
F: set of firms
ci.f : cost per unit generation at node i by firm f
Pl.o : price intercept of sales function at node i
Q? : quantity intercept of sales function at node i
ejj ISO’s unit cost of shipping from node i to j
CAPif :  production capacity at node i for firm f
Variables

I

s;;+  amount produced at node i and sold at node j by firm f
yij :  amount of shipment from node i to j
w;j : unit charge of shipping from node i to j, paid by the firms and

the arbitrager and received by the ISO

a;j :  amount bought by arbitrager at node i and sold at j
Sj:  amount of total sales at node j
S;i=Y > s+ > (aij—aji). YjeN (29)
teFieN ieN

pj . market price at node j, a linear function of total sales S;
PO

pi(S)) = PJ‘?—Q—{)SJ», VjeN. (30)

J
The ISO’s problem is as follows: Given w;j, (i, j) € N x N, compute y;;,
(i, j) € N x NV, in order to

maximize Z (wij —eij) yij
i, ))eN xN
subjectto y;j > 0, V(i,j) € N xN.
The optimality conditions of this problem are
0 <vyijLwj—ej <0 V(i,j)eNxN. 31)

The arbitrager’s problem is as follows: Given the prices p;, i € N, and charges
wij, (i, j) € N x N, compute a;;, (i, j) € N x N, in order to

maximize Z (pj — pi — wij)ajj
(i, )EN XN

subjectto a;; > 0, V(i,j) € N xN.
The optimality conditions of this problem are

0<ajLpj—pi—wij <0 V(ij)eNxN. (32)
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The firms’ problem is as follows: Given sl.’j, t(# f)eF, G,j) e N xN,and

wij, (i, j) € N x N, ﬁndslrg and a;j, (i, j) € N x N, in order to

maximize Z |:pj(Sj) Z SZ;:| - Z Wi Sﬂ - Z Cif g,'f

jeN ieN (i, ))eN N ieN

subjectto g/ = Y 5/, < CAP/, ViewN
jeN

0 <aj L pj(Sj))—pi(S) —wij <0, V(i,j)eNxN
sh= 0. V(ij) e NxN.

Note that the arbitrager’s optimality conditions (32) are included as constraints in
each firm’s optimization problem. Thus, each firm anticipates that the arbitrager
will react optimally to the market prices p; and the transmission charges w;;. The
model is completed with the last condition below, which, mathematically, can be
thought of as the “dual” condition that is associated with the variable w;;.

The market clearing condition is

vij = Zs,?;Jraij, V(i,j) e N xN. (33)
fer

The overall equilibrium problem is to determine all the variables (summarized
above), including the charges w;;, so that the ISO’s and the firms’ optimization
problems are solved according to the Nash equilibrium definition and the market
equilibrium condition is satisfied.

At first glance, firm f’s objective function is not concave in the firm’s variables,
because it contains product terms such as sl:gsli; for i # k. In what follows, similar
to Example 6, we derive an equivalent objective function that is concave in the

firm’s variables. We note that, for each pair (j, f) € N x F,

Pj(Sj)ZS;f; = p;j(S;) [Zslf; + Z(akj - ajk)] - Pj(Sj)Z(akj —aji).

keN keN keN keN

By the complementarity condition (32), we have
Z aij (pi(S) — pj(Sj) +wij) =0,
i,jeN
which implies

Z pj(Sj) Z (axj —ajk) = Z wjj ajj.

jeN keN i,jeN
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Therefore,
ZPj(Sj)ZS;Q- = ZPj(Sj) ZS,Q + Z(akj —ajr) | — Z W;jdij.
jeN keN jeN keN keN i,jeN

Firm f’s problem can therefore be rewritten as: Given s/ ot (# fHeF, G4j) e

N xN.andw;j, (i, j) € N x N finds};. (i, j) € N x N andaij. (i, j) € N'x N,

in order to

maximize Z pj(S;) Z Skfj + Z (axj —ajk)

jeN keN keN
= 2wy a5 =3 el Y
i,jeN ieN  jeN

subject to Z s£ < CAPif, Vie N
jeN

0 <ajj L pjSj)—pi(S)—wij <0, V(i,j)eNxN

sho>0, Y(i,j)eNxN.

ly —

Recognizing from (29) that

Z s/;fj + Z (akj —ajr) = Sj — Z Z sk (34)

keN keN (f#)teF keN

we deduce that firm f~’s objective function is now a concave function of its variables
(si];., a;j) with its rivals’ variables fixed. Thus firm f’s problem is a constrained
maximization problem with a concave quadratic objective function and a linear
complementarity constraint together with other linear constraints. Once again, we
obtain a multi-leader-follower game.

The above game is an instance of an “equilibrium program with equilibrium
constraints! (EPEC)”, which is a class of mathematical programs of significant
difficulty in general. There is an “exogenous arbitrage” version of the game in
which the firms do not include the arbitrager’s optimality condition (32) in their
constraints; instead, the firms will take the arbitrage variable a;; as exogenous to
their problems. This version of the game becomes a standard Nash problem in which
the players are the ISO, the firms, and the arbitrager, along with a fictitious player
whose problem is the market clearing condition. The solution to the latter Nash

' As a historical note, we mention that this terminology was initially brought to the first author’s
attention by Ben Hobbs shortly after they completed their joint paper with Carolyn Metzler [22]. The
terminology was used by Stefan Scholtes, Danny Ralph, and Yves Smeers in their respective talks in the
International Conference on Complementarity Problems held in August 2002 in Cambridge, England.
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problem is by concatenating the KKT conditions of the firms’ problems together
with (31), (32), and the market clearing condition, leading to a large-scale linear
complementarity problem (LCP). In contrast, the “endogenous arbitrage” model as
described above is challenging because there are no “clean” KKT conditions for
the firms’ problems, which are themselves MPECs. Presently, there is great need
for systematic study of this class of games.

5.3 A numerical experiment

We use a variant of the above endogenous-arbitrage model in an experiment to
test the sequential penalty VI method presented in Section 3 for solving a QVI.
Specifically, the test problem is obtained by removing the arbitrage from the model
in the previous subsection but keeping the price differential constraint p;(S;) —
pi(S;) — w;; < 0infirm f’s problem, which becomes:

maximize Z |:pj(Sj) Zsl§:| — Z w;j slf/ — Zcif Z slzﬁ

jeN ieN i,jeN ieN  jeN

subject to Z vlj; < CAPl.f, Vi e N
jeN

S;i=> Y sl YjieN

teFieN
pi(S)—pi(S) —wij <0, V(G j)eNxN

s,.f]. >0, V(i,j)eNxAN.
The overall Nash equilibrium problem is a QVI because the rival firms’ sales sl.; 4
and the shipping charges w;; remain in the price differential constraint p;(S;) —
pi(S;) — w;j < 0. While the reader can debate about the practical merit of the
price differential constraint without the arbitrage, we feel that this is a meaningful
restriction on the firms’ sales si]; because after all this constraint is part of the overall
price equilibrium conditions. Our intention here is not on the modeling aspect of the
problem, but instead, to use it for the purpose of testing the numerical performance
of the penalty method on a simple example, as suggested by the referees of the

paper.
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Firm f’s penalized subproblem (14) is:

- _ 1 k.
maximize 07 (s fst, w)—|—2— Z max (0, ul.jf—i-pk(pj(Sj)—pi (S,-)—w,-j))2

ki,je/\/
subjectto Y s/ < CAP/, Vie N
jeN
shz 00 ¥(ij) e NxN,
where
O.f(sff,sf, w) = Z |:pj(Sj) Zsijj:| — Z W sl:;. — Zcf Z le;
jeN ieN i,jeN ieN  jeN

To convert the penalized Nash subproblem as an LCP, we let le denote the mul-
tiplier of the capacity constraint in firm f’s penalized optimization problem, and
introduce the slack v;; = e;; — w;;, from which we can eliminate the variable w;; .
We further write
ai! = max(0, w4 o (pj(S)) = piS) — eij + vij)),

which is in accordance with the smoothed formulation described at the end of
Subsection 3.1. We can then concatenate the KKT conditions of the firms’ penalized
optimization problems and combine them with the ISO’s optimality condition (31)
and the market clearing condition (33), obtaining the following equivalent LCP:
Forall f € Fand (i, j) € N x N,

. . PY . . PY . .

k, k,

0<sf Lo +ej—piSp+—5> sh+uf +ka—’O (f\,-,-f _,\jl_f> >0
JieN J

o
A

f f f
< u J_CAPi—Zsijzo
jeN

0<w LY sh=0
feF

0

IA

k, k, k,
i LT =l — o (p(S)) = pi(S) — eij +vij) = 0

! according to the rule (13):

The above LCP is solved recursively by updating ufj
LT kS

We apply the method to a simple example consisting of 2 firms, labelled I and II,
which are competing in a 3-node network with six arcs {(1, 2), (2, 1), (1, 3), (3, 1),

(2, 3), (3,2)}. Firm I owns generation plants at nodes 1 and 2 and firm II owns

u
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Table 1. Generation costs, capacities, and price function data

node  firm cif CAPl.f Py Q?

1

1 40 500
1 I 15 100

1 1I 15 0

2 35 400
2 I 15 50

2 I 15 100

3 32 600
3 1 15 0

3 I 15 50

Table 2. Firms’ sales and nodal prices with data in Table 1

nodei nodej firm sales sl:); price p;
1 27.46
2 28.46
3 28.35
1 2 1 31.53

1 3 I 68.47

2 1 I 50

2 3 I 0

3 1 I 0

3 2 I 0

1 2 1T 0

1 3 I 0

2 1 I 100

2 3 1I 0

3 1 | 43.23

3 2 I 06.77

generation plants at nodes 2 and 3. The other data for the example are given in
Table 1.

The ISO’s unit costs of shipping e;; are all taken to be 1. The initial u?]?f are
chosen to be zero; the initial pg is set equal to 100; each time the termination test:

max(0, p;(S;) — pi(Si) —eij +vi;) < 1075, Vi # j,

fails, we update pxy+1 < 10pr. The LCPs are solved by the MATLAB
code PATHLCP.M (written and maintained jointly by Michael C. Ferris at the
University of Wisconsin, Madison and Todd Munson at Argonne National
Laboratory), that is downloaded from the website (ftp:/ftp.cs.wisc.edu/math-
prog/solvers/path/matlab/). After three iterations, the above termination test is sat-
isfied with p; (S;) — p; (S;) —e;j +v;; all negative. The firms’ equilibrium sales and
the nodal prices (rounded to 2 decimals) are summarized in Table 2. The shipping
charges w;; are all equal to ¢;; except for wy3 = —0.11.

We rerun the above problem with an alternative penalty update rule: pg4; <
2pk, obtaining a structurally different set of sales for firm II after 4 iterations; see
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Table 3. Alternative sales and nodal prices with data in Table 1

nodei nodej firm sales blj; price p;
1 27.79
2 28.79
3 27.92
1 2 I 70.92

1 3 1 29.08

2 1 I 50

2 3 I 0

3 1 I 0

3 2 I 0

1 2 I 0

1 3 I 0

2 1 | 52.56

2 3 I 47.44

3 1 I 50

3 2 I 0

Table 3. In the third and last run, we change firm II’s costs clu to 20 at all 3 nodes.
With the former update rule (px41 < 10pk), PATHLCP fails to solve the problem in
the fifth iteration (px = 10°); with the latter update rule (pxr1 < 2p%), the method
terminates successfully after 3 iterations. We omit the results.
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