Inaugural-Dissertation

zur Erlangung der Doktorwiirde
der
Naturwissenschaftlich—-Mathematischen Gesamtfakultét
der
Ruprecht-Karls—Universitat Heidelberg

vorgelegt von
Dipl.-Math. Sabrina Kellner
geboren am 24. Mai 1984 in Mosbach

Tag der miindlichen Priifung;:
06. Dezember 2013






Modeling and Analysis

of Demand for Commodities
and a Case Study of the

Petrochemical Market

Advisors:
Prof. Dr. Dr. h.c. mult. Willi Jager
Prof. Dr. Sebastian Sager






Abstract

This thesis aims to establish a demand model for commodities that takes all crucial in-
fluencing factors into account. To begin with, we analyze the dependency of the demand
on prices, market parameters, and specific characteristics of the customers in order to
provide the mathematical framework for a general demand model. In particular, this
approach takes account of effects that are caused by price-based substitution of products
irrespective of their availability.

Fundamental market models that include supply-demand interactions gain importance in
the context of commodity pricing. We explicitly develop demand models for petrochem-
ical products that are applicable within the profit maximization problem of a monopoly
in order to determine optimal price and sales decisions. The solvability of the market
optimization problem requires additional restrictions on the modeling.

Basically, the model displays the nonlinear demand-price relationship. Model extensions
incorporate the changes of macroeconomic indices, which quantify changes in the eco-
nomic situation. Moreover, our approach to modeling demand comprises the impacts of
varying prices of substitutable and complementary products, and establishes a connec-
tion to the characteristics of the consumer’s side.

Integrating the demand models to real market models necessitates the identification of
the demand parameters. We discuss the difficulty to get reliable parameter estimates
in the situation of incomplete data and investigate two methods based on additional
assumptions in order to estimate the demand parameters. For the demand model that
includes the dependency on the price and macroeconomic indices, a heuristic method-
ology firstly determines parameters based on market simulations. The second approach
creates an inequality constrained parameter identification problem, where the constraints
reflect additional assumptions on the shape of the demand model function. This problem
can be solved using the generalized Gauss-Newton method.






Zusammenfassung

Ziel dieser Arbeit ist es, ein Nachfragemodell fiir Rohstoffe aufzustellen, das alle wesent-
lichen Einflussfaktoren berticksichtigt. Zu Anfang analysieren wir die Abhéngigkeit der
Nachfrage von Preisen, Marktparametern und spezifischen Eigenschaften der Abnehmer,
um die mathematischen Rahmenbedingungen fiir eine allgemeine Nachfragemodellierung
festzulegen. Insbesondere beriicksichtigt unser Ansatz Effekte, die durch preisbasierte
Substitution ungeachtet der Verfiigharkeit der Waren entstehen.
Fundamentalmarktmodelle, die das Zusammenwirken von Angebot und Nachfrage ab-
bilden, gewinnen im Rahmen der Preisfindung fiir Rohstoffe an Bedeutung. Mit dem
Ziel optimale Preis- und Absatzmengenentscheidungen fiir petrochemische Produkte zu
bestimmen, entwickeln wir explizit Nachfragemodelle, die sich zur Einbettung in das Pro-
fitmaximierungsproblem eines Monopolisten eignen. Dabei sind zusédtzliche Bedingungen
an die Modellierung erforderlich, um die Losbarkeit des Marktoptimierungsproblems si-
cherzustellen.

Grundsatzlich stellt das Modell den nichtlinearen Zusammenhang zwischen Preis und
Nachfrage dar. Modellerweiterungen beinhalten makrookonomische Kennzahlen, die die
Anderung der Wirtschaftslage quantifizieren. Dariiber hinaus erfasst unser Modellansatz
fiir die Nachfrage die Wirkung von Preisénderungen bei Substituten und komplementéren
Produkten und stellt eine Verbindung zu den Eigenschaften der Abnehmerseite her.
Die Eingliederung der Nachfragemodelle in reale Marktmodelle erfordert die Identifika-
tion der Nachfrageparameter. Wir erértern die Problematik einer verlésslichen Para-
meterschitzung angesichts unvollstdndiger Daten und untersuchen zwei Methoden, die
auf zusétzlichen Annahmen basieren, um die Nachfrageparameter zu schétzen. Fiir
das Nachfragemodell, das die Abhéangigkeit von Preis und makrotkonomischen Kenn-
zahlen darstellt, bestimmt ein heuristischer Ansatz die Parameter zunédchst durch Markt-
simulationen. Die zweite Methode erstellt ein Parameteridentifikationsproblem mit Un-
gleichungsnebenbedingungen, die die zusétzlichen Annahmen iiber das Verhalten der
Nachfragefunktion wiedergeben. Dieses Problem kann mit dem verallgemeinerten Gauss-
Newton Verfahren gelost werden.
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1 Introduction

The formation of demand is one of the most complex mechanisms in commodity markets
and its modeling still poses several challenges. Nevertheless, modeling the connections of
demand and its essential influencing factors is of high interest for researchers, as well as
for market participants seeking guidance with respect to production planning, pricing and
trading strategies, and risk management. Regarding the relationship between demand
and price, developing an adequate demand model is a challenge. This is because it
comprises more than just describing the sales quantity at the market, which is only the
intersection of supply and demand. In fact, demand is the quantity the consumer is
willing to buy at a certain price given the market situation and, therefore, reflects the
consumer’s preferences in this way. Consequently, a demand function with respect to
price describes the relationship of required quantities and prices over the whole price
region.

So far, the issue of analyzing and modeling demand has appeared in multiple research
areas (e.g. microeconomics [MCWG95], operations research [KGvB™09, BC03], market-
ing [LKM92|, or commodity pricing [BGS07, EW03|) and comprises different concepts.
The neoclassical consumer theory is a powerful tool for describing consumer behavior
[DM80b, MCWGY95, Var92, Varl0| and provides the basis for multiple demand models
in economics [DM80b, BS09, TC87, MCWG95|. Likewise, modeling the utility maxi-
mization problem of consumers is also used in many applications ranging from supply
chain management [vRM99, LBO08| to modeling demand for specific services or products
[DM96, W97, Pin79|. In contrast, numerous application-specific demand models are
built on rather phenomenological assumptions [J408, NR03, HX08, KF07|. As for opti-
mization models to determine optimal pricing and production quantities, demand is mod-
eled as function with respect to price [Kan08, KGvBT09, Cha05| or as a stochastic ran-
dom variable [GM03, BT06]. Equally, stochastic demand models are applied in revenue
management [GvR94, BC03|. In particular, the aspects of substitution are included in
demand models as part of assortment optimization in retail [vRM99, SA00, HX08, KF07].
This thesis focuses on analyzing and modeling the demand for commodities. As we are
aiming to provide an explicit demand model for commodities that reflects the nonlin-
ear demand-price relationship and includes all essential influencing factors, we provide
a framework for demand models based on phenomenological assumptions. According to
Kannegiesser et al. [KGvBT09|, commodities display some specialities: they are prod-
ucts of standard quality that are produced and sold in large quantities and the most
important influence factor is the price. Therefore, in commodity markets, the question
is rather how much to buy than whether to buy at a certain price, which is often studied
in discrete choice models [AdPT92, DM96, BC03].

In addition to the nonlinear relationship between demand of a commodity and its price,
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Figure 1.1: Exemplary connections of influencing factors of demand for petrochemical
products

we also include model components reflecting the influences of substitutes and comple-
ments. Moreover, we investigate the impacts of the economic situation as well as char-
acteristic variables of the consumer’s side. Our description is suitable for business-to-
business markets as well as for end-consumers which, for example, require heating oil.

Motivated by the development of a supply-demand trade network optimization model, a
further objective of this thesis is to provide explicit demand functions in order to simulate
prices and sales quantities of commodities. In doing so, finding the appropriate model is
of high significance, because the profit maximization of the supply side goes according
to the demand-price relationship. Hence, such market models based on explicit demand
models are an important tool to investigate the complexity of the pricing mechanism.
Moreover, they suitably reflect the common price development of commodities that share
common features and are linked either by their production processes or identical purpose
of use.

More precisely, since we aim to apply this network optimization model to the petro-
chemical industry, the purpose of modeling demand is the applicability to petrochemical
products. The demand of these products is influenced by various influencing factors as
shown in figure 1.1. In addition to the consumption caused by different industrial sectors
on the right, demand of the respective products is also driven by other products. For
example, the demand for product 1 is not only determined by the demand of product
14 and 4, but also on prices of its substitute products 48 and 96. On the supply side,
the chemical products are connected by their production processes, where crude oil and
natural gas are starting products of the production network so that their demand is also
related to the demand of petrochemical products if only in a small part.

This thesis is part of the pioneering project Modeling, Simulation, and Optimization of
Price Dynamics initiated by the Interdisciplinary Center for Scientific Computing Hei-
delberg, which combines methods from optimization and economics in order to model
the price formation in the petrochemical industry. This results in an inequality con-
strained nonlinear optimization problem of a monopoly, where the constraints are given
by the production capacities limits, the sales-production-transportation restrictions, and
the market design (e.g., principle of no arbitrage). In addition to this modeling aspect of
a supply-demand trade network optimization problem for multiple commodities, which
is accomplished in cooperation with Kramer [Kral3|, methods for network reduction are



of utmost importance since information on all market components is hardly available.
Therefore, Kramer [Kral3] presents a reduction method tailored to the multi-commodity
production network. Her approach combines decomposition methods with concepts of
graph theory. In doing so, subnetworks are identified that are suited to be approximated
by an aggregated input/output-profit/cost relationship.

Contributions and Results

The main objective of this thesis is to develop a quantitative nonlinear demand model
that reflects the influences of all products’ prices in the market. This is in addition
to other essential influencing factors such as, for example, the change in the economic
situation. Therefore, we can summarize the contributions and results we have achieved
as follows.

o We determine and analyze crucial influencing factors of demand for commodities
to provide a basis for explicit demand models. Prices of all products in the market
play a principal role in the demand formation of a specific product to a great extent.
In addition to the price of the commodity under consideration, we investigate the
dependencies that occur in terms of substitutes and complements. Moreover, we
analyze the impacts of the economic situation and describe the influences of the
consumer’s characteristics.

e Notably, our approach to modeling demand for commodities comprises price-based
substitution irrespective of their availabity, which represents a new approach in
modeling demand for commodities. For this reason, we investigate in detail the
various possibilities to switch production processes on behalf of the customer, which
implicate substitution effects on the demand. To integrate this in our model, we
aggregate all substitution possibilities and propose a demand model including sub-
stitution because of gradual switching.

e We develop an explicit demand model that can be applied to simulate the interac-
tions of supply and demand, in order to determine optimal pricing and production
strategies. Moreover, the parameterization chosen allows an easy interpretation.
First simulation results of a small part of the petrochemical market show that our
demand model integrated in the supply-demand trade network optimization model
provides reasonable price and sales quantities results.

e In particular, our demand model for a specific product is a nonlinear decreasing
function with respect to its price and includes the change in the economic situation
specified by changes of macroeconomic indices. In addition, it reflects the influences
of other products’ prices on the demand under consideration.

e To identify parameters of our demand model including the influence of the product’s
own price and selected economic indices we investigate two approaches based on
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additional assumptions in order to cope with the incomplete data base. First, the
heuristic approach takes information on the whole market into account in order to
determine the demand parameters by simulating prices and sales quantities. The
second approach results in a constrained weighted least-squares problem, where
the constraints reflect additional assumptions on the shape of the demand model
function.

Structure of the Thesis

The second chapter provides an overview of existing demand modeling approaches. In
the first instance, we summarize the concept of neoclassical utility theory and present
models for demand of households based on this concept. In addition, we summarize
important issues with respect to demand that are considered in neoclassical production
theory. Moreover, this summary comprises application-specific demand models in supply
chain and revenue management. In particular, we review approaches to modeling the
influence of substitution on demand in the context of assortment planning problems.
Finally, we describe various approaches to modeling demand for specific services or prod-
ucts (e.g., urban traffic or energy).

In the third chapter, we give a general description of the characteristics of a demand
model for commodities. In addition to the analysis of the relationship between demand
and price, we consider the effects of economic indices quantifying the change in the eco-
nomic situation. Moreover, we examine the effects of the specific consumer’s characteris-
tics and the influences of other products’ prices. As a result, we transfer our assumptions
concerning these factors influencing demand into a mathematical framework to provide
a basis for explicit demand functions.

In the fourth chapter, we present a supply-demand trade network optimization model
to simulate prices and sales quantities in a multi-commodity market. In this regard, we
first review a selection of existing production and sales optimization models in the field
of supply chain management or chemical engineering. Then, we outline our approach to
determine the optimal pricing, production, and transport strategies by maximizing the
overall profit in a multi-regional and multi-commodity market. Furthermore, we discuss
the specialities of our optimization model with regard to the nonlinear demand-price
relationship.

The fifth chapter comprises the theory of constrained optimization as well as algorithms
to solve inequality constrained nonlinear optimization problems that are used throughout
the thesis. In particular, it describes algorithms to solve least-squares problems such as
the generalized Gauss-Newton method, which are applied to estimate parameters.

In the sizth chapter, we develop an explicit demand model that can be integrated in
the supply-demand trade network optimization model applied to a product network of



the petrochemical industry. In this context, we extend the basic model that reflects the
relationship between demand and price, and include model components for the influence
of changes in the economic situation, as well as the influence of substitutable and com-
plementary products.

In the seventh chapter, we investigate methods to identify the demand parameters in
the situation of incomplete data. In this context, the challenge is to tackle the problem
that the presumed nonlinear structure is not evident from the available data. For this
reason, we propose two different approaches. First, the heuristic method determines
the parameters based on price and sales quantities simulations. Second, we establish
a constrained parameter identification problem that can be solved by the generalized
Gauss-Newton method.
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2 Approaches to Modeling Demand in
the Literature

This chapter encompasses a summary of distinct approaches to analyzing and model-
ing demand. Notably, publications on this subject arise out of different research areas
ranging from neoclassical consumer theory to applications in supply chain and revenue
management. In consequence of this variety, the contributions selected for this summary
show the range of distinct possible applications and the different issues and requirements
involved with regard to building appropriate quantitative demand models. Therefore, by
summarizing their results we concentrate on describing the aspects of modeling demand
and their influence on the respective problems under consideration.

In section 2.1, we summarize the theoretical concept of neoclassical consumer theory and
outline important results provided by standard economics literature (e.g., [Var92, Var10,
MCWG95|). Furthermore, we review a selection of approaches to modeling demand of
households based on utility maximization and outline challenges regarding the empirical
applicability of these models. Especially, the presence of aggregated data requires addi-
tional attention with regard to modeling demand. In addition to household theory, we
survey a selection of papers dealing with the theoretical effects of uncertain demand on
production theory based on utility theory.

Section 2.2 contains a review of different approaches to modeling demand in operations
research or management science. In this research area, demand models are developed
with the purpose to be incorporated in optimization problems of market participants
(e.g., a firm, an industrial sector, a service company, or a retailer) to determine pricing
and production strategies. Special focus of this summary is on approaches to include
substitution in the demand model used to solve assortment planning problems.

In section 2.3, we review distinct demand models that are tailored for specific products
(e.g., energy) or services (e.g., urban travel). The variety of these approaches once more
display the distinct methods to build mathematical models for demand.

2.1 Modeling Demand in Economic Theory

In economics, analyzing and modeling demand is a central topic be it as independent
research area or as part of others fields of research (e.g., equilibrium theory, welfare
economics). The concept of neoclassical economics is a very powerful tool for describing
consumer behavior. In section 2.1.1, we present the concept of rational choice and utility
theory that provides the basis of neoclassical economic analysis. Section 2.1.2 comprises
the various models for demand of a household. Furthermore, we discuss challenges with
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regard to empirical applications. The scope of section 2.1.3 is to give an overview of
issues that are considered in neoclassical production theory with respect to demand.

2.1.1 Neoclassical Consumer Theory

In this section, we present the theoretical framework that provides the basis for establish-
ing demand functions in neoclassical consumer theory. For this purpose, we follow the
book of Deaton and Muellbauer [DM80b| and begin with listing the axioms of choice.
In doing so, we adopt their notation and denote the prices by p = (p1,...,pn)’, the
quantities by ¢ = (q1,...,¢,)’, and the disposable budget by z. If two bundles g and
q? consisting of n products are compared and q' is at least as good as g2, their notation
is g1 >~ q2. Let the utility function v(q) be a monotone increasing function that assigns
a value to each bundle. Hence, it expresses the preferences of a consumer being faced
with the set of available bundles.! For a detailed consideration of preferences, choice,
and utility we refer to [MCWG95, Var92, Var10|.

Axioms of choice.
1. Reflexivity. q 7~ q for each possible bundle q.

2. Completeness. Any two bundles in the choice set g* and q® can be compared: q' -

q?, orq*® - qt.

3. Transitivity or consistency. g* > q* and g% = g3 implies q* - q3.

4. Continuity. Given bundle qu, let A(q1) = {q|q = q*} contain all bundles that are
at least as good as q' and let B(q1) = {q|lq' = q} contain all bundles that are
not better than q*. Then, both sets A(q1) and B(q1), for any q* in the choice set,
contain their own boundaries.

5. Nonsatiation. The utility function v(q) is nondecreasing in each q;, i = 1,...,n
and increasing in at least one q;, i =1,...,n,.

6. Convexity. q* 7= q° implies A\g* + (1 —\)q® = q° for0 <A< 1.2

The first three axioms allow a preference ordering, but are not sufficient to establish a
utility function. If, however, the first four axioms of choice hold, the preferences can be
expressed by such a utility function. Finally, the fifth axiom ensures that the total budget
is spent in order to maximize the utility. Hence, the theory outlined in the following is
mainly based on these five axioms.

To begin with, we present the utility maximization problem of a consumer, where his
expenses are constrained by his disposable income x. From now on, we assume strict
convexity of preferences and smoothness of the utility function because, in this case, the
optimization problem can be solved using differential calculus. Examples of nonconvex

!Note that utility functions are only defined up to the transformation by a monotone increasing function,
i.e., their values have no meaning except the comparability.
2Preferences are convex if and only if the representing utility function is quasi-concave.
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preferences are shown by Deaton and Muellbauer [DM80b].

Given prices p;, ¢ = 1,...,n, and income z, the consumer’s choice problem is
n
max v(q) subject to sz'%‘ =, (2.1)
1 =1

where the equality constraint is due to the fifth axiom of choice and also known as Walras’
law (cf. [MCWG95]). The solution functions with respect to prices p and income z of
problem (2.1) are called Marshallian demand functions ¢; = g;(x,p), i = 1,...,n. In
addition, if the prices are fixed, the relation ¢; = g/(x), ¢ = 1,...,n, is called Engel
curve.

Problem (2.1) can be reformulated by its dual problem: here, the consumer minimizes
his expenses & = p - q ensuring that a certain level of utility u is reached.? Hence,

min p - q subject to v(q) = u. (2.2)
q

This expenditure minimization problem results in demand functions with respect to u
and p, which are called Hicksian demand functions. Both solutions coincide, i.e.,

qz:hz(u7p):gl(x7p)7 Z:177n

Substituting g¢;(x,p), ¢ = 1,...,n, into the optimization problem (2.1) results in the
indirect utility function

U = U(QL <. 7qn) = v(gl(:r7p)v s 7gn(x7p)) = ¢(:C7p) (23)
Likewise, substituting h;(u,p), i = 1,...,n, into optimization problem (2.2) leads to the
cost function with respect to utility u and prices p, i.e.,

T = Zpihi(u,p) = c(u, p), (2.4)
i=1

which satisfies the following properties.

Properties of the cost function.
1. Homogeneity of degree one in prices: c(u,0p) = Oc(u, p) with 6 > 0.
2. The cost function increases if u increases.

3. The cost function is nondecreasing, concave, and continuous in p. In addition,
the first and the second derivatives with respect to p exist everywhere except at a
set of measure zero. Moreover, the cost function increases if at least one price
pi, t=1,...,n, increases.

3For more information on dual problems, we refer to standard optimization textbooks (e.g. [NWO06] or
[BV04] for convex optimization problems).
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4. The Hicksian demand function q;, i =1,...,n, are equal to the partial derivatives
of the cost function with respect to prices

dc(u, p)

if they exist.

The fourth property is known as Shephard’s Lemma and relates the cost function to the
corresponding cost-minimizing demand function.

Furthermore, differentiation of the indirect utility function ¥ (c(u, p),p) = u with respect
to p; leads to Roy’s identity (see [DM80b| for details)

oY /0p;
Qizgi(%p):—ai//a];, i=1,...

, M. (2.5)

In the following, we list the properties of Hicksian and Marshallian demand functions
(see again [DM80b| for more information).

Properties of utility-based demand functions.

1. Adding Up. The sum of both Hicksian and Marshallian demands times prices is
equal to total expenditure x

n

Zpihi(“’p) = Zpigi(iv,p) =z.
i=1

=1

2. Homogeneity. Both the Hicksian demand functions and the Marshallian demand
function are homogeneous of degree zero: the former in prices and the latter in
expenditure and prices

where 6 > 0.

3. Symmetry. Differentiating the Hicksian demand functions hi(u,p), i = 1,...,n,
with respect to prices pj, j # 1, j=1,...,n, leads to

Oh;i(u,p) _ Oh;(u,p) i#74, i,j=1,...,n.

apj Opi
4. Negativity. The n X n-matriz with elements gz};;’ 1,7 =1,...,n, is negative semidef-
mnaite, i.e.,
n n
Oh;
DD Gty - <0 (2.6)
i=1 j=1 Pj

for any n-vector &.

10
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_ Oh;

Moreover, the symmetric and negative semidefinite matrix with entries s;; = p is known

J
as substitution matriz or Slutsky matriz of compensated price responses. Equation (2.6)

implies for all ¢

Siigo, i:1,...,n,
so that we can infer that the demand of good i, i = 1,...,n falls or remain unchanged
if the respective price p;, ¢ = 1,...,n rises. This result is also known as law of demand.

Remark 2.1. Mas-Colell MCWG95| distinguishes between the property of compensated
law of demand if

(p1 — p2) . (hi(u,pl) - hi(u,pz)) <0, i=1,...,n, (2.7)

and the property of uncompensated law of demand if

(p1 —p2) . (gi(x,pl) — gi(:c,pQ)) <0, i=1,...,n. (2.8)

More generally, this law implies that if one thinks of the product as a collection of goods
in a fixed ratio and its price is equal to the prices of its parts, the demand of this product
also decreases if the respective price increases. This implication is known as the law
of demand in the multi-commodity case. We refer to [JQO8| for a survey of the law
of demand in different contexts. Likewise, they underline that the law of demand in
its different versions also plays an important role in equilibrium theory, because strict
monotonicity of excess demand implies uniqueness and stability of an equilibrium.

So far, the substitution matriz is written in terms of the Hicksian demand. Through the
Slutsky equation

Sij =

Ohi _ 9gi gt 0gi
op; ox V Opj’
the elements s;;, 4,5 = 1,...,n can be expressed using the Marshallian demand func-
tions. This notation provides some advantages: since the right-hand site of equation
(2.9) is in principle observable, the substitution matrix can be calculated empirically
and, hence, symmetry and negativity are testable. Furthermore, equation (2.9) reveals
that the effects of a price change on Marshallian demand functions gz;, ,7=1,...,n,
can be decomposed into a substitution effect gZ?, i,7 = 1,...,n, and an income effect

J

%‘ii - qj, 4,j = 1,...,n. This means, changes in the price of a good implies that the

exchange rate, for which two goods are substituted, varies, and also that the purchasing
power of income changes (cf. [Varl0]). Likewise, this notation allows for new informa-
tion regarding the Marshallian demand functions. For example, the law of demand is not
necessarily valid: a good i, + = 1,...,n, can exhibit a positive price derivative, because
the negative price compensated response is outweighted by a positive income effect (cf.
[DM80b]), which is a phenomenon that is, however, quite rare.* The connections of the
terminology explained so far is illustrated in figure 2.1.

i,j=1,...,n, (2.9)

4A popular example for these Giffen goods are potatoes in the 19th century. People spending their
total income for food purchase more potatoes than meat if the price of potatoes rises. In comparison,
inferior goods are products for which the demand increases if income decreases.

11
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Dualit
Utility Maximization ey Cost Minimization

Marshallian Hicksian

Roy's demand functions = = = ™ demand functions
identity

inversion

Slutsky equation

Indirect utility function Cost function

Figure 2.1: Connections of utility maximization and cost minimization in neoclassical
consumer theory

We are now in the position to present a very important result of the neoclassical con-
sumer theory, which is known as the integrability problem: given a set of goods, their
demand functions are the result of the consumer’s utility maximization and hence, there
is a preference ordering if and only if the demand functions add up, are homogeneous of
degree zero, and the substitution matrix is symmetric and negative semidefinite.
Subsequently, for the sake of completeness, we present additional useful terminology in
the context of demand analysis: we start with presenting the weak axiom of revealed
preferences according to the definition of Mas-Colell [MCWG95].

Definition 2.1. Weak Aziom of Revealed Preferences
Given two pairs of prices and income (p',x') and (p?, x?)

p' - q(z®,p?) <a' implies p*-q(z',p') > 2o.

In words, under the assumption of unchanged preferences, if g(z',p') is chosen over
q(2?,p?), although q(z?,p?) is also affordable, then under no conditions q(z?,p?) is
preferred to q(z!,p'). That means, if g(x?,p?) is chosen, q(x!,p!) is not affordable.
Note that this property is an implication of utility maximization. The strong axiom of
revealed preferences implies that, for a given set (p*, 1), ..., (p", z"), if g(x!, p') is either
directly or indirectly preferred to q(z",p"), g(z™, p") cannot be chosen over g(z!,p!).
Choices for which the strong axiom holds are consistent with the utility maximization
model. We refer to [Var92, Varl0, MCWG95] for a more detailed discussion of revealed
preferences. Lastly, before passing on to the modeling approaches, there remain the
elasticities to be defined (cf. [MCWG95, Var92, Varl10]).

Definition 2.2. Total Expenditure Elasticity

dg; 0l ;
o, = d0lep) _z _Oloslgilep)) g, (2.10)
ox gi(x,p) 0log(x)
Ife; >0, i=1,...,n, good i is classified to be a normal good, whereas, if ¢; < 0, 7 =
1,...,n, good i is termed inferior good. If e, > 1, ¢ =1,...,n, good i is a luxury good,
and ife; <1, i =1,...,n, it is classified as a necessity.

12
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Definition 2.3. Price Elasticity

das A o1 .
eij — gZ(x7p) . p] — Og(gi(‘r7p)), Z,j: 17“.,7,1“ (211)
dp;  gi(z,p) 9log(p;)
If e;j > 0, 4,7 = 1,...,n, the goods are classified as gross substitutes, and if ¢;; <
0, i,j = 1,...,n, the goods under consideration are gross complements. This defini-

tion is mostly frequently applied in economics text books although there are alternative
definitions which additionally include further aspects (see [BS09] for other elasticity def-
initions). For example, Hicks [Hic46| suggested to make use of the Slutsky equation (2.9)
to classify goods, since the classification above ignores the income effect. Consequently,
according to this definition good i and good j are complements if s;;, 7,7 =1,...,n, is
negative, and they are substitutes if s;; is positive.

In contrast to derivatives, these measures capturing the demand responsiveness are unit-
free. To conclude, the elasticity of substitution indicates how easy a good can be sub-
stituted by another ensuring that the utility level remains unchanged. Subsequently, we
adopt the definition of Varian [Var92].?

Definition 2.4. FElasticity of Substitution
Given two goods q; and g;

sub __ MRS d(Qj/CIi) _ d(ln(qj/(ﬁ) .
= g4 AMRS) ~ dm(MES)) T b (212

wher(e )t;le marginal rate of substitution for sustaining the utility level is given by MRS =
_9U(q)/9q;
oU(q)/0q;

2.1.2 Demand of Households

In this section, we summarize the properties of selected approaches to modeling demand
that are presented in established theory books. Likewise, we give a short overview of
empirical results and list shortcomings, since not all of these models, for example, fulfill
the integrability conditions. Concerning the chronology we orientate ourselves by that of
Deaton and Muellbauer [DM80b| supplemented by examples of Barnett [BS09]. Similarly,
Theil [TC87| present certain models of consumption theory.

In doing so, the first two models presented in this section are not established with ref-
erence to the utility theory and hence, do not exhibit the properties described above.
Their presentation starts with the log-log Demand System that models the logarithm of
demand as function of income and prices of the goods under consideration

n
logqi:ai—l—nilog:v—&—z:mjlogpj, i=1,...,n. (2.13)
j=1

5The elasticity of substitution is also an important index in production theory. We refer to [Var92,
Hic63] for more information.

13
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Here, the coefficients «;, 7; and n;; are constant. In accordance with the definitions 2.2
and 2.3, n; is the income elasticities of demand and 7;; is the price elasticity of good i.
For this reason, this approach has often been estimated on time series to measure the
elasticities. However, Deaton and Muellbauer [DM80b| show that equation (2.13) does
not satisfy adding up.

Under the Working model, the budget share w; for good i, i = 1,...,n, is specified as
function of the logarithm of income =z

w; =q; + Bilogz, i=1,...,n. (2.14)

_Picgi
o
The fact that the sum of the budget shares is equal to 1 implies > " ;a; = 1 and
>, Bi = 0. Hence, this model approach is consistent with adding up.

Stone [Stob4b| starts to combine the theory of preferences with the traditional approaches
to modeling demand as function of prices and income. By proposing to individually
model the demand for each commodity based on utility maximization, he offers flexibility.
Deaton and Muellbauer [DM80b| present his methods and results using the example of
model (2.13). Substituting the Slutsky equation (2. 9) in elasticity form e, = €}; — ejwj,

where e . is the compensated cross-price elasticit

n
log ¢; = o + e;log(z/P) + Z e;jlogp;, i=1,...,n, (2.15)
j=1

where 377 wjlogp; = log(P). If 377, ef; = 0, homogeneity is fulfilled. Therefore, all
prices can be deflated by the index P and equation (2.15) is approximately equivalent to

n
log¢; = a; + e;log(x/P) + Z e;;log(p;/P), i=1,...,n. (2.16)
j=1

Since ej; = 0 for unrelated good i and j, the sum in the last term of equation (2.16) is
reduced to a set K of substitutes and complements of good 7, : =1,...,n.

Following the chronology of Deaton and Muellbauer [DM80b]|, an alternative modeling
approach is the Linear Expenditure System that is also studied by Stone [Sto54a]. Im-
posing the restrictions of adding up, homogeneity, and symmetry on the general linear
demand model

n
piqz':ﬁifﬂ+2ﬁijpj, i=1,...,n, (2.17)
j=1
leads to
piti = pirvi + Bi(x ij’}/] i=1,...,n, (2.18)

where Z B = 1. This is the only valid form of equation (2.17) satisfying the above
restrlctlons If3;>0fori=1,...,nand z > > " pivi 1mphes qZ > fori=1,...,n,

the corresponding cost function c¢(u,p) = >0 pivi + u [}, pZ is concave and hence,

14
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equation (2.18) is consistent with utility maximization.® The linear ezpenditure system
provides the following interpretation: if ; V2 = 1,...,n, are positive, they can be seen
as minimum required quantities that are bought first. The remaining disposable income
is then split up between the goods.

Nevertheless, their analyses and the estimation results of Stone show that the linear
expenditure system is also too restrictive. Among other results, the estimation results,
for example, indicate that price and income elasticities are proportional.

According to Barnett and Serletis [BS09], the Rotterdam model studied by Theil [The65]
and Barten [Bar67] is a mile stone in empirical demand analysis. Having totally differ-
entiated equation (2.13), they derive

n
dlogqi:eidlog:v—l—Zeijdlogpj, i=1,...,n, (2.19)
j=1

where they assume that e; and e;; are not necessarily constant. Using again the Slutsky
decomposition leads to

widlog g; = bidlogz + Y _cijdlogp;, i=1,....n, (2.20)
j=1

where

n n
dlogx = dlogx — Zwkdlogpk = Zwkdloqu,
k=1 k=1
bj = w;e;,
Cme s
Cij = wie;kj = %
If the differentials are replaced with finite approximations and under the assumptions
that b; and c;; are constant, an estimation of the parameters is possible. The adding-up
restrictions Y ,_; by = 1and >, cx; = 0 for all j, are already included in the data and
hence are no further constraint (cf. [DM80b]). Homogeneity (i.e., Y ;- ¢j; = 0 for all j)
and symmetry (i.e., ¢;; = ¢j; since symmetry of the substitution matrix implies symmetry
of C), however, can be tested. Among others, Deaton [Dea74| estimates different versions
of this model using British household consumption data from the twentieth century.
His tests, as others before, reveals that homogeneity is rejected, while symmetry as an
additional restriction is not very strict and decisive. As for him, he emphasizes the
advantage that the symmetric version of the Rotterdam model provides for the first
time a symmetric substitution and, hence, allows for an identification of substitutes and
complements (see [DM80b| or [Dea74] for a detailed discussion of the estimation results).
In contrast, there is a variety of contributions that use a particular functional form for the
utility function, the indirect utility, or the cost function following the approach developed

6See [TC87, Var92] for the derivation of the linear expenditure system on the basis of a specific utility
function.
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by Diewert [Die71|. However, functional forms that are consistent with the theoretical
restrictions prove to be too stringent. For example, the CES (Constant Elasticity of
Substitution) functional form

Ug) =Y (ajq)", 0<aj<1, —o<r<l1, (2.21)

Jj=1

results in constant elasticities 1/(1 — r) between any two pairs of goods (cf. [BS09]).
Alternatively, (locally) flexible functional forms represent approximations to a (indirect)
utility function or a cost function that provide enough parameters in order to derive the
corresponding demand system. However, although these flexible demand systems allows
for the inclusion of neoclassical microeconomic theory in econometric applications, the
theory does not hold for all prices and income and, thus, global integrability is not
possible (see also [BS09] for further information). An example for flexible functional
forms is the translog indirect utility function studied by Christensen et al. [CJL75]

Y(p,x) = ap+ i a; log (%) + % i i Bi; log (%) log (%) (2.22)
i=1 i=1 j=1

that approximates the indirect utility function for appropriate parameters g, «;, © =
1,...,n,and B, i,j =1,...,n (see [CJL75, BS09| for more details). Another example is
the AIDS - Almost ideal demand system developed by Deaton and Muellbauer [DM80a,
DM&80b|. Their choice of the specific cost function

log ¢(u, p) = a(p) + ub(p), (2.23)
where (see also [DM80b])

1t .
alp) = a0+Zai10gpi+§ZZ'Yij log p; log pj,
7

=1 j—1
bp) = Bo]]p.
=1

ensures that the resulting demand functions are first-order approximations to any demand
function that is consistent with utility theory. Moreover, ¢(u, p) is homogeneous in p if
doiciai =1, 3705 = v = 2ois Bi = 0, and represents a special class of
preferences called PIGLOG, which allows exact aggregation of all consumers’ demand.”

Given

dlog c(u, p) _ _DPigi — w; (2.24)
0log p; c(u, p)

7A representative consumer exists if the average budget share can be expressed as a function of prices
and a scalar, which is again a function of all prices and all incomes. This is, for example, the case if
the budget shares of the households result from a cost function with a “price-independent generalized
linearity - logarithm (PIGLOG)” form (see [DM80a, DM80b]| for more information). Hence, the
market demand can be seen as the demand of a rational representative consumer. In section 2.1.2.1
we summarize important results in the field of aggregation.
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and z = c(u, p) they substituted for v and derived

w; = oy + Z 7vij log pj + Bilog(x/P), (2.25)
J
where P is defined by
n 1 n n
log P = ag + ; oy log pr, + 3 ; ZZ;’W log pi log py (2.26)

and v;; = %(%*J + 73*1) = ;- The theoretical restrictions are satisfied if

D i =130 fi=0,3",7; =0 (Adding up)
Soiivi=0,7=1,....n (Homogeneity)
Yij = Vjis 1=1,....,n,7=1,...,n (Symmetry)_

The change of expenditures are influenced by (;, where the sign of 3; indicates whether
goods are luxuries or necessities. Having set up the system of demand functions for
aggregated demand of households, parameter estimation is realized with aggregate time
series data to test the model. Once more, tests of homogeneity show conflict with the the-
ory. Deaton and Muellbauer [DM80b| note that the imposition of homogeneity provokes
correlation in the errors, which is, among others, caused by the fact that the dynamical
behavior of demand is insufficiently modeled. Furthermore, the test for symmetry pro-
vides an indication for a further rejection. However, as in the Rotterdam model, they
state that it is not possible to have a unique statement about the rejection of symme-
try beyond homogeneity (cf. [DM80b]). Nevertheless, they emphasize that their model
possesses considerable advantages compared to others, and serves as a tool for testing,
extending, and improving demand analysis (cf. [DM80al).

To conclude, we aim to summarize the remarks of Deaton and Muellbauer [DM80b| with
respect to arising problems in the application of these theoretical models. They state
that a more detailed theoretical analysis is necessary to obtain better illustrative models.
Hence, there are a range of further aspects that are fundamental for better comprehend-
ing the customer’s decision-making.

e Aggregation over commodities: otherwise detailed analysis of a large number of
commodities is too complex.®

e Aggregation over consumers: so far, many studies have neglected the emerging
problems and have treated aggregated demand as if there was exact one single
representative consumer, but this did not necessarily hold.?

e Relation and influence of labor supply, savings, and total expenditure, which is not
necessarily given exogenously and to be spent.

8We refer to [Hil94] who distinguishes between elementary commodities and commodities aggregates
and establishes a relation between them prior to his empirical studies.
9We will further consider important aspects of aggregation theory in section 2.1.2.1.
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e Inclusion of durable commodities, product availability, or rationing of products is
essential.

e There is uncertainty regarding the consumer’s behavior in the short and long run.
For example, they do not have full information about the quality or the durability
of their purchases. Likewise, they do not know all current prices when they decide
to purchase.

In the course of their book, Deaton and Muellbauer [DM80b| investigate the theoreti-
cal impacts of the issues mentioned above. In section 2.1.2.1, we take up the question
of appropriate aggregation and give a summary of research topics. In this context,
Barnett [BS09] state that extensions of the basic demand models include household-
production/labor-combinations and intertemporal utility models for dynamic household-
production models. For more information about intertemporal models, we refer to
[MCWG95, Var10, DM80b]. In section 2.1.3, we give an overview of questions concerning
effects of demand in production theory.

2.1.2.1 Aggregation Theory

In the context of modeling demand, aggregation over consumers is an important issue be-
cause of several reasons. Predominantly, only aggregated data is available for case studies.
A survey of research questions regarding aggregated demand is provided by Mas-Colell
IMCWG95|. Among others, these comprise the functional form and general properties
of the aggregated demand function. Likewise, Deaton and Muellbauer [DM80b| investi-
gated under which conditions the aggregated behavior can be expressed as function of
prices and aggregated income, i.e., as the demand of a single representative consumer.
Hildenbrand [Hil94, Hil08|] studies under which conditions the aggregated demand fulfills
the law of demand.

In the following, we will consider these topics in more detail. Concerning the former
question, we again adopt the notation of Deaton and Muellbauer [DM80b]| (cf. also
[MCWG95]). Exact linear aggregation, i.e., writing aggregate or market demand of good

q, 1 =1,...,n as function of prices p;, ¢ = 1,...,n and aggregated expenditure T
_ 1 _ .
qi = EZQ;L(xhap)ZQl(xvp)a 2:17"'777‘7 (227)
h
necessitates that the marginal propensities to spend 8qu / ozh, i=1,...,n, are identical

for all households, which implies that
@ =aop)+Bi(p)x", i=1,...n, h=1,...,H, (2.28)

where 3;(p) is identical for all households h = 1,..., H. Hence, ¢; = a;(p) + Gi(p)z . If
this holds for all Z, af*(p) = a;(p) = 0 so that ¢ and ¢ are proportional to z* and z.
If, in addition, consistence with utility maximization is required, the corresponding cost
function must be of the form

'(u", p) = a"(p) + u" - b(p) (2.29)
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(see [DM80Db]| for the proof and the connection of the coefficients of ¢! and c”*(u”, p)).19
This, however, is quite stringent, because commodities that are only consumed at higher
budget are not included at all. Consequently, linear aggregation is rather reasonable for
broadly defined groups of commodities.

Alternatively, nonlinear aggregation also allows for new consumers entering the market.
By aggregating over expenditure patterns instead of quantities

e (2.30)

_ p’L Zh qz
w; =
= Z

Z ah
they consider the average aggregate budget share w; which is the weighted average of
individual household patterns. Basically, w; depends on all prices p;, ¢ = 1,...,n, and
each household’s expenditure 2", h = 1,..., H. Requiring that w; can be written as
function of prices and a representative level of total expenditure zg, it can be assumed
to represent a single representative consumer. Therefore,

_ 6logc ug, P) Z " dlogc(ul, p)
dlogp; <> a"  Ologp;

(2.31)

where c(ug, p) is the cost function of the representative consumer and ¢’ (ufl, p) is the cost

function of household h. The conditions for the cost functions ch(ug, p) so that a represen-
tative consumer exists and exact nonlinear aggregation is possible are provided by Deaton
and Muellbauer [DM80b] and are called “generalized linearity (GL)™conditions.!* For
more details, we refer to [DM80b]|. Alternative contributions considering the aggregated
demand as function of characteristics of the wealth /income distribution are presented by
[MCWG95, Hil0§|.

Concerning the properties of the aggregated demand function, Hildenbrand [Hil94, Hil08|
identifies under which conditions the law of demand is satisfied by market demand.'? In
doing so, he does not require that the individual demand function satisfies the law of
demand but investigates necessary and sufficient characteristics of the distribution of sin-
gle demand of all households with fixed income in case of a very large and heterogenous
population so that the mean demand is strictly decreasing, i.e.,

(p' —p?) - (D(p") — D(p?)) <0, p',p*eRl,. (2.32)

In general, he assumes that the demand of each household depends on the price system,
the expected future prices, the present and the expected future income, the past con-
sumption, and the household characteristics. At this point, we don’t pursue this topic
further and refer to [Hil94| for a detailed presentation of his research results.

0The corresponding preferences of this cost function are called quasi-homothetic preferences.

Special cases are called PIGL (price independent generalized linearity) and PIGLOG. For example,
the cost function of AIDS model described in section 2.1.2 satisfies the conditions of PIGLOG.

2Note that the law of demand refers to a hypothetical situation and, hence, cannot be tested empirically.
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2.1.3 Effects of Demand in the Context of Production Theory

In the following section, we will proceed with focusing on the profit maximization, re-
spectively expenditure minimization of firms. For a general comparison of firms and
households, we refer to [Spu09|. The concepts of utility maximization in the neoclas-
sical theory can also be applied to describe behavior of a firm. Mas-Colell [MCWGY95]
and Spulber [Spu09| state that the firm’s objective is profit maximization (cf. “Fisher-
separation theorem” discussed in [Spu09]). Given a vector of prices for inputs and outputs
the firm aims to maximize profit, i.e.,

maxp-y subject toy €Y, (2.33)
Y

where X is the set of all production possibilities, or, alternatively, to minimize costs

minw -y subject toy €Y. (2.34)

y
If the firm only produces one good y = f(z), where f(:) is the production function
dependent on the input quantities z, the profit maximization problem can be written as

maxp- f(z) —w - z, (2.35)

where the scalar p is the price for output f(z). Then, the optimal input quantity func-
tion z;(p, w) for input product i with respect to a vector of prices (p,w)" is called fac-
tor demand function. In parallel to the demand function in section 2.1.1, z;(p,w) is
homogeneous of degree zero, has a negative slope and its substitution matrix is sym-
metric (see [Var92|). For further results regarding the firm’s behavior (weak axiom
of profit maximization, properties of profit function), we refer the interested reader to
[Var92, MCWG95].

In general, if the firm operates under imperfect competition, the output prices also be-
come decision variables, i.e., the price depends on the quantity in the market y™, or the
output, respectively p(y™) (cf. [Varl0]).

In the following, we summarize a selection of publications dealing with theoretical im-
pacts of demand uncertainty on production and pricing decisions of firms. In this con-
text, neoclassical models of both competitive and monopolistic firms are extended with
stochastic components to analyze optimal output and input decisions while keeping the
demand models very general. With regard to demand analysis the results are interesting
from two points of view: the influence of uncertainty in general or random demand in
particular on their output as well as on their demand for input products.

To begin with, Mills [Mil62] investigates a firm’s decision problem to determine optimal
prices and output quantities in the situation of imperfect competition.He assumes that
demand can be modeled as the sum of deterministic demand function dependent on price
and a random variable. Therefore, he shows that the optimal price and output decisions
differ from the results in a deterministic setting, and gives conditions under which the
price is lower in the uncertain case than the resulting price of the static model. Dhrymes
[Dhr64] analyzes the effects of uncertainty on optimal output mix of a monopolistic firm
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producing multiple products, where the price is modeled as a function of output quanti-
ties and a random variable. He splits the decision-making problem: first optimal output
is determined by maximizing expected utility, then optimal input quantities are the solu-
tion of the cost minimization problem with given output. He concludes that determining
the influence of uncertainty on output quantities is more complex than in the single
product case.

Whereas Baron [Bar70| investigates the firm’s decisions in a purely competitive setting
and emphasizes the impact of the attitude towards risk on the decision-making, Leland
[Lel72| considers the influences on decision-making of a monopolistic firm assuming that
demand is downward sloping and stochastic. He shows that, in addition to the attitude
towards risk, the behavioral mode of the firm plays a prevalent role.

Moreover, Batra et al. [BU74| provide theoretical results for optimal output and input
demand for labor and capital of a purely competitive firm that maximizes expected utility
of profit given an uncertain market price. Likewise, they noted that the attitude towards
risk is crucial for determining the changes of output decisions and the behavior of the
production function is decisive to the input demand functions. On the basis of Leland’s
approach for modeling demand [Lel72|, Holthausen [Hol76]| studies the influence of un-
certain demand on input decisions of a competitive firm as well as a firm in imperfect
competition with quantity-setting decisions and price-setting decisions. Whereas output
and input decisions are made simultaneously in the first two situations, input choices of
a price-setting firm has to be made before the output decision is made and, hence, they
are also influenced by the attitude towards risk.

2.2 Modeling Demand in Operations Research and
Management Science

In this section, we review a selection of publications dealing with approaches to modeling
demand in the field of supply chain management, assortment planning, or revenue man-
agement. Setting up distinctive optimization problems tailored to the specific features
of the respective sector (e.g., industry, service, or retail), they aim to determine optimal
strategies in procurement, production, distribution, assortment, or pricing. As these op-
timization models display very different modeling concepts ranging from mixed integer
nonlinear to stochastic optimization problems, the approaches to modeling demand also
vary in many aspects.

In the field of production optimization along a value chain (e.g., in chemical engineer-
ing), demand is often assumed to be price-insensitive and stochastic. Here, a common
approach is to model the uncertain demand as random variable (cf. [BT06, GMO03,
GMBT05, CL04]). If, additionally, pricing decisions are included, demand models with
respect to prices are incorporated in the optimization model. These comprise linear
models (cf. [KGvB'09]) and nonlinear models (cf. [Cha05, LBO08|).!* The arising opti-
mization problems are mainly solved by means of two-stage stochastic programs. More
details of these optimization models are provided in section 4.1.

13Such models are also used to analyze demand in the research area of marketing (cf. [LKM92]).
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In addition, some publications deal with specific situations focusing on few products.
Regarding distribution, for example, Bernstein and Federgruen [BF03| investigate op-
timal strategies of a supplier being faced with multiple retailers in the case of both a
centralized and a decentralized setting. The demand rate of one retailer ¢ also depends

on all others retailers’ prices p;j, j # ¢, j = 1,...,n, i.e., their demand model is given by
di(p) = ai —bipi +Y_Bijpj, i=1,...,n, (2.36)
J#i

where a; > 0, b; > 0, and 3;; > 0 so that the retailer’s prices represent substitutes.
Moreover, b; > Zj# Bij for all i # j, « = 1,..., N, implies that the products are also
substitutes with regard to the inverse demand function. In particular, in the decentral-
ized system, in which the retailers select sales quantities and replenishment strategies,
the coordination mechanism is based on discount schemes. For further detailes about
contracts in supply chain management we refer to [CLO5].

Goyal and Netessine [GN11] study the benefits of volume and product flexibility of a
single firm that produces two products i = 1,2. They assume that the demand-price
relationship is given by

Pi(Gi, 43—i) = Ai — ¢i — Baz—i, i = 1,2, (2.37)

where § € (—1,1). If 8 > 0, the products are substitutes, and if 5 < 0, the products are
complements. Moreover, the demand for both product is correlated by assuming that the
intercepts A; € Ry, ¢ = 1,2 follow a bivariate continuous distribution with covariance
factors o190 = poiog. Their analyses highlight the impacts of demand correlation p and
the product substitutability parameter G on the decisions, and show the importance of
managing the production together.

As already stated, modeling demand also plays an important role in revenue management.
Here, the objective is to determine optimal pricing strategies and to ensure product avail-
ability in order to maximize profit of retail or service companies (e.g., airline industry, car
rental agencies). In this context, the concept of dynamic pricing plays a dominant role.
We refer to [BC03| for an overview of pricing models in the field of revenue management.
Concerning the modeling for demand, cumulative potential demand is often described
by a stochastic process dependent on the information available for the customer. The
decision whether to purchase or not depends largely on prices. For example, given an
initial assortment Gallego and van Ryzin [GvR94| investigate optimal pricing strategies
modeling realized demand as Poisson process with intensity A(p) dependent on the price
.

The effects of substitution are of importance in order to determine optimal strategies
in assortment planning problems of a retailer. Substitution effects occur if a product is
out of stock or is, generally, not available at the store under consideration. In general,
there are two common possibilities to model demand substitution: substitution models
associating a utility with each product and exogenous models of substitution which allow
for choosing an available variant if the first choice is out of stock. As an example for
the utility-based approach, van Ryzin and Mahajan [vRM99| employ the multinominal
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logit model in order to model consumer choice: given a set of available products S, each
consumer associates a utility with each product ¢ € S, and prefers the one for which his
utility is at the maximum. The multinominal logit approach defines the utility of buying
product j as U; = u; +(j, where u; is deterministic and ¢; follows a Gumbel distribution
with mean zero and variance p?m?/6.'4 Then,

e“j/#

P(U; =max[U;, i € SU{0}]) = 3o et/ 4 euo/n’
€S

(2.39)

where 0 represents the case of no purchase. Moreover, the consumer has only one choice.
If his preferred product is out of stock, the sale is not realized. This model satisfies the
“independence from irrelevant alternatives (IAA)”-property, which claims that the ratio
of choice probability for two products ¢ and j is independent of the alternatives. In
their approach, they also distinguish between aggregation of independent consumers and
aggregation of consumers following trends.!®

Regarding exogenous models of substitution, a customer has a first choice and if the
preferred product is not available, he chooses another product with given substitution
probability. Smith and Agrawal [SA00]| present a probabilistic demand model: let x;, i =
1,...,n, indicate whether a product ¢ is available (z; = 1) in the assortment or not
(z; = 0). Given the substitution probability a;; of two items j # i, the probability that
item ¢ with x; = 1 is required by the m-th customer is given by

Pi(x,m) = f; + Z(fﬂ —xzjAj(x,m))oj;, i=1,...,n, (2.40)
J#

where fr, k =1i,7j, is the probability that the customers initially prefers k, kK =14,j. On
this basis, they determine the effects of substitution on demand distributions given that
the number of arriving customers follows a negative binomial distribution. Moreover,
they propose a method to determine optimal inventory levels.
The work of Netessine and Rudi [NRO3| is another example for determining optimal
stocking strategies for multiple products if substitution is possible. They assume that
demand D = (D;,...,D,) for the products 1,...,n follows a continuous multivariate
distribution. If the product required is out of stock, a deterministic fraction of the demand
is satisfied by other products. Thus, the total demand of product i, i = 1,...,n, is given
by

Df:DivLZaji(Dj*Qj)Jr, i=1,...,n, (2.41)

J#i

' The corresponding distribution function is given by

P(G < 2) = exp(—exp(=(z/p) +7)), (2.38)

where v = 0.5772 is Euler’s constant.

'5In general, discrete choice models as introduced above often appear in revenue management and
assortment optimization but also for modeling travel demand. For more information, we refer to
[AdPT92]. Moreover, the book of Domencich and McFadden [DM96] provides a comprehensive
survey of various modeling approaches for urban travel demand (see also section 2.3).
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where D;, i = 1,...,n, is the initial demand of product i, Q;, i = 1,...,n, are the units of
product 7 stocked at the beginning of the sales period, and aj; is the deterministic fraction
of the excess demand for product j that will be substituted by product i. They determine
optimal inventory levels for both centralized and decentralized inventory management.
For the former case, they show that profit decreases if demand correlation increases.
Kok and Fisher [KFO07] also consider an assortment optimization problem of a retailer in
which substitution can take place in subcategories of the product range containing, in
total, n products. Let S be the set of products available at the retail. If the preferred
one is not available, the consumer selects a substitute product with probability 6. Then,
the effective demand rate for product 4

Dz(_f, d) =d; + (Z oidy + Z akiLk(fk7 dk)), 1=1,...,n, (2.42)
k¢S kes

is composed of the original demand rate d; for product 4, the supplementary demand a;dj
because of assortment-based substitution, and the incremental demand because of the
stockout-based substitution oy; L (fx, dx). In this case, L(fx,d)) denotes the lost sales
of product k. The probability that product i substitutes product k is denoted by a; and
depends on the general probability to substitute . In addition, they develop a method
to estimate the demand and substitution parameters given varying data availability.
The resulting optimization problem is a knapsack problem, where the objective function
is nonlinear and nonseparable. Applying the model to the assortment of a supermarket
chain, their iterative heuristic algorithm reveals the optimal assortment to increase profit.
Hopp and Xu [HXO08| present a static approximation of dynamic demand substitution
by using a memoryless flow network in order to model the substitution process. Let

ri, 1+ = 1,...,n, be the attraction factor for product 7, ¢ = 1,...,n, dependent on
price and quality, and s;, ¢ = 1,...,n, represents the constant service rate for product
i, i = 1,...,n. The number N of customers arriving is a continuous random variable.

Then, the expected effective demand for product ¢ is given by
;S5
L Y
o+ 2j=1 73S

Their model is applied to determine optimal prices, service, and product assortment
strategies in competitive and noncompetitive markets.

So far, the models presented do not explicitly include the effect of prices on the sub-
stitution. In contrast, price-dependent substitution in a two vertically differentiated
product setting is studied by Transchel [Trall|. Here, the customers are willing to buy
the high-quality product, if the low-quality product is out of stock. The demand for
the low-quality product L is modeled as a price-insensitive random variable and the de-
mand for the high-quality product H as a function dependent on price rg and a random
variable. The substitution rate depends on the price difference and is defined as

E(D¢) = E(N) i=1,....n

1 ifrg <rg,
Y(ra) =1 (0,1) ifry € (rp,7s0),
0 if rHg Z Ts0,
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where 14 is the minimum price of the high-quality product H if the substitution rate is
zero, and ry, is the price of the low-quality product. Her studies reveal that the price-
sensitivity of substitution is a critical factor because of its influence on revenue and price
effects. Alternatively, an example of demand learning in assortment planning is provided
by Talebian et al. [TBS12]. They solve the assortment and pricing decision problem of
a retailer with stochastic dynamic programming, where new insights about demand are
obtained using Bayesian updating, and are incorporated in the optimization problem.

2.3 Miscellaneous Demand Models for Specific Products

This section summarizes demand models that are tailored to specific services (trans-
portation), products (e.g. automobiles or electric appliance) or commodities (e.g. en-
ergy). These models are based on different concepts: whereas some contributions select
approaches to modeling the utility, others are rather phenomenological.
In the range of travel demand, Domencich and McFadden [DM96]| present a behavioral
model based on the concept of discrete choice theory that is also used in the context
of revenue management and assortment planning (see section 2.2). They start with a
rather general framework before passing on to develop concrete models with a sufficiently
simple structure to facilitate the usage of estimation methods. For instance, separability
of the decisions is required to simplify data analysis. In general, decisions of the passen-
gers related to transportation include location of residence and job, sales of labor and
purchase of commodities, frequency of work and leisure activities, destination of trips,
time and mode of travel.
On the basis of consumer choice theory, the utility function U(x?, s) = V(z*, s) +n(x’, s)
of each passenger for option 4, i = 1,...,.J, is a function of a deterministic part V (z?, s),
which is assumed to be representative for the population under consideration, and a ran-
dom term 7(x’, s), where both depend on the observable attributes x‘ of option i and
on the socioeconomic characteristics s. Let n(x?,s), i = 1,...,J, be a random variable
with

P(n(a',s) < n) = exp(—exp(—(n+a)), i = 1,...,J,

where « is a parameter of the respective distribution. Then, the probability of choosing
option i can be written as

P = P(U(x% 8) > U(x?,s) for j #i, j=1,...,J) (2.43)
eV(cci,s)
o (2.44)
zjzl eV(a,s)

where « is absorbed into V(z?, s), which means that option i optimizes the passengers’
utility, This result is known as multinominal logit model (cf. model equation (2.39)).
Likewise, they study alternative probability distributions for n(-,-) and establish proba-

bility models that are consistent with the theory of individual utility maximization.
Now, we turn our attention to demand models for energy. To identify the demand of
energy in Baden-Wuerttemberg, Weber et al. [W197] analyze consumer behavior with
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regard to energy and energy-consuming goods in households. In this context, they model
the demand for habitation, automobiles, electric appliance, and other household’s needs
by means of household production theory and develop a hierarchical decision model, in
which the decision parameter of lower level influence the superior decisions in a aggre-
gated way. At each level, the most important influencing factor is the remaining budget.
Among others, they propose to model the budget shares for automobile purchase and
maintenance in the framework of the Almost Ideal Expenditure System. Concerning the
intensity of automobile utilization, they use a generalized CES utility function. Addi-
tionally, to determine energy demand in the production and service sector and its change
because of technological changes, they apply input-output analysis.

Likewise, Pindyck [Pin79] uses the concept of neoclassical consumer theory to model
energy demand for different sectors. In particular, he investigates different formulas to
describe the demand formation: the indirect translog utility function in order to model
energy demand for households, an analogous second-order approximation for the cost
function in order to model industrial energy demand and a “simultaneous equation model”
for the transportation sector for which the required quantity is a function of stock, fuel
efficiency, and distance gone by car.

Different world oil models are studied and compared by Huntington [Hun93|. In general,
the main influencing factors for most of these models under consideration are crude oil
price, gross domestic product (GDP), prices of substitutes, and time trend for improve-
ments. To estimate and compare the response of each model to important factors, he
specifies oil demand ¢ as loglinear form of

a
e _ a)\pAﬁ Yt

yrt g e MY g < 0,a >0, (2.45)
qt—1 Yt—1

which is function of price p, the constant rate of improvements in efficiency g and the
GDP y. According to him, this corresponds to the structure of most demand models in
his study. That means, his procedure is as follows: on the basis of multiple scenarios
reflecting different price trends and different growth rates of GDP, each model generates
demand data. On the basis of this data base, he estimates the coefficients of his specifi-
cation using the method of least-squares in order to compare the econometric response
of these models.

Another model for oil demand is developed by Jéger [JA08] with the intention to analyze
the dynamics in the oil market. In addition to the oil price, he assumes that the general
level of income or economic activity determines the demand for oil. Since he emphasizes
that demand need to be distinguished from the sum purchased in the market, which
is less or equal to the supply, he structures the demand as follows. Firstly, he defines
potential demand D*(¢) to be the overall quantity that can be applied in the market.
Assuming that this quantity is influenced by economic or technological factors, he uses
a log-linear demand approach

D*(t) =c] [ Zi(t)", (2.46)
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where Z;, i = 1,...,n, represent the influencing factors such as gross domestic product,
population size, number of vehicles, or indices quantifying technological change, and
seasonality.'® Secondly, the budget conditioned demand D (t) depends on the oil price
P(t), the gross domestic product Z;(t), and the potential demand D*(t).

DB(t) = min[e(P(t))Z1(t), D*(t)] (2.47)
where ¢
o 1

e(P(t) =& + Nt (2.48)

Thus, he proposes to state the strategy of the consumer, i.e., the actual demand, as
follows

D(t) = D°(t) + (X ())[D"(t) - D°(t)]* (2.49)

where D(t) is the minimum demand and
Y(P) = ¢(1+0(P" — P)). (2.50)

In words, if demand exceeds supply, customers accept price increases as long as the price
is below a certain threshold P*.

Modeling demand for electricity represents a special case, since demand is predominantly
modeled price-insensitive and depends on the season, the day of the week, the hour of the
day as well as the weather (cf. [BGS07, EW03] for a more detailed discussion). Another
possibility is provided by Barlow [Bar02|, who determines electricity spot prices by means
of a fundamental market model, for which electricity demand is modeled as stochastic
differential equation

D; = a1 — 01Y;, where dY; = —\Y;dt + dW4, (2.51)

an Ornstein-Uhlenbeck process.

So far, the models presented in this section are applicable to commodities, which are
products of standard quality and required in large quantities. In contrast, Huschto et
al. [HFH'11] develops a pricing model for conspicuous products, i.e., luxuries that are
bought because of their reputation, which is supposed to increase if prices increase.

16Ty general, his modeling approach allows to distinguish between developed regions and emerging
regions, whereas he simply considers the sum of potential demand for both regions.
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3 General Approach to Modeling
Demand for Commodities

In this chapter, we state our basic assumptions concerning modeling demand, i.e., we
give a general market description and we collect fundamental characteristics and depen-
dencies of demand. In doing so, we prefer a phenomenological approach to establishing
a utility function of a customer. This basically means that we directly model the depen-
dencies of demand without quantifying the consumer’s preferences, which would require
an elaborate structuring of their decision-making.!

The distinct approaches to modeling demand reviewed in chapter 2 reveal that the re-
lationship between demand and prices plays a predominant role. In addition, numerous
models include more influencing factors on demand, be it income of households, prices
of other products, assortment, or economic factors. The focus of our approach is on the
dependencies of prices and economic factors, but we also take characteristics of the con-
sumer into account. Moreover, we aim to retain fundamental characteristics of a demand
function such as negativity of its derivative with respect to the price or symmetry of the
cross-price derivatives (cf. section 2.1.1).

Thus, we provide the framework for a general demand model within which we will be able
to present a quantitative demand function for various applications in different markets.
In doing so, we propose model components that can be added to the model whenever
corresponding market data is available. At this stage, we restrict our general approach to
be deterministic and keep it simple by aggregating all consumers unless more information
becomes available. In doing so, our basic framework is supposed to serve as a manage-
able tool for establishing explicit demand models that are also integrable in production
optimization and pricing models.

This chapter is structured as follows: In section 3.1, we draft our concept to model
demand and list our basic assumptions concerning the market under consideration, the
dependencies of demand, and the properties of a respective demand model function. Sec-
tion 3.2 addresses the relationship between the demand of a product and its price. In
section 3.3, we explain our approach to integrate the influences of changes in the economic
situation of the market through economic indices. Section 3.4 considers the impacts of
the consumer’s characteristics on his demand. In section 3.5, we examine the occurrences
of price-based substitution. To cope with the arising complexity, we aggregate all sub-
stitution possibilities and consider the effects of substitution on demand as if it is based
on gradual switching. Finally, section 3.6 proposes a model enhancement to include the
effects of complementary products.

'To compare, the profit maximization problems described in section 2.1.3 display the theoretical struc-
ture of such a decision process of an industrial consumer.
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3.1 General Market Description and Approach to Modeling
Demand

In this section, we restrict our description to one region. Hence, we consider from now
on a general market in a region r with the following properties, where PM is the set of
products produced and sold in the market.

Assumptions 3.1. Demand-related characteristics of the market

1. All consumers act independently, but have the same demand behavior and can be
seen as just one consumer by aggregating their demand. Consequently, by referring
to the consumer, we explicitly bear the whole economy, i.e., all sectors, in mind.

2. The products p € PM are connected by their production processes and possibly by
their subsequent processing or by their end consumption.

3. The products p € PM are of standard quality and are in demand of large quantities
with the price as main influencing factor for demand (cf. [KGvB* 09, Kan08]).

Example 3.1. This market description corresponds to most commodity markets. Among
others, the market for agricultural products, the petrochemical market or energy markets
(e.g., fuel oil or natural gas) satisfy these characteristics.® For instance, the dependency
on crude oil of natural gas, which arises because of identical purposes of use, is studied
in [Kel09].

In addition to the price, there are more influencing factors on demand summarized in
the following.

Assumptions 3.2. Dependencies of demand

In a market that satisfies the assumptions 3.1, we assume that the demand ¢p ¢ of a
certain product p € PM in region r at time t can be specified as a function of the following
factors:

1. time t,

2. prices 3. ., of products p; € P C PM 7

3. present economic situation acr,t i region T at time t or rather the change in
the economic situation AaCT,t from previous times to t4

2The electricity market is a counterexample, since the demand for electricity is often price-insensitive
in the short-run (see also [Kra09] for a detailed discussion of demand for electricity).

3Note that we consider a unique price for all products. In contrast, Kannegiesser [KGvB109, Kan08]
assumed that the products can be sold at diverse prices at the spot market. In addition, his model
also includes contract prices. For more information on price discrimination see also [LKM92].

4 Among others, the current economic situation, e.g., in terms of GDP growth, influences demand for
energy according to [J408, Hun93, Pin79].
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4. forecast of future economic situation afgt 41 fn region v for time t + 1 at
time t, respectively the forecast of the economic development Aaf Et 41 given
aff_l’t or acm, and

5. characteristics of the consumer summarized in the vector ai**"™". For ex-

budget max_ quant

his mazximum capacity Q™ , or his expectation on
the price development a ¢ are included. 5

ample, his budget «,

In this modeling approach, we concentrate on influencing factors that are straightfor-
wardly determinable and preferably even observable. For example, we decide to omit
further influencing factors such as technological progress of the industry, because its in-
fluence cannot easily be quantified. Moreover, we suggest that it is for the most part
covered by other influencing factors. To summarize, we define the demand function as
follows.5

Definition 3.1. The demand of a single product p in region v at time t is given by
bprt: (ROIPIXx R xR x R x RC — RY,

consumer)
)

¢pmt( Ttvt Aat TtaAa’rtt—l-l?a
where 7, = (T}, 14y - - - ’$§|P|,r,t)'a I is the number of the economic indices, and C' is the
number of the consumer’s characteristics included. More generally, the demand of all
products at time t is given by ¢, ;: RHPI x R x R x RY x RE — (RF)IP!

consumer _
O, (xr 45t Aat TtaAa'rtt—i-l?a )

consumer
¢p1,r,t( rtat AacrtaAartH_pa )

consumer
¢p|p|7"t( s s Aat rtaAarttHva )

For the sake of simplicity, we omit the parameters in the following and write ¢, (] )
instead of ¢p (751, AaS,;, Aarttﬂ, a
mand functions in the course of this chapter.

Before we start analyzing these dependencies and further characteristics of demand, we
have to make further assumptions. To begin with, we suggest the following regarding
the customer’s behavior.

Consume’"), as we will do for all extended de-

Assumptions 3.3. The customer’s decisions are rational. That means he acts to opti-
mize his personal benefit.

5Most models in economic theory include the budget as influencing factor, whereas the others factor
mentioned above are mostly neglected. Therefore, if the customer is confronted with uncertainty,
they investigate the attitude towards risk which is supposed to influence the decision process (see
section 2.1.3 or [Hol76]). Regarding demand models for energy, Jiger [J408| included the maximum
potential demand and the minimum demand in his model.

5By way of comparison, Hildenbrand [Hil94] assumed that demand is influenced by the price system,
expected future prices, present and expected future income, past consumption, and household char-
acteristics.
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The influencing factor that is considered most frequently in demand theory is the own
price xp,, of product p. In general, we assume that demand can be modeled as a
nonlinear, strictly decreasing function of z7 ;. Regarding the prices of other products,
we suppose that there are two reasons why prices influence each other. First, the products
under consideration are substitutes and can be interchanged in their further processing
or in their end consumption. Second, the products are complements and can only be
processed in a fixed ratio. Prices of products that are neither substitutes nor complements
have no impact on the demand under consideration.

We will analyze these demand-price relations in more detail in the following sections. For

this purpose, the following assumptions are crucial.

Assumptions 3.4. Characteristics of demand function

o Demand and price are always non-negative as defined in definition 3.1.
e The demand function ¢, is differentiable with respect to xy ., Vp; € P.

Although, we model the demand function for a fixed time and not dynamically, we
explicitly want to include temporal aspects in the modeling expressed by the parameter
t in the definition above. Namely, among others, intertemporal considerations occur in
modeling substitution or modeling the influence of the customer’s expectation on the
future price development. Moreover, we make the following assumption concerning past
consumption and price data.”

Assumptions 3.5. Influence of historical data on demand’s parameters

Instead of modeling the time-dependency explicitly, we assume that the remaining demand
parameters of time t are influenced by historical data such as the sales quantities and the
prices at previous timest —1, t —2,....

In the following sections, we specify the dependencies of demand defined in assumptions
3.2. In section 3.2, we focus on the influence of the products’ price. The impacts of
the market’s economic situation are analyzed in section 3.3. Section 3.4 comprises the
studies on the influence of the consumer’s characteristics. Regarding the influences of
others products’ prices, the impacts of substitutes are considered in section 3.5 and the
impacts of complements in section 3.6.

3.2 Influence of the Product’s Price

Obviously, the price of the product under consideration plays a crucial role of demand. In
general, we assume that demand of a product rises if the price of this product decreases
and hence, we state monotonicity of the demand function. In doing so, our modeling
satisfies the law of demand, an attribute which is also required in the model contributions
presented in section 2.1 (cf. [JQOS]).

"We return to this assumption in chapter 7, in which we discuss methods to identify parameters of
explicit modeling approaches.
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Characteristics of demand 3.1. Dependency on the product’s price
Under the assumption that there are neither substitutes nor complements in the market,
we state the following property of ¢p.r

%(m%)go foralll=1,...,|P] (3.1)
8$pm,,t ’
and 9
%(m:t)zo foralll, m=1,....|P[, 1#m. (32)
Bxpmmt ’

Consequently, there are no Giffen goods in the market under consideration because the
derivative of the demand function with respect to the price is negative.

Note that other influencing factors can counteract these characteristic. For example, in-
corporating the consumer’s expectation on the future price development causes scenarios,
in which price and demand rise in common because the consumer expects even higher
prices in the future. Another example is the effect of changes in the economic situation,
which are covered in the next section.

3.3 Influence of Economic Development

In general, we suppose that, compared to the economic state in region r at previous
dates, a better, i.e., auspicious, economic situation or a boom phase boosts the demand
of products reprocessed in the industry as well as end products. In other words, the
consumer is willing to pay a higher price for the same quantity if he believes that the
economy is stipulated. In addition, his financial situation is favorable. Otherwise, a
negative economic development or a downturn causes the demand to decrease.

To include this effect in our modeling, we assume that the rating of the economic situation
at time t can be described by the change of economic statistics or indices such as the
gross domestic product (GDP) from previous times to ¢.®

Hence, we refer to an economic index as (;, ¢ = 1,...,I, where [ is the number of
the economic statistics, and denote its absolute value in region r at time ¢ by agft. For
instance, (; can be the gross domestic product, the industrial production index, or a
specific product-related index. Consequently, we write

/
_ (& Cr
agm = (am, s Ayl

for the vector representing the economic situation in region r at time ¢t. Accordingly, the
vector
rr -

/
Adb,, = (AQQ ..,Aagft) .

8The GDP is the sum of all output in an economy (cf. [BFDO08]|, page 742). For example, Belke et al.
[BDdH10] employ the gross national product (GNP) per capita to approximate the economic growth
in their study about energy consumption. Likewise, Jéger [J408] and Huntington [Hun93] include
this economic indicator in their models, where Huntington considers the GDP as measure for the
income of the whole economy.
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describes the economic development from previous times to time ¢. To define Aagft for
all available statistics, we make the following assumption.

Assumptions 3.6. Rating of the economic situation
The consumer considers the economic situation at time t as positive if the change of the
economic indices from the previous time points to time t is positive.

Therefore, we add a further index to Aafft representing the number of past years that
will be included in the calculation of our approach and write

Definition 3.2. Definition of AaCMJ

We define AaTjt’J for an economic index ; as follows

J
Ay, g =Y wi (agy —agy ), (3.3)
j=1

where J is the number of data for which we assume that they influence the economic
situation. Consequently,

.. ,AaCI ). (3.4)

Aacr,t,J = (AaCl r,t,J

rit,Jo "

Note that we include weighting factors, since we assume that older data has less influence
than current data. In the following, we give some examples how to weight historical data.

Example 3.2. Weighting factors of historical data
Gwen J we propose two possibilities for weighting factors wj, j=1,...,J:

o cxponentially weighting
wi=A- (1= j=1,....J, (3.5)
where lim j_ o ijl wj=1and 0 <\ <1,

e and linear weighting

B CES C )
1T 0+ T

where ijl w; = 1.

These weighting techniques are known as weighted moving averages techniques, which are
often applied to time series in finance (e.g., to calculate the volatility of energy prices
(see [EW03, BGS07])). In this context, J denotes the length of the moving window of
data included.
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3.4. Influence of Specific Consumer’s Characteristics

Accordingly, we denote the forecast of the future economic situation by

E¢ E¢ ECr v
Qritr1 = ( T,t,t—i—l’""ar,t,t—l—l)

and the corresponding forecast for the future development with

Aa”¢ (AaECl AaEg] ).

rtt+1,J rtt+1,J0 rtt+1,J

Note that both parameters a;Eft 41 and Aart 141, display the prediction for time ¢ + 1
given all information available at time ¢. In analogy with definition 3.2, we specify the
entries as follows.

Definition 3.3. Definition of Aa®¢

rt,t+1,J
The entries Aa, tCth g of Aa”tﬂ 5 are defined as
J+1
Aafﬁ@ﬂ J: Z wy - rt t+1 gft-{-l—j)' (3.7)

Since we assume that demand rises if the change in the economic situation is positive,
we conclude, that demand rises if AdS nt.g Tises. Hence, we obtain

Characteristics of demand 3.2. Influence of economic development on demand

Let ¢pry be differentiable with respect to AaﬁftJ and Aaftg,itﬂ,J' Then, the demand
function for product p in region v at time t satisfies
0
¢p’gt () >0 foralli=1,...,1,
8Aarzt J ?
and accordingly
a¢p,rt T .
B (a:ryt) >0 foralli=1,---,1.
OAa, 1 g

This implies that consumption rises if the forecasted change of economic indices rises.
In the following, the focus is on characteristics of the consumer that affect his buying
decisions.

3.4 Influence of Specific Consumer’s Characteristics

In addition to effects from market parameters, characteristics of the consumer such as
the availability of facilities or production settings considerably influence the formation of
demand. Moreover, financial aspects play a crucial role regarding his purchase decisions
because, for instance, the expenses of the customer are limited by his budget.

In this section, we list the most important influencing factors on behalf of the consumer.
Note that, whereas a stands as a symbol for parameters with respect to the economic
situation, we refer to the characteristics of the consumer as a.
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max|
p.r.t

min |
p.rt

(Xbl (sz C(b3

Figure 3.1: Hlustration of the nonlinear relationship between demand and price according
to the assumptions on the customer’s behavior in different price ranges

To begin with, we distinguish several price ranges in which we assume that the consumer
behaves differently.? Figure 3.1 illustrates the shape of such a demand behavior. To be
more precise,

e In lower price regions [0, Qp ot

to his possible production and inventory capacities. Consequently, since prices

are low, the consumer completely utilizes his (production and inventory) capacity
max__quant 1(

), the consumer buys/consumes/invests according

Qo . This quantity is also called possible demand or potential demand.
e In the second price range [az}r’t, a;lfm)a the demand is strictly decreasing if prices

rise.

b2

e In the third price range [O‘p,r,t’ag?r,t)’ demand is on a minimum level. In other

b2

ot the consumer reduces his pro-
R

min__quant .
- , but still

words, if prices exceed a certain price level «

duction. Since prices are high, he buys as little as necessary «
enough to satisfy existing contracts or to meet his basic needs.

o If O‘Z?r,t <z, demand is equal to zero. The consumer cannot afford to purchase

anything.

In addition to the arrangement of price intervals to describe consumer behavior, we also

. . . . max _price . . .
insert the notion of the consumer’s maximum price a, ;=" <, which is characterized by

D7t i
max__price

the following pattern: the demand is positive for all prices x5, , < a3 and it is zero

max_ price max_price min__quant

. . . . _ b3
at a,, .y . The description above induces that «, .5 = oy for ap, g > 0.
min _quant . . . . .
In case aprt—q = 0, there is no maximum price included in the model. For some
bl

commodities, there is agjff;*pme < a2 such that ¢, (] ;) = 0. The effects of these

distinctions on modeling the demand function are summarized in the following.

9J4ger [J408] also distinguishes between different kinds of consumption behavior (see also section 2.3).

10This capacity also includes storage capacities of the consumer. This aspect needs also to be taken into
account by modeling demand for multiple time points because the surplus stored at time t reduces
the maximal capacities at time t + 1.
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3.4. Influence of Specific Consumer’s Characteristics

Characteristics of demand 3.3. Influence of consumer’s characteristics on demand
To reflect the varying demand-price relationship described above, we define the demand
function as follows

___max_quant
¢P:’"vt(mfyt) = Oprt ) H[O,ag}m)(x;,r,t) + @p,T,t(m:,t) : ]l[cx 1

( p’/‘t)
i t
+ qmin_auant L0 O‘Z?r,t)<xg’r’t) +0- ﬂ[ag?moo)(xgmt), (3.8)

D7t

,Tyt? th)

. . . . .
where @p rt w.r.t. x5 ., 1 differentiable and strictly decreasing, i.e.,

Opprt . bl b2
8xﬂ— (m:‘r,t) <0 Zf p,r,t € |: p,rt7 prt)
p,rit

In general, ¢prt w.r.t. x3 ., is continuous on the price interval [0, ozprt) if

t bl
go(ch’t) O‘;f?); e Jor {w:,t’x;,r,t = ap,r,t} (3.9)
and lim  p(xr,) = ;n;nt auant, (3.10)
x;,r,téag?r,t ’ ’

and differentiable w.r.t. z7, ., on [0, ozp”) if

L™ (wat) =0 for {fB?,t!wg,r,t = af;,lr,t} (3.11)
t

lim
b2 T
gy"”atg)ap:rxt axp7r7t

(z7,) = 0. (3.12)

xZ

Note that, in addition, ¢prt w.r.t. x ., is differentiable on [0,00) if

i t
oy N =0. (3.13)
If ;lf); price ozp,,t, the domain of the demand function (3.8) reduces w.r.t. zj ., to

the interval [0, cy oy~ pme].

P15t
All in all, the demand is constrained by the consumer’s capacity limits and zero
0 < dpralafy) < o= (3.14)

In the next step, we turn our attention to financial constraints. In household consump-
tion theory, income plays a major role in determining the demand and limits the purchase
possibilities (cf. equation (2.1) in section 2.1.1 and section 2.1.2 for corresponding mod-
els). Regarding firms or industry in general, the available budget ab"dget gets important.
Therefore, a further common constraint on the demand functions d)p,T’,ta p € P, has to

be included in the model

Z Lprt ¢P7't( rt) < abUdgd' (315)

Here, we assume that the budget is fixed and cannot change on behalf of the consumer
in case of unexpected price developments.'!

budget

"Basically, the available budget o can comprise credits or savings that will only be used in case
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Chapter 3. General Approach to Modeling Demand for Commodities

3.4.1 Influence of Price Expectation and Contracts

The focus of this section is to propose supplementary demand model components in order
to incorporate the influence of the consumer’s expectation on the price development as
well as the impact of including contracts. Whereas the former aspect is, to our knowledge,
quite a new approach in collecting demand dependencies, contracts are often part of
contributions in management science (cf. [BF03, CL05|).

First, we assume that the consumer’s expectation influences the demand at prices z7,, ; €
[O‘g,lr,t’ o0).'? To be more precise,

Assumptions 3.7. FExpectation on Price Development

The personal expectation on the price development of the consumer is assumed to be equal
to the common expectation in the market. In general, this aspect can be incorporated
through growth forecasts provided by economic organizations or forecasts of economic
indices.

This leads to the following characteristics.

Characteristics of demand 3.4. Influence of the consumer’s expectation

Let o™, be the expectation on the price development at time t for timet+z, 2 =1,2,.. ..

D7t
We define
—1 if the consumer expects a higher price in the future,
ozgf’t =<0 if the consumer has no influencing expectations on price development,

1 if the consumer expects a lower price in the future.

Then, we rewrite the demand as

E L E q_add

p,:«r,t(m:,t) = ‘lsp,r,t(x;r,t) - ap,;r,t : ¢p,r,t (m:t) (3.16)
where ¢g;idd(m2t) 1s the additional quantity he orders and the notation qﬁf},t indicates
that the consumer’s expectation on a price change influences the demand at time t. Note

that the additional quantity depends on the price xy, , providing that qﬁgﬁt(mf’t) satisfies
the inequality (3.14).

While giving a description of consumer’s influences on demand, it is indispensable to
discuss the influence of contracts.!> We show in the following that, in case of available

of very high prices, but are not planned to be spent for product p if 2, , < affm. Obviously, such
an increase of capital influences the budget in the future, since, for example, the consumer will have
further liabilities. However, analyzing these effects on budget and demand is beyond the scope of
this thesis.

2For example, we suppose that if the customer expects prices to rise in the future, he is willing to
purchase now a higher quantity and to store the surplus.

13Kannegiesser [Kan08] emphasized that the distinction between contract sales and spot sales plays an
important role in the chemical industry. Therefore, he distinguished between consumption structured
by contracts and consumption at the spot market described by linear demand functions, which
automatically leads to different prices. In addition, he assumed that quantities can be sold at different
prices in the spot market, too.
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3.5. Influences of Other Products’ Prices on Demand: Price-based Substitutes

information about contracts, this can easily be embedded in our standard modeling
approach. Therefore, we assume that the producer and the customer arrange that the
consumer purchases a certain quantity ag;fton at time t. In addition, this contract can
include a price discount, but this is not mandatory.

Characteristics of demand 3.5. Including discount contracts we define the demand
function as follows

o gq_con
ot (Er ) 7= Gprt (X7 y) — QR - (3.17)
where
con ._ 0 if there is a bilateral contract,
pirt 1 if there is no bilateral contract.

The notation ¢3%" indicates that the possibility of contracts is included in the model.

Besides planning certainty, there can be more benefits for both customer and producer. If
there is a price discount, the customer has to pay less, whereas the producer’s advantage
is reduction in storage costs and customer satisfaction, respectively customer loyalty.

3.5 Influences of Other Products’ Prices on Demand:
Price-based Substitutes

In addition to the influence of the own price of product p on its demand, prices of other
products can also have an immense influence, e.g., if products are substitutes for each
other. The issue of substitutes occurs in diverse contributions in neoclassical consumer
theory (cf. section 2.1.2 and [DM80b, BS09]), but also assortment planning (cf. section 2.2
and [vVRM99, NR03, HX08, KF07, Trall|). Whereas, in the first field, the dependencies
of the substitutes are expressed by the consumer’s utility maximization, the publications
in the second research area model substitution that is caused by the non-availability of
products.

In this section, we develop a new approach to include the substitution aspect in our
demand model, where substitution is controlled by price differences of substitutes. For
that reason, we start with the formation of subsets consisting of all products that are
substitutes to each other.

Suppose P = {P1, ..., Pn} is a partition of the set P of all products such that

Pzplu...upm,

where P;NP; = 0,4 # j, and so that if p;, € P; and p;, € P, p;, and p;, are substitutes.
In the following, we consider a set P; = {p;,,...,pi, }. To begin with, we write down our
assumptions concerning the consumer’s behavior in the case of substitution.

For comparison, we refer to Cachon and Lariviere [CLO5| for a presentation of different types of
contracts in supply chain management (e.g., revenue-sharing contracts, buy-back contracts, price-
discount contracts, or quantity discounts).

39



Chapter 3. General Approach to Modeling Demand for Commodities

Assumptions 3.8. Substitution

o The customer switches to the substitute if he can buy it at a lower price. Hence, in
contrast to many other publications on substitution (see section 2.2 for examples),
we consider substitution that is not due to the non-availability of products.

o If a product is substitutable, it is not necessarily substitutable for all applications,
i.e., for each single application a (e.g., production process or end use). We split
the total demand for p;; into a basis demand d)gi, 15 Which can only be satisfied by

J7 b

product p;;, and a substitutable demand ¢p, . ,. Whereas gbg__ rt only depends on
KZLE] 1]3 ’

the price of the product p;; under consideration, the substitutable demand is subject
to both prices under consideration.

o The share of the substitutable demand assigned to the respective product depends on
the corresponding price ratio.

Note that from now on, our analysis is restricted to positive prices a7y, ,, > 0, p; € P;. In
general, we distinguish between two types of substitution depending on the customer’s
situation: abrupt switching and gradual switching. Concerning gradual switching, we as-
sume that some applications of the customer have a transition price range. This means,
if prices of substitute products are in the same price range, a mixture of the products
is required. In other words, switching does not happen completely and immediately if a
certain price ratio barrier is crossed. We develop a modeling approach during the course
of this section.

In case of complete switching, the full substitutable demand Op, 4 needed for application
a passes over to the cheaper product if the price ratio crosses the specified bound. In
contrast to gradual switching, which solely depends on the prices, we assume that such
an abrupt and complete change in demanding can also depend on time and costs of the
switching process. This makes it more complex to develop a model, because, in theory,
each application of the customer that provokes such a switch has different production
factors.

In the following section, we briefly illustrate the emerging complexity of such a detailed
modeling approach and discuss under which assumptions we can circumvent these dif-
ficulties by modeling the sum of all abrupt, complete switchings as a gradual switching
process. In other words, we consider the aggregation of all applications leading to a
complete change instead of each single switching process.

3.5.1 Abrupt Switching

In this section, we restrict our analysis to two substitute products, i.e., P; = {pi,, i, }-
In case of an abrupt and complete switching from one product to another, we can again
distinguish between different application-specific cases. Thus, we consider the following
situations.

1. Switching is costless and not time-consuming.
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2. Switching is cost-intensive and not time-consuming.
3. Switching is cost-intensive and time-consuming.

Note that, in this section, we propose demand functions that include the effects of sub-
stitution caused by abrupt switching processes. These are, however, not differentiable
with respect to prices.

Including the first case in our modeling approach is straightforward, since the customer
simply switches to another production mode and uses the cheaper product. Consequently,
we state the following characteristics.

Characteristics of demand 3.6. Model for abrupt switching 1

We assume that for application a switching from one product to its substitute product is
costless and not time-consuming. If p;;, j € {1,2}, was consumed at time t — 1, i.e.,
x;rl ri—1 < T

Py rit—1 the demand at time t is given by

b .
¢a,b (mﬂ' ) _ (’Zspij 7T7t(w"7;r:t) Zf [1;‘;23 rt < x;ij’T7t7 (3 18)
Ppi T\ ) T b .
EA 7 gb%i,r,t(mg,t) + ¢pij 77‘,2&(37;[{,15) Zf $p13 ],r = x;)ri].,r,t'

Remark 3.1. Given 27

ot i= Ming ep, (z7. ;) the substitutable demand is given by

t
(b%imt(m )= ;gijtquan ]1[0 o )(:UPN“ t) T ey, ) ]l[abl et rt)(ﬁzi’r’t)

min quant

+ 7)2,7“75 ]1[047, rt’aP ot < p“rt> +0 l[ab3 )( Lo, Tt) (319)

So far, including a complete switching is simple. If we consider situations, in which such
a product switching is cost-intensive, we have to take additional factors into account.
Certainly, the most important influencing factors are additional switching costs apz Pigit"
Including these additional costs in the modeling leads to the following assumptlon

Assumptions 3.9. Switching is only profitable if at least one of the products’ prices
is element of the price range [a%l it %’%M), L€, Tp ri € [0‘331 rt,apﬂ,t) Vg . €

bl b2
[a'P“r t) 731,7’ t)

Piq»

In all other cases, we assume that demand is price-insensitive, because other factors
outweigh the prices (see section 3.4). Hence, switching mainly causes higher costs and
procures no further benefit.

Characteristics of demand 3.7. Model for abrupt switching 2

If for application a switching from one product to its substitute product is cost-intensive
but not time-consuming, we assume that the consumer does not switch immediately from
the product in use to the possibly cheaper product, but switches if the corresponding price
ratio wp. it/ crosses a specified barrier op, p, + > 1. Under the assumption that

Dig Tt
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product p;, was consumed at timet—1, i.e o Tp i1 < Opyy pigit—1" T, L1 the demand
for product p;, at time t is given by

b .
d)p,-l,r,t(w:,t) @f 5pi1’pi2 it x;’rzz it < xgli ,Tt
bl b2
a,b T\ and 3? 975t € [aPZ,T‘ﬁ aPZ,rt) 3.20
¢Pi1 ,Tyt(wr,t) - bl ab? ( : )
vxpil,r,t € [ap, ;1 OP, 1)

P, rt( )+ (rbpll,rt( w1) i Opy piyit x;r,-z,r,t > xpil,r,tv

and for p;, by

¢7D“rt( ) + ¢pl2 ,rt( t) Zf 51%'17101'2775 : ‘T;Q rt < ‘Tgil,r,t

b2
a,b s and ‘T 5Tt € [a'P rt’aPZ,rt)
Dpr, ot (T 1) = (3.21)
Dig Tt NSt \/:L‘ e [abl a2 )
Diq Tt Pirtr XP; rt
; e
¢p12,7’t( ) if 5p¢1,p1-2,t ’ :UpiQ,T’,t > wpil,r,t'
At this point, the question arises which factors have influence on Op;, piy.t- L0 get a lower

bound, we assume that the consumer switches from p;, to p;, at time ¢ if

Lot PPyt (Tre) > Ty O (T0) + 050 (3.22)

bl T ab2 ; T T
and if 27, ., € [ap, s 791Jt) Vg i€ [047;. ity O, g) . Since Tt < Lp, . WE Can

set

a max __quant T a T T
¢73i,7‘,t( ) Qp, rt l[o’al’;}i,r,t)(xl")?’r7t) + (P'Pl-,r,t(mr,t) ﬂ[a?}i e’ 177,2 .t ($p2,r,t)
max __quant
S apizrvt
This implies that switching from p;, to p;, is profitable if

™ sc sc

:Cpilmt > 14 apilypiQ:t >14 ap¢17p¢27t ' (3.23)

T T . ¢a (mw ) 27 . amax_quant
Piy ,Tt pigv”"vt Pi,ryt mt piQ,T’,t Pi,rit

Hence, we obtain a lower bound for the price ratio indicating the change of consumption
from p;, to its substitute p;, at time ¢

oS¢ .

lower-bound __ Piy»Pig>

DiqPigt =1+ T o nax __quant * (324)
Dig,T5t 731,7‘ t

Example 3.3. Let P; = {pi,pi,}- To illustrate a possible course of prices over mul-

. . o _ _sc o max__quant
tiple times we set for allt = t1,...,1t9 O‘pzl,pzz,t = Qo pit = 200, « ap i = 100,
bl _ slower-bound ;
ap,y = T and ap + = 25. Furthgrmore, we set 5p11,p22¢ = 6pi1,pi2,t . Fzg‘ure 5’2
shows an exemplary course of the prices xgi177"7t and :Cpi?,,,t att =tq,...,tg for situation

1. The customer buys product p;, at t1,ts,ts,t7,ts and product p;, at to,t3,ts,t9. The
situation 2 is illustrated in figure 8.3. The consumer switches to the cheaper product if
the lower bounds 5132'17191'2 & or 5p¢2 iyt ATE crossed. Consequently, he purchases product p;,
at t1,to,t6, t7,ts and product p;, at t3,ta,ts,to.
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Figure 3.2: [Illustration of a possible
course of prices and the resulting pur-
chase decision if switching from one prod-
uct to another is costless and not time-
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Figure 3.3: Illustration of a possible
course of prices and the resulting pur-
chase decision if switching from one prod-
uct to another is cost-intensive and not

consuming (situation 1) time-consuming (situation 2)

Considering an application, in which switching from one product to another is both
cost-intensive and time-consuming, requires still more information. We assume that the
customer’s decision depends, among others, on data of demand and prices before the
possible switching as well as the expectation about the price development in the future.
Moreover, technical details such as duration of the switching is crucial, since it takes
some time until the switching process is terminated and production or final consumption
proceeds. The need of all this additional data implies that explicitly modeling such a
complex decision-making is quite difficult if not impossible unless stochastic components
are included. Therefore, we restrict ourselves to describe an exemplary scheme of a cost-
intensive and time-consuming switching (see example 3.4) before proceeding to aggregate
single abrupt switches to a gradual switching.

Example 3.4. Cost-intensive and time-consuming substitution

In the following table, we draft a scenario in which the customer reprocessing p;, and
Di, decides to switch his production mode from p;, to p;, at time t, which is both cost-
intensive and time-consuming. z1 denotes the time period for which the customer expects
a positive price development. zo denotes the time needed to change the production process
so that production with the substitute is possible. Moreover, let 0y, p, » > 1 V7T =
t—1,....,t+ 20+ 1.
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Time Market situation and Customer’s decision
t—1 If Ty, i1 < Opiy pigit * T rt—1r he purchases p;, at time t — 1.
t If assumption 3.9 holds, dp, p,, .t - ;2 rt < 1:;: rts and ozp2 e =
ET,TH-Z Vz = 1,...,z1, t.e, he expects that gtz <
wp”m 112 V2 = 1,...,21, he switches and reduces his consumptwn,

v.e., Zzl ,rt( ) d)p,bl,rt and ¢p127 ( ) = (b%ir?:age(w?,t) +¢pi2,r,t;

where d)%ii(jz(‘f;t) < @, 4 (Ty) is the quantity he is able to store at

time t until the production process is completed.

t+1 tot+zo—1 | Further reswitching is not profitable and causes loss. Hence, the con-

sumer only purchases the basis demand qﬁgil s T=1F1 0t +20—1

5t

of pi, and gbpz si@ny) = gb%ir?:age(a:fyt) + ‘bzb%gmﬂ T=t+1,...,t+

zo — 1.

t+ 29 The switching is completed. The substitutable demand is completely
. . b

satisfied by pi,, i.e., ;ig,T,tJrl(wa,tH) = 0% rir1 (@ i1) + ¢2i2 ey

fromt+ 2941 | The customer is not willing to reswitch again, unless the market sit-

. - vy
on uation changes to a larger extent, i.e., 6pi1,]7i2,t+22+n " Tp,, rttzatn >

™ J—
Ty, rttztn Where 5p21,pz27t+22+n < Opy pigt and e =1,2,3,.. ..

Note that we have no information about the storage opportunities, hence, it is possible
that d)%ii?:age(az;it) =0, 7=t,...,t+ 20 — 1. Summing up, the demand of products with
applications for which substitution is cost-intensive and time-consuming, depends, among
others, on the pm'ce ratio 5p11 ,pz t, the switching costs, the expectation regarding the price
development a rt+z and a ,,Hz for z =1,..., 21, and the duration of the switching
process zo.

Remark 3.2. This example successfully shows the complexity of such switching pro-
cesses, which are cost-intensive and time-consuming. Therefore, stochastic optimization
models might be an appropriate tool in order to model the decision process of a customer
because, obviously, he has to decide under uncertainty whether to switch the production
process or not. In the following, we will explain how we circumvent this by aggregating
the sum of all single abrupt substitutions.

As stated above, from now on, we do not consider each application explicitly, but aggre-
gate all demand, which possibly arises from all applications of the customer.

Assumptions 3.10. Aggregation of substitutable demand
Under the assumption that there are a lot of applications differing in their production
settings and switching features, the switching of the aggregated substitutable demand

¢(7139279rt 71' Z d)']’l,rt (325)

can be approximately modeled by the gradual switching approach (described in the follow-
ing section).
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3.5.2 Gradual Switching

Again, we suppose we have two substitutes p;, and p;, with prices zj, ot and xpz it
respectively. If one of the products is clearly cheaper than the other product the con-
sumer’s substitutable demand is absorbed by the cheaper one. If both prices are com-
parable, their common substitutable demand ¢p, ;.; is split. In the following, we aim to
model this behavior by means of “splitting functions” pp, and pp,, determining the share
of the common demand for the products p;, and p;,.

Therefore, pp, and pp, have to satisfy certain properties, which we describe below.

Assumptions 3.11. Necessary characteristics of pp, and pp,,

For appropriate splitting functions py, RS — [0,1] and Ppi, - Ry — [0,1], the following
characteristics hold

® pp,, and pp, are functions of the ratio of the prices xy, ., and xp, Lt and differ-

entzable wzth respect to x, Lt and x]

Piq
p12:7't
o pp, (1) = ppy, (1) = 5.

® Ppiy (y) + Ppi, (y)=1forye R*.

® Ppiy (y) = Ppi, (%) fory e R,

Having specified the required characteristics for p, (acgil it/ Ty, rt) and pp, <w177r¢1 it/ Tp.. t)
we can now build the demand model for gradual substitution.

Characteristics of demand 3.8. Gradual substitution

Let ¢p,ri: RO x R x R x R x RC — R, xy, — ¢op,ri(x],) be the demand
function for the substitutable demand for all p € P;, or the differentiable approrimation
of the substitutable demand function for gzﬁ%ggrt( Tt), respectively.’® Assuming that the
switching process is gradual, the demand for p;, is given by

™
sub _ xpil ot ™ b ™ 3.26
(bpzl,rt( ) = Ppy, P ’ ¢P¢,T7t<wr,t) + (Zspil,r,t(a:r,t)’ ( : )
xp@mt
and for p;, by
™
¢sub ( ) _ me,r,t " ( ) + ¢b ( ™ ) (3 27)
PigsTy t ppi2 x; it Pi,rit ’I” t PigsTy it/ :
ARLE]

T e T e .—— T e y
WHere Dy, (07, o5, ) O Py T /5, ) = 1= i, (05, a0, 1) satisfy the
assumptions 3.11.

Note that the superscript sub indicates that the effects of substitutes have been explicitly
taken into account.

'5Remember that we omit the parameters in the notation of the demand functions for a better compre-
hension.
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Remark 3.3. Given P; = {pi,,pi, }. Provided that 8¢P ”t (x],) = gfp L (xf)),

,mt

Ot Oppi, [ Tpiyirst oyt | 00P.rt
or 772 (xft) OxT 2 7r2 ‘¢73i77“,t(m:7t)+ppiz mwz P P (m:t)

pzl ,Tt pzl ,Tt xpil ,Tit Diq Tt xml )Tyt
™ iy
appll wpilarvt . ¢ (mﬂ— )+ xpilvr7t . 8(25737;,7”,75 (mﬂ— )
a T ™ Pi,ryt 7t ppll xT 8$7T Tt
p@ )Tyt Dig Tt Dig Tt Dig Tt
(z)sub .
p’leT T
6 T (mﬁt) ’
ng ,Tt

¢b
since awi(acft) = 0 (cf. assumptions 3.8). Consequently, in the case of substitutes,

the cross-price derivatives are symmetric. This is automatically fulfilled for independent

products pg, p; since % = 0 (cf. characteristics of demand 3.1).

Remark 3.4. In case more than two products are substitutes, the model (3.27) can be
enhanced to n substitutes including n splitting functions instead of two. We obtain

sub T\ T T g b g s
Di; ﬂ“ﬂf(xr,t) - ppij Pi (xpil FRTERE 7xpin,r,t)'¢Pi7T,t(xr,t)+¢ i ,r,t(xr,t)ﬂ J=1...,n, (3'28)
L ' - . .
where P; = {pi,,...,pi,} and Pp;, P P, (z pll,rt""ﬂxpin,r,t% j = 1,...,n, satisfy, among
others,
1
T _ T _ T
ppz ( pll,rtv ) zpin,r,t) - n if ‘Tpil,r,t T xpin,r,t

and

U —
prz pzl,rtv"‘vxpin,r,t) =1

To get a more detailed description further analysis is necessary. This, however, is beyond
the scope of this thesis.

For the sake of completeness, we set up the following property concerning the dependency
of the substitutes’ prices.

Characteristics of demand 3.9. Influence of substitutes on demand
Let qﬁzu,?t be differentiable w.r.t. xy .., p € P. Given the set of products P, if there are
two products {ps,p;} € P with

a sub
6?1’” (z7,) <0 (3.29)
P17yt
and .
8 Su
;3:1’” (z7,) > 0, (3.30)
pé,rt
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and for all other products p,, € P\ {p;,ps},m #1,s,

8¢sub

5 f”t (€7;) =0 forallm=1,...,|P|, m#ls, (3.31)
pmﬂ’ t

then ps is a substitute product for product p; and the remaining products are independent,

e., they are neither substitutes nor complements of these two products.

For comparison, in economic studies, it is common to refer to goods as substitutes if the
corresponding price elasticity (see definition 2.3) is positive. In contrast to derivatives,
these measures capturing the demand responsiveness are unit-free. However, we restrict
our analysis to the derivatives for the classification of the products assuming that prices
are positive.

Note that our approach to including substitutes in the demand model implicates that this
feature does not necessarily hold for all situations. In the case of aprubt cost-intensive
switching, the substitution effect stated above gets lost in the presence of other effects
such as high switching costs or a reverse expectation on the price development. This
effect also occurs in the gradual modeling approach, because the effect of decreasing
substitutable demand can superimpose the positive effect of the splitting function. We
will elaborate this using the example of a specific demand function in the following
chapter.

3.6 Influences of Other Products’ Prices on Demand:
Complements

In this section, we consider the case in which the consumer wants to purchase a set of
products in a specified ratio, because he only needs or can reprocess a certain combina-
tion of these products. As with substitutes, such complements also arise in neoclassical
consumer theory (cf. section 2.1.2 and [DM80b, BS09).

Here, we present a new approach to include this dependence of multiple products in a
phenomenological way. Again, we group the products under consideration. Let C =
{C1,...,Cp} be a partition of the set P so that

P=CU...UCp,

where C; NCj =0, i # j, and p;, and p;, are complementary products if p;, € C; and
Di, € C;. That means, the customer only demands them in a specified ratio a;‘jlr?p@t.
Hence,

com (x:,t) — com ¢COm ( )7 (332)

Diq Tt pzl WDigst  TPig,mit

where the superscript com implies that the demand function includes the effect of com-
plementary products. Notably, so far, the additional basic demand for each product that
can only be satisfied by each product separately has not been taken into account. We
will return to this later on. In the following, we consider C; = {p;,,...,pi, }
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Chapter 3. General Approach to Modeling Demand for Commodities

Assumptions 3.12. If the customer requires a product p;; € C;, he simultaneously is
in demand for a combination of all products of C;. Figuratively speaking, the customer

demands a basket of products filled with the respective weight proportion alc,’jﬁlcm, j =

1,...,n, of the single products p;; he needs for further usage or processing.

Consequently, the demand of this basket ¢c, r; and, hence, the demand for each single
product p;; is influenced by the sum of all complementary products’ prices ‘I’Cm,t(a”;r,t) =
py ag??Ci,t . x;fikmt, which is the cost function of the basket consisting of all products

Characteristics of demand 3.10. Demand model for n complements
Let ¢,y (RS‘)‘P‘ xR xRl xR xR¢ — RS‘, xyy = ¢, ri(x] ;) be the demand function

7t
com

for the mizture of products p € C; weighted by the respective factor ayer with respect to

prices.'® Then, the demand for each single product pi; € Ci can be expressed by

com T
apij Cist” bc; it (mnt) J (3.33)
where aye. ¢ represents the respective proportion of p;; in the mizture required. All in
1j7 1

all, the total demand for a product p;; € C; is given by
b
;?;r,lr,t(m:,t) = a;?;lci,t Qe it (CL':t) + ¢pi]. ,r,t(m:,t)7 (3.34)
where ¢gi_ w4(xT,) is the basis demand that can only be satisfied by p;; .
J7 bl k)

Remark 3.5. We assume that ¢c, . (a:’rr’t) = gbg“;%le (\Ifcimt(:c;r’t)), where qba‘_lﬂ‘ile: R x

RxRIXRIXRC — RE, y— de,ra(y), and e,y (RO = RE, @7, = S0, e, i

- .
Tyt Then, given p;;, p;, € Ci,
com
Pij Tt (mw ) — geom . aqbciﬂ",t (mw )
™ rt) T UpigCit ™ r,t
Dij 75t Diy, Tt
bundle
__ _com Ci,rt ™ a\IjCz‘ﬂ",t T
- apz'] Cist o (\chiﬂ“»t(mht)) " DT (mr,t)
Y Pig Tt
8¢bundle
Ci,rit
___com . ) s . com
- apz'j,czvt oy (qjci’r’t(wr,t)) Apy,, it
com ‘
_ Ypy ot o
- o™ (w’l“,t) ’
Pijimit

a(bbi,,r,t
since %Zij(mft) = 0 (cf. assumptions 3.8). Thus, in the case of complements, the
pik,r,t ’

cross-price derivatives are also symmetric.

The following characteristics concerning complementary products completes our analysis.

®Note that we omit the parameters in the notation of the demand functions for sake of simplicity.
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3.7. Conclusion

Characteristics of demand 3.11. Influence of complements on demand

Let P be the set of products in the market under consideration. Product p. is a com-
plement of product p;, while the remaining products of P are neither substitutes nor
complements of p; if

8¢;’?I7I"lt T
YPpyrit <0 3.35
837;1,7",7& (wr,t) - ( )
OPport [ x
CPpyrit <0 3.36
aﬁfgcmt (wnt) - ( )
and
a COmt
87rﬂ(a}?’ft):O forallm=1,...,|P|, m#l,c. (3.37)
:Bpm:rvt ,

Remark 3.6. Remarks 3.3 and 3.5 as well as the characteristics of demand 3.1, 3.9,
and 3.11 ensure that all cross-price derivatives of the demand function ¢y, (chft) are
symmetric.

3.7 Conclusion

In this section, we provide the fundamental framework that permits to develop precise
demand models for commodities. As stated above, we prefer a phenomenological ap-
proach rather than establishing the utility function, as pursued by many approaches to
modeling demand (cf. section 2.1.2). However, some characteristics of the Marshallian
and Hicksian demand function are transferred to the phenomenological demand function
¢prt (e.g., symmetry of the cross-price derivatives, negativity of the derivative with re-
spect to each price (cf. section 2.1.1)).

To sum up, we examine the impacts of all prices in the market ranging from the own
price to the prices of substitutes and complements. Likewise, we analyze the influences
of changes in the economic situation and influences on behalf of the consumer, who is
only able to purchase according to his background (e.g., his budget and capacities). In
doing so, our framework explicitly allows for the representation of a nonlinear demand
function with respect to price for commodities. Regarding substitution, the approaches
to model substitution in assortment planning are not applicable to commodities in gen-
eral (cf. section 2.2). Here, the question is rather how the total quantity is allocated to
multiple products because of price differences. Therefore, we propose a demand model
that incorporates price-based substitution.

So far, our analyses are based on the assumption that the demand in a market can be
described by the demand behavior of one single consumer by aggregating the demand of
all consumers. At this early stage, such a simplified model is necessary because there is
not enough information available to break down all the complex processes in the demand
formation. Provided that more knowledge is accessible, the usage of multi-agent models
seems appropriate to investigate the effects of multiple consumers in the market in a
further step.
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Chapter 3. General Approach to Modeling Demand for Commodities

Another elaborate opportunity to extend the model are stochastic components. Through-
out this section, our analysis reveals that including stochastic components might be
useful. For instance, stochastic modeling of the development of the economic situa-
tion improves forecasts. In addition, by describing the consumer’s characteristics, it

. . . . max quant
might be convenient to model components such as the maximum capacity a, ;=

p,7t ’
. . max_price . :
the maximum price a, 2 =PH or the existence of contracts apony as random variables.
b b

Moreover, stochastic optimization models serve as an appropriate tool to display the
decision process of a consumer, especially in case of complex switching decisions that
include time-consuming and cost-intensive components.
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4 Modeling a Supply-Demand Trade
Network for Commodities

This chapter contains an overview of existing publications regarding decision-making in
supply chain management or chemical engineering, i.e., procurement, production, distri-
bution, and sales. Moreover, we present a new market optimization model that includes
supply-demand interaction to determine optimal price and production quantity strategies
that maximize profit in a commodity market. Among others, this model is applicable to
the petrochemical industry that is characterized by production processes, which produce
and reprocess various chemical products.

Concerning models of commodity prices in general, there exist two different approaches:
“stochastic reduced form” models and fundamental market models. The first approach
mentioned adapts methods of pricing assets in finance and models price dynamics by
means of stochastic processes that reflect the statistical properties of the prices (see
[Gem05, EW03, Pil07]). Such models often serve as a basis for derivative pricing (cf.
[Bod12] or [Ruj08]), portfolio optimization (cf. [Lud13]), and risk management.

In contrast, fundamental market models determine the price as the intersection of supply
and demand (cf. [Kra09]). Evidently, such explicit modeling of these market components
requires extensive knowledge of market mechanisms as well as of consumption properties
on the demand side, and procurement, production settings, storage, and distribution on
the supply side. This elaborate approach, however, provides a detailed presentation of
the complexity of price development, and helps us to understand which components have
a significant influence on price formation.

Modeling and optimizing production input-output flows are also an important part of
supply chain management. The respective modeling approaches often show a network
structure where vertices represent distinct facilities (e.g., different production locations,
warehouses and markets) and edges represent the conjunctions between them. In addi-
tion to input-output flows of the different vertices and transportation along the edges,
operation settings within the vertices are also controlled to optimize the supply chain.
We refer to Stadtler [Sta08] and Fleischmann et al. [FMWO8| for an introduction to
organizational tasks and planning efforts within such a supply network as well as an
overview of various partial aspects along a typical supply chain. An expedient and im-
portant feature in this framework is demand planning, because, among others, input
quantities or specific settings of a production process may have to be determined prior
to real demand becoming known.! Kilger and Wagner [KWO08] gave an overview of the
requirements and procedures of demand planning. Given a forecast of future demand,

In this context, corresponding studies with a focus on sales and services are often summarized under
the heading “demand chain planning”.

o1



Chapter 4. Modeling a Supply-Demand Trade Network for Commodities

the overall objective in supply chain management is to optimize production and trading
strategies in the whole system. In addition, pricing decisions are often included in the
optimization problem if the decision-maker has a market-dominating role.

In section 4.1, we review distinct methods of modeling and solving production optimiza-
tion problems in the field of supply chain management or chemical engineering. In this
context, many distinct research fields play a decisive role: modeling demand forecast,
network design and network optimization, optimization theory, stochastic programming,
etc.

In section 4.2, we present our approach to determine optimal pricing, production and
transportation quantities by including the nonlinear demand-price relationship in the
model. Thus, we explicitly combine optimal production and pricing decisions. To be
more precise, we determine prices and production quantities for the whole product range
in each region of the market as well as transportation quantities between regions in case
of multiple time periods. In doing so, we present a version of the supply-demand trade
network optimization model that is tailored to reflect the influence of the relationship
between demand and price and also serves as a basis for the model reduction methods
developed by Kramer [Kral3].2 Finally, we outline essential differences in modeling de-
mand compared to the cited publications and investigate which requirements a demand
model has to fulfill so that a solution of our emerging optimization model exists.

4.1 Literature Review and Model Approaches

This section summarizes distinct modeling and planning concepts with regard to pro-
duction optimization and supply chain management. Besides models tailored to the par-
ticularities of refineries or chemical engineering, this summary comprises more general
modeling approaches. Depending on the design and objectives, these complex decision-
making problems can be further classified regarding different aspects:

In the first place, according to the time horizon of the decision-making process the vari-
ables of the optimization models under consideration can be categorized in strategic,
tactical, or operational decisions. In addition, as already mentioned above, the models
can be classified into models without pricing decisions (i.e., prices are fixed and exoge-
nously given from outside the network) and models including prices as variables to be
optimized subject to given demand (forecast). In connection with that, broader diversity
is caused by different modeling assumptions on demand. At first, the publications can be
distinguished depending on whether they presume that demand is price-inelastic or not.
Evidently, the latter gives rise to a demand model dependent on price. In addition, there
are publications supposing that demand is deterministic, whereas a wide range of studies
considers demand as a source of uncertainty and prefers a stochastic modeling, which, in
turn, requires stochastic programming methods. This leads to the last item: the methods
used to solve the decision-making problems include linear, nonlinear, mixed-integer, and

2Since this optimization problem was accomplished together with Kramer [Kral3], her PhD thesis
“Modeling Price Formation in a Multi-Commodity Market - A Graph-Theoretical Decomposition
Approach to Complexity Reduction” also discusses some modeling aspects.
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stochastic programming.

In the following, we present a selection of publications structured according to their in-
corporation of demand. To begin with, we present contributions based on the assumption
that demand is price-insensitive.

Bertsimas and Thiele [BT06] test a robust optimization approach to determine optimal
order decisions in a plant network subject to uncertain demand. By restricting the aggre-
gated scaled deviation of the demand variables from the respective mean, their proposed
deterministic model results in a (mixed-integer) linear program with a modified demand
sequence compared to the case in which demand is fixed to the mean value. Their ap-
proach does not require much information about the distribution of demand so that it is
applicable to a broad range of demand distributions.

In comparison, Gupta and Maranas [GMO03| investigate the effects of uncertain demand
in the tactical and operational planning process of a supply chain in chemical engineering
under the assumption that the quantity required is normally distributed with a known
mean and standard deviation. Their network model encompasses multiple sites, multiple
products, and multiple periods. To determine optimal production and logistic quantities
they set up a two-stage stochastic program. In the first place, production costs and the
expected value of logistic costs are minimized by determining optimal manufacturing de-
cisions before real demand is known. In the second place, the logistic decisions are made
given production quantities and real demand. In an extension of their work, the model
also serves as a tool for risk management.

In contrast, Guillen et al. [GMB™05] consider the supply chain at the strategic level and
chose a multi-objective approach, i.e., they aim to maximize the net present value of the
supply chain, to maximize demand satisfaction, and to minimize financial risk. On the
basis of demand scenarios associated with the respective probability of occurrence, they
determine the number, location, and capacities of plants, as well as production rates and
flow of material. To solve their stochastic mixed integer optimization problem they make
use of the e-constraint method. In this way, their approach results in a set of Pareto-
optimal solutions reflecting the trade-off among the multiple objectives.

Another scenario-based demand modeling approach integrated into a multi-objective op-
timization approach is studied by Chen and Lee [CL04|. To solve the supply chain
network given uncertain demand and prices they propose a two-phase fuzzy decision-
making method.

Now, we will summarize publications that explicitly take the demand-price relation into
account. Kannegiesser et al. [KGvBT09] (see also [Kan08|) develop a mixed-integer linear
optimization model for sales and supply planning of chemical commodities. Therefore,
the objective is to optimize expected profit by making decisions about monthly sales
quantities and prices over a period of multiple months. Regarding the supply side, the
production is assigned to different production facilities at different locations, and the
production processes are modeled with linear raw material recipe functions reflecting
the quantitative relationship of required raw material input and produced output. A
minimum quantity to be produced guarantees stability. So far, they neglect inventory,
transportation, and exchange rates.

Concerning demand, they distinguish contract and spot demand at each location. Whereas
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the contract sales quantities and prices are fixed, spot demand and spot prices are unsure.
Under certain assumptions concerning the spot market situation, they model the relation
of aggregated spot demand and average spot price as linear function given control param-
eters for minimum and maximum spot demand. To incorporate the uncertainty of the
spot prices, they add additional price factors associated with their respective probability
of occurrence. Within this scenario-based model approach, the demand functions differ
in each scenario, whereas the price elasticities remain identical.® In the next step, they
approximate the resulting quadratic turnover function with a piecewise linear function
and maximize expected profit using two optimization strategies. First, they incorporate
the weighted average of all scenario-based approximated sales turnovers in the objec-
tive function. Alternatively, they propose a two-phase optimization strategy that first
computes the minimum profit of all scenarios which then serves as lower bound in the
subsequent optimization problem. In doing so, the supply decisions does not vary for
each scenario, only the prices differ. Finally, with this modeling approach they are able
to analyze the influence of different price developments, different price elasticities, and
different raw material prices on profit.

Chakravarty [Cha05| also presents a quantitative model for optimal production and pric-
ing, but, in addition, he incorporates strategic decisions in his model. Thus, the decision
variables of the resulting profit maximization of a monopolist includes production quan-
tities and prices of a certain product in multiple countries as well as investment decisions
in each of these countries. Concerning the demand-price relation, he uses the general
model Demand = a - Price™ with a > 0 and n < 0 given, which is intensively studied in
different fields of economics or marketing theory (cf. Lilien et al. [LKM92]).* To ensure
reasonable sales quantities, an upper bound depending on each country’s population lim-
its total demand.

Taking advantage of the special structure of his constrained nonlinear convex optimiza-
tion model, he develops an algorithm based on grid search to find a fast solution. In doing
so, his approach allows to investigate the influence of several factors including overhead
allocation, import tariffs, and demand but also the effects of local content rules, local
taxes, long-term exchange rates, and market size in a single country.

For comparison, Lakkhanawat and Bagajewicz [LB08| combine microeconomic and math-
ematical methods to integrate the demand-price relation in their planning and scheduling
model for refinery operations. To be more precise, they propose a demand function de-
rived from a common utility function with constant elasticity of substitution.> The
decision variables of their optimization model are crude oil input, processing, inventory,
blending quantities over discretized time periods, and prices. Many model components
such as the demand function are linearized to speed up computation. In addition to a de-
terministic version, they also investigate the influence of stochastic demand components

3Price elasticities are interpreted as the relative change of the spot price divided by the relative change
of the spot sales quantity (see also section 2.1.1 for the definition).

4This demand model provides a constant price elasticity, in fact the price elasticity is equal to n
(cf. section 2.1.1).

SWe refer to section 2.1.1 for an introduction to neoclassical consumer theory (as part of microeconomic
theory) as well as the description of the terminology.
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using a two-stage stochastic optimization approach. At the end, they apply concepts of
financial risk management to include distinct attitudes towards risk in the model.

4.2 Supply-Demand Trade Network Optimization Model

In this section, we present a general optimization model including supply-demand inter-
actions to determine prices and production quantities of commodities. This model was
developed in cooperation with Kramer [Kral3] with the intention to apply the resulting
supply-demand trade network optimization model to the petrochemical industry.

To begin with, the goal was to build a model that determines the optimal pricing, pro-
duction and transport strategies for multiple time periods as to maximize the profit in a
market consisting of various operating possibilities related to different production sites.
In other words, we consider an interorganizational and interregional supply network in
which the single operators cooperate with each other to maximize joint profit. Thus,
we assume that all single production sites and all decisions are under the control of one
decision maker. Hence, the objective function of the optimization problem is the profit
of a monopolist.

We consider a set of products p € PM produced, required and sold in different regions
r € R at time periods t € T. Since these products differ in their demand characteristics
as well as in their utilization in the supply chain, we classify them into subgroups. The
set P contains all products, of which the prices a;,, are fixed and given from mar-
kets distinct from the market under consideration. Intermediate products p € P,,;q are
simply produced and reprocessed in the regarded market, but are not required by other
markets and, hence, are not sold. Lastly, p € P,,; are products that are in demand by
other markets (e.g., industrial sectors, households), i.e., their demand is driven by the
corresponding prices and we include their demand-price relation by means of a nonlinear
function in the market model.

This application serves as basis for the further research in this PhD thesis. Since the
incorporation of price-dependent demand requires a more comprehensive study of nonlin-
ear modeling approaches for demand, we will return to this topic later on discussing the
conditions of a suitable demand model in the context of the proposed optimization model.
Besides, the development of an appropriate demand model is described in full detail in
sections 3 and 6. At this point, we confine ourselves to the description of characteristics
that are important for setting up our market model. As a matter of fact, the demand of
a product is split into demand by different sectors, represented by different customers.
Consequently, assuming that |P| = 1, we obtain the aggregated demand function as the

sum of the single demand functions with respect to the product’s price zj; . .,

¢pout77“7t (xgout,r,t) = Z ¢Cvpout7r7t (x;)rout,r,t)’ (4 ]‘)
Cc

where the sectors or customers act independently, but are assumed to have the same
preferences.5 If their single behavior can be expressed by a demand model with identical

SFor an overview of the implications of aggregation in neoclassical consumer theory see section 2.1.2.1.
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Figure 4.1: Illustration of a section of the product network
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Figure 4.2: Illustration of a production process

consumer-related parameters /\?C”’ ™t 4 € I, their aggregated demand model equals to
the demand of one single representative consumer given by

¢pout7T7t(x;rout,T,t) = ‘C’ ' ¢Cypout77’1t(x7prout,r,t)7 (42)

where C' is the set of consumers in the market. Regarding the supply side, the opera-
tions of production sites, i.e., the processing and production of the products, are given
by corresponding processes s € S. Figure 4.1 exemplarily illustrates the resulting con-
nections for a selection of products. Here, if two products are linked by an arrow, the
one on the left is a resource product and one on the right reflects an output product in
a specific production process. In the model, corresponding operational process factors
a£7p7t characterize each process s providing information about the relative quantities of
inputs and outputs at time ¢t. Consequently, input products of a process have negative
factors and the factors for output products have positive a sign. An example is given
in figure 4.2: two products with fixed prices are converted into an intermediate product
and a product with external demand. The capacity of each production side is arbitrary
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between zero and the maximum capacity. In other words, there is no minimum produc-
tion quantity required to ensure the efficiency of the production sites and production is
assigned to the cheapest operations. Moreover, we neglect fixed costs and consider pro-
duction costs as variable costs. We approximate them by only considering the resource
costs of a production process and neglect further costs (eg., removal costs, labor costs)
or taxes. Furthermore, the model approach does not include integer decisions which in-
dicate whether a production site is switched on or not. Likewise, we neglect the sequence
of processes and aggregate the processes over the time period ¢ (cf. [Kral3]).

Since fixed costs for a production site and transportation costs between plants of the
same region are neglected, we assign their capacities directly to the respective processes
and omit the specification of production sites in the optimization model. Likewise, the
variable costs are directly related to the processes. In doing so, we transform the pro-
duction network with plants as vertices to a product network with products as vertices
linked by their respective production processes. Furthermore, we also include the pos-
sibility of trade between different regions. However, we neglect the possible occurrence
of time lags in case the time period ¢ exceeds the transit time from one region to each
other. Transportation costs from one region to another are integrated being proportional
to the transportation quantities and transport distance.

Summing up, our optimization problem is a profit maximization problem of a monopo-
list given aggregated demand functions with respect to the product’s price for all prod-
ucts p € P,,;:. The model combines tactical and operational decisions to determine
optimal prices, production, and transport quantities, where the optimal production is
constrained by the production capacities. Before formulating the supply-demand trade
network optimization model, we conclude this introduction by characterizing the market
under consideration.

Assumptions 4.1. We consider a market that comprises producing and selling in mul-
tiple regions with the following characteristics

1. All consumers of a region r act independently and have the same demand behavior.
Therefore, aggregation of their demand equals the demand of one consumer in
each region.

2. The producers coordinate with each other and have a common objective, namely
overall profit maximization.

3. There is interregional trade.

4. The products are connected by their production processes and possibly by their
subsequent processing or by their end consumption.

5. The products are of standard quality and are in demand of large quantities with
the price as main influencing factor for demand.

6. The market is arbitrage-free.”

"A market is arbitrage free if there is no possibility to make risk-free profit because of price differences.
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In the following, we present the nomenclature of our model.

Nomenclature of the Supply-Demand Trade Optimization Model
Sets:
PM  products in the market (P U Prig U Pout)
P.,  products with fixed prices, which are given from outside the network
P,;q intermediate products without external demand

P,,+ products with external demand
R regions
S processes
C consumers
T time periods
1 demand parameter indices
Parameters:
Zaf t—maw capacity of process s in region 7 at time ¢
ap . rt price of product pe, in region r at time ¢
a5t input/output factor of product p € P.; U Pyiq U Poyt in process s at time ¢
ff;,mt transport costs to deliver one unit from region 71 to region ro at time ¢
;;fttor storage costs for a unit of product p € Pyq U Pyt in region r at time ¢
ag?f? t—StOT storage capacity for product p € P,,;q U P,y in region r at time ¢
Variables:
Ty >0 price of product p € P,,;q U Pyt in region r at time ¢
Tg,p =0 production quantity of process s in region r at time ¢
xg:rl’rz’t >0 transport quantity of product p € Py;q U Poy from 71 to ro at time ¢
:L‘ffﬁ’; >0 storage quantity of product p € Py;q U P,y in region r at time ¢
Functions:
Depourt () demand function of a single customer ¢ € C wrt. z7 . Ry — Ry,
Ty it ™ Pepoutrt(T0 ., rp) fOr Product poys in region r at time ¢
Ppour.rt(-)  aggregated demand function w.r.t. z7 .4, RS — R{,

- x . : :
xy it ™ Ppourt (T, ) for product poys in region r at time ¢

Demand Parameters:

)\f(c‘)” ™ i€l parameter of consumer ¢’s demand function for product poy

in region r at time ¢
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4.2. Supply-Demand Trade Network Optimization Model

Regarding the optimization problem for one time period, we exclude the possibility of
storage. In the following, we present the optimization model at time ¢ comprising the
profit function of the producer as the objective function and corresponding constraints
that are explained in more detail below.

E T T
o max q |: 'Ipoutﬂ”at ) ¢p0“t7T7t ('Ipoutﬂ"at)
T
St Tpoutsrt? trs,r,t Pout € Pout
Tpout r1:m2:t7 TPpiqir1irast re
™ tr tr
+ Z 7 7p817t apez,r,t Z llp’rl’rQ’t ’ a/’l’l,’l’g,t (4.33/)
Pex EPey peridUPout
reR, s€S r1€R, T2ER
subject to
Vse S, VreR
q cap_max
xs,r,t S as,r,t ) (43b)

VPmid € Prmid, V11 € R

tr tr
Z (xpmid:ThTQ:t xpmzd,m,h, § :xs r1,t ,pmm,t7 (4.3¢c)

ro€R sesS

Vpout € Pout,Vr1 € R

tr tr
¢pout,r1,t Pout,ﬁ, z :ms Tt 7p0ut7t B 2 : (xpout:ThTQ:t B wpoutﬂ“z,?“ht)’ (4'3d)
SES ro€R

Vp € PrigU Pout, V1 #12 € R

xﬂ'

I tr
D1yt < Lpra,t + SRERT (4'36)

and Vs € S, Vr € R

0 S xg77‘7t ’ ( Z f7p7 p?"t + Z a 7pex, gEIvrt) (43f)

PEPmidYUPout Pex € Pex

The profit as defined in the objective function (4.3a) is equal to the revenue of selling
products with external demand and products with fixed prices minus the costs of pro-
ducing these products minus the transport costs for quantities sold in regions other than
the region of production. If there is p.,, with ag,pmi’t < 0, the corresponding term of the

second sum captures the input costs for ps,. If, in contrast, aépex_,t > 0, this term adds
the revenue of selling product p,; to the profit. ’
The restrictions from the production sites are included through the capacity constraint
(4.3b). The production-transport constraint (4.3c) ensures that the net transport quan-
tities of the intermediate products do not exceed the production quantities, whereas
constraint (4.3d) guarantees that demand at the optimal price for each product in each

region is met by production and transport. Concerning pricing, constraint (4.3e) ensures
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that the difference in price in distinct regions is smaller than or equal to the respective
transportation costs. Consequently, the market is arbitrage free. By means of constraint
(4.3f) we include upper and lower bounds for the prices of intermediates in the model to
guarantee that each production process is profitable. However, this model is not suited
to uniquely determine the corresponding prices.

The modeling approach implicates that full demand is satisfied by the monopoly. Oth-
erwise, if there is a difference in demand and sales quantity, the monopolist has the
incentive to adjust his settings to optimize profit.®

In case contracts exist between the producer and some customers in the market under
consideration, the corresponding quantity can be easily separated from the total quantity
by establishing an extra term in the objective function and demand-related constraints.
Provided that the demand function is differentiable with respect to the price, the pro-
posed optimization problem can be solved by means of optimization methods based on
derivatives such as SQP-methods or interior-point methods (see section 5.2 for descrip-
tion). For comparison, Kramer |[Kral3| presented a more detailed formulation of the
supply-demand trade network optimization model specifying each plant associated with
corresponding production processes, capacity, and fixed costs for running a proceed at
a plant. In this case, the optimization problem includes integer decisions which necessi-
tates mixed-integer nonlinear optimization methods.

So far, optimization determines prices and production quantities for a fixed time period.
Integrating the possibility of storage, the optimization model over a set of time periods
T =ty,...,t, is given by

¥ T
max q |: : : < : : xpoutyryti ’ (bpoutﬂ',ti (xpoutﬂ”,ti)

xr tir Tt
. Pout T : STty tieT poutepout
. e
Tpout r1572:t Topmiair1re sty re

stor stor .
Pout:riti? Topgairity HET + g 9 . af -ar

ERS 7 S,Pex,ti Pex,Tti
pEI GPEIIJ

reR, s€S

tr tr
Z Tpriyrasts  Qryrat;

pepmidUPout
r1€R, r2€R

- Y ameant)] aaw
PEPmiadUPout
reR
subject to
Vse S, Vre RVt €T
xd < gl (4.4b)

s,rt; — Ys,rt; ’

VPmid € Pmid, Y1 € R, Vt; €T

tr _tr stor __,.stor _ q o
Z(xpmidﬂ"l,w,ti xpmidﬂ”%rl:ti)+:Cpmid77'17ti L pmiairt ti—1 _szﬂ”l,ti s prmiaiti’ (4'40)

ro€ER sesS

8This discrepancy is often denoted as lost demand (cf. Lakkhanawat [LBO0g]).
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VPout € Pout, V11 € R, Vt; €T

stor stor

tr
Ppout,r i (Tp, Lpout,r1,ti ) + § : pom,n,rz, xpouwz,m,ti)+xpom,7“1,ti L poutyr1sti1

ro€R
_ q f
o Z Lsriti " Ys,poutsts? (4'4d)

ses
Vp € Ppria U Pout, VY71 7é ro €ER, Vt; €T
t
x;ﬂ’lvti <z pﬂ"z,tz + arg,n, (4.4e)
Vse S, Vre R, Vt; €T
0 S xgvr’ti ’ ( Z fvPv vat + Z CL S,Pex;ti a;ezvrvti)’ (44f)
PEP;aUPout Pex €EPex
and vpout € Pouta vr € R, Vti eT
T S G (+45)
where :cff?’;o =0 VYPmid € Ppnid, Vr € R. The basic optimization model (4.3) changes

as follows. In addition to the storage capacity constraints (4.4g) added, the constraints
regarding the transportation-production(-sales) dependencies (4.3c) and (4.3d) change
into constraints (4.4c) and (4.4d) to take the possibility of storage into account. Further-
more, the costs of storage are subtracted from the profit (cf. objective function (4.4a)).
In the course of this thesis, we go back to the one-periodic model to analyze and test sev-
eral modeling approaches for demand (cf. section 6.3). Therefore, it remains to specify
the demand function to apply the optimization problem. In addition to the market-
related characteristics, the structure of the proposed optimization model imposes some
conditions to a useful demand model. These are discussed in the following section and
compared to demand characteristics in the publications cited above.

4.3 Concluding Remarks - Distinctive Features of the
Demand Function

To summarize, the modeling approaches of [KGvB*09, Cha05, LB08| most resemble the
supply-demand optimization model proposed in the previous section. Since, among oth-
ers, they explicitly include model components describing the demand-price relation, many
assumptions and concepts agree with our optimization modeling approach. Regarding
the work of Kannegiesser et al. [KGvBT09], they also group the consumers according to
their regional or industry-specific sales locations. Likewise, their description of an intra-
organizational production network with its frequently and continuously processed inputs
is quite similar to our approach, but their value chain is not controlled by a monopolist.
This feature is evident in the model of Chakravarty [Cha05| instead.
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In the following, we limit ourselves to comparing and discussing the details of the ap-
proaches to modeling demand. As stated above, we explicity aim to incorporate the non-
linear aggregated demand-price relation in the optimization model, which necessitates
nonlinear optimization methods. This concept also appears in the work of Chakravarty
[Cha05] and Lakkhanawat [LB08]. Even, Kannegiesser et al. [KGvB*09] mention that
demand could be nonlinearly modeled, and argue that a linear function is sufficient as a
statistical fit.

In any case, it is necessary to take note of some requirements. First, the structure of
the proposed optimization model necessitates the incorporation of saturation quantities
in case of low prices as well as a maximum price for which the demand becomes zero.
Otherwise, the optimization problem could get unbounded or may provide unreasonable
solutions.? This can be realized by additional variable bounds preventing the respective
quantities from becoming too extreme or by a demand model including the consumer’s
saturation quantity as well as the consumer’s maximum price. In particular, the latter
leads to a modeling approach that reflects demand behavior in every price range (see
section 3.4). In contrast to our modeling approach, Chakravarty [Cha05| does not fix
the production capacities but related it to investment quantities in each country. This,
however, represents a lower bound for quantities and, thus, demand because he requires
that the investment costs are covered by a selection of products produced in this country.
To conclude, further advantageous characteristics of a demand function are differentia-
bility and concavity. Kramer [Kral3] shows that if the demand function is concave, the
optimization problem is convex and, therefore, a unique solution exists. In the remaining
part, we will concentrate on differentiable functions so that optimization methods based
on derivatives can be applied. Chapter 6 comprises a new explicit demand model for
petrochemical products that is tailored to the proposed optimization model. Simulation
results are presented in section 6.3.

9We suggest that selling an infinitesimal quantity at very high prices is unrealistic concerning the
customer’s and the supplier’s preferences.
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5 Constrained Optimization - Theory,
Algorithms, and Application

The scope of this chapter is to explain the methodology that is applied to solve the di-
verse inequality constrained optimization problems arising in the course of this thesis. In
addition to the network optimization problem (4.3) presented in section 4.2, these will
also occur in terms of parameter identification problems in section 7.

In section 5.1, we summarize the optimality conditions for constrained optimization prob-
lems, before we pass on to methods that solve inequality constrained optimization pro-
grams in section 5.2. For more detailed information, we refer to numerous textbooks
about optimization methods, e.g., [NW06, Fle01, GMW08, BGLS06].

In section 5.3, we discuss the features of the least-squares method that is most often ap-
plied to parameter estimation and data fitting problems. In this context, we present the
Gauss-Newton algorithm used to solve nonlinear least-squares problems. Furthermore,
we outline a generalization to solve constrained least-squares problems.

We refer to [Str11l, NWO06| for more information on the concept of least-squares, and to
[Boc87, BKSO07| for more details on the generalized Gauss-Newton algorithm for con-
strained least-squares problems.

5.1 Optimality Conditions for Constrained Optimization
Problems

In general, most textbooks about optimization include sections on these optimality con-
ditions, e.g., INWO06, Fle01, GMWO08, BGLS06]. Principally, we sketch this section on
[NWO06], chapter 12. To begin with, the general optimization problem reads as

i 1
Inin f(x) (5.1a)
subject to
ci(x)=0,1€& c(x)>0,i€eZ, (5.1b)

where f,c;: R®™ — R are smooth and £ and Z are finite sets of indices. In the following,
the first-order derivative w.r.t. x is denoted by V and the second-order derivative w.r.t.
x by V2. Obviously, Q = {z|c;(z) = 0,i € E;¢;(x) > 0, i € I} is the set of all feasible
points of problem (5.1). Additionally, the following definitions are used to characterize
solutions of problem (5.1).

Definition 5.1. Local Solution
If x* € {x|c;(x) = 0,i € E;¢i(x) >0, i € I} and there is a neighborhood N of *, where
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f(x) > f(x*) for x € NN{z|e,(x) = 0,i € E;¢i(x) > 0, i € T}, then * is a local
solution of problem (5.1).

Moreover, we consider the set of indices for which the constraints are equal to zero, i.e.,
Definition 5.2. Active Set
The active set A(x) at x is given by

A(x) = EU{i € I|¢;(x) = 0}. (5.2)

For a local minimizer * of an unconstrained optimization, it is necessary that V f(x*) =
0 and V2 f(x*) is positive semidefinite. To build the optimality conditions for constrained
optimization problems, the Langrangian function is central.

Definition 5.3. Lagrangian Function
The Lagrangian function of problem (5.1) is defined as

LX) =f(x)+ Y Nici(@), (5.3)

1€EUL

where \; € R, i € EUT are the Lagrange multipliers of the respective constraints ¢;(x), i €
EUT.

Definition 5.4. Set of Linearized Feasible Directions

F(x) = {d|d"Ve;(x) =0, Vi€ £,d"Vei(x) >0, Vie Alx*) NI}
1s the set of linearized feasible directions.

In general, the first-order necessary optimality conditions can be established provided
that certain qualification conditions at «* hold (cf. [NW06, GMWO08, BGLS06|). In
the following, we define the linear independence constraint qualification following again
Nocedal [NWO06| who establishes the optimality conditions in terms of the following
qualification constraint.

Definition 5.5. LIC(Q
The linear independence constraint qualification (LICQ) holds if the set of active con-
straint gradients {Vei(x), i € A(x)} is linearly independent.

Consequently, we outline the first-order necessary conditions given the LICQ defined
above.

Theorem 5.1. First-Order Necessary Conditions

Under the assumption that x* is a local solution of problem (5.1), where f and ¢; are
smooth, and that the LICQ holds at x*, there exists a Lagrange multiplier vector X* with
components X!, i € EUL, so that the following conditions are fulfilled at (x*, X*)

VL(x*,A*) =0, (5.4a)
ci(x*) =0, VYief, (5.4b)
ci(z*) >0, Viel, (5.4c)

>0, Viel, (5.4d)
Nei(x*)=0, VieEUTL. (5.4e)

64



5.1. Optimality Conditions for Constrained Optimization Problems

Proof: see INWO06| (page 323ff).

These conditions (5.4) are called the Karush-Kuhn-Tucker (KKT) conditions and the
point (x*,A*), for which the KKT-conditions hold, is called a Karush-Kuhn-Tucker
(KKT) point. More precisely, the conditions (5.4e) are called complementarity condi-
tions. They ensure that at least one of A} and ¢;(x*) is equal to zero. As a consequence,
strict complementarity is defined as follows.

Definition 5.6. Strict Complementarity

Suppose x* locally solves problem (5.1) and X* satisfies the KKT conditions. The strict
complementarity conditions holds if either X} or ¢;(x*) = 0. That means, X} > 0 for all
i€ZnAlxzY).

The next theorem provides the necessary second-order conditions using the Hessian of
the Lagrangian function of problem (5.1).

Theorem 5.2. Second-Order Necessary Conditions

Under the assumption that &* is a local solution of problem (5.1), that the LICQ con-
ditions hold, and that N* is the Lagrange multiplier vector for which the Karush-Kuhn-
Tucker conditions hold,

wl V2L(x*, X)w >0, Yw e C(z*,\*), (5.5)
where
C(x*, ) == {w € F(z*)|Vei(x*)Tw =0, all i € A(z*)NT with A} >0}.  (5.6)
Proof: see INWO06| (page 332f).

In addition, sufficient conditions can also be shown in terms of the Hessian of the Lan-
grangian.

Theorem 5.3. Second-Order Sufficient Conditions
Under the assumption that for €* € Q, there is a Langrange multiplier vector X* so that
the KKT conditions hold. If

wl V2L(x*, A)w >0, VYw e C(z*, ), w#0, (5.7)
where
C(x*,A*) :={w € F(x")|Vei(x*)Tw =0, Vi € A(x*) N T with A} > 0}, (5.8)
x* is a strict local solution for problem (5.1).

Proof: see [NWO06] (page 333f).

For further information, we refer to [NW06, GMWO08, BGLS06]. Likewise, Boyd and
Vanderberghe [BV04] discuss the KKT conditions for convex problems.
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Remark 5.1. Note that problem (5.1) is convex if the objective function f(x) is con-
vex, the inequality constraint functions —c;(x) < 0, i € Z are convex, and the equality
constraints functions ¢;(x) > 0, i € £ are affine. Thus, the feasible set of a convex opti-
mization problem is convex. As a consequence, a local solution of a convex optimization
problem is a global solution (see [BNOO03|).

5.2 Methods to Solve Inequality Constrained Problems

In this section, we summarize common methods to solve inequality constrained problems.
According to Nocedal [NWO06|, there are two powerful algorithms to solve large-scale
nonlinear optimization problems: SQP (sequential quadratic programming) methods and
interior-point methods. To begin with, we briefly outline the concept of the active set
method for quadratic optimization problems, which are often part of the more general
SQP methods.

5.2.1 Active Set Method for Quadratic Programming

Following [NWO06], we restrict our presentation to convex quadratic problems of the form

1
ming(x) = §mTGa3 +zlc (5.9a)
x
subject to
alx =10, ick&, (5.9b)
ale>0b;, i€l (5.9¢)

where G is a positive semidefinite n x n matrix; £ and Z are finite sets of indices; ¢, x,
and a;, 1 € EUZ, are vectors in R”, and b; e R, i € EUZ.

Subsequently, we summarize the primal active-set method for quadratic programming.
Evidently, a solution «* of the quadratic optimization problem (5.9) satisfies the KKT
conditions

Gz'+c— > Ma;=0, (5.10a)
1€ A(x*)

alz* =b;, Vie Az, (5.10b)

alx* >b;, VieI\ A, (5.10¢)

NE>0, VieZnA(zh). (5.10d)

Note that theorem (5.1) was formulated assuming that the LICQ is satisfied. As men-
tioned above, there are alternative constraint qualifications (see also [NWO06], section
12). For instance, linearity of the constraints ensure that theorem (5.1) holds, which is
satisfied by the quadratic problem (5.9) (see [NWO06]|, section 16).

In general, a step k of the active set method consists in solving a quadratic equality
constrained subproblem, where all equality constraints and some inequality constraints
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are included as equalities. The corresponding indices are summarized in the working
set Wi. To be more precise, provided that the given iterate xj; does not minimize g(x)
subject to a,LT:E =b;, i € Wy, the following equality constrained subproblem is solved to
compute a step Axy

1
min §Aw£GAmk + gt Az, (5.11a)

A:I:k

subject to
al Az, =0, ieWy, (5.11b)

where g, = Gz, + ¢. We refer to [NWO06] for methods for computing the solution Az,
of problem (5.11). Therefore, the new iterate for problem (5.9) is given by

Trt1 = Tk + o ATy, (5.12)

where
T

b —a’x
aj = min |1, min 7k , (5.13)

zgéWk,a Az,<0 Q; TAz,
i.e., the step-length «y is the largest value in [0, 1] so that all constraints of problem (5.9)
are satisfied. The iteration stops if Axy = 0. Then, a solution & is found that minimizes
the quadratic objective function given the current working set WW. Consequently, we get

from the optimality conditions of problem (5.11)

Y adi=Gi+c (5.14)
iew

for some Lagrange multipliers ;\i, i € W. If the multipliers \;, i ¢ ZN W are set equal
to zero for the inequalities constraints that are not imposed to be equalities, & and hY
satisfy equation (5.10a). Moreover, since the computation of the step length ensures that
(5.10b) and (5.10¢) hold, it remains to verify the fourth KKT condition so that (&, A) is a
KKT point for the original problem. Thus, (&, 5\) is a KKT point if \; > 0, i € WNZ. In
this case, since G is positive semidefinite, & is a global solution of the quadratic problem
(5.9) (see Nocedal [INWO06|, chapter 16).

If there is A\; < 0, j € Wniz , the index j is removed from the working set and the
subproblem is solved without the corresponding imposed equality constraint. In doing
so, the following theorem shows that the resulting step is feasible with respect to the
removed constraint.

Theorem 5.4. Given W, suppose that the solution & satisfies equation (5. ]4) and a =
b; for alli € W. In addition, suppose that the constraint gradients a;, i € W are lmearly
independent, and there is )\] <0 for j € W. If Az is the solution of

Igin AmTGAa: +gF Ax (5.15a)
X
subject to

alAx =0, icWip\{j}, (5.15b)
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then a?Acc > 0. Moreover, Ax is a descent direction, i.e., a?Aa: > 0 if the second
order conditions of (5.15) are satisfied by Awx.

Proof: see [NWO0G]

To conclude, we sum up the algorithm assuming that the objective function of problem
(5.9) is bounded in the feasible set.

Algorithm 1 Active-set Method
Input: xq, Wp
1: k<0
2: while no solution found do
3: Solve mina . [%AwTGA:c + gZAw] subject to azTA:E =0, i €W,

4: if Az =0 then

5: Compute A; so that D iew a;\i = G& + ¢, where W = W,
6: if \; >0 for all i € Wy N 7T then

7 Solution found x* = x;,

8: else )

9: J < arg minjew,nz Ai

10: Try1 < Ty Wi — Wi\ {7}

11: end if

12: else .
13: Compute aj from aj = min [1, MiNgyy, o Az, <0 b;;‘zma:“
14: if aj, <1 then ’

15: W1 — Wi U {i*}

16: k+1—k

17: end if

18: end if
19: end while

5.2.2 Sequential Quadratic Programming

The sequential quadratic programming (SQP) is an effective method for nonlinearly
constrained problems. Here, each iteration consists in solving a quadratic subproblem to
generate a step. That means, the SQP method solves problem (5.1) by solving iteratively

1
121in fxr) + Vi(xe) Az + iAmTVQE(mk)Am (5.16a)
x
subject to
Vel(xp)T Az + ¢i(x) =0, €€, (5.16Db)
Vei(x) T Az + ¢i(x,) >0, el (5.16¢)
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These resulting subproblems are solved using, for example, the active set method as
described in the section above, which can also include line-search or trust-region glob-
alization. The basic SQP algorithm is shown below. Instead of explicitly comput-
ing the Hessian of the Lagrangian, SQP algorithms often use approximated versions
H(zx) ~ V2L(zy) . We also refer to [NW06] for more details on these extensions
and refinements, and proceed to the convergence of the SQP methods. Excluding the
inequalities, solving problem (5.1) using the SQP algorithm with exact Hessian of the
Lagrangian is equivalent to the application of Newton’s method to the KKT conditions
of (5.1). Therefore, the SQP method converges quadratically for equality constrained
problems.

Algorithm 2 Local SQP Algorithm
Input: xg, Ao
1: k<20
2: while no convergence test is satisfied do
Compute f(zy), Vf(zr), V2L(zk, xk) and ¢;(zy), Vei(zy) Vie EUT
Solve quadratic problem (5.16) to derive Az and Lagrange multiplier I

W

4

5 Thy1 < Tp + AT, A1 —
6: kE—k+1

7: end while

5.2.3 Interior Point Methods

In this section, we sum up the principle of the interior point method, where the general
optimization problem (5.1) is written in the form

ar:rel'ﬁgl f(x) (5.17a)

subject to ce(x) =0, (5.17b)
cr(x) —s=0, (5.17¢)

s> 0. (5.17d)

Precisely, the vector er(x) consists of the scalar functions ¢;(x), ¢ € Z and cg(x) is
formed by its components ¢;(x), i € £. There are two possibilities to interpret the
interior point methods. First, the KKT conditions with y and z as Lagrange multipliers
are pertubed by a factor p

Vfi(x) - Jel(x)y — Jr' (x)z =0, (5.18a)
Sz — pe=0, (5.18b)

ce(x) =0, (5.18¢)

cr(xz) —s=0, (5.18d)

(5.18e)
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with u =0,
>0, z>0, (5.19)

where S is the diagonal matrix with entries s and Z is the diagonal matrix with entries
z. If u = 0, the inequalities necessitate that optimal active sets have to be determined.
If w > 0, s and z are positive. The aim is to solve the pertubed KKT conditions
(5.18) for pr — 0 ensuring that s,z > 0. Under the assumption that the LICQ, the
complementarity condition, and the second-order sufficient conditions are satisfied for
a solution (x*,s*, y*, z*), there is a locally unique solution (x(u),s(u),y(un),z(u)) of
the system (5.18) for all sufficiently small positive p in the neighborhood. Furthermore,
(x(u),s(pn), y(u), z(1)) converges to (x*, s*, y*, z*) for u — 0.

In addition, the interior point method is regarded as barrier method. Here, the problem
(5.17) is solved by considering a sequence of auxiliary problems

min f(x) — uZlog(si) (5.20a)

® i=1
subject to ce(z) =0, (5.20b)
cr(z) —s=0, (5.20c)

where p > 0. The barrier term —p Y ;" | log(s;) effects that the components are not too
close to zero. The corresponding KKT conditions are

Vi) - Jel(x)y — Jil(x)z =0, (5.21a)
—uSle+2z=0, (5.21Db)

ce(x) =0, (5.21c)

cr(z) —s=0. (5.21d)

Multiplying equation (5.21b) with S leads to the same KKT conditions as the first
method proposed.

In the following, we outline the basic concept of interior point algorithms. Applying
the Newton method to equations (5.18) in the variables xy, sk, Yy, zr generates step

p = (P, P°, PYi, P¥)) through

vie 0 —Jgl(x) —Jif(x)] [p*® Vi) - Je(x) 'y — Jr(z)" 2
0 Z 0 S p°| Sz — e
Je(@ 0 0 o | |pv| T cu()

Jr(xz) -1 0 0 p* cr(x)—s

(5.22)
Then, the new iterate is given by

Ty = xp + )P, sk = sp + o) PP, (5.23a)
Yps1 = Yp DY zp= 2z + oD, (5.23b)
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where

o™ = max{a € (0,1] : s + ap®, > (1 — 7)si}, (5.24a)
o = max{a € (0,1] : 2 + ap®, > (1 — 1)z}, (5.24Db)

with 7 € (0,1). These conditions ensure that the variables s and z do not converge too
quickly to zero. Given the error function based on the KKT conditions (5.18)

(@, s Ygo zis1) = max{[|Vf(2) — Tp(@)"y — Jr(@)" 2], ]ISz - pel,
leg(@)]l, ler(e) - sl}  (5.25)

as proposed by Nocedal [NWO06], the basic algorithm can be summarized as follows.

Algorithm 3 Basic Interior Point Algorithm
Input: xg, so >0, o >0, o,7 € (0,1)
1: Compute y, and zg > 0
2: k0
3: while no convergence test is satisfied do
4 while until E(xg, sk, Yj, 2k; k) < pr do
5 Solve equation (5.22) to obtain p = (p®y, P, PYi, P*1)
6 Compute o™, a™*" using (5.24)
7: Compute (&p11, Sk+1,Ypy1: Zk+1) using (5.23)
8
9

Har — g and k — K+ 1
end while
10: Choose py € (0, ou)
11: end while

Here, pyj is kept fixed until a approximated solution of the KKT-conditions is found
E(xy, Sk, Yps 2k; i) < p. Alternatively, py can be updated in each iteration depending
on the progress. In case of more difficult problems, this strategy is more robust and
described in more detail in [NWO06].

We also refer to Nocedal [NWO06] for the description of interior point methods including
line search and trust region strategies. Moreover, he showed that under certain condi-
tions, the barrier parameter u can be controlled so that the iterates converge superlinearly
to the solution (x*, s*,y*, z*).

All in all, interior point methods are suitable for large-scale problems. Wéichter and
Biegler [WB06| implemented a line search filter interior point in Ipopt (see also [W&09]).

5.3 Least-Squares Problems

As mentioned above, the method of least-squares is the most common method to solve
parameter estimation and fitting problems in physics, chemistry, finance, or economics.
Therefore, these kind of problems play an important role in optimization theory.
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In this section, we present the fundamental concept of this technique and outline cor-
responding algorithms. For more information, we refer to [Strll|, who provides a com-
prehensive introduction, or to standard optimization literature (e.g., [BV04, NWO06]).
Supplementary details on the characteristics of the resulting parameter estimators can
be found in literature about regression methods (e.g., [FBM04, Fox97, FKL09, Rya97]).
Special focus of this section lies in the Gauss-Newton algorithm for nonlinear least-
squares problems. In section 5.3.4, we outline a generalization for constrained nonlinear
least-squares problems, which was developed by Bock [Boc83, Boc87, BKS07].!

5.3.1 Concept of Least-Squares Method

This section is mainly sketched on [NWO06, Str11]. To begin with, we explain the idea of
the least-squares method on the basis of the following setting. Given a model function
d(zi,p): R™ x R! — R that describes the relation between a set of observations y;, i =
1,...,n and its corresponding input data x;, ¢ =1,...,n, we assume that

yi = ¢(zi, p) + €, (5.26)

where ¢; ~ N(0,02) represents the error related to each observation y;. To get an
estimation for the parameters p € R, the least-squares-approach minimizes the sum of
the squared residual errors that are optionally weighted by corresponding factors w; # 0

n

) 1
min f(p) = 5 > _[wi - (y; — ¢(xi, ) (5.27)
i=1
In theory, the weighting factor w; is equal to =-. However, in practice, the true distribu-

tion of the errors is usually unknown and, therefore the variances have to be estimated
in advance. Alternatives to get rough estimates of the weights w; are provided by Strutz
[Str11].2

From now on, we write 7;(p) = w; - (y; — ¢(x;, p)) and assume that r;, i = 1,...,n, is
smooth. Then, the Jacobian Matrix of 7(p) = (r1(p), ..., n(p))? is given by

Vri(p)”
87“2- VTZ (p)T
J e = . o2
(®) [8@-]@._117 : : (5.28)
Moreover, we obtain
Z ri(p)Vri(p) = J(p)"r(p) (5.29)

'This method will be applied in the subsequent chapter, in which we develop methods to identify
parameters for the nonlinear demand model presented in section 6.2.

2If all observations are equally reliable, then o; = o = 1. However, this is not recommendable if the
available data comprises outliers, which probably occurs in most cases.
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and
V2 f(p) = zn: Vri(p)Vri(p)" + Zn: ri(p)V>ri(p)
=1 =1
= J(p)"J(p) + f: ri(p)V?ri(p). (5.30)
i=1
If r;, i=1,...,n,is almost affine or, in general, rather small, the second term of (5.30)

can be neglected. Many algorithms tailored to solve least-squares problems (5.27) take
advantage of this feature. In general, these algorithms are modifications of Newton or
quasi-Newton methods including the strategies for global convergence line search and
trust region.>

5.3.2 Linear Least-Squares Problems

In the simplified case that the model equation ¢(-) is linear. i.e.,

f(p) = 3 IW(Tp -~ )l (5:31)

where
w1

W = (5.32)

wy,
and Vf(p) = JTW (Jp — y). Here, the solution p* satisfies the normal equations
J"WJp*=J"Wy

of problem (5.31). Nocedal [NWO06| presents three possible algorithms to compute p*
provided that n > [ and J has full rank. These techniques are based on Cholesky factor-
ization, QR factorization, and singular value decomposition. In case of large problems,
iterative techniques such as the conjugate gradient method might be more efficient. For
the description and advantages of these possible methods we refer to Nocedal [NWO06].
Before studying the algorithms for constrained least-squares problem, we shortly consider
statistical aspects of the resulting estimator.

5.3.2.1 Statistical Analysis of Linear Least-Squares Problems

In this section, we shortly present some important statistical results of the solutions of
linear least-squares problems (cf. [FBMO04, Fox97, FKL09, Rya97]).

3We refer to [NW06, BGLS06, GMWO8] for a detailed description of Newton methods and globalization
strategies.
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e A linear regression model relates a dependent variable y with a number of inde-
pendent variables z1,...,z;, and an error ¢;, i.e.,

y = Po+ Bix1 + Poxa + ... + Bz + €.

If y;, ¢ = 1,...,n are observations for y and z;1,...,x;; are observations for
zi, 1 =0,...,n, we obtain

Yi = Bo + ﬂlxl,i +...+ ﬁ[l’[’l’ + €,

where €1, .. ., €,, are uncorrelated random variables with E(¢;) = 0 and Var(¢;) = o

foralli=1,...,n, and Cov(e;,€e;) =0if i # j.

Then, the Gauss-Newton theorem shows that the least-squares estimator provides
the best linear unbiased estimator for 3 = (8, ..., 3)’. That means, this estima-
tor has lowest variance. For more information, we refer to Falk et al. [FBMO04].

e Let ¢, = N(0,0y), i = 1,...,n. If, in addition, the errors are independent from
each other, the resulting maximume-likelihood estimator is equal to the result of the
least-squares estimation (see [Strll, Fox97]).

e According to Fox [Fox97], if (JT W J) is invertible and ¢; = N/ (O, Z}—%), the resulting

estimators in the linear case (5.31) are
p=J"WI)lulwy

and

o Xy —Tp)/wi)

n

€

The estimated asymptotic covariance matrix of p is equal to
Cov(p) = 52((JTW J))~.

e Notably, the least-squares method is a heavy tool for many kinds of fitting problems.
However, if the errors are nonnormally distributed, the Least-Squares estimator is
less efficient, because heavy-tailed distributions lead to outliers. We refer to [Strll,
Fox97| for possibilities to detect outliers, nonconstant variance, or nonnormality.

5.3.3 Nonlinear Least-Squares Problems

In general, there are two algorithms to compute the solution of nonlinear least-squares
problems: Gauss- Newton and Levenberg-Marquardt.

The idea of the Gauss-Newton method is to solve the nonlinear least-squares problem
by iteratively solving linearizations in each loop. That means, a problem of the form
miny, 5 ||7(p)||3 can be solved by means of the following linearized problem

1
gnng\lr(pk) + J(pr) Apy 3. (5.33)
Dy
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Then, the iteration p,, is replaced by
Pri1 =P+ AMAP, (0 < Apin < Ay <1). (5.34)

According to Nocedal [NWO06], possibilities for step length conditions in line search are
Armijo or Wolfe conditions. In case that the Jacobian J(p) is (almost) rank-deficient, the
Gauss-Newton method does not necessarily converge, since the Gauss-Newton step Ap,,
is not unique. Alternatively, the Levenberg-Marquardt method can be used (cf. [NWOG6,
BGLS06]). Here, the linearized subproblem at each iteration is given by

1 .
win o flr(py) + J(py)Apll5, subject to [|Apylla < Ay (5.35)
k

If for the solution of the Gauss-Newton algorithm [|Ap{™ ||z < A , then Ap“Y is also
a solution of problem (5.35). Otherwise, Nocedal [NWO06| proves that, given A > 0 the
solution of (5.35) satisfies | ApS™N |2 = Ay, and

(JTT+ X py)p = —JTr. (5.36)

For more details (e.g., implementation and convergence), we refer to [NW06|. In case
of large residuals, both algorithms are not appropriate because the second-order part of
V2f(p) is too significant to be neglected in the quadratic term. Hence, the asymptotic
convergence is only linear. Nocedal [NW06| proposes to use Newton or Quasi-Newton
methods or hybrid algorithms, which combine Gauss-Newton and (Quasi-)Newton meth-
ods.

5.3.4 Constrained Nonlinear Least-Squares Problems

Bock [Boc83, Boc87| (see also [BKS07|) presents a generalization to solve constrained
nonlinear optimization problems of the form

o1
min S ||r1(p) |3 (5.37a)
p 2
subject to
ra(p) =0, (5.37b)
r3(p) = 0, (5.37¢)

where r1: RP — R, ro: RP — R™ and rg: RP — R™. Given an initial guess pg, p;, is
iteratively improved by
Pk+1 = P + AcApy, (5.38)

where 0 < Apin < A < 1 and Apy, is the solution of

.1
min - |[r1(py) + J1(p) APkl (5.39a)
Ap, 2
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subject to

r2(pi) + J2(py) Ap, =0 (5.39Db)
r3(py) + Js(p) Apy, = 0. (5.39¢)

Therefore, each iteration consists in solving a quadratic subproblem (e.g., with active set
methods). The algorithm is described below.

Algorithm 4 Gauss Newton Algorithm
Input: p,, TOL, r1(p), J1(p), r2(p), J2(p), r3(p), J3(P)

1. k<0

2: while ||Ap,|l2 > TOL do

3: Compute 7;(p;,) and J;(p;,) foralli=1,---,3

4 minag, 3l|T1(pr) + J1(pr) Apy 3

5 s.t. ra(py) + J2(pr) Ap, =0, r3(py.) + J3(p)Ap, > 0
6:  Pry1— Pp+ Apy
7
8:

k=k+1
end while

Principally, this method is analyzed and developed in the context of parameter estimation
problems for nonlinear ordinary differential equations (see [Boc83, Boc87, BKS07]|) and,
therefore, this algorithm is applied in many areas. For example, Bauer [Bau99| and
Korkel [K602| apply this method to estimate parameters for models in chemistry and
process engineering in the context of optimum experimental design. Jéger [J408| uses
the Gauss-Newton method with trust region globalization to estimate parameters in
the field of commodity pricing. Regarding the trust region globalization strategy, the
linearized subproblem of a nonlinear equality constrained least-squares problem is given
by

1
min §H7“1(Pk) + J1(pi) (Apy)I3 (5.40a)
Pi
subject to
r2(pg) + J2(pr) Ap, = (1 — a)r2(p), 0 < a <1, (5.40b)
and
|Ap |5 < A%, (5.40¢)

where A is the trust region radius and « is the relaxation factor that ensures feasibility.
The corresponding Karush-Kuhn-Tucker conditions are given by

(J17(p)J1(p) + ALm1)Apy, + J2" (p)A = —J1" (p)r1(p)
J2(p)Apy, = —arz(p),

with Appr =0 if ||Apk|| < A.
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5.3.4.1 Analysis of Solutions for Linearized Problems

In this section, we summarize the results of analyzing the solutions obtained by using
the Gauss-Newton method presented above. This section will be mainly sketched on
[Boc83, Boc87, BKS07, Bau99, K602|. From now on, we write

)i = (20 g = (20). (5.1

where 73(p) comprises the active inequality constraints at p, Js (p) is the correspond-
ing Jacobian matrix and n. := no + fi3, where ng is the number of active inequality
constraints.

Remark 5.2. (p*, A*) is a Karush-Kuhn-Tucker point of problem (5.37) if and only if
(0,A") is a Karush-Kuhn-Tucker point of (5.39) with p, = p*.

Bock [Boc87] demonstrates that the local convergence behavior of inequality constraint
problem is equal to the behavior of the equality constraint problem. Hence, only the latter
needs to be considered from now on. The solution of problem (5.39) can be written by
means of a generalized inverse J+.

Theorem 5.5. Ezistence of generalized inverse
Given the linearized problem (5.39),

[CQ] Constraint Qualification: rank J. = n. (5.42)
and
[PD] Positive Definiteness: rank <j1> =1 (5.43)
c

(/PD] < yTJ1TJ1y > 0 for all y € Kern(Je(p) \ {0})) hold. Then,

o there exists one Karush-Kuhn-Tucker point (Ap*, X*) of problem (5.39) and Ap*
15 a strict minimum and

o there is a linear mapping JT: R — R™ T such that

is a solution of (5.39).

T TN —1 T
Jt=(1 0) (J1J2J1 Jg) <J(1] i) (5.44)

satisfies JYJJT = J1 and is called generalized inverse of J.

Proof: See [Boc87|.
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Remark 5.3. In case of ro = Jo = 0, we obtain
Jt =Tttt (5.45)

Likewise, Bock [Boc87| proves the following contraction theorem, which characterizes the
convergence behavior of the generalized Gauss-Newton method.

Theorem 5.6. Local Contraction Theorem
Let Jt(p) be the generalized inverse of the Jacobian J(p) of r(p) € C*(D). Under the
assumption that the Lipschitz conditions for J resp. Jt for all t € [0,1] and for all

p.p'.p”" €D, p—p' =JT(p)F(p),

1J* (@) (I (p + t(p’ — p)) — I(p))(p’ — p)|| < wit|p’ - p|? (5.46)

and

1T (@) = I () Rp)|l < xllp” - pl, (5.47)
where R(p): = r(p) — J(p)J T (p)r(p) and k < 1, are satisfied. Then, for all py € D
with

do: =t g <1 (og:= [T (py)r(py)]) (5.48)

and

DO = K <p0, 1_50> C D, (549)

1. the iteration p; 1, = p; + Ap;, Ap,; = —J+(pj)r(pj), is well-defined and stays in
DO:

2. there is a p* € Dy so that p; — p*, i.e., JT(p*)F(p*) =0,

ap
1—6g’

8. the a-priori-estimate ||p; — p*[| < 56 and

a;jw

4. the convergence is linear: |Ap; || < 0xl|Ap;l| = (55~ + &) Ap;|.

Proof: see [Boc87].

Remark 5.4. Nonlinearity is expressed through w, and & is the incompatibility constant
(see [Boc87, K502]).

Remark 5.5. Formulated in a generalized version this theorem characterizes the local
convergence of Newton-type methods in general.
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5.3.4.2 Statistical Analysis of Solutions for Linearized Problems

In this section, the analysis is described for the case rg = 0, but can also be applied to
the generalized case. Since the residuals of the initial problem are random variables, the

T2
follows a normal distribution with E(Ap) = 0 and (approximate) covariance matrix

solution of the Gauss-Newton method is also random. It follows that Ap = —J+ <r1>

c—Jt <]$ 8) (7T (5.50)

(cf. [K602] for the computation). According to Bock [Boc87|, given a parameter esti-
mation problem with [ variables and no equality constraints, the linearized confidence
region G («) for the optimal solution p* with significance level « is given by

Gr(a) = {p" + Ap e R | | J1(p")ApI} < 1(a), J2(p")Ap = 0} (5.51)

(et (EIA) | enenapi < a@) 6

with y(a) 1= (I — n2)F1_q)(l —n2,n1 — (I — n2)), where F(;_,) is the (1 — a)-quantile
of the F-distribution (see [Boc87| for the proof). The following theorem provides an
approximation of the confidence region.

Theorem 5.7. Let

0; :=civ(a), i=1,...,n, (5.53)

where c;; 1s the entry of the i-th principal diagonal of the covariance matriz C. Then,
the linearized confidence region is enclosed

Gr(a) € [pr —01,p1 +61] x ... X [pj — 61,7 + 6. (5.54)

Proof: see [Boc87|

Remark 5.6. In case the variances af, i=1,...,n, are only known up to a factor 52,

the approximating intervals for the confidence region 5.54 are given by

0;=0b-\ciy(a), i=1,...,n, (5.55)

where b2 := % is an estimator for 32 (cf. [Boc87, Bau99]).
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6 A Heuristic Demand Model for
Petrochemical Products

Having collected characteristics and dependencies described in our general framework in
chapter 3, we are in a position to develop a quantitative demand model for the petro-
chemical market that is applicable to our supply-demand optimization problem proposed
in chapter 4. In other words, our demand model is supposed to reflect the demand-price
relation of petrochemical products in the framework established in the previous chapter
and is simultaneously suitable for the optimization problem applied to the petrochemical
market. So far, this problem is a quite unexplored field of research, since most of the
literature provides approaches to modeling demand, which are not suitable. So far, most
demand models are price-insensitive or employ the concept of utility function (cf. section
2). Therefore, we will start by analyzing very basic model functions with preference given
to a phenomenological approach.

Another challenge of modeling demand for petrochemical products lies in the missing
information in consumer behavior under certain conditions. For example, there is no
data available about the hypothetical situation that prices are close to zero. Hence, our
modeling relies on additional a-priori assumptions.

For this purpose, this chapter is structured as follows. To gain a better insight, we
will summarize the difficulties and the problems we are faced with before discussing our
heuristic approach to modeling demand. In section 6.2, we propose a basic demand model
for product p; in region 7 at time ¢ with respect to price xy, , ;, the tanh-demand model,
as well as enhancements to include the influences of the change of the economic situation
AaCT,t J and prices of other products :L';rjmt, j # i. We are able to prove that our model
satisfies the general characteristics defined in chapter 3 to the greatest extent. In section
6.3, we integrate our demand model in the supply-demand trade network optimization
problem and simulate reasonable prices and sales quantities for different scenarios.

6.1 Preliminaries

Above all, developing explicit model functions benefits from detailed data analysis. How-
ever, we rely on a heuristic approach, because the available data only provides incomplete
information. Figure 6.1 reflect the structure of stereotypical yearly price and sales data
and reveal very well the difficulties with which we are faced. These include:

1. Data exhibits years in which prices are close but sales quantities differ considerably.

2. There are consecutive years in which sales quantities and prices rise or fall.
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Figure 6.1: Exemplary price and consumption time series that display stereotypical fea-
tures of yearly data

3. There is no information available about consumption in the whole price range.

Thus, we can draw the following conclusions, which makes straight modeling more com-
plex.

1. There are definitely more factors which influence sales than solely price. In addition,
these seem to partially overlap making it impossible to consider them separately.

2. The underlying nonlinear decreasing dependency of demand on price that we expect
to exist is not evident. If the data exhibits a tendancy to express nonlinearity, it is
not necessarily the hypothetical behavior of the consumer at a fixed time that we
aim to model.

3. The historical data mainly provides information about the temporal process of
demand data.

Reducing the study to the relationship between demand and price, there exist alternative
models that do not imply that demand decreases if prices rise. For example, Huschto et
al. [HFH'11] develop a pricing model for conspicuous products, i.e., in which luxuries are
purchases because of their reputation. Therefore, demand also increases if price increases.
Such an assumption, however, is not adequate to describe the demand of commodities,
which are of standard quality and purchased in large quantity for further processing or
end consumption.

Hence, as Hildenbrand [Hil94] has already noted, we have to establish the demand func-
tion at a fixed time with the means of auxiliary a-priori assumptions.!

In the framework of his studies on market demand, Hildenbrand also discusses the difficulties of
modeling household demand given incomplete data. Since his empirical studies show the necessity of
including demographic facts, but give no qualitative reference, his approach to modeling is also built
on a-priori assumptions whenever necessary (see [Hil94], page 12ff).
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On the basis of the assumptions made for our general approach to modeling in section
3, we set up a demand model that maps prices unambiguously to quantities required at
these prices. In doing so, we keep in mind the incompleteness of information we have
about the consumer and aim to avoid, as far as possible, parameters referring to influ-
encing factors, which are not available.? This is also essential with regard to a robust
parameter identification, which we discuss in section 7. To be more precise, we include
the dependencies of prices and economic factors in the model.

Taking all aspects into account, we attribute the following characteristics to a quanti-
tative demand function ¢, ,; for product p in region r at time ¢ in the petrochemical
industry. In this section, we consider the demand functions for |[P| =1 und |P| = 2.

Assumptions 6.1. Characteristics of the heuristic demand function

1. Demand and price are always non-negative.

2. The demand depends on prices and economic factors, which represent the economic
situation.

3. The influence of price and economic factors may change in the course of time.

4. Gprt is nonlinear and continuous w.r.t. Ty ..
"y p7r7

min_ quant

5. We set o, .

= 0. More precisely, given |P| = 1, either there is a mazimum

. max_ price max_ pricey . .
price o, .y so that ¢pri(cv, ¢ ) = 0 or, in case the model does not include
) N N m e
the consumer’s maximum price, ¢pr1(2y,+) — 0 for xj ., — oo.

™

6. In addition to the continuity of the demand function, ¢p r+ is differentiable w.r.t. 7, ;.

7. Oprt satisfies the characteristics of demand 3.1 to 3.10 defined in section 3.

As stated in section 3.1, petrochemical products are commodities and, hence, are offered,
required, and purchased in large quantities of standard quality, thus we assume a contin-
uous demand-price dependency. Moreover, we assume that the demand function satisfies
the law of demand, i.e., it is decreasing. Its nonlinearity is due to the distinct consumer’s
behavior in the different price ranges.

As mentioned in section 4.3 the structure of the supply-demand trade network optimiza-
tion model proposed in chapter 4.2 requires the inclusion of additional modeling aspects
to prevent the problem from becoming unbounded. Therefore, we assume that ¢, ,;
converges to zero for high prices or that there is a maximum price that indicates the
consumer’s maximum willingness to pay. Otherwise, the optimum quantity can become
infinitesimally small, sold at an infinitely high price. In addition, including a saturation
quantity ensures that consumption is not infinite if prices are close to zero. In doing so,
no additional constraints limiting the price are necessary in the optimization problem.
So far, the optimization model is deterministic in order to keep the complexity of the

2For instance, data about the budgets of firms which require petrochemical products is rarely available.
Likewise, information concerning their subsequent production processes is not available.
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optimization methods simple. Therefore, we do not include stochastic components as,
for example, Domencich and McFadden [DM96]| proposed in their explicit modeling for
travel demand. Likewise, we require differentiability of the demand function. Conse-
quently, we are able to solve the network optimization problem described in section 4.2
with optimization methods based on derivatives. Concerning the dynamic aspects, we
include the specific time-dependent influence on demand in the parameter identification
process (see chapter 7).

Note that some of these properties were already discussed or required in the charac-
teristics of demand 3.1 to 3.10. However, we would like to put emphasis on properties
as differentiability, nonlinearity, monotonicity, and dependency on time, because they
are fundamental in our approach to modeling. In general, there are multiple options to
determine a parametric demand model that satisfies the characteristics mentioned above:

e choose a suitable nonlinear function, or
e construct a suitable function by matching appropriate piecewise defined functions.

Since figure 3.1 in section 3.4 resembles to a class of functions consisting of different
piecewise defined functions in each price region, the concept of piecewise defined models
initially seems appropriate to explicitly model the demand-price relation. However, this
approach to modeling is in general not appropriate due to several reasons outlined in the
following. Above all, such approaches implicate a high number of parameters and are
not necessarily differentiable.3

Alternatively, another option is to replace the linear terms in the second price range with
a nonlinear function and to impose the condition of differentiability at the respective
boundary points. However, the question arises why we do not take advantage out of a
nonlinear function ¢y, (7, ;) that displays the shape we have in mind for the demand,
Le., a function with two points of deflection and convergence if z7; .,
the hyperbolic tangent function seems appropriate. In the following section, we show that
it can be adapted to satisfy these properties as well as the assumptions 6.1. Moreover,
such a modeling gets by with less parameters. For example, the saturation quantity in
case of low prices is well reflected (see also section 6.2). This simplifies the parameter
identification but also the interpretation of the parameters.*

— 00. For instance,

6.2 The Tanh-Demand Model

This section contains the presentation of our approach to modeling demand that is appli-
cable to the supply-demand trade network optimization model described in section 4.2.
To begin with, we concentrate on the demand-price relation by separately considering

3This, in combination with the current data availability, complicates a parameter identification. How-
ever, by means of sufficient data, a piecewise linear function can provide an adequate approximation
of real demand, which also can have kinks.

4Note that the hyperbolic function can also be expressed in terms of the exponential function, which
provides a basis for many mathematical approaches to modeling. We prefer the hyperbolic tangent,
because its parameters allow intuitive interpretation (see below).
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6.2. The Tanh-Demand Model

a single petrochemical product and neglect the effects of prices of substitutes and com-
plements as well as economic factors on demand in section 6.2.1. Accordingly, section
6.2.2 provides an extended model including economic factors. In addition, the inclusion
of dependencies on substitutes and complements is examined in section 6.2.3.

6.2.1 Modeling Dependencies on the Product’s Price

Since we assume that demand is nonlinear in prices the way described in section 3.4 (cf.
figure 3.1), we select the negative hyperbolic tangent function as starting point for the
demand model. Therefore, given |P| = 1, we set up the following basic model

™ Pp,rt Ag)p,r’t x;ﬂ'at Pp,r,t
Pprt(Tp, 1) = max | A" - tanh T et + A7 00 (6.1)
3

where ¢y, (77, 4): RS — R and )\g” ™ > 0. Furthermore, we assume that )\f”’” >

0, ¢ = 1,2,4. This parameterization has some advantages regarding the interpretation of

the values: to be more precise, we can relate the consumer’s saturated demand quantity
max__quant y . 11 max_ price .

Qg™ and the consumer’s maximum willingness to pay «a;,, ;~ , which we have

both introduced in section 3.4, to the proposed parameters. First, since

¢ Tt
)\ y2
¢p7r,t(0) = Afp’r’t - tanh < 2 ) + )\i’p,r,t’

)\gp,'r,t
we derive
" ¢p,r,t
Gprt(0) = apy =M™ < APP L AP since tanh | Z2— | < 1. (6.2)
ol ASI’vTv

Thus, )\(fp ot )\Z)”’T’t provides an upper bound for the consumer’s saturated demand

quantity. Likewise, given that /\f” < )\(f” ™ we have qﬁp,r,t(agfi—price) = 0, where
. ¢ d) 7)\¢P,T,t (25 ¢> ¢p,r,t
QAP — \IPrt_\EPtartanh [ ——A— | = AP HASP ™ artanh | 4 < 00.
p,r,t 2 3 Aﬁbp,r,t 2 3 )\¢P77¥t
1 1

(6.3)

In the following, we check if the proposed model (6.1) satisfies the basic price-related
characteristics summarized in assumptions 6.1 and adapt the model to the requirements
if necessary.®> Since A?F’r’t depends on time t for each ¢ € {1,---,4}, we make sure
that the demand function ¢, ; changes in the course of time. Obviously, the demand
function ¢, .+ is nonlinear and continuous w.r.t. 27 . ;. Next, we examine the demand at

DT,

high prices. If )\i’f’m > )\fp,r,t)
i s _ >\¢p,r,t _ A(bpmt 0
A dpre(peg) = A >0,

Tp,rt—

5Note that, so far, we concentrate on the demand’s dependency on own prices and integrate economic
factors as well as the effects of substitutes and complements afterwards.
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which contradicts the assumption 6.1. Thus, we have to require )\fp’r’t < )ff”’“t in the
modeling approach.
However, given )\d)” mt< )\f” "™ our proposed model (6.1) is not differentiable at

¢ (b )\d)p'rt
Ty o,y = A"+ X3P - artanh ¢ .
)\ p,r,t

Consequently, to fulfill the assumption of demand’s differentiability with respect to prices
we have to restrict the domain of ¢, /(27 ;). Given )\% "< /\(f”’”, Gprt(wy 1) > 0 if

¢ d) _)\(Zspﬂ“,t ¢) d) )\¢IJ r,t
P AP 2SR artanh | A | = APPT 4 ASPT - artanh .
7 o e

Thus, ¢p,r¢(2,.,) is differentiable at the interval (0, )\% ot )\¢p mt artanh(A¢p ”/)ff”’”)).
In addition, given Xb” mt )\¢” ", the left-sided limit of the derivative exists for 7, , /

6¢p it ((MAX_price \, 0, the right-sided limit

max rice
~P" and is equal to 3 (ot
LE ot

p,7,t

). Likewise, if 77, ,

. Thus, we set

of the derivative exists and is equal to ‘%" = (0)

[ rt
¢rt ¢rt )\p,, d)'rt (257"15
0, A" + AP"" - artanh | =4 it AP < AP
Dl,p,r,t = |: 2 3 <A¢p7r’t >:| ! (64)
Ry if AGPnt = Afrnt
Consequently,
¢p,r,t($;,r,t)3 D1yt = Daprt,
where
@ r,t
|: )\¢P rt tanh </\ :T ) )\¢prt:| lf )\¢th )\(lbp,r,t
As (6.5)

DZ,p,T,t = )\¢P Tt
<o AP tanh( > - A%”] it AQPT = AP

3

is differentiable. It remains to examine the accordance with the characteristics of demand
3.1 and 3.3 defined in section 3. Since

¢> r,t

a _)\¢p,r,t A bt w7r

¢z:r,t g0 = [ sech? [ 22—t} <
a.fp’r’t A?’Pﬂ‘at Y D, 7.t

for )\fp ) /\g)" ™t >0, the model is decreasing in the price. Moreover,

max __quant
0< QSPJ‘J(x;r,r,t) hye’ Qp rt

if a;f:fquant = Gpri(0) = APP™ - ganh(AJPTE /AZPT) 4 AQPTE Thus, ¢y, satisfies the
characteristics of demand 3.3. Hence, we are able to establish the following theorem for

the demand model.
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6.2. The Tanh-Demand Model

Theorem 6.1. Demand model
Under the assumption that the influence of the economic situation is equal to zero and
all products p are required independently from each other, the demand model given by

¥ .
Qspvrvt(l‘pﬂ',t) : ‘DLP,Tyt - D2,p,7”,t7

¢p,r,t s
— X
¢P,"‘,t($g77‘,t) — )\fp,r,t . tanh < 2 )\%mt Pﬂ“,t) + )\Zifp,r,t (66)
3

and a;:fj;*quant = )\(fp”"t -tanh()\g’”"t/)\gbp’"t) + )\fp’””’t satisfies the characteristics of a

demand function stated in assumption 6.1 if
0 < AZP™, 0 < AP, 0 < AP < AP

In the following, we refer to equation (6.6) as tanh-demand model. An exemplary illus-
tration of this model is shown in figure 6.2, together with the special case described in
the following remark.

Remark 6.1. If, in some application of our optimization model, there is no need to
model the demand close to zero consumption, a special case/simplification of the tanh-
demand model can be used to reduce the number of parameters: Setting )\fw’t =0, the
demand function reduces to

G2 (a7, ) = AP tanh((ASPT — ) /AGP, (6.7)

where @y 0(27,): [0, A97"] — [0, A7""* - tanh(AS7"* /AGP™)]. Likewise, alrey -2 =

p7’r7t
19} max _price )
)\fp,r,t . tanh (A2p,r,t/)\§5py'r,t) 1 ot p )\Qp’r’t-

Thus, if the domain of the demand function is restricted in the optimization model, )\ff
can become redundant. This version is denoted by Qbﬁr,t and is also illustrated in figure
6.2. In the following, we refer to equation (6.7) as tanh-demand model A.

D,T,t

Example 6.1. To present an example of the tanh-demand model in figure 6.2 we set
)\(fp”"t = 200, )gp’r’t = 300, )\g‘”’t = 50 and )\fp”"t = 190. Likewise, we select the
following values Xf””"’t = 390, )\g”’r’t = 300 and )\gp”"’t = 50 to illustrate tanh-demand
model A.

In the following, we integrate the change of the economic situation (section 6.2.2) and
the effects of other products’ prices (section 6.2.3.1) separately from each other in the
basic demand model proposed in theorem 6.1.

6.2.2 Modeling Dependencies on Economic Factors

In the next step, we include the influence of the economic development on the demand.
Therefore, we select two macroeconomic time series that represent well the economic
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Figure 6.2: Illustration of tanh-demand model and tanh-demand model A that both reflect
the nonlinear relationship between demand and price

development from our point of view: the gross domestic product (GDP) and an index
representing the state of industrial production (IndPro).® That means, we set

AaSy g = (Dayy, Aaylil) ™).
To include these economic factors in the model we make the following assumption.

Assumptions 6.2. Inclusion of economic data in the demand function
The change of GDP influences the willingness to pay and the change of an index for
industrial production influences the quantities in demand.

Consequently, our model function (6.6) turns into

eco (.7 _
p,r,t( pmt) -
Ad’pmt + )\¢p,nt . AaGDP — T
Pp,rit Gp,rt IndPro 2 GDP rt,J p,r,t bp,rt
()\1 + )\IndPrO * Aa,,.’t’t] ) * tanh A¢p r,t + )\4 bl (6.8)
3

where )\é‘]:’ﬁ; > 0 and )\if&%fm > 0. The superscript eco indicates that the economic
factors are included in the explicit demand model. In doing so, the relation of parame-

. max_quant .
ters to consumer’s saturated demand quantity a2 and the consumer’s maximum

P17yt
willingness to pay agjf;—prlce changes into
max__quant < )\¢pm,t +>\¢p,r,t . AgndPro _|_)\¢pmt (6 9)
Qp et 1 IndPro Qrt,J 4 ’

5To compare, we refer to Pindyck [Pin79] who investigated the structure of energy demand. He em-
phasized that the causal relationship between macroeconomic indices and energy demand is mutual,
i.e., energy growth also influences the GDP growth.
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6.2. The Tanh-Demand Model

since tanh(()é’p”’t + )\épbrl’; -Aa%i}))/)\gn"t) < 1 and, provided that /\fp”’t < )\f’”’t,

max_ price

Qprt -
Pp,r,
/\g)p’m + )‘épbrff - AafiPy + )\gw’t -artanh ( Pport ;\4’: : IndpP ) - (6.10)
sby p,T, DT,
)‘1 + /\IndPro ’ Aar?t,Jro

In analogy with theorem 6.1, we define

Pt =\ R NG = AP

where

s’ . = Agpmt +)\¢p”"’t -AaSPP —|—)\¢p’r’t -artanh < )\f”*” ) (6.12)
prts T ReR T AT Ao - Al )

and
o {[07 St ) %f/\gp’r’t <A§W’ (6.13)
o (0, dg?z?,r,t] A7 = A

where

Pp,rit Pp,rt GDP
A"+ AGDhE C Aay

¢p,'r,t
)‘3

A5 s = (AT Al - Aail™) - tanh ( ) FAGPT (6.14)

to establish the following theorem.

Theorem 6.2. Demand model including the influence of the economic situation
The demand model comprising the influence of the economic situation given by ¢

eco eco
Dl:Pﬂ"vt - D27P7r7t’

€Co .
p,rit

ot (L) =
bp,rt Op,r.t GDP -
AP+ Aepp - Aa —xl
()\‘fpmt + )\?rfcirlstro ’ Aa}‘?ﬁ?ro) - tanh ( GDid)p,r,t nh = + )\ipmt (615)
3

with

Sp,rt | Pt A GDP
max_quant o ¢prt &p,r IndPro Ay +Acpp Aay )y Op,rit
Oport = (N + AMndpro Aar,t,J ) - tanh N + A\
3

satisfies the assumptions 6.1 if

NP A B> 20
Op,r,t Pp,rt GDP
A" A Agpp - Ayl 20,
AT > 0,

¢p,r,t
Aapp 2 0,

¢p,r,t
)‘IndPro 2 0.

89



Chapter 6. Heuristic Demand Modeling

Proof: It remains to verify that our model approach satisfies the characteristics of demand
3.1 and 3.2. First, we have

€eco

D1yt ( T ) _
™ p,'f’,t -
8$Pﬂ’,t

@p,rt Pp,rt IndPro Pp,rt Pp,rt GDP 7r
_(Al + )‘IndPro ’ Aar,t,J ) . sech? <)‘2 + )‘GDP 'Aar,t,J B xpn%) <0

¢p,r,t ¢p,r,t
)‘3 )‘3

(Z)P”",t ¢P,T7t IndPro
A +>‘1ndPro'A“r,t,J

since > 0. Furthermore,

Pp,7t
)\3PT
HpecO )\d’p,r,t + )\¢pmt . AqGDPP _ o
p,7t ( T ) o )\¢>p,r,t . tanh 2 GDP rt,J 1t >0
IndPro \*’p,75t/ — “‘IndPro bprt =
8Aar,t,J )\3;; "

. Op,rt Op,rit Pp,rit IndPro : :
since Aprip,, = 0 and A + AfpdPro Aant’ 7% > 0. Likewise,

a eCO
1yt (a:jT ) _
GDP \"'p,mit)
aAantJ
Pp,rt Op,rit Pp,rit IndPro p,rit Pp,rt GDP T
Acpp (A" + Afpapre - A, ) o [ A"+ AGhp Ay — gy
¢p'rt 'SeCh ¢prt ZO
)\3 )\3
: @p,rt
since A\¢pp > 0.

In the following, we refer to model (6.15) as tanh-demand model eco.

Example 6.2. Figure 6.3 illustrates tanh-demand model eco (6.15). In this example,
AP =200, AgPTT = 300, ASPT = 50, AP = 190, AP - AaldPro = 40, and
A - AaSPY = 50.

6.2.3 Modeling Dependencies on Prices of Other Products

The following section comprises the integration of the demand’s dependency on substi-
tutes (section 6.2.3.1) and complements (section 6.2.3.2). In doing so, we restrict our
modeling approach to the case of two products, i.e., |P| = 2, and exclude the economic
influence. Whereas the extension to the case of n products is straightforward for com-
plements (cf. section 3.6), modeling demand in case of n substitutes requires further
examination of the respective dependencies. However, this is beyond the scope of the
thesis.

6.2.3.1 Substitutes

In this section, we transfer the general modeling approach for two substitutable prod-
ucts proposed in section 3.5 to the explicit tanh-demand model. Under the assumption
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Figure 6.3: Illustration of tanh-demand model eco that reflects the nonlinear relationship

between demand and price and, in contrast to tanh-demand model, includes influences of
economic factors

that the sum of all abrupt changes can be covered by modeling gradual substitution, we
integrate appropriate splitting functions such that the characteristics of demand 3.8 are
satisfied. Note that from now on, we restrict our modeling to positive prices. The follow-
ing proposition comprises appropriate splitting functions in the case of two substitutable
products.

Proposition 6.1. Let P = {p;, p3—;} be a set of substitutable products with prices Tp, ot >
0, i =1,2. A rational function of the form

k
m ™
n T,
pi,T,t
Tpirt | _ k=l Psa
Pp; - . n ’
T Tyt
por e 1
p37i,r,t

where i = 1,2, n € N, and m = 0.5 - n|, satisfies the assumptions 3.11.

(6.16)

™
P3—i,yt

P37t

Proof: Obviously, 0 < p, <xipi,r,t > <1, i =1,2. Likewise,

k
2 n $; 7t
- -1 1+ > <k = -
P3—i7"'7t _ k=1 P3—i" _ xpiﬂﬁt
Pps—; = Pp; :

s e n ™
T x
P47t
P3—iTt
Moreover, given m = (0.5 - n|

Lpi,rt P3—i,Tst
s v
Lt + LTps_irit
ppi xﬂ' pp37i xﬂ'
P3—isTyt pi,Tyt
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k k
1 + Z Pz Tt 1 + Z Pd §5Tst
p3 i Tt pl rt
- n + n
e
3—isT 0T
k n n—k
Ui n ‘Tgi,'r',t x;i,r',t U n x;in',t
1+ kgl <k> (xz’rB—i”“’t> i <I§3—i*”> i kgl (k) (ngf—”’t

k
(1) (e
k=0 k: Igg_“r’t
= n = 1.
Z‘; r,t
P3—q:7t
1 ™ . ™
As a consequence, if zj ., =z, .4,

ppz‘(l) = pps—i(D =1- ppi(l)'
Thus, pp, (1) = pp,_,(1) = %

Example 6.3. Inserting n = 3, equation (6.4) implies

Tl .
T ]- _I_ 3 ° ‘rrpz7 .t
x & N
pi,rt P3—i:m -
ppi = 3 1= ]-a 25
p;,T,t
(%) + 1
<:Ep3 it

vy
Lps_irit

and giwen n =5, we obtain

x;','r,t a:;; ot 2
Lpi it _ P3—i Tt D3 g7t —1.9
Pp; = = . i=1,2.
pi,T,t + 1
<xp3 it >

vy
Lps_,rit

(6.17)

(6.18)

We illustrate the shape of these splitting functions in figure 6.4 as well as the splitting
functions for n = 15 and n = 19. Note that for small n the fraction that is associated

with the more expensive product decreases slower than for large n.

Based on equation (3.26), which is established in the characteristics of demand 3.8, the
substitutable demand ¢®® .. i = 1,2, is composed of the demand that can be satisfied

Di Tyt
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4 5

Y
X X
pl,r,{ pzyryl

Figure 6.4: Illustration of the splitting functions (6.16) for n = 3, n = 5, n = 15, and
n = 19 that indicate the allocation of the substitutable demand for two products p; and
po dependent on their prices.

by all substitutes and a basic demand only associated with p;

‘,rﬂ'
b _ pi,T,t b
Z?,T’,t (xgi,r,ta ng,i,’l’,t) - ppi <xﬂ' — ) ' ¢'P,’r‘,t (w;ri,r,ta x;;,i,’f',t) + ¢pi,r,t (x;ri7r,t)? (619)

P3—i;ryt

where ¢ = 1,2. Assuming that the substitutable demand is independent of all other
products p; # p;, ¢ = 1,2, we can write the demand as function of p;, ¢« = 1,2. Since

the splitting function is not defined for . ., = 0, @ = 1,2, we restrict the domain of

sub . T ™ sub s s s sub
Di,T5t - (xpimt’xps—imt) = piyrvt(xmmt’xp3—z'77’7t)’ i=1,2,to Dlypimt’ where

D3 s i= ((Dapa\ 0,0) 1 (D, 0 x [0,00)) ). (6.20)

Note that DZ{,pi,r,t is established according to equation (6.4). Correspondingly, given

% 9
)\f?,r,t _ Xfp,r,t and )\4p,r,t _ Alpmt7 we define

¢73,'r,t b )\(bg,'r,t ,
a3y = AY7T - tanh (Aiv Tt> + AP AT tanh ol s APt i =1,2,
3 )\3p,r,
(6.21)
and obtain
b b

sub o— (07 d%%,r,t) if )\Z’P,r,t = )\‘f?,r,t and )\f}”ﬂ“,t — A(lz)p,r,t (6 22)
27pi77’,t . [0 ds’LLb ) Otherwise .

> 2,pi,rit .

Concerning the modeling of QSP,r,t(l‘gﬂ,t, :Ugg—wyt)’ the following assumptions hold.
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Assumptions 6.3. Modeling approach for the substitutable demand
So far, we have not specified the dependence of ¢p ¢ on the prices x ., and xp, . ... In
general, we assume that demand is high if at least one of these prices is low and decreases

if both prices increase. Therefore, we set

OP .t :
Xy "t —min(xl L xl )
¢P7T7t(x;i7r,t7$;37¢,r,t) )‘(fpmt - tanh ( FrE— )\f?,r,t’ (623)

¢'P,r,t
Az
where
Dl,’P,r,t =

¢ ¢ ¢P,T,t

- + + . T T P,r,t P,rt 4
(T, rt> Tps .rt) € Ry X Ry | min(zp, , ¢, a:p37i7r7t) <A + A5 - artanh N

1

Remark 6.2. This modeling approach for the substitutable demand (6.23) including the
min-function does not satisfy the assumption that the demand function is differentiable.
Therefore, to apply the demand function for substitutes in the optimization model in
section 6.3, we will approximate the min-function by the differentiable function

1
. T T _ = s s _ T m 2 ; —
fmm(xpiﬂ“vt’:np?)fimt) 9 <xpiﬂ”,t + Lps_,rit \/(xpmt + $p3—i77”,t) ) ) b 1,2.

Example 6.4. Let P = {p1,pa}, A7 = 200, AJ7™ = 300, A77™ = 200, A7 =
200, and ¢21,r,t = gbgzmt = 0. Concerning the splitting function, we select n = 5, i.e.,
equation (6.18).

Since we model the substitutable demand by means of the min-function (cf. figure 6.7),

the following case differentiation is necessary.

3 T Y
Obp s 0 . if Tpirt < Tps_irt
77‘7
— = ACPrt o [N _ (6.24)
oxT -2 .sech” | ————=2=2—| if a2l ., >l
P3—i,Tt )\ép,r,t )\¢P,r,t Di,1st P3—i,Tt
3 3
) . ) . o . .
Obviously, ¢p .+ is not differentiable at x ., = xp, . ... The resulting demand functions

ffff’r’t and gbfgf’r’t are illustrated in figures 6.5 and 6.6. These illustrations reveal that in
case xy .y > Ty, . the demand decreases if the prices exceed a certain level. Figure
6.8 show the respective price combinations for which the derivative with respect to the
substitute’s price is negative. The red area represents the price combination for which the
derivative is negative. Hence, for these prices, the demand decreases if the substitute’s

price rises.

This example reveals that, in general, our modeling approach does not provide

a¢subt Ipp, OPp s
5 me, _ T Di '¢P,r,t + pp; - 8”77“ >0, (6.25)
Tps_iyrit Lps_i,rt Tps_i,rt

which is a characteristic that identifies substitutes (cf. the characteristics of demand 3.9).
To conclude, we summarize the results of our investigation in the following theorem.
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Figure 6.5: Illustration of the demand Figure 6.6: Illustration of the demand

model ¢5¥4 . (6.19) with parameters given model ¢524 . (6.19) with parameters given
in example 6.4 in example 6.4
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Figure 6.7: Illustration of the model for

. . Figure 6.8: Illustration of the conversion
substltutable‘ demand OPri (6.23) with of the derivative (6.24) with parameters
parameters given in example 6.4 . .

given in example 6.4

Theorem 6.3. Demand model for substitutable products

Let P = {pi,p3—i} be a set of substitutes. Then, the demand function
sub . Dsub N Dgub

iyt T 1lpirit WPi,TE
TD s
sub o T _ Di,T, . T T b u
pivrat(xpimt’ xPS—iﬂ"yt) = Pp; T ¢Pvrvt(xpi77‘,t’ $p37i77"7t> + ¢Pi77’7t(xpi»7’7t) (6'26)
P3—i,Tt
. . . ‘ L o ‘
satisfies the assumptions 6.1 excluding differentiability at x, ., = xp. . if ¢prt and

¢Zi»7'7t fulfill the assumptions given by theorem 6.1 (excluding differentiability of ¢pr+ at
lﬁ‘ﬂ’i - ng—iﬂ'at)'
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sub
P47t e
Proof: It remains to verify that T (a:p“m, x

™
psﬂ',r,t> <O0ifzp, ,, # x5, .4 Wehave

sub
it _ Opp, 6 T Opp,rt 8¢pmt
oz7 ., Oxy ., T TIR pr T Gar
Lpirit Di,Tyt Lpirit Lpsr, t
3 vis ™
given zy. ., # . .., Where
7 iy ™
b 0 if LTps_irit < Lpj,rit
Pp YoPrt (o 7r ® PPt
ity T ] = APt Ay T —aT
9™ Di,Tst? U P3—4,Ty N -sech2 pi,Tt if 7 > 7
pz,'r’ t )\ép,r,t >\¢73,r,t DP3—i,Tst Di,Tyt*
3 3
(6.27)
¢sub " ap
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From this it follows that pp;t (xgi,r,t/xgs_i,r,t> < 0 and 8¢7’ L (x;fimt, ng_i,r,t> <0.

pi p ,rt

6.2.3.2 Complements

Finally, this section contains the enhancement of the model for products that are comple-
mentary to each other. On the basis of the modeling approach in section 3.6, we consider
a set of two complements C = {p;,p3—;}. Since the demand of these products is in a
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specified ratio representing the requirements for reprocessing, we consider the common
demand of this mixture that is given by

>\¢C,r,t _ 22 qcom 77 .
bers (@™ . aT ) = A tanh | 2 k=Lt Tonnt ) | ybert(6.9g)
" pi,T, P3—isT, )\¢C,r,t
3

The corresponding domain is given by

- qu t ¢C r,t
Dicryt it A} <AT
Dicpy = T 6.29
" {Rg <R if A¢0” = Aot (6:29)
where
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Consequently, the demand for the single product p;, ¢ = 1,2 can be expressed by

;J?,Ii‘l,t(l';ri,r,t’ mgs_i,T,t) pZ,C t ch Tt( pZ C t mp,,rt + a’p3 iCt pg_i,r,t)? i= 1a 2a (631)
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o AgEmt é 8 é
{O,a;‘z’m ()\ ertg nh( 7 t> + A C”>] if )\40’” < Alc’”
com e
2,pi,rit T )\¢c rt b
(o, ason - <A¢C” tanh< 2 t) +A¢C“>] if AQCmt = Afent =12,

(6.32)

Theorem 6.4. Demand model for complementary products
Let C = {pi,ps—i} be a set of complementary products. Then, the demand function

com . com _ Dcom

pi,rt T T lpgrit 2,pi,rit?
com (T ™ _ ,com com | .7 com LT -
pz‘77“7t(xpi77’7t’ xpsfw"yt) = Gy, ct ¢67r7t(apiacvt Tyt T Opy 0t xp37i7r7t)’ i=1,2, (6'33)

with

¢C,T,t
max_quant __ _com oc,rt 2 bc,rt .
Qp. i =ap’¢ - (A" - tanh ( — |t ), i=1,2,

satisfies the assumptions 6.1 if ¢cri: Dicrr — Doyt defined by model (6.28) and
fulfills the assumptions required in theorem 6.1.
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Optimization Problem

Proof: The accordance of equation (6.33) with the characteristics of demand 6.1 imme-

diately results from its construction. Besides, the characteristics of demand 3.11 are
satisfied because

comt
Pi,Ty ™ T _
O™ ( pimt’xpg—w,t) -
P3—i,Tt
__,com . ,com | de,r,t ‘z’Cmt_ com | .7 __ ,com LT
ps_;ct " OpCit Ay . sech? A piCot "~ Tpirt — Cps_i it Tps_irit <0
)\d’c,r,t >\¢C,r,t -
3 3

com

. [
and in the same manner % <0.
xpimt

Example 6.5. Let C = {p,pa}, A{"" =200, AJ°"" = 300, AJ°™" = 50, A{°™" = 190,

b _ b _ ; com __ com __ ;
and ¢y, vy = Ppyrr = 0. Then, given a2, =1 and ap)'e, = 2 the demand functions

ot and ¢po . are dllustrated in figures 6.9 and 6.10.
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Figure 6.9: Illustration of ¢, (see Figure 6.10: Ilustration of ¢y, (see
model (6.33)) with parameters given in model (6.33)) with parameters given in

example 6.5 example 6.5

6.3 Including the Demand Models in the Supply-Demand
Trade Network Optimization Problem

In this section, we apply the tanh-demand model (6.6), the tanh-demand model eco (6.15),
the tanh-demand model for substitutes (6.26), and the tanh-demand model for comple-
ments (6.33) in the supply-demand trade network optimization model. Therefore, we
first present the subsystem of the petrochemical network that we will use for the sim-
ulations of prices and sales quantities. For this network, we propose several demand
scenarios for products with external demand and analyze the results of the respective
profit maximization.
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Number

Scale
I 20 a”T 102 — 10°
|Pe:pt| 15 a(;fr7 t 102 — 103
|Pm7,d‘ 0 ]}ewy"‘» 0
|Pout | Dspp.t 2 103
® 1 Gowrt | 157 g
5] 18 wogs |0

a

|C‘ 1 AaflfélPro 101
T 1 rit,1

Table 6.2: Parameter scales of the
petrochemical subnetwork under con-
sideration

Table 6.1: Components of the petro-
chemical subnetwork under considera-
tion

6.3.1 Description of the Subnetwork

We select a subnetwork of the petrochemical industry in cooperation with experts and
add further estimates whenever historical data is not available. Applying the algorithm
developed by Kramer [Kral3| to obtain a consistent network, the subnetwork includes the
components summarized in table 6.1. For confidentiality reasons we do not provide the
real notation and denote the respective components of the sets as follows: T = {t5™},
R ={A}, and P,,; = {1,2,3,4,5}. Likewise, we only give the scales of the data available
for the network simulation.

The product network is shown in figure 6.11. Note that the reduction to one region causes
some inconsistencies. In case the maximum capacity for producing a certain product is
lower than historical sales quantities, we add an additional process with fixed costs and
without inputs representing the purchase of the product from another region. To be more
precise, the corresponding fixed costs are equal to a rough estimation of the production
costs in another region plus the transportation costs to region A. Obviously, there is no
further information about demand available. Therefore, we create some demand scenarios
in the subsequent section.”

6.3.2 Simulation of Sales Quantities and Prices using Different Demand
Scenarios

To integrate our demand model in the supply-demand trade network optimization prob-
lem, we propose different demand scenarios

e Scenario basic: all products p € P, are required independently from each other,
but have the same demand parameters Xfp’” = 1000, Ag)p””’t = 3500, )\g”’” = 1500,
and A7 = 250 for all p € Py

"Motivated by the objective to investigate price formation of the past and forecast prices and sales
quantities, we consider methods for identifying parameters of the demand function based on the data
given in chapter 7.
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\\m : F

L JEE [ ]] JEN) | [2]

Figure 6.11: Ilustration of the product network in the subsystem: the grey boxes depict
product with fixed prices, the numbered boxes present products with external demand.
The colored connections reflect their production processes, where inputs are above and
outputs below.

e Scenario eco: all products p € P,,; are required independently from each other,
but have the same demand parameters )\(fp’r’t = 1000, )\gbp’r’t = 3500, )\g"‘r‘t = 1500,
and AP = 250, AZS = 0.1, and A{?5t =10 for all p € Pyyy. The change of
the economic situation was calculated using J = 1: Aaﬁftﬁl, ¢ € {GDP, IndPr}.

e Scenario sub 1: let P = Py, = {p1,p2}, where A{™"* = 1000, W’” = 3500,
b
APt = 1500, APt = 250, Additionally, ALP Tt = 500, AL Pt = 3500,

b
)\(bp“b” 1500, and )\f““b’r’t = 250 for all pgup € Psyp. That means, starting
from scenario basic, half of the demand of products p; and ps is supposed to
be substitutable. For the splitting function, we select n = 19. The remaining
products pout € Pout \ Psup are required independently from each other. They have

the same demand parameters )\(fp"“”’t = 1000, )\g”"“t’r’t = 3500, )\gp”“t’r’t = 1500,
and )\fp out ™ = 250 for all pout € Pout \ Psup-

e Scenario sub 2: let P = Py, = {p1,p2}, where )\(fp’r’t = 2000, )\;)p’r’t = 3500,
)\gp’” = 1500, and /\fp’” = 250. As above, we select n = 19 for the splitting,
but, this time, ¢Zsub,r,t($;,r,t) = 0 for all pgup € Psyup. Likewise, the remaining
products pout € Pout \ Psyp are required independently from each other, but have
the same demand parameters )\f”"“”’t = 1000, )\S”O“t’” = 3500, )\gp"“t’m = 1500,

and AJPeu ™t = 250 for all pour € Pout \ Prub-

e Scenario com 1: let C = P, = {p1,p2} with aconfjwmt =1, 7= 1,2. Re-

garding the demand for these complements, we set )\lp com: ™t — 1000, )\SP com Tt —
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Scenario | Product 1 | Product 2 | Product 3 | Product 4 | Product 5 | Total Profit
Basic 2648.10 2645.86 2635.87 2788.69 2633.37 8.96 - 10°
Eco 2700.56 2698.48 2688.49 2838.02 2686.16 8.32 - 10°
Sub 1 2524.70 2910.31 2639.25 2788.69 2633.37 9.33-106
Sub 2 2633.97 3807.44 2639.25 2788.69 2633.37 9.33-106
Com 1 2504.01 3046.44 2639.25 2788.69 2633.37 9.95-106
Com 2 2844.59 2925.77 2641.14 2788.69 2645.68 1.24 - 107

Table 6.3: Simulation results of prices and profit for each demand scenarios given the
subnetwork described in section 6.3.1

Zpiepcom A Bt 3000 = 7000, )\éfpc"m’” = 1500, and /\fpc"m’” = 250.% The re-
maining products poyt € Pout \ Peom are required independently from each other, but
have the same demand parameters )\f”"“t’” = 1000, /\;bp"“t’r’t = 3500, )\fp"“t’r’t =
1500, and AZP™* = 250 for all pous € Pout \ Peom.

e Scenario com 2: let C = Py, = {p1,p2} with agp =1 and A ot = 2
Similarly to scenario com 1 above, we select /\fp com: ™t = 1000, /\gpc"m’” =

Zpiepmm a;)(i)ympcom,t - 3500 = 10500, )\gpc"m”’t = 1500, and )\ffpcom’” = 250. The re-
maining products poyt € Pout \ Peom are required independently from each other, but

have the same demand parameters )\f”"“t’” = 1000, )\g)p‘””’r’t = 3500, )\gp‘)“t’r’t =
1500, and A{7u " = 250 for all pour € Pout \ Preom.

The optimization model was implemented in AMPL and solved using Ipopt-3.8.3 for each
demand scenario. As initial values for the price variables, we select the prices from the
previous year. Since the demand model for substitutes (6.26) is not differentiable at the

whole domain Di“;f; -1, We approximate the min-function with

1
. T ™ _ ™ ™ o ™ ™ 2 ] —
fmm(xmmt’ wp&z‘ﬂ”,t) ) <wpm”,t + LTps_,rit \/(wpiﬂ”,t + a:.p?)f’ivrvt) ) =12

Having established the scenarios we obtain the corresponding price and sales quantity
simulations by solving the optimization problem (4.3) defined in section 4.2 for the sub-
network presented above. The results are shown in tables 6.3 and 6.4. FExemplarily,
figures 6.12 to 6.19 illustrate the corresponding demand functions or the substitutable
demand function, respectively, of products 1 and 2, together with the optimal solutions.
All in all, the simulation results are satisfactory. In particular, we observe the following
behavior.

e The demand functions in scenario basic and scenario eco are identical for all
products p € P,y,:. The differences of the optimal solutions are due to the produc-

8Basically, we assumed that almost all parameters are equal to scenario basic except )\s Peom:mt g5

com . )\¢Pi,7\t
vt 2 :

Ap;\Peom

variable for the maximum price, which is set equal to > _p
i€ Peom
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Scenario | Product 1 | Product 2 | Product 3 | Product 4 | Product 5
Basic 763.839 764.936 769.814 691.593 771.030
Eco 795.946 796.972 801.89 724.701 803.034
Sub 1 923.008 621.729 768.168 691.593 771.030
Sub 2 1219.980 321.492 768.168 691.593 771.030
Com 1 997.104 997.104 768.168 691.593 771.030
Com 2 1084.440 2168.880 767.248 691.593 765.027

Table 6.4: Simulation results of sales quantities for each demand scenarios given the
subnetwork described in section 6.3.1
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Figure 6.12: Demand ¢, ,; for product
1 of scenario basic and scenario eco:
change of optimal solution due to a change
in the economic situation

Figure 6.13: Demand ¢, ,: for product
2 of scenario basic and scenario eco:
change of optimal solution due to a change
in the economic situation

tion processes. The results for products 1 and 2 are illustrated in the figures 6.12
and 6.13.

e Comparing the simulation results of scenario basic and scenario eco, the effects
of a positive change in the economic situation is conspicuous. According to our
model, the demand curve in scenario eco is shifted to the right compared to the
respective demand function in scenario basic. This results in a higher price for
slightly lower sales quantities.

e The model works well if the substitutable products are required independently from
each other as proposed in scenario sub 1. Compared to the results of scenario
basic, one of the substitutes becomes cheaper, whereas the other one becomes
more expensive. This is plausible with regard to the substitutable demand that is
driven and satisfied by the cheaper product. Consequently, the cheaper product
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compensates the effect of increasing the price of the other product. As a result, the
optimization results in higher profit compared to the profit of scenario basic.

e Scenario sub 2 represents the case, in which the basis demand ‘bgsub,r,t is zero
for all psyp € Psyp. The demand model does not include a maximum price for the
more expensive product, because the substitutable demand only limits the price
of the cheaper product. Consequently, our optimization model indicates that the
monopolist is tempted to drive up the price. The results reveal that this aspect
has to be further analyzed in future research. Moreover, varying the initial values
provokes a different local solution with a slightly lower or higher objective function
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value. Clearly, the nonconvexity of the optimization problem comes from the fact
the substitutable demand function is not concave (cf. figure 6.14 and 6.15).

e Likewise, the results of scenario com 1 and scenario com 2 are reasonable.
However, the choice of the parameters induces that the demand is considerably
high at high prices. This leads to higher sales quantities in the case of complements
and also to a very high profit. Consequently, more data analysis is necessary to

determine the demand parameters for complements. Especially, values for A?PC””’”

influence the shape of the demand function if )\(fp com: ™t and )\gp com ™t are fixed. It
is, however, plausible that it is optimal for the producer to produce more of the
products he sells in a “basket”. For that reason, the prices of products 3 and 5 are

increased so that higher quantities of complementary products 1 and 2 are produced
and sold.

To conclude, our approach to modeling demand induces reasonable results. Thus, our
demand model is applicable to the supply-demand trade network optimization model.
Moreover, Kramer |Kral3| used the tanh-demand model eco in order to simulte prices
and sales quantities in a three-region network over multiple time periods and obtained
valuable results. However, it becomes obvious that more information about the products
is necessary to create realistic scenarios for the multi-commodity demand models. More-
over, the identification of the model parameters is essential. Therefore, the subsequent

chapter investigates methods for identifying the demand parameters of ¢;7 (], +)-
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6.4 Conclusion

In this section, we develop a quantitative demand model that is applicable in our opti-
mization model and satisfies the characteristics summarized in the assumptions 6.1 to
the greatest possible extent. To be more precise, we establish demand models including
changes in the economic situation or considering the aspects of complementary prod-
ucts such that the model functions satisfy the demand characteristics summarized in
assumptions 6.1. Including price-dependent substitutes is more complex than the other
modeling approaches. Indeed, our approach to modeling demand of substitutes does not
satisfy the requirement of being differentiable at the whole domain. Nevertheless, we are
able to approximate the substitutable demand function by a differentiable function and
insert this approximation in the network optimization model which leads to reasonable
results in section 6.3.

Hence, our tanh-demand model offers a reasonable tool to simulate prices and sales quan-
tities by providing the following advantages:

e The model function is bounded, nonlinear, continuous, and decreasing.

e The model function is differentiable with respect to the price almost everywhere.
If this is not the case, an approximation for the demand function is offered to solve
the optimization problem with algorithms based on derivatives.

e The model offers a saturation quantity.

e Including the demand model in the supply-demand trade network optimization
model results in reasonable price and sales quantities simulations.

e The model function includes few parameters.

Nevertheless, to make statements about real price formation and provide price forecasts,
it is necessary to estimate the parameters of the demand model. A prerequisite is,
however, that sufficient information to estimate parameters is available. The subsequent
chapter proposes two methods to identify the parameters that are tailored to the available
data.
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7 Methods to Identify the Demand
Parameters of Petrochemical Products

Having established explicit demand models in chapter 6, our next step comprises the
development of methods for identifying parameters. The objective of this identification
process is not only to estimate the historical demand function given historical data, but
also to provide a forecast of the future demand that is applicable in our supply-demand
trade network optimization model presented in section 4.2 to simulate price and sales
quantity forecasts in the petrochemical industry. In this chapter, our studies focus on
identifying the parameters of the tanh-demand model eco

ot (Tprt) =

Op,rit Pp,rt GDP _ .7
()\(fp,'r,t _|_ A?pc,ﬁ;)t . Aalr;d;ro) . tanh <>\2 + )\GDP Aa/ryt,z]
ndPro Tt

Tp,rt bp.r
N +A (7
3

where |P| = 1. In section 7.1, to begin with, we discuss the emerging difficulties of
identifying the parameters

d)p,r,to d)p,r,to d)p,r,to d)p,r,to d)p,r,to d)p,'r,to
A s Ag ;A3 s Ay s Agpp > and Apap

for a fixed time tg by means of data consisting of yearly prices, yearly sales quantities, and
yearly economic indices. Obviously, the fact that the assumed nonlinear structure is not
evident from available data poses a big challenge. Therefore, we propose two methods
for parameter identification that we tailor to the available data set.

In section 7.2, we approximate the demand function by determining a range of possible
parameter values on the basis of several data statistics (i.e., we make several a-priori
assumptions) and recalculate the optimal price formation of preceding years for these
parameter values by use of the supply-demand trade network optimization model (4.3)
presented in section 4.2. Then, we calculate the average deviation of the resulting price
and sales quantity simulations from the historical data for each parameter fit. Finally,
we accept those parameter values that minimize the differences of the simulations to the
historical values as the most appropriate parameters for time ¢g.

Alternatively, in section 7.3, we propose an optimization problem with constraints that
reflect assumptions on the shape of the demand function. Applying the generalized
Gauss-Newton method for constrained weighted least-squares problems, we estimate the
demand parameters for each product separately.

To conclude, in section 7.4, we integrate the respective demand functions obtained by
both approaches for each product in the supply-demand trade network optimization
problem (4.3) and compare the resulting price and sales quantity simulations with each
other.
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7.1 Difficulties of Realizing a Parameter Identification

We have already discussed the shortcomings of yearly data with regard to establishing
explicit demand models in section 6.1. Likewise, identifying parameters of the demand
model (7.1) gets also complicated by means of the available historical data as the following
parameter identification-related issues reveal (using again the example of data shown in
the figure 6.1).

1. The effect of prices on demand does not clearly arise from the given data. In
other words, the demand-price relation is not distinguishable from other influencing
factors.

2. There is no information available about consumption in high and low price ranges.

As a result, we draw the following conclusions for the identification process.

1. Two, possibly consecutive, price and sales quantity tuples at two different times re-
sult from different states of the economic and consumer-related influencing factors.

2. To estimate the parameters for a given fixed time we cannot rely on a high number
of years in which the market situation is similar. Hence, we reduce the estimation
input to price-sales combinations of years in which the market situation is compa-
rable and additionally weight the data with a time-dependent factor if necessary.

3. Further information is essential for a reasonable approximation of the consumer’s
behavior in the unobserved price ranges.

Subsequently, we show how to tackle the problem in two different ways. Therefore, our
research is restricted to the tanh-demand model eco, because

1. the available database does not provide information that indicates which products
in the petrochemical network are substitutes or complements,! and,

2. as stated above, influences of prices and other influencing factors are not easily
distinguishable. In other words, there is no consumption data available that is
adjusted to changes in the economic situation,

Both of the following techniques require additional assumptions to provide an efficient
parameter identification. Concering the data needed, the first technique is rather circum-
stantial and elaborate, because it includes numerous simulations of the whole market,
whereas the second approach is more general and is only based on price and consumption
data of the regarded petrochemical product as well as on economic factors.

K6k and Fisher [KF07] also note that information about substitution of products, i.e., how much is
required because of the substitution effect, usually is not available.
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7.2 Simulation-based Approach to Approximate the
Demand Parameters

. . . . . Pp,rt bp,r,t
This section comprises our concept to approximate the basic parameters A\;”"", ... A7

and subsequently )\é’]’)}fo and )\fr’l’ be based on historical market information. As stated

in section 6.2, we assume that /\fp’” >0, 1=1,2,4, A?”’T’t > 0 and )\zw’to >0, k€

{GDP, IndPro}. Under the assumption that the upper bound of consumer’s maximum
UB_max_quant max_ price

. ] . . .
quantity, o, . , and the consumer’s maximum price, a;,, , can be mod-
eled as a function of past consumption, aj -, 7 € Ty,, and price data, aprrs T € Tiy,
respectively, we have
UB_max_quant _  mgq q
Qpr o =0prto” f((ap,r,‘r)TETto )7 (72)
max_price __ _mp T
Qp rito =CQprty” f((ap,r,T)TGTto )7 (73)

where T}, includes all years whose data is assumed to influence the consumer’s charac-

teristics at tg. In doing so, we restrict our approximation to the case /\fp o< )\fp 0,
Basically, we propose formulas for the upper bound of the maximum consumption and
the maximum price using historical data without taking into account the influences of
economic factors so far. Having determined the basic demand parameters, we estimate
the shift caused by changes in the economic situation using the method of least squares.

In short, our way of proceeding is as follows. For different factors oy}, and ayy,
0 b
max__quant

prto as well as

1. we propose modeling approaches for the upper bound of «
max_ price

Qprito
UB max quant Pp,rt Op,rit
ap,r,t_o n = O‘Z}:{to ’ f((ag,r,T)TETtO) = )\1:0 oo + )\4? oo (74)
. ¢ d) ¢p,r,t0
max_price __ _mp _ Jryt iyt 4
Oép,ﬁto - ap,T’,tO : f((a;7T7T)TETt0) - >\2p oo + >\3p o artanh )\¢p,r,t0
1
(7.5)

and relate them with the basic demand parameters still excluding the influence of
economic factors,

2. we determine )\(fp o /\fp ™0 by assuming that the data of the previous year
to — 1 satisfies the demand function and the relations above,

3. we integrate economic factors and estimate A(épb}’fo and Aifa}?o using the method
of least-squares described in section 5.3,

4. we simulate historical prices and sales quantities using the supply-demand trade
network optimization model proposed in section 4.2 including the demand function,
and

5. we compute the error, i.e., the deviation of the simulations from the historical data.
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By computing error statistics, we determine the best parameter fit to be equal to those
values that minimize the average deviation of simulations from the historical values. In
the following, we explain our assumptions concerning the parameter identification and
explicate our approach to determine the most appropriate parameter fit. Afterwards, we
test this method using an exemplary subsystem of the petrochemical network.

7.2.1 Heuristic Principle to Approximate Parameters

We start with determining the parameters )\(fp AU )\ffp ™0 by expressing the upper
bound of consumer’s maximum quantity and the consumer’s maximum price by a function
of past consumption and price data, respectively. In doing so, we propose the following
principle:

Assumptions 7.1. Principle to determine parameters of the tanh-demand model A
In section 6.2, we have established for the tanh-demand model A that

Dp,rto UB_max_quant Dp,rto max_ price
)\1 - “'p,rto ’ )\2 — Yp.rito . (76)

That means, /\gp ™0 displays the mazimum price that the consumer is willing to pay at
time ty and )\f”‘r’to displays the upper bound of the maximum capacity of the consumer
at time ty. On the basis of these definitions, we compute )\gw’to in the following way: as
long as no adaption to the economic changes has occurred yet we assume that the tuple of

. m q . . .
the previous year (ag, ;. _1,a, ., 1) satisfies the demand function for the current time
tog, t.e.,

bp,rit
A O —al
q =\t .tanh< 2 P 1) : (7.7)

a
p?r’to Ad)p?T’tO
3

Thus, /\gp”“’tO can be written in terms of the parameters )\(fp’T’tO, /\g)p’r’to, and data given
from the previous year:

™

p,rito—1
= . (7.8)
artanh | 20—
A P70
1

Note that )\gp’r‘to exists and is positive if )\gp’r’to — omax_price

= Qprto
UB_max_ quant q . - q
Ao >y 01 which holds for ap rto—1 € D1y and Uprto—1 € Dyt

)\gpmto —a

¢p,r,t0 _
As =

Gp,rt
> ap -1 and A7 >

Concerning the general model (6.6), the following assumption holds.

Assumptions 7.2. Principle to determine parameters of the tanh-demand model
On the basis of the relations established in section 6.2 and assumptions 7.1, we set

Op.rto _ shift UB_max_quant Op,rtg shift UB_max_ quant
)‘1 = " Sporito ) )‘4 = (1 -« ) "ty (79)
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where 0.5 < oM < 1. By doing this, the upper bound for the mazimum consumption is
identical in both models and we make sure that ¢ .1, (o pnce) = 0. Moreover,

Qprito
o o o i
A prito A Pt | o rtanh )\%MO = a;’?i’;aprlce. (7.10)

Assuming that the tuple of the previous year (a satisfies the demand

function, we obtain

s q
p,ryito—1> apﬂ‘,tO*l)

d) )\¢p 'rtO _ aﬂ- 1 ¢
Ay rpy—1 = A1 - tanh ( : )\‘bpyr,tiﬂ‘,to_ ) A (7.11)
3

By analogy with equation (7.8), substituting equation (7.10) into (7.11), )\gp’r’to is given
by
max_ price T

(6 —Q
" ) 7t ) 7t —1
)\‘bpmto — p,7,t0 b,7,t0 (712)

Pp,r,t q Sprtg \
A\opmito a Ay
artanh | =5 + artanh %
A p,r,to )\1p T tO

1

max_ price

Note that )\gp’r’to exists and is positive if oy, .4

Ao 5

(z)prto
> ap o1 and Ay >al 1~

So far, in case there is no information about the consumer’s characteristics available, we

UB 5 i . ) )
—rnax_quan d a'*3=P on the basis of historical data.

Assumptions 7.3. General modeling of consumer’s characteristics

. UB_max_ quant max__ price
We consider ;. 3 -4 day,, to—p and assume that these consumer’s character-
b b

istics are proportional to specific statistics of the historical data (e.g., weighted mean or
mazimum). Furthermore, let Ty, be a set of prem'ous times whose data is supposed to
influence the situation at present time tg, let a1, > 1 be the mazimum quantity factor,

T to
and let aprto > 1 be the mazimum price factor. Consequently,
UB_max_ quant _
Yp,r.to p,rto § : Wr ap,?"ﬂ (7.13)
TETY,
UB_ max quant mq q
or  Qprto Qp rto max(ap,r,T)TETto (714)

are possible formulas, where examples for the weighting function w, are given in example
3.2. Similarly,

max_price o
Xp,rto Uprto § : Wr - A (7.15)
T€TY,
max_ price __ _mp T
or o = Qprgy " MAX(ap ) ety - (7.16)

In the following, we refer to equations (7.13) and (7.15) as modeling mult_y (multiple
years). Using equation (7.14) and (7.16) is denoted by maz_y (maximum year).
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Eé?mple 7.1. Given Ty, = {to — 1} we obtain /\(fp”“’t0 = Qppty " U rpo—1 a0 )\;)p’T’tO =

Uprto " U rig—1 USING mult_y. For tanh-demand model A, equation (7.8) simplifies to

mp s
)\¢>pm,to _ (O‘pmto B 1) “prto—1

3 =
artanh %
O‘Pmto

So far, using historical data, we obtain an approximation of the demand function, which
rather corresponds to the demand-price relation of the previous year. The next step com-
prises the estimation of A?fi’;;o and )\ﬁi’gfo using the least squares approach to adjust
the demand function to the economic situation at tg.

In comparison to T3,, which includes all years that are assumed to influence the con-
sumer’s characteristics at tg, let Ty be the set of preceding years to be included in the
parameter identification process for time ty. To get a reasonable estimation, Ty contains
all years in which the market situation is comparable to that of tyg. Hence, the following

simplification gets useful.

Assumptions 7.4. Change in the economic situation for Ty

/\éﬁ‘)rg and /\ﬁfé’i’;m are constant for all t € Ty U tg.

Under this assumption we can omit the time index for these two parameters in the re-
maining section. As stated above, we determine the parameters Af”’r’t, )\gp’m, )\gp”’t, and
)\f” ™ for all t € Ty under the assumption that they are not influenced by the change in
the economic situation, i.e., using the principles explained in assumptions 7.1 and 7.2.
Then, to add the change in the economic situation we estimate )\é‘gp and A?ﬁé}ro using
the method of least squares (described in section 5.3).

Consequently, given )\(fp o )\g” s )\gp ot /\fp "t € Ty, our parameter identification prob-

lem is
: T 2
o, o DD D (ag = Ri(ap ) (7.17a)
AGZBP ’AlrfciPro reRpeP teTly
subject to
dp,r
0 < Acbps (7.17Db)
0 <AL . (7.17¢)

This is a constrained least-squares problem that can be solved using the generalized
Gauss-Newton method. We illustrate the formation of the basic demand function as
well as the shifted demand function that reflects the influence of the economic factors in
figure 7.1. Basically, the resulting upper bound for maximum consumption is equal to

UB_max_quant Pp,r IndPro . . . max_ price
Qi + Alndpro * @,y and the maximum price at ?o is equal to a;, . +

Aé’]‘}rp . astl?;. Note that all parameters Xfp ’T’to,)\gp o /\g)p ’T’to,)\f’) o /\(é%rp, and )\i’l’é}m
are determined subject to a specific o'}, and a7, .
To identify the most suitable factors for the current market situation, we propose several
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Figure 7.1: Illustration of the heuristic approach: approximation of the basic demand
parameters and shift due to economic factors

factors for ay}l, and a,', and solve the supply-demand trade network optimization

model developed in sectlon 4.2 to simulate corresponding prices and sales quantities for
each combination of a))'!, and ap Py In the following, these tuples are denoted by

p,T to
™ mq mp q mq mp
(xp,r,to (O‘pm,to ' Xprto ) ' Lp,r.to (O‘pmto » Xprto )> :

To compare the results and detect the most reliable simulation, we further compute
the deviations of the simulations from real data and construct quantitative indices that
indicate the fit with the minimum deviation on average. Therefore, we compare the fits
by means of three indices: the mean squared error? of prices MSEpyice and sales quantities
MSEQuantity

i mq mp —
MSEpyice (ap,r,to » X rto ) o

2
Z v (L Z _ Tt (@pirtgr Ypurto) (718)
|R‘ |Pout\ \ a? ’ ’
PEPout D,75t0
MSEQuantity(O‘Z?g,tw O‘Z}f«ito) =
2
Z Z i Z 1 _ xijvrvto (aggvt()’ a;?”'l’)yt()) (7 19)
q VS
|R‘ reR OUt| PE Pout |T‘ toeT apmto
as well as the average distance of the tuples (x7, (', op%y )2 (apty s a?, )

2Note that, in some textbooks, the mean squared error is defined as the standard deviation of the model
residuals (cf. Pilipovic [Pil07]).
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q : eco eco
and ( prt?a’prt) n Dl,p,r,t x D 2,p,rt

Z Zdlbt s Qo) , (7.20)

A_Dis(ay, prto’ Pﬂ“to |R|Z
pGPout t cT

reR |Pout‘

where

mp

dist(a)" O‘p,r,to) =

P T to’
q mq mp q 2 mq mp 2
\/(xpﬂ“ﬂfo (apmto’ Oépﬂ“ﬂﬁo) B apﬂ“,to) + (xzﬂ“7to (apmto’ apmto) B agmto) : (7'21)

In contrast, this error measure includes both simulation results simultaneously and en-
ables a straightforward comparison of the simulations.? Note that, in case we aim to
determine the structure of historical demand real data of t; is available. To forecast the
demand at time tg it is only possible to compare simulation of the previous times t € T
with real data.

In the following section, we test this approach using the subsystem of the petrochemical
industry already presented in section 6.3.1.

7.2.2 Application to the Petrochemical Market

We apply the approach proposed above to the subsystem presented in section 6.3.1. Thus,
the optimization model simulating the price formation of this subsystem comprises the
demand function of five different products p € P, = {1,2,3,4,5} and all products are
produced and sold in one region so that there is no trade included. As above, since
the network under consideration has not sufficient capacity for all product, we add an
additional process with fixed costs if necessary.

To solve the resulting supply-demand trade network optimization problem (cf. section
4.2), we make use of the interior point solver Ipopt-3.8.3 (see [WB06, W&09]) through
AMPL (see [FGKO02[). In all examples, we assume (o, ,a,ys ) to be identical for
all p € P,,+ and determine the demand parameters modeling the upper bound for the
maximum quantity and the maximum price by means of maz_y and the values

(™1, 0™ € {1.3,1.5,1.7,1.9} x {1.2,1.4,1.6,1.8},

where we omit the indices for simplicity in the remaining section. Establishing the de-
mand parameters for each combination (7.2.2), we obtain sixteen different demand models
so that there are sixteen scenarios for the price formation in the petrochemical network.
To distinguish, table 7.1 comprises the corresponding notation referring to each scenario
according to the combination that determines the demand function. Furthermore, it
remains to determine the default parameter settings for

3Using the distance of simulation and data tuple as error index is more suitable than comparing the
profit resulting from the simulations to the historical profit. In this way, we prefer the simulations
whose price and sales are both close to the original data. Analyzing, the profit is not appropriate,
because, for example, a high price and a small amount can also achieve profit close to the historical
one, although each single result is rather unrealistic.
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1.3 1.5 1.7 1.9
1213 12|15 12|17 1219 1.2
1413 14|15 1417 1.4[19 14
1613 16|15 1.6 |17 1.6 |19 16
1813 18|15 1.8 |17 18|19 18

Table 7.1: Notation of the scenarios with reference to the composition used to determine
the demand parameters

aShiftv T07 (Tt)tETm and T'.

to simulate prices and sales quantities of p € P, for each of the sixteen scenarios by
solving the supply-demand trade network optimization model. To compare the simulation
results, we calculate the error statistics (7.18), (7.19), and (7.20) to which we refer as
multi-product error statistics in the following. In addition, we also calculate the average
distance A Dis (error (7.20)) for each product separately by setting P = {p}, Vp € P,
in the formula. For this reason, the respective scenario that minimizes the average
distance of the simulations to the historical values can be determined for each single
product. Accordingly, we call these indices single-product error statistics. To better
detect the results of each error statistic, we mark the minimum values in the respective
tables with green color. Subsequently, we discuss two different applications. In section
7.2.2.1, we aim to approximate the demand function at time ™ based on all information
available at time ™. In section 7.2.2.2, our objective is to forecast the demand at time
5™ based on information up to time ™ — 1. Obviously, the different approaches differ
in T whereas prices and sales at t™ are known in the first approximation, we have to
determine the optimal factors by comparing the simulations for preceding times ¢t € T
for which we assume that the change in the economic situation is constant in the second
approach.

7.2.2.1 Approximation of Historical Demand

To summarize, we have P,; = {1,2,3,4,5}, R = {A}, To = {#"™ —7,...,t%"™ — 1}, and
T, ={t—4,...,t—1}forallt € TyUT, where T = {t™}. Concerning the change in the
economic situation, we set J = 1 (cf. section 3.3). Moreover, we assume that oMt = 1.
The resulting values of the multi-product error statistics defined above are outlined in
table 7.2. In general, these errors reveal that the price formation gets better results if
the assumed maximum price is rather small. More precisely, for each value of o fixed,
the MSEpyice, Pous rises if o™P rises. All in all, the MSEpyice, Pyt achieves its minimum
at combination 1.9_ 1.2, whereas MSEquantity, Pout is minimal for combination 1.3_1.6.
Since these results differ, it is preferable to consider the error statistic A _Dis, P,y that
combines both variables to get a unique decision guidance. Here, the best fit is achieved
for combination 1.9 1.6. For this combination, table 7.3 provides the corresponding
demand parameters. Regarding the demand parameters for the economic influence, we
also present the standard deviation (STD;) as well as values 6;, ¢ = {GDP, IndPro} so
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MSEpice MSEQuantity A_Dis
Scenario Pt Pt P
1.3 1.2 0.052 0.119 || 534.49
1.3 14 0.088 0.089 || 485.75
1.3 1.6 0.150 496.13
1.3 1.8 0.237 0.047 || 672.52
1.5 1.2 0.046 0.136 || 559.29
1.5 14 0.076 0.102 || 486.34
1.5 1.6 0.132 0.035 || 467.76
15 1.8 0.213 0.050 || 638.00
1.7 1.2 0.042 0.150 || 577.25
1.7 14 0.069 0.111 || 490.75
1.7 1.6 0.122 0.037 || 451.23
1.7 1.8 0.199 0.051 || 618.09
19 1.2 0.162 || 589.61
19 14 0.064 0.119 || 496.51
19 1.6 0.115 0.038
1.9 1.8 0.191 0.052 || 605.18

Table 7.2: Multi-product error statistics A _Dis of the prices and sales quantities simu-
lations given o Mft =1

that for the linearized confidence region G',(0.05) (cf. section 5.3.4.2 and [Boc87, Bau99,
Ko02])

G1(0.05) C
¢p,T,tSim ¢p7,,‘7tsim ¢p,r,t51m ¢p,r,t5im
[Agpp —fapp, Acpp  +0app] X [Ayipre — OmdPRos Aiipro T Oimdpro].  (7-22)

However, the overall result is not necessarily the best for each single product. Table
7.4 summarizes the error statistics A Dis, P = {p} for each single product p € P,
provided that the demand function for all products are determined with the same com-
bination.* In this regard, solely A Dis, P = {2} is minimal for combination 1.9 1.6,
whereas the resulting demand functions for the other products are quite different. The
corresponding demand parameters together with the respective notation for the scenario
combination are outlined in table 7.5. In comparison with the parameters minimizing
the multi-product average distance, only the result for product 5 totally differs.

In general, we might expect that errors are smaller if the demand function for each single

4Since the input quantities for the market under consideration are constrained, the optimal prices
and sales quantities can influence each other in case the input quantities are exhausted. Therefore,
considering the price formation for each product separately does not necessarily provide an absolute
decision guide.
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1 1483.90 | 3024.00 | 2040.90 - 0.14 1.12
STD; +0.0007 | +0.3815
0; +0.0016 | 4=0.9339
2 4288.30 | 2185.62 | 1500.68 - 0.09 433.78
STD; £0.0001 | £0.5171
0; +0.0003 | £1.2657
3 2601.10 | 1584.34 | 1015.54 - 0.00 558.46
STD; +0.0000 | £0.8163
0; +£0.0000 | £1.8467
4 1263.50 | 3216.00 | 2916.06 - 0.32 0.00
STD; +0.0006 | +0.0000
0; +0.0014 | £0.0000
5 1609.30 | 2592.00 | 1661.44 - 0.10 212.12
STD; +0.0004 | £0.5370
0; +£0.0010 | £1.3143

Table 7.3: Demand parameters of the scenario 1.9 1.6 that minimizes the multi-product
error A_Dis given oM = 1 as well as standard deviations (STD) and boundaries for

. ¢) im ) im
the 95%-confidence region of AJpn™ and Ap%

product is modeled separately. Therefore, we simulate prices and sales quantities based
on different factors ¢ and o' as indicated in table 7.5. Indeed, using these demand
parameters, the multi-product average distance A Dis = 318.201, P, is smaller com-
pared to the results of table 7.2. Moreover, the results for each single product coincide
with the minimum errors in table 7.4.° In other words, this simulation does not generate
even better results for each single product, but it improves the overall market simulation.
Note that A Dis represents the absolute distance. For this reason, the specific results
for each product cannot be compared with each other, i.e., the results do not reveal if
prices and sales quantities can be more effectively simulated for one product than for the
others.

Subsequently, we change our settings by assuming « = 0.6 and solve our supply-
demand trade network optimization problem with P, = {1,2,3,4,5}, R = {4}, T =
{5y To= {5 — 7, .. 5 1}, Ty ={t—4,...,t =1} forallt e ToUT, and J =1
for each scenario again. The multi-product errors are outlined in the table 7.6. The min-
imum MSEpyice, Poyu: is achieved at 1.9 1.2, whereas scenario 1.3 1.2 provides the best
results concerning MSEquantity, Pour and A_Dis, F,,;. For this reason, the correspond-
ing demand parameters of 1.3 1.2 (together with standard deviation and boundaries of
the 95%-confidence region) are outlined in table 7.7.

shift

5This indicates that the capacities are not exhausted, i.e., the optimal prices and sales quantities are
interior solutions.
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A Dis| A Dis| A Dis| A Dis| A Dis
Scenario | P={1} | P={2} | P={3} | P={4} | P = {5}

1.3 1.2 90.66 799.95 675.41 679.62 426.80
1.3 14 111.67 328.39 798.54 874.56
1.3 1.6 295.87 306.32 1077.76 407.54

1.3 1.8 490.42 512.07 493.00 | 1285.45 581.67
1.5 1.2 154.48 799.57 787.07 627.93 427.42
1.5 14 73.71 384.39 819.73 819.05 334.83
1.5 1.6 248.56 281.94 421.15 | 1020.09 367.08
1.5 1.8 438.36 489.72 503.10 | 1224.81 534.00
1.7 1.2 202.33 799.41 864.67 592.68 427.17
1.7 14 97.97 422.65 830.90 784.75 357.47
1.7 1.6 221.34 268.42 435.48 986.15 344.77
1.7 1.8 409.10 476.09 508.74 | 1190.02 506.52

19 1.2 239.73 799.34 916.03 426.40
19 14 450.21 837.97 761.55 377.24
19 1.6 203.62 443.66 963.89 331.16

19 1.8 390.32 467.00 512.19 | 1167.58 488.79

Table 7.4: Single-product error statistics A Dis of the prices and sales quantities simu-
lations given o Mift = 1

As above, we also compare the respective single-product average distance for each prod-
uct summarized in table 7.8. In accordance with the multi-product results, scenario
1.3 1.2 minimizes the single-product average distance A _Dis, P = {3}. Combination
1.3 1.4 is most suitable for product 1 and 1.9 1.2 achieves the best result for product 4.
The respective distance errors of product 2 and product 5 are minimal for combination
1.9 1.4. Table 7.9 shows the corresponding demand parameters for each product based

on the different results of the single-product average distance. Remarkably, the influ-

. . . . ¢ .¢Sim . ¢ p.¢sim
encing of the economic factors is given by AJpyp since A\ iy = 0 for all p € Ppy.

However, this estimation results does not occur in every scenario simulation. To con-
clude, we also simulate optimal prices and sales quantities on the basis of these demand
parameters. The resulting average distance A Dis = 271.611 is lower than the min-
imum multi-product average distance. Notably, the minimum single-product average
distances of this simulation are equal to those listed in table 7.8. Thus, allowing different
combinations for the products p € P, leads to a better market simulation.
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1(1.9 1.4)] 1483.90 | 2646.00 | 1394.79 - 0.13 0.00
STD; 40.0005 | +0.0000

0; 40.0010 | 0.0000

2 (1.9 1.6) | 4288.30 | 2185.62 | 1500.68 - 0.09 | 43378
STD; +0.0001 | +£0.5171

0; +0.0003 | £1.2657
3(1.3_1.6) | 1779.70 | 1584.34 | 583.37 - 0.00 | 333.22
STD; 4£0.0000 | +0.5229

0; 4£0.0000 | +1.1828

4(1.9 12) | 126350 | 2412.00 | 1541.79 - 0.35 0.00
STD; 4£0.0003 | +0.0000

0; 40.0006 | +0.0000
5(1.3_1.4) | 1101.10 | 2268.00 | 636.27 - 0.13 | 163.96
STD; +£0.0004 | £0.3907

0; 40.0009 | £0.9562

Table 7.5: Demand parameters of the respective scenario that minimizes the single-
product error A_Dis given oM = 1 as well as standard deviations (STD) and boundaries

for the 95%-confidence region of )\é’]’ﬁfim and )\if(’i’g:;m

Remark 7.1. Comparing the results with each other, the lower average distance is
achieved with oM = 0.6. Namely, combination 1.3 1.2 achieves as minimum average
distance A _Dis = 335.391, Py, whereas combination 1.9 1.6 with oshift — 1 regults
in A Dis = 440.492, P,,;. Likewise, simulating prices and sales quantities on the basis
of different factors a4 and o™ the average distance is lower for o™ = 0.6 than
for o*Mf = 1. Consequently, our results reveal that further simulations with different
factors ™ and o' as well as different shifting factors might be beneficial. Note that
considering the single-product average distance results, lower values are achieved for
products 1, 2, 4, and 5 with o = 0.6 and for product 3 with ot = 1. Figures
7.2 to 7.6 show the corresponding demand functions together with the auxiliary demand
function and historical data. Notably, the demand function imply considerably high
consumption for low prices, but if price increases demand strongly decreases.
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MSEpice MSEQuantity A_Dis
Scenario Pt Pt P
13 12 0.038
1.3 14 0.062 0.056 382.90
1.3 1.6 0.093 0.073 446.85
1.3 1.8 0.143 0.077 || 544.160
1.5 1.2 0.035 0.061 394.49
1.5 14 0.051 0.061 368.93
1.5 1.6 0.081 0.071 450.17
15 1.8 0.124 0.082 513.66
1.7 1.2 0.033 0.090 453.09
1.7 14 0.045 0.066 361.34
1.7 1.6 0.074 0.077 451.72
1.7 1.8 0.122 0.100 586.42
19 1.2 0.121 502.41
19 14 0.0410 0.070 356.63
19 1.6 0.070 0.079 442.33
19 1.8 0.117 0.103 581.14

Table 7.6: Multi-product error statistics A _Dis of the price and sales quantities simula-

tions given oMt = 0.6
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Figure 7.2: Demand function for product
1 at t5"™: result of the heuristic approach

7.2.2.2 Forecast of Future Demand
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Figure 7.3: Demand function for product
2 at t*'™: result of the heuristic approach

As above, we set Py = {1,2,3,4,5}, R = {A}, J =1, Ty = {5 — 7,... 5™ — 1},
and T = {t —4,...,t — 1} for all t € Ty U T, where, in contrast, T = {tSim — 1}
We simulate optimal prices and sales quantities by solving the supply-demand trade
network optimization problem for oM € {0.6,1}. Here, we do not specify all results of
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1 609.18 | 2036.46 287.73 406.12 0.16 0.00
STD; +0.0003 | £0.0000
0; +0.0008 | 4=0.0000
2 1760.46 | 1484.03 192.85 | 1173.64 0.15 0.00
STD; +0.0000 | £0.0000
0; +0.0001 | 4=0.0000
3 1067.82 | 1083.56 130.10 711.88 0.16 0.00
STD; +0.0002 | £0.0000
0; +0.0003 | 4=0.0000
4 518.70 | 1935.17 592.54 345.80 0.39 0.00
STD; +0.0003 | £0.0000
0; +0.0008 | 4=0.0000
5 660.66 | 1772.72 212.84 440.44 0.27 0.00
STD; +0.0004 | £0.0000
0; 40.0008 | 4=0.0000

Table 7.7: Demand parameters of the scenario 1.3 1.2 that minimizes the multi-product

error A_Dis given ohift
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Figure 7.4: Demand function for product
3 at 5™ result of the heuristic approach
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Figure 7.5: Demand function for product
4 at t5™: result of the heuristic approach

A Dis as above, but only give the result of comparing the minimum distances in table
7.10. Notably, the forecasted demand parameters for product 2 and 4 are identical to
the results in section 7.2.2.1. The corresponding demand parameters are indicated in
table 7.11 together with standard deviation and approximated boundaries for the 95%-

confidence region.

In the course of this section, we will test the predictive value of this approach and compare
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A Dis| A Dis| A Dis| A Dis| A Dis
Scenario | P={1} | P={2} | P={3} | P={4} | P = {5}
1.3 1.2 143.07 205.14 575.25 187.85
1.3 14 234.50 679.13 729.70 226.68
1.3 1.6 159.81 172.52 757.95 894.72 249.27
1.3 1.8 310.99 243.51 779.02 | 1065.71 321.56
1.5 1.2 233.55 354.93 635.83 046.58 201.56
1.5 14 79.86 195.66 733.48 669.74 165.93
1.5 1.6 103.43 358.06 725.92 829.79 233.68
1.5 1.8 261.27 243.38 804.55 | 1005.73 253.38
1.7 1.2 308.10 478.37 696.39 531.62 250.95
1.7 14 118.69 168.66 770.78 631.14 117.45

1.7 1.6 77.52 390.97 744.02 794.71 251.35
1.7 1.8 225.83 576.09 772.59 968.56 389.01
19 1.2 370.79 577.34 749.01 301.18
19 14 148.41 796.27 604.22

19 1.6 65.32 386.24 756.71 773.12 230.29

19 1.8 208.72 578.45 782.51 950.21 385.82

Table 7.8: Single-product error statistics A _Dis of the price and sales quantities simula-
tions given oMt = 0.6
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Figure 7.6: Demand function for product
5 at t5™: result of the heuristic approach

the simulation results for 5™ with forecasts provided by the parameter identification
problem presented in section 7.3.
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1(1.3_1.4) 609.18 | 2214.63 936.05 406.12 0.15 0.00
STD; 40.0005 | +£0.0000

0; +0.0012 | £0.0000

2 (1.9 1.4)| 2572.98 | 1458.60 963.94 | 1715.32 0.12 0.00
STD; 40.0001 | +0.0000

0; 40.0002 | £0.0000

3 (1.3 _1.2) | 1067.82 | 1083.56 130.10 711.88 0.16 0.00
STD; 40.0002 | +0.0000

0; 40.0003 | £0.0000

4 (1.9 1.2) 758.10 | 1699.29 885.67 505.40 0.36 0.00
STD; 40.0002 | +0.0000

0; £0.0005 | £0.0000
5(1.9_1.4) 965.58 | 1755.98 636.27 643.72 0.11 0.00
STD; 40.0003 | +0.0000

0; +0.0007 | £0.0000

Table 7.9: Demand parameters of the respective scenario that minimizes the single-
product error A Dis given oMt = 0.6 as well as standard deviations (STD) and bound-

. . d)p . tSim d)p . gSim
aries for the 95%-confidence region of Ay and A Pyp o

Minimum A_Dis | Py | P={1} | P={2} | P={3} | P={4} | P = {5}
Shift 0.6 0.6 0.6 0.6 0.6 1

Scenario 13 12] 15 14| 1.9 14| 15 12| 19 12| 1.3 14

Table 7.10: Overview of scenarios that minimize A Dis, P,,; and A Dis, P = {p} for
all p € P,y at time ™ — 1 in order to forecast demand at time ¢5™

7.2.3 Discussion

The structure of this method is rather elaborate and, in addition, the examples presented
above reveal that it is not geared to providing a parameter identification that is widely
accepted, since there are too many factors and additional assumptions that have to be
made prior to the identification process. In addition, we only search for optimal param-
eters over a discrete set of factors o', a7, and oMt Moreover, since this approach
includes the assumption that closeness of the simulations to the historical values is a
good indicator for the most appropriate demand function, complete data of all regions is
needed to accurately model the price formation in the whole market. Therefore, we only
refer to the results of this identification approach as approximation.

Here, the results are obtained by optimizing prices and sales quantities of a single region.
Extending the optimization model to multiple regions gives rise to additional influencing
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1 (15 _1.4/0.6) | 702.90 | 2133.98 | 63627 | 468.60 0.14 0.00
STD; +0.0004 | +0.0000

0; +0.0009 | £0.0000

2 (1.9 _1.4/0.6) | 2572.98 | 1458.60 | 563.94 | 1715.32 0.12 0.00
STD; 40.0001 | 0.0000

0; +0.0002 | £0.0000
3(1.5_12/0.6) | 123210 | 1063.99 | 15442 | 821.40 0.15 0.00
STD; +0.0001 | 0.0000

0; +0.0002 | £0.0000

4(1.9 1.2/0.6) | 75810 | 1699.29 | 885.67 | 505.40 0.36 0.00
STD; +0.0002 | 0.0000

0; +0.0005 | £0.0000
5(1.3_1.4/1) | 1101.10 | 2268.00 | 636.27 - 0.13 | 163.96
STD; +0.0004 | £0.3907

0; +0.0009 | +0.9562

Table 7.11: Demand parameters of scenarios that minimize A Dis, P = {p} for all
p € P,y at time t5™ — 1 in order to forecast demand at time ¢5™

factors on demand. For example, trade between these regions might also have crucial
influence on the simulation results and, hence, also on the determination of the demand
functions according to this scheme.

However, this method provides some benefits. First, this method is able to yield rea-
sonable demand function approximations that provide a lot of information for further
studies. Moreover, it allows to test additional assumptions and conduct further scenario
simulations to analyze the effects of input factors (e.g., the effect of changes in the eco-
nomic parameters or the production settings) on optimal prices and sales quantities, but
also on the market model in general. Nevertheless, as more simulations have to be made,
the more time-consuming this method is. This motivates us to look for an alternative
method still having in mind the conclusions we can draw from the presented heuristic
approach. For example, the historical prices and sales quantities show a different struc-
ture for each product that is also reflected in the parameter estimates. Consequently, the
results of this procedure reveal the importance of estimating the demand function of each
product separately. Therefore, in the next step, we investigate a parameter identification
method reduced to the product-specific data.
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7.3. Development of an Optimization Model to Identify Demand Parameters

7.3 Development of an Optimization Model to Identify
Demand Parameters

In this section, we set up a least-squares optimization problem to identify the parameters
of the tanh-demand model (7.1). As mentioned above, further assumptions are necessary
to compensate the insufficiency of data regarding the demand in low or high price ranges.
In the following, we summarize the additional assumptions that are required to enable
an efficient parameter identification and present our resulting parameter identification
problem. As above, we test this approach using data from a small subsystem of the
petrochemical network and illustrate the results below.

7.3.1 Parameter Identification Problem (PIP)

The least-squares method described in section 5.3 is an appropriate tool for various
parameter estimation problems. Likewise, our objective is to identify parameters using
this approach. Before setting up the parameter identification based on least-squares
estimation, further assumptions are required (cf. section 7.1).

Assumptions 7.5. Assumptions regarding the optimization problem

1. As specified in section 6.2, )\Z)W’t >0, i=1,24, )\:fp’r’t > 0 and )\zw’t >0, ke
{GDP, IndPro}.

2. Suppose we aim to identify the parameters at time ty. Given a data set Ty, consisting
of prices and sales quantities of selected past years that are supposed to influence
the situation at time tg, we suggest that it is more likely that recent data satisfies the
demand function at time to than older data.® To integrate this assumption we add
weighting factors to each residual in the least-squares functional, where we attach
greater weight to more recent data and smaller weight to older data. In particular,

we define

wi=A- 1=\ t=1,...,T, (7.23)
where 0 < A < 1. In other words, we assume that the variance of the errors
(agmt = Qporto (agm’t)) , t € Ty, s time-dependent and increases if tyg —t increases.

3. We assume that our data is located in the second price range. In other words, we
suggest that the demand function is strictly decreasing at historical prices ay ., t €
T;,, given the economic situation, i.e.,

eco
8¢p,7‘7t0 ™
a ™ (ap7r7t)
Lp,r.to
®p,rto ®p,ritg IndPro ®p,rtg ®p,rtg GDP ™
B A + AMndpro ° Aar,to,J 12 Ag + Acpp” Aar,to,J —Aprt <
= — Xﬁp,r,to -sec )\%T’to <s,
3 3
(7.24)

SCompare assumption 7.1 and 7.2 in the heuristic approach: under the assumption of no change in the
economic situation from time to — 1 to to the data of to — 1 satisfies the demand function at time ¢o.
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where s < 0.

4. In addition, we assume that in the first price range, the demand function is almost
constant, i.e., we assume that the deriative w.r.t. xy,, at ay,., = 0 is approxi-

mately zero:
eco

B
0> #(0) > aq, (7.25)

p,'f’,t()
where a > —1. That means, we assume that

ATy A AdP (AP A AT
- “— - sech = | >a, (7.26)
)\gp,'r,to )\g’p,r,to

where 0 > a > s.

To include those assumptions in the parameter identification, we gain from the char-
acteristics of the sech-function. In addition, we establish the following notation: ajy, ;i
is the maximum price for all ¢g € T3, and @y, is the minimum price for all ¢ € Ti,.

Regarding inequality (7.24), if

N AT AR g, 20, (7.27)
we obtain
bp,r,to % o GDP _ —n
O < SeCh2 )\ + )\ A ’I’t(),.] apﬂ’:to
- ¢p,'r,t0
)\3
Pp,rit p,rit GDP
A O+ A . Aa —a”
2 GDP a, Jto,J p,7t0
< sech? :
- )\¢p,r,t0
Pp,rt Pp,rt GDP
G0 APreto L AqGDP _ g
< sech? rio, — Spito (7.28)
)\(z)p,r,to
3

for all t € T,. Therefore, it suffices to require that the inequality (7.24) holds at the
historical minimum price instead of including this inequality for all prices ap,;, t €
{to—1,...,to — J}.

Next, we 1nvebt1gate which values AaGDP and Aaﬂdpro, t € Ty, have the most adverse
effect to the derivative with respect to the price of the demand function. In other words,
we determine the worst-case scenario of the historical values, since we have no informa-

tion about the real development of the economic situation at time tg, i.e., Aaggf] and

Aaﬂ‘é?f". If inequality (7.24) is also satisfied for these values, it is supposed to hold under

more moderate conditions. Obviously, the absolute value of the derivative is smallest for

minimum change in the index of industrial production Aaﬂipf‘). Furthermore, if

A NG - 80RO, (729
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i.e.,
Gp,rt bp,rt GDP _
Ao" 0+ NG - Aa —ar
2 Dp 2% it
sech ¢ R LU ) (7.30)
)\(bp"fyto
3

the derivative with respect to the price is closest to zero for the maximum change of the
gross domestic product AaGDP (cf. equation (7.28)). Thus, it suffices to require

®p,rtg ®p,rtg IndPro Pp,rto Pp,rtg A GDP T
A + Alndpro - A t0,J o [ A2 + Acpp” - Aar,to,J — Aprto
— - sech <s (7.31)
)\(bp,'r,to >\¢p,r,t0
3 3
and . .
D,7t0 D,7t0 GDP ar
Ag +Acpp” Ay — Gy = 0 (7.32)

in the parameter identification problem. Likewise, we can reduce the number of inequal-
ities expressing the saturation quantity at price zero to one. Contrary to above, we
determine the worst-case-scenario such that there is an upper bound on the derivative.
Restricted to the historical data, the derivative is at its maximum for maximum change

of the index of industrial production, Zalrf;%f)fo, and for minimum change of the GDP,

AaSPP provided that )\gw’fo + )\é%rffo -AaSPP — g7 > 0. Thus, by including

Tt0,J? rto,J D,75to
Pp,rto bp,r.to IndPro ®p,rto ®p,rto GDP
A + Adpry - Aa 0 o [ A2 + Acpp’ - Ay
- sech > a, (7.33)
A?pmto )\?P’T»to

we ensure that inequality (7.25) is satisfied if the change in the economic situation does
not exceed the presumed worst case.”

Including these inequalities leads to a constrained weighted least-squares problem, which
will be presented and explained in the following. In contrast to our heuristic approach,
we do not predetermine some parameters, but estimate all six parameters simultaneously.
The parameter identification problem (PIP) is then given by

. 2
Abrrito )\‘?gl,?}o Aprio 2 (e (ag = 8574 (a7,0))) (7.34a)

€Ty,
At ba et
subject to
0 AP0 £ AP - AafidPre — AT, (7.34b)
0 < AgP0 4Gt AGSPP T (7.34c)
§PO < MG, (7.34d)

"Note that our resulting restrictions are sufficient but not necessary for the assumptions to hold.
Moreover, in general, the change of GDP and the change of the index for industrial production is not
supposed to be extremely reverse, i.e., if one of the indices heavily decreases, the other one does not
heavily increase at the same time.
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0 < AfPmto, (7.34e)
0 < A" ke {GDP, IndPro}, (7.34f)
Pp,r, Pp,r, IndP bp,r Pp,r GDP 7
M Ao Ao (22T H A Ay =g )
- )\?;p,r,to Agp,r,to ’
(7.34g)
and
bp,rt bp,rt IndPro bp,rt bp,rt GDP
)\ P 0 + /\ p 0 A 1 )\ 0 _|_ )\ 0 A
0 < - 1 IndPro rto,J sech2 2 GDP rto J _a. (734h)
)\gp,r,to )\g)p,r,to

Constraints (7.34b) to (7.34f) are due to theorem 6.2 in section 6.2.2. Note that the

factor sP° > 0 is inserted in equation (7.34d) to ensure )\gbp ™0 > 0.8 Additionally, we
include the constraints (7.34g) and (7.34h) mentioned above that reflect our assumptions
concerning the shape the demand function.

In the subsequent section, we apply this parameter identification approach to the sub-
system of the petrochemical network that was already used to test the first method in
section 7.2.

7.3.2 Forecast of Future Demand

We implemented the generalized Gauss-Newton algorithm described in section 5.3.3 in
MATLAB using active set methods to solve the quadratic subproblems. To test our
method, we solve the parameter identification problem (PIP) for the five products with
external demand P,,; = {1,2,3,4,5} of the subsystem that we already considered in
section 6.3 and 7.2.2. We set J = 1 to compute the change in the economic situation (cf.
section 3.3) and Tjeim = {t5™ — 10,...,#5™ — 1}. We include the exponential weighting
factors with A = 0.4. Moreover, we select s = —0.03, a = —0.01, and sP?® = 1 and set the
initial values equal to the respective best results of our heuristic approach. The algorithm
converges to a local solution for all products except products 3 and 4.° Therefore, we
start with solving a subproblem by reducing the number of data {t5™ — 10, ..., —5}.
Then, we use these solutions as initial values in order to solve the PIP based on the whole
range of data, which leads to a solution on this occasion. The resulting demand param-
eters for 5™ are presented in table 7.12. Likewise, we calculate the standard deviation
(STD;) and approximated boundaries for the 95%-confidence region 6; for all parameters

)\%’T‘tsm, i ={1,2,3,4,GDP, IndPro}. If the estimated parameters are equal to zero

()

(e.g., Ay

p,r,tSIm

d) sim . . .
and A\Jpp  for p = 1), the corresponding constraints are active (e.g.,

8Note that A% "0 controls the rapidness of the negative hyperbolic tangent to decrease. The bigger
/\% "0 the smaller tanh(()\% ro +/\(é’]’37pt“ Aa ?PO 7= Tpr t)//\ép "0) given 27, < /\¢p Tt €Ty,
i.e., the smaller the price aj ., for which tanh(()\% IR /\Z‘]’D'Pt" AaSEf’J xp’m)/)\gp ""t") ~ 0.

9The algorithm stops if [|(A{770 AJ7 ™10 \SPmto \@rrito )\g%;to )\ffd;g) 2 <1077
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¢p . ¢8im ¢p . tSim ¢p . tSim d)p . tSim ¢p . tSim d)p pogSim
p A Ao A3 Ay AdDP Alndpro | Iter.

1 817.29 | 5925.00 | 2400.30 0.00 0.00 7.54 8
STD; £3.501 | £63.49 | +£39.78 +0.00 £0.00 £3.19
6; | £10.49 | £189.59 | £118.79 +0.00 +0.00 +9.53
2 2271.70 | 2205.70 502.41 0.00 0.04 6.81 14
STD; +£5.32 | £82.04 | £50.17 +0.00 +0.03 +5.29
0; | £22.65 | £349.36 | £213.65 +0.00 +0.12 | £22.55
3 696.32 | 2179.10 733.30 702.45 0.00 1.50 12
STD; +7.93 | £36.82 | +£16.18 +6.04 +0.00 +£3.37
0; | £23.67 | £109.95 | £48.31 | +£18.05 +0.00 | £10.07
4 702.27 | 4123.10 | 1558.80 0.00 0.00 19.16 10
STD; +3.34 | +£55.83 | =£32.11 +0.00 £0.00 +£3.79
0; £9.98 | £166.73 | £95.88 +0.00 +0.00 | +£11.31
) 445.37 | 3242.20 | 1327.60 445.37 0.00 0.00 8
STD; +1.00 +1.68 +0.08 +1.00 £0.00 £0.00
0; +2.27 +3.80 +0.19 +2.27 £0.00 +0.00

Table 7.12: Demand parameter results of the PIP for ¢5™

constraint (7.34e) and (7.34f) for k = GDP and p = 1). In this case, the standard devi-
ation is also zero, which indicates that the parameters can be neglected for the product
under consideration at time 5™,

In addition to these active inequalities, the choice of s and a provokes that the correspond-
ing constraints (7.34g) and (7.34h) are also active at the solution for all p € Pp,;. Thus,
additional assumptions in this manner are necessary in order to get a reliable parameter
identification. Selecting values for s and a that are closer to zero can provoke that the
generalized Gauss-Newton algorithm does not converge.'® To conclude, figures 7.7 to
7.11 show the resulting demand functions together with the historical data. Notably, the
consumption for price zero is in the price range of the historical data, and the demand
function slowly decreases if price rises so that the customer’s willingness to buy is high.
In chapter 7.4, we return to these results by simulating prices and sales quantities inte-
grating the demand functions in the supply-demand trade network optimization problem.

7.3.3 Discussion

Because of the insufficient data available, applying the method of least-squares to esti-
mate demand parameters of the tanh-demand model eco relies on additional assumptions
that can change the result considerably. Therefore, the additional components have to
be selected carefully such that the assumptions 7.5 are well integrated. These are the set

10T the subsequent section, we discuss an alternative approach to include additional assumptions in the
PIP. However, these are more restrictive than the constraints (7.34g) and (7.34h).
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T;,, the weighting factors wy, t € Tj,, and the factors s, a, and sP°°. Most important,
appropriate initial values are essential to ensure local convergence. Here, the results of
the heuristic approach serve as appropriate initial values so that the algorithm converges
to a local solution. If they are not available, globalization techniques become necessary
(cf. standard optimization textbooks, e.g., [NWO06]).

Supplementary, suppose that reliable prognoses exist about the behavior of the cus-
tomer in the high price range dgﬁ 1o > max(aj . )er,, or the low price range d;ﬁ to <
min(ay , ;)ery,, respectively. We can take advantage of this information by including it
in the least-squares estimation as follows.

. . ~ ~ DP IndP
Given auxiliary prognoses <a;r7’fi to) agiito, AathO ’k, Aar’”T‘fo m”“) , k=1,...,K, where
alk, — e, (art, ) ~ N (0,62) (7.35)
Aprito — Pporto \ Aprito 1Ok) 5 :
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Figure 7.11: Demand function for product
5 at t5™: optimal solution of the PIP

we add
K

1 / ok ok 2
5 (2 (ath - o (5)) 756
k=1

to the objective function of the PIP (7.34a) (cf. section 5.3.1) . As a result, the con-
straints (7.34g) and (7.34h) can become redundant because the additional information
determines the shape of the demand function instead. This concept, however, implies
stronger assumption on the behavior of the customer in low and high price ranges. There-
fore, adding notional data need to be based on reliable scenario analysis.

131



Chapter 7. Parameter Identification

7.4 Comparison, Discussion, and Outlook

In this section, we compare and discuss the results of the heuristic approach and our
parameter identification problem (PIP). Therefore, in section 7.4.1, to compare the effects
of their distinct results in our supply-demand trade network optimization problem (4.3)
defined in section 4.2, we will simulate prices and sales quantities at t*™ by means of the
respective forecasted demand functions for time '™ (see section 7.2.2.2 for the heuristic
approach and section 7.3.2 for the PIP). Afterwards, we discuss the differences, the
respective advantages, and the open problems of both methods.

7.4.1 Including the Estimated Demand Models in the Supply-Demand
Trade Network Optimization Model

Having integrated the demand parameters from the respective forecast for 5™ in the
supply-demand trade network optimization problem, we simulate prices and sales quan-
tities at time t5'™. For this purpose, we assume that the change in the economic situation
at this time is known.'! The results are summarized in table 7.13 and 7.14. Moreover,
figures 7.12 to 7.16 illustrate the optimal solution on the corresponding demand function

as well as the real data at 5™,
Method ‘ Product 1 | Product 2 | Product 3 | Product 4 | Product 5
Heuristic 1960.33 1524.25 1200.07 1882.08 1858.86
PIP 3987.40 2190.66 2180.66 2872.69 3242.20

PIP + assump. 7.6 2737.12 2004.50 1655.25 2396.59 2663.85

Table 7.13: Comparison of the price simulations in $/t at ¢5'™ obtained by integrating
the respective demand models in the supply-demand trade network optimization model

Method Product 1 | Product 2 | Product 3 | Product 4 ‘ Product 5
Heuristic 767.55 1865.18 764.40 611.00 1079.05
PIP 561.61 239.64 700.96 506.69 445.37
PIP + assump. 7.6 618.57 1231.53 895.96 536.79 595.01

Table 7.14: Comparison of the sales quantities simulations in 1000¢ at t™ obtained by
integrating the respective demand models in the supply-demand trade network optimiza-
tion model

The resulting demand functions display distinct behavior over the whole price range.
In general, the heuristic approach indicates higher consumption for lower prices than
the PIP method. Note that the heuristic approach does not need to get along with the

HEor a true forecast, changes in the economic factors also need to be forecasted. This, however, is
beyond the scope of this thesis.
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Figure 7.12: Comparison of the optimal
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in the network optimization model (4.3)
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in the network optimization model (4.3)
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Figure 7.13: Comparison of the optimal
solution for product 2 at t5'™ obtained by
integrating the respective demand models
in the network optimization model (4.3)
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Figure 7.15: Comparison of the optimal
solution for product 4 at t5'™ obtained by
integrating the respective demand models
in the network optimization model (4.3)

additional assumption in case the price is zero (inequality (7.25)). On the other hand,
the results of the PIP do not give any hint to the real maximum price or maximum con-
sumption. Whereas the heuristic method approximates an upper bound on the maximum
consumption and indicates an maximum price, this is not true for the PIP.

The solutions of the network optimization problem (4.3) with demand parameters esti-
mated by the PIP consistently results in higher prices and lower quantities. The results
obtained from the heuristic forecast achieve a better simulation of prices and sales quanti-
ties. These results are not surprising because the heuristic approach takes all production
processes and available market information into account, whereas the PIP methodology
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Figure 7.16: Comparison of the optimal
solution for product 5 at 5™ obtained by
integrating the respective demand models
in the network optimization model (4.3)

is only built on exogenous information. Basically, the second approach has the advantage
of identifying the demand parameters independent of the market model, but is in need
of more information about the consumer behavior, especially for high prices (cf. section
7.3.3). If knowledge about the consumer’s maximum willingness to pay is provided, we
expect that the PIP methodology achieves better results.

To support this statement, we again identify the demand parameters for all p € P,,; =
{1,2,3,4,5} of the subsystem as in section 7.3.2 (i.e., J = 1, Tjsim = {t5™ —10,. .., t5m —
1}, A =04, s = —0.03, a = —0.01, sP*® = 1, and the initial values are set equal to the
respective best results of our heuristic approach (see section 7.2.2.2)) by adding further
assumptions to the PIP (7.34).

Assumptions 7.6. Assuming that there is information available in order to add one
scenario, i.e., K=1 in equation (7.35) and (7.36), to the database used in section 7.5.2
to solve the PIP (7.34) let

~m,1 Elq’l ACLGDP’l IndPro,1\ __
pvrvtSiH” pvrvtSim’ TﬂTtsim’ TaTtsim -
GDP IndP
(2 ‘ a;,r,tsim,p 07 Aar,tSiI"fl,l’ Aarl’ltsimrglyl> ) (737)
where
eco ~m,1 ~q,1 ~ 2
p,T‘,tSim (ap,'r,tSim> ~ N (ap,r,tSim7 (71) 9 (738)
with 01 = 60.97 so that
eco ~m,1 ~q,1 ~q,1 _
P (662 i (7)) € 300 s = 100,27 o +100]) = 0.9. (7.39)

Remark 7.2. Adding this assumptions to the PIP has the purpose to show that this
approach is able to deliver better results if more information about the consumer behavior
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is available. However, the assumptions 7.6 represent an exemplary scenario and do not
reflect prognoses about the real behavior. Consequently, further information about the
consumer’s maximum willingness to pay is necessary, which, for example, can be obtained
from consumer questioning.

The corresponding demand parameters for each product p € P,,; obtained by the PIP
(7.34) together with the assumptions 7.6 are summarized in table 7.15 and the corre-
sponding simulation results of the network optimization problem (4.3) are given in the
tables 7.13 and 7.14. The resulting demand functions together with the results obtained
from the heuristic approach, which were already presented above, are illustrated in the
figures 7.17 to 7.21. Notably, using the extended PIP provides better simulations of the
prices and sales quantities.

¢ sim d’ sim ¢) sim ¢ sim (b sim ¢ sim
p,r,t p,T,t p,T,t p,T,t p,T,t p,T,t
p A Ay A3 Ay Aapp AlndPro | 1ter.

1 798.40 | 3676.10 970.01 0.00 0.00 9.28 10
STD; +3.10 | £74.11 | =£40.51 £0.00 +0.00 +3.12
0; | £10.83 | £258.85 | £141.47 £0.00 +0.00 | +10.88
2 1209.90 | 2034.70 498.98 | 1061.90 0.05 6.98 13
STD; | +£58.83 | £75.30 | £48.93 | =£60.74 +0.03 +5.37
0; | £275.55 | £352.67 | £229.16 | £284.50 +0.13 | +25.14
3 1399.70 | 2078.60 579.03 0.00 0.00 11.84 11
STD; +3.24 | £27.37 | £11.57 £0.00 +0.00 +3.10
0; | £11.30 | £95.59 | +40.41 +0.00 +0.00 | +10.83
4 707.25 | 3233.60 | 1117.10 0.00 0.09 28.46 16
STD; +3.71 | £109.55 | +£52.56 £0.00 +0.01 +4.08
0; | £12.96 | £382.61 | £183.58 +0.00 +0.04 | +14.24
) 891.08 | 3747.70 | 1344.90 0.00 0.00 0.22 9
STD; +2.81 | +£38.83 | £20.38 £0.00 +0.00 +2.96
0; +8.19 | £113.29 | +£59.45 +0.00 +0.00 +8.63

Table 7.15: Demand parameter results of the extended PIP for t5™: assumptions 7.6
were added to the PIP

7.4.2 Concluding Remarks

Both approaches are applicable to varying historical data time series as exemplarily shown
in sections 7.2.2 and 7.3.2 and provide demand parameters. They consider different
minimization problems: whereas the heuristic approach seeks for the demand function
so that corresponding price and sales simulations are close to the historical values, the
PIP determines the demand parameters such that historical values are approximated.
Equally, the real historical value is also located near the demand function determined by
the PIP. However, regarding the simulation results of the network optimization model
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Figure 7.17: Comparison of the optimal
solution for product 1 at t5™ obtained by
integrating the respective demand mod-
els, where assumptions 7.6 were added
to the PIP, in the network optimization
model (4.3)
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Figure 7.19: Comparison of the optimal
solution for product 3 at 5™ obtained by
integrating the respective demand mod-
els, where assumptions 7.6 were added
to the PIP, in the network optimization
model (4.3)

4500F ® Datat™"
—— Demand (PIP) for t™
4000 ® Simulation (PIP) for ™
3500} Demand (heuristic) for ™
s Simulation (heuristic) for t*™
= 3000
o
o
S 25007
=] ﬁ
§ 2000F ¢
£
[
0 15001
1000
500r
0 . . . . ,
0 1000 2000 3000 4000 5000 6000

Price [Dollar/Ton]

Figure 7.18: Comparison of the optimal
solution for product 2 at t5'™ obtained by
integrating the respective demand mod-
els, where assumptions 7.6 were added
to the PIP, in the network optimization
model (4.3)

1600 ® Data t™™
— Demand (PIP) for t™
1400} ® simulation (PIP) for £
Demand (heuristic) for t*™
'S 12007 Simulation (heuristic) for t™
e
8 1000¢
o
=,
2 80—\
£
& 600} *
400
200r
0 . . . . . )
0 1000 2000 3000 4000 5000 6000

Price [Dollar/Ton]

Figure 7.20: Comparison of the optimal
solution for product 4 at t5'™ obtained by
integrating the respective demand mod-
els, where assumptions 7.6 were added
to the PIP, in the network optimization
model (4.3)

(4.3), its shape induces a higher price as optimal solution than the demand function

resulting from the heuristic approach.

Both methods are in need of numerous a-priori assumptions that also risk to falsify the
simulations by misinterpreting the current market situation.!?> Therefore, we content

12Certainly, reducing the parameter identification to the intermediate interval simplifies the estimation
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Figure 7.21: Comparison of the optimal
solution for product 5 at 5™ obtained by
integrating the respective demand mod-
els, where assumptions 7.6 were added
to the PIP, in the network optimization
model (4.3)

ourselves with giving some examples and do not claim to obtain an overall solution.
Nevertheless, the parameter identification process is applicable to a wide product range
differing in historical time series. Moreover, using the concept of exponentially smoothing
the historical values results in time-varying demand functions.

However, as said before, both techniques require additional information to deliver reliable
results, and if this is not available, auxiliary assumptions are necessary. As a consequence,
the solutions have quite different features. More precisely, the first approach provides
a rather high maximum consumption at price zero with a strict decline and a maxi-
mum price, which is close to the historical data. The second method provokes that the
maximum consumption at price zero is in the price range of the historical prices, and
consumption shows a flat decline implying a large price range. Although the simulation
results of the heuristic approach are closer to real data, there is no reason to prefer this
approach in every aspect. In general, the PIP methodology preferably provides a ex-
ogenous solution without using market data, but needs more information than currently
available. Given assessments of the consumer’s maximum willingness to pay the PIP is
expected to give better results (cf. the results because of assumptions 7.6). To conclude,
we emphasize that more information is necessary to establish a unique demand model
with reliable parameter estimations.

process. Since we aim to apply our demand model in the optimization model to simulate prices and
sales quantities, it is necessary to estimate the parameters of the demand model in the whole domain
by means of historical data.
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8 Conclusion

This thesis has established a general approach to modeling aggregated demand for com-
modities, which takes into account all essential influencing factors. On this basis, explicit
demand models were studied and applied to our case study of the petrochemical market.
We decided on a phenomenological approach instead of modeling the utility function of
the customers, because quantifying the customers’ preferences requires more extensive
assumptions about their decision-making.

Thus, our first question was to collect and analyze essential influencing factors of de-
mand in order to transfer the characteristics of demand and its crucial impacts into a
mathematical framework. In addition to the own price of the product in demand, these
included market parameters such as economic indices quantifying the changes in the eco-
nomic situation, prices of substitutes and complements, and also specific characteristics
of the customers. So far, however, we have assumed that all customers in the market
act independently, but have identical behavior and can be considered as one customer
by aggregating their demand. Consequently, our approach was restricted to the case of
a homogeneous population of customers.

Regarding the influences of prices of substitutes, we analyzed the effects of different pos-
sibilities to switch production processes as reason for substitution on demand. To cope
with this emerging complexity we aggregated all substitution possibilities and proposed a
demand model including substitution because of gradual switching. This model includes
a moderate price region for which the substitutable demand that can be satisfied by all
substitutes is split up according to the respective price ratio. If one of the products
becomes considerably cheaper, the whole demand is absorbed by it.

In conjunction with the market optimization problem including the supply-demand in-
teractions that we developed in cooperation with Kramer [Kral3| to simulate prices and
sales quantities in a multi-commodity market, we aimed to integrate demand models that
were based on our phenomenological approach. Therefore, we were aware of computa-
tional practicality in solving the optimization problem by giving preference to smooth
model functions.

For this purpose, this thesis provided an explicit demand model for the petrochemical
market that reflects the nonlinear relationship between demand and price. Moreover,
we presented model extensions including the impacts of other products’ prices and the
change of the economic situation and proved that these models satisfy the assumptions
stated in chapter 3 to the greatest extent. In the case of substitutes, finding a suitable
model turned out to be more complex and the model function was not differentiable. In
addition, the choice of parameterization enabled a simple interpretation of the values.
They provided an upper bound for the consumption at price zero and indicated at which
price demand is zero.
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To integrate these demand models in the network optimization problem in order to deter-
mine optimal pricing and production strategies, their parameters needed to be identified.
However, it was a challenge to estimate demand parameters if only incomplete informa-
tion on the customer’s behavior is available. By means of additional assumptions, we
came up with two approaches. Firstly, the heuristic approach determined appropriate
values by simulating prices and sales quantities. In the second approach, we solved a
constrained weighted least-squares problem. Both approaches succeeded in providing
demand parameters. Since these differ, further information is necessary to accomplish
our case study. Nevertheless, our methods to identify parameters reveal some benefits.
Taking into account the temporal effect, techniques resembling the moving average fil-
ter are applied in both parameter identification methods. Consequently, we are able to
provide parameter estimations for each product in each region each year.

There are several possibilities to extend this work:

e So far, our approach of modeling demand is simplified by aggregating the customers’
demand under the assumption that all customers act independently and have the
same consumption behavior. Provided that information is available that enables
us to break down the complex effects of interacting customers, multi-agent models
might be appropriate to investigate the influences of a structured population of
consumers on aggregated demand.

e Including uncertainty in the demand model gives rise to more sophisticated ap-
proaches. In addition to modeling the change of the economic situation or various
characteristics of the consumer as random variable, setting up a stochastic op-
timization model that represents the decision process of the consumer might be
especially convenient with regard to the complexity of substitution processes.

e Assuming that the multi-commodity market under consideration is an oligopoly the
concept of game theory may serve as an appropriate tool to model price formation
in case multiple market participants are involved. Therefore, interactions between
producers and customers have to be explicitly modeled.

e All in all, reseachers need a database that provides information to break down
the complex decision processes of customers, and their influence on the aggregated
demand-price relationship. In addition, more information about the behavior in
low or high price ranges is crucial with regard to parameter identification. This is
because so far it has only been possible to estimate parameters by including addi-
tional assumptions. It would be desirable to uniquely identify demand parameters
using only historical data.
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Notation

The following lists contain the notation used to present the general approach to modeling
demand in chapter 3, to establish the explicit tanh-demand model in chapter 6, and to
discuss methods to identify demand parameters in chapter 7.

Variables

T

mr,t

Parameters

Gi
ar,t

consumer

ar,t

min__quant
P71t

max__quant
Xp,rt

bl
Qp,rit

Price vector in region r at time ¢

Absolute value of an economic index (; in region r at time
t

Change of the value of an economic index (; from previ-
ous times to ¢. J is the number of previous times to be
included in the computation

Forecast of absolute value of an economic index ¢; at time
tfort+1

Change of the forecasted value of an economic index (; at
time t for ¢t + 1. J is the number of previous times to be
included in the computation

Factor to weight historical data from time ¢ — j by deter-
mining influencing factors of demand ¢, ,+(+)

Vector containing the characteristics of the consumer in
region r at time ¢.

Minimum quantity of product p the consumer need to
produce to fulfill his commitments at time ¢

Maximum quantity of product p the consumer can re-
process or store at time t, i.e., this quantity can also be
considered as maximum capacity

First price barrier: if 7y, , < ag}m the potential demand

will be fulfilled because of exceptionally low prices

section 3.1

section 3.3

section 3.3

section 3.3

section 3.3

section 3.3

section 3.1

section 3.4

section 3.4

section 3.4
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: foare if bl ™ b2 :
Second price barrier: if ap,; <z ., < a)7.4, demand is
strictly decreasing
: : fape if b2 ™ b3
Third price barrier: if a5, < xp,, < ap’.,;, demand

is reduced to a minimum level. If 0423” < @, then
20y b
demand is zero.

Maximum price for product p in region r at time t the
consumer is willing to pay.

Available budget of the consumer in region r at time ¢

Integer parameter to express consumer’s expectation of
price change for product p for time t + z at time ¢

Binary parameter indicating whether there is a contract
between producer and consumer for product p in region
r at time ¢

Contract quantity the customer purchases of product p in
region r at time ¢
Switching barrier for the price ratio g 4

—L at time ¢t

]
Additional costs for switching from p;, to p;, at time ¢
Ratio of products p;; and p;, required for reprocessing

Weight proportion of product p;; in the basket of products
of Cz

Demand parameters for product p in region r at time ¢ in
the tanh-demand model

Demand parameters for product p in region r at time ¢ in
the tanh-demand model eco

Historical minimum price of the time interval T}
Historical maximum price of the time interval T}

Historical minimum change in the GDP of time interval
T;. J is the number of previous times to be included in
the computation

Historical maximum change in the GDP of time interval
T;. J is the number of previous times to be included in
the computation

Historical minimum change in the index for industrial pro-
duction of time interval T;. J is the number of previous
times to be included in the computation

section 3.4

section 3.4

section 3.4

section 3.4

section 3.4

section 3.4

section 3.4

section 3.5
section 3.5

section 3.6

section 3.6

section 6.2
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Functions

Gprt(°)

Oprt(+)

¢I-4"()

prt(")

pnt ()
Gyt ()
Ppiy ()

Qs%i,r,t(')

dv ()

Historical maximum change in the index for industrial
production of time interval 7. J is the number of previ-
ous times to be included in the computation

Data for scenario k in region r at time %g

Demand function for product p in region r at time t
bpri: (ROIPIX R x RT x R x R — RY

Demand function restricted to the price range

[ag’lm,ag?m) in which the demand strictly decreases

Oprt: RO xR x R x RT x RY — R}

Demand function for product p in region r at time

t capturing the additional quantity the customer or-

ders because he expects the price to rise in the future

¢l-o% RI)P x R x RY x RT x RC — Ry

Demand function for product p in region r at time ¢t

including the consumer’s expectation on price changes
rc (RO x R x RE x R x R — R

Demand function for product p in region r at time ¢ in-

cluding the possibilities for contracts

oo (RPN x R x RI x RT x RE — RY

Demand function for product p in region r at time ¢ cap-

turing the basis demand to be satisfied by p

@b it ROFIXR x R x RT x RC — RY

Splitting function determining the share of the substi-

tutable demand for product p;, w.r.t. xgilmt/:v;r@m

Ppiypiy * R* — [0,1]

Demand function in region r at time ¢ capturing the sub-
stitutable demand for application a to be satisfied by all
products p; € P;

Op, 1t ROIPIXR xR x RT x RC — RY

Demand function for product p in region r at time t in-
cluding the sum of the share of ¢f . ;(-) and Q%-,r,t(') for
pi €Pi

oot RT)IPI xR x R x RT x RC — RY
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¢?>gfr,t ()

CbPi,r,t(')

i)

Pt ()

¢Ci,r,t(')

o)

leCi,T,t(')

ot (*)

Time Sets

Aggregated demand function for product p in region r at
time t capturing the substitutable demand to be satisfied
by all products p; € P;

ot ROIPIX R x R x RT x RY — R

Approximation of aggregated demand function gzb%gigrt(-)
for product p in region r at time ¢ capturing the substi-
tutable demand to be satisfied by all products p; € P;

oprt: ROIPIXR xR x R x RE — RY

Demand function capturing the influence of substitutable
products for product p in region r at time ¢

sub s (RE)IFPIx R x RI x R x RY — RY
Demand function capturing the influence of complemen-
tary products for product p in region r at time ¢t

com: (RIIPI x R x RT x RT x RY — R
Demand function for the basket of p € C; weighted by
their respective factors apeip D E C; in region r at time ¢
de,ri: RO X R xR x RT x RY — RY
Demand function for the basket of p € C; weighted by
their respective factors aylie P E C; in region r at time ¢
gprnde: (RY) x R x R x RT x RS — Rf
Cost, function of the basket of p € C; weighted by their

respective factors a;?g;t, p € C;
. (PP +
\Ilcimt' (RO )I - R0

Demand function capturing the influence of the economic
situation for product p in region r at time ¢

cco s ROPIx R x R x R x R — R

p,r,t

{t—1,...,t—J} Set of data points for which we assume that they influence

T

1o
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the economic situation at time ¢

Set of data points for which we assume that they influence
the demand parameters at time ¢

Set of data points for which we assume that the market
situation is comparable

Set of data points used to simulate prices and sales quan-
tities in the heuristic approach to identifying parameters
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